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Zero-base-budgeting 

INTRODUCTION 

At the request o f  the European Parliament's Committee on Budgets a questionnaire was 

sent to the Member States' Finance Ministries as part of  a study on 'zero-base budgeting' 

(ZBB) . 

This method of establishing budgets was particularly interesting because of the assumption 

that it would alleviate some of the problems that large organizations encounter in the 

Member States when drawing up their budgets. 

During the recessions of  the 1970s and 1980s i t  was possible to  justify and take the 

necessary rationalization measures with the aid of ZBB and so to increase the efficiency 

of private-law undertakings. ZBB was also discussed and tried by public organizations; pilot 

projects were launched primarily in the field of value added tax assessment. 

The following paper describes this budget and planning procedure. I t  considers not only its 

advantages but also the requirements to be satisfied before it can be introduced. 

The annex summarizes the questionnaires that were returned. 
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I. EVOLUTION OF THE ZBB 

The principle of resource allocation by results was first applied in 1964 in the US 
Agriculture Department, which was considered suitable because the specific features of 

the  agricultural policy, i.e. quantifiable input/output ratios, revealed the potential of this 

method. In the ensuing years i t  was also adopted by private enterprises. In 1969 Texas 

Instruments recognized the potential of the concept and introduced i t  in the  company. 

At Texas Instruments i t  was known as OST (Objectives, Strategies and Tactics). This name 

in itself points to  some of the determinants of the method (Becwar, 1989, p. 52). 

In 1970 Peter A. Pyhrr used this principle, now known as 'zero-base budgeting' (ZBB), t o  

establish Texas Instruments' budget (Hill, 1983, p. 13). 

An article in the Harvard Business Review drew the attention of Jimmy Carter, then 

Governor of Georgia, to  this budget procedure (Wise, 1987, p. 44). 

The 1973 financial year was the first in which the budget of a US state, Georgia, was 

established with the aid of ZBB. In the years that followed Jimmy Carter was one of its 

leading proponents. I t  became a particularly important factor in the run-up to  t h e  US 

presidential election, the  argument being that i t  would help increase the efficiency of the 

national bureaucracy and administration (Becwar, 1989, p. 52). 
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After Carter's election in 1977 ZBB was introduced in all government departments and 

divisions and used to establish the national budget for the 1979 financial year. 

However, ZBB also had its  supporters outside the public sector. As early as 1980 it  was 

being used by over 100 large enterprises, several American cities and a number of states, 

(Wise, 1987, p. 44). 
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II. THE PRINCIPLE OF ZBB 

Conventional budget procedures are based on the updating of existing financial resources. 

With ZBB a different route is taken: all operations, functions and activities undergo a cost- 

benefit analysis each year (Becwar, 1989, p. 52). 

This analysis provides for the managers concerned to describe in detail and justify the 

budget item they administer (proceeding from a zero base). The allocation of  resources is 

finally determined by means of  the standardized ranking of the reports (Kaura, 1983, p. 

3). 

The form the procedure takes cannot be generalized: i t  depends on the specific 

circumstances in the organization concerned and also on such 'soft factors' as corporate 

culture. 

Patricia E. Malcolmson believes the ZBB method can be divided into four parts 

(Malcolmson, 1983, pp. 35-38): 

1. Identification of decision units 

2. Development of decision packages 
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3. Evaluation and ranking of decision packages 

4. Allocation of resources as a result of the analysis 

(Although other authors, e.g. Hill, 1983, pp. 13-18, and Kaura, 1983, p. 3, describe the 

procedure in greater detail, no fundamental differences can be detected.) 

The various stages are briefly analysed in the following: 

1. Identification of decision units 

The term 'decision unit' itself characterizes a philosophy underlying ZBB. The 'unit' is seen 

as one option, but i t  is for the manager concerned to choose others for achieving the 

prescribed goal. 

'Decision unit' describes an activity or function whose costs, performance Or efficiency 

need to be clearly defined. In most cases a 'decision unit' will correspond t o  an area of 

responsibility. 

2. Development of decision packages 

Once the organization has been divided into decision units, each manager is required to 

indicate his unit's development capabilities. Major determinants in this context are the 

unit's purpose, costs and revenue. In an extreme case, the analysis leads to the unit being 

abolished (if, for example, the service i t  provides can be bought externally at lower cost). 
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The search for and description of alternative approaches for which the system provides 

enable managers t o  react flexibly to developments. 

At  the same time a range of proposals is submitted to  the senior managers, and 

negotiations now take place on a broader basis and are no longer reduced t o  approval or 

rejection. 

After the decision packages have been drawn up, the various components of  the 

programmes are isolated, and their importance for the various programmes is indicated. 

3. Evaluation and ranking of decision packages 

This is one of the most significant stages in the ZBB procedure. I t  is needed i f  ZBB's 

potential is to be fully tapped; however, i t  is also quite capable of destroying all the 

positive influence this method can have. 
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There is considerable potential for conflict in the discussion on the ranking of  programmes, 

especially as the programmes, or the corresponding decision units, are associated with the  

various managers. 

Clearly, successful and constructive discussion largely depends on this budget method being 

accepted. It must be ensured, for example, that the managers involved feel capable of 

genuinely participating in the budget procedure in the intended manner. Hence the  need 

for appropriate introduction, extensive support during the introductory phase and 

management that thinks constructively. 

4. Allocation of  resources as a result of the analysis 

With the division of the organization into decision units, the establishment o f  decision 

packages and the grading of components by their importance for the various programmes, 

top management has all the information i t  needs for the optimum allocation o f  resources. 

The proponents of the theory believe this approach will ensure increased efficiency without 

precluding innovations in subsequent financial years. 
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III. PRECONDITIONS FOR THE INTRODUCTION OF ZBB 

The introduction of  a system of this kind must be backed by a number o f  measures. Some 

are needed because o f  the specific nature o f  the approach itself, others to  ensure that the 

system is not sabotaged by staff members (N.N., 1988, p. 56). 

The introduction of  this budget and organization system should certainly be planned well 

in advance: a realistic time frame for changing from a conventional budget procedure to 

ZBB is about three years. 

In the meantime the removal of individual unblocked units from the conventional budget 

procedure and their conversion to  the ZBB approach can be considered. This will enable 

the first necessary trial to be undertaken and experience to be gained. The units selected 

should be those where management expects there to  be little resistance and major 

efficiency gains. 
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III.1 Formal conditions for the introduction of 2BB 

One of the formal requirements is the setting of the parameters that define the successful 

introduction of  this budget procedure; this is done by top management forecasting the 

outcome. The definition is needed to enable the introduction process to be monitored and, 

if  necessary, changed (N.N., 1988, p. 54). 

Reference variables need t o  be set both for the current budget procedure and for the 

target values. I t  is crucial that the improvement of the budget procedure and the 

associated increase in efficiency are described to the staff. 

Communication within the enterprise thus has a decisive role to  play as a monitoring 

instrument during the introduction of  this method. Similarly, information channels need 

to be organized and responsibilities clearly defined before the method is introduced 

(Morden, 1986, p. 43). 

The early identification of suitable decision units is equally essential if  a budget procedure 

of  this kind is to  be successfully introduced. It must be ensured that the decision units 

described can be clearly distinguished in terms of responsibility and of  input and output 

(Wise, 1987, p. 45). 
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Although the use of  ADP naturally depends on the size of the organization and thus on the 

quantity o f  data to  be processed, full advantage of this budget procedure can be taken only 

if data preparation is accomplished by suitable ADP. The installation of hardware and 

software and the training of  staff  must be completed beforehand. Reference is made here 

to the problems connected with realistic data simulation and on-the-job training (Becwar, 

1989, p. 54). 

III.2 Staff training 

The effectiveness of  ZBB as a method of budgeting and, above all, organization largely 

depends on the skills o f  management and staff. 

The managers concerned need extensive support while learning the necessary procedures. 

This assistance should not simply focus on future activities but embrace the whole concept. 

Such training must, o f  course, be completed before the method is fully introduced, but it 

should also continue during the start-up phase. This calls for a clear definition of the 

parameters used to  gauge the success of management activities (e.g. the earnings 

contribution of  units). A loose definition of success, e.g. an increase in the acceptance of 

measures or the extension of  the life of a product, is unsuitable as a parameter because 

it is difficult to measure in ZBB. 

As a general rule, management must be geared to results. 
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Such training should be complemented by detailed documentation on procedures and 

functions. This documentation is, of course, another means of communication and should 

therefore include general information on the effects i t  is hoped this budget procedure will 

have (N.N., 1988, p. 54). 
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W. ADVANTAGES AND DISADVANTAGES OF ZBB 

ZBB is not only a budget procedure: its introduction and use influences all aspects of  

organization. The change in the structure of operations must be supported by a 

corresponding adjustment in management style i f  the full potential o f  this method is to  be 

tapped. I t  is easy to see that major changes to the organizational structure have 

advantages and disadvantages at various levels. 

An analysis of these effects can indicate only the potential outcome. Even at the time of 

its introduction, a final evaluation of the method must take account of the enterprise and 

its circumstances. 

N. 1 Advantages 

The greatest advantage cited by proponents of this budget method is the more effective 

allocation of resources compared with conventional procedures (Malcolmson, 1983, p. 38). 

This advantage, which is not yet specific enough, is due to optimization in the following 

spheres: 
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lV.l.1 Optimization of the budget procedure 

If  this method is regarded only as a budget procedure, the improvement in technical 

efficiency it produces is undoubtedly the most significant advantage. 

ZBB enables potential savings a t  unit level to be identified and deliberate action taken to 

achieve them. A t  the same time, the importance of individual units for the overall 

organization can be evaluated, thus enabling reductions in total costs that ignore 

differences in productivity to  be avoided (Wise, 1987, p. 44). 

I t  may also have a favourable impact on budgetarv control, since the detailed objectives 

and the calculation of  the resources needed to  achieve them make i t  easier to  monitor the 

target values. 

IV.1.2 Improvements in management and the structuring of operations 

The proponents of  this method claim that its introduction makes for leaner administration 

at all levels. The 'personalization' of the budget and the associated support for the 

individual's sense of responsibility trigger a kind of self-monitoring that enables corporate 

monitoring t o  be reduced (N.N., 1988, p. 53). 
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The various stages of ZBB give rise to  alternatives for optimizing internal operations 

during the normal budget procedure. 

What is particularly important in this context is that these alternatives are sought at a 

time when problems are not acute and there is therefore no pressure to find solutions (e.g. 

the need t o  make profits after a loss-making period). 

The proponents also argue that horizontal and vertical communication within the 

organization is improved both by the detailed description of decision units and the resulting 

information and by the discussion of  alternative programmes (Wise, 1988, p. 35). 

I t  thus becomes easier for the various levels o f  management to  understand the reasoning 

behind decisions taken at  other levels. 

ZBB is also seen as a suitable complement to the P P S  (Programming, Planning and 

Budgeting System) used in public organizations. 
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While the  P P S  is a long-term planning instrument and so takes greater account of 

macroeconomic variables, ZBB involves the decision units in planning (microeconomic 

approach). 

The two systems also complement each other as regards decision-making levels. While 

long-term strategic planning is prescribed by top management, the solutions found in ZBB 
result from a selective discussion process related to a given date (for t h e  establishment 

of a specific budget) and primarily describe short-term objectives (Malcolmson, 1983, p. 

40). 

IV.1.3 Improvement of staff skills 

In addition to the advantages referred to above, secondary effects can also be identified 

a t  personal level: this budget method increases the flexibility of management at  the 

various levels (N.N., 1988, p. 52). 

The aim is that this should result from the inherent need for annual budgetary justification 

and also from the ongoing search for alternative ways of  achieving results. 

Another factor to  be borne in mind is that this approach also increases the acceptance of 

new working methods. 
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The personal commitment and participation of  lower management levels in the 

establishment of  the budget also increase their sense o f  responsibility (N.N., 1988, p.52). 

The final allocation o f  resources is the outcome of the procedure for a given financial 

year, resulting from a discussion process, and is not prescribed by top management alone, 

as in conventional procedures (Morden, 1986, p.43). 

W.2 Disadvantages 

The most serious disadvantage of ZBB is that i t  is not universal. 

It  is suitable only for discretionary items of expenditure. Public organizations do not, 

however, satisfy this requirement, a large proportion of  their budgets consisting of 

commitments (Wilhelmi, 1995, pp. 78-87). 

I t  must also be realized that, particularly where public budgets are concerned, decisions 

do not always depend on the efficiency of measures, other factors (e.g. budget negotiations 

in the run-up to elections) playing the  decisive role (Wise, 1988, pp. 35 f.). 

This argument becomes all the more important when i t  is remembered that the success of 

ZBB is not revealed by the profit-and-loss statement until the following year (ex post), 

which may make attributing success or failure difficult. I t  is in any case essential that 

provision be made for an ongoing efficiency review of  implementation during the financial 

year. 
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I t  must also be appreciated that not all services rendered by public organizations (e.g. the 

provision of  public goods) can be quantified. Thus a lower budget need not always mean the 

successful use of  ZBB: i t  may be due to a reduction in revenue where the latter includes 

dependent variables (Malcolmson, 1983, p. 40). 

In contrast, reference is made to other disadvantages of this budgeting and planning 

method, often arising in the areas where its proponents see advantages. The problem of 

attributing advantages and disadvantages arises from the specific form this method takes 

in the various organizational types of enterprise and administration. 
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Iv.2.1 Inputs 

The long-term planning for the introduction of  this system and the resulting expenditure 

of  time, materials and management potential can be seen as one of its major 

disadvantages. I t  goes without saying that any change of  system entails significant levels 

o f  such expenditure, which forms an additional input. 

Besides the physical requirements, particular account should be taken of the investment 

required for the training of  staff  and for supporting measures. 

The scale of  this cost factor should not be underestimated, since this expenditure continues 

t o  occur after the introduction of ZBB, thus representing an additional cost factor that has 

t o  be offset by the gains derived from the use of ZBB. 
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lV.2.2 Deterioration in the structuring of operations 

The introduction of this method as a budget procedure and particularly as a management 

and planning procedure must be planned well in advance (Wilhelmi, 1995, pp. 78-87) to 

ensure that  the  necessary sequence of operations is respected. Extensive training, backed 

by internal monitoring of the  new system, is needed to  increase acceptance. Only then can 

i t  be ensured that  the introduction of the new system is not disrupted by managers who 

fear the  restructuring will reduce the influence they wield (N.N., 1988, p. 56). 

This prior investment is worthwhile only if i t  is a t  least equalled by improvements in 

internal efficiency. This calculation can be no more than theoretical, of course, since both 

the  capital costs and the likely savings are uncertain (Malcolmson, 1983, p.40). 

The information content of the system to  which the proponents refer is denigrated by the 

opponents. ZBB increases internal quantities of data many times, and the processing of 

these data, on which decision-making in the budget procedure is based, is impossible 

without suitable ADP support (Wilhelmi, 1995, pp. 78-87). 

Although ZBB enables resources to be allocated more efficiently, establishing the  budget 

itself becomes more expensive than by the conventional procedure (Malcolmson, 1983, p. 

41). 
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A further disadvantage of a ZBB procedure is said to  be  the potential deterioration of the 

working atmosphere. The opponents of this method claim that the extensive and lengthy 

budget procedures each year increase rivalry, even a t  low management levels, since the 

decision units and the managers responsible for them are under constant pressure to justify 

their actions (Malcolmson, 1983, p. 41). 
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V. CONCLUSIONS 

ZBB is not just a special budget procedure but rather an organizational method. I t  has 

enabled rationalization measures to  be taken in many private-sector enterprises, helping 

them to overcome the recessions of the 1970s and 1980s. 

The enterprises concerned ascribe the resulting increases in efficiency directly to the use 

of ZBB as a budget and organizational tool. The potential advantages contrast with very 

substantial prior investment and necessary organizational adjustments. 

It must also be accepted that this method is not equally suitable for all undertakings. It 

is particularly unsuitable for many manufacturing enterprises, for example, because their 

input/output ratio is determined by technical factors and can be optimized to only a 

limited extent through the improvement o f  budget methods. 

Service undertakings may face the problem of evaluating their services. This is true o f  

private suppliers and especially of the  providers o f  public services. 

In the past the advantages of this method outweighed the disadvantages for some 

undertakings, but whether this real increase in efficiency can be achieved again today is 

questionable or largely depends on the specific circumstances of the undertaking 

concerned. 
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The specific features of  ZBB are now in the public domain, i f  only because of the influence 

of  the Japanese management models, and are now used by many undertakings, sometimes 

under different names, for their day-to-day operations. 

The favourable effects for staff members also need to be qualified. Even without ZBB, top 

management in particular can be expected to be creative and to adopt alternative 

approaches. Nor can a greater sense of  responsibility be attributed entirely to the budget 

procedure chosen, but should be taken for granted, with implications for anyone failing to  

comply. 

With the passage o f  time ZBB has undergone further development. Popular forms of 

organization, such as the profit centre theory, can be traced back to this method. 

On the other hand, there is no denying that any budget procedure is one of the most 

important features of an organization. Specific budget procedures reflect specific 

intentions of the organization. The introduction of ZBB would significantly change this 

sometimes traditional structure. 

Changing the organizational and operational structure would consequently change the 

image of t h e  overall organization, externally as well as internally. Besides the positive side 

of change, where it amounts to  enhancement, the problems associated with loss of identity 

and lack of continuity should certainly be taken into account in this context. 

24 PE 165.958 



Zero-base-budgeting 

Evaluation of the questionnaires returned by the Member States 

In the 1970s and the 1980s zero-base budgeting (ZBB) was discussed in the Anglo-Saxon 

literature as an alternative approach to  the establishment of budgets. 

I t  was also considered by the European Parliament's Committee on Budgets. To determine 

the current relevance of ZBB, a questionnaire was sent to the Member States' finance 

ministries in April 1995, requesting information on the current application of this method 

or plans for its introduction in the future. The answers were returned by November 1995. 

Although two reminders were sent to  all the Member States, answers were received only 

from the new Member State Finland and from Belgium, Denmark, Germany, Greece, the 

Netherlands, Spain and the United Kingdom. 

The fact that the other Member States did not reply can be interpreted as a lack of 

interest in this system, as a number of telephone enquiries confirmed. 

The relevant Member States' answers and thus their assessments of ZBB can be divided 

into three categories: 
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1st category: ZBB is not an oDtion or would not improve the present system. 

2nd category: the ZBB system might be a useful comDlement to  the existing system; 

studies on this aspect have yet to be completed. 

3rd category: as a method of establishing budgets, ZBB is appropriate and/or has been used 

in practice. 

The answers received from the Member States are summarized under the appropriate 

headings in the following: 

1st category: ZBB is not an option or would not improve the present system. 

This view is taken by Germany, Finland and the Netherlands. The United Kingdom must 

also be included in this category since, while i t  recognizes the results achieved with ZBB 

as being positive, the instruments i t  has chosen do not conform to ZBB. 

By introducing a thorough analysis of expenditure, the United Kingdom is attempting to 

achieve results similar to those which the introduction of ZBB should theoretically make 

possible. 
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The monitoring of  expenditure is to  be improved by means of comprehensive restructuring, 

though with no account taken o f  ZBB. Instead, an attempt is being made to  keep public 

expenditure under better control by increasing the efficiency of public services, gearing 

them to  results and reorienting them. 

Germany, Finland and the Netherlands referred specifically to ZBB in their answers, 

totally rejecting i t  as a method for establishing their budgets. 

The German Finance Ministry said i t  rejected ZBB because a large proportion o f  the items 

in the budget consisted of legal commitments. As previous years' appropriations and 

expenditure are therefore crucially important, they cannot be optimized through the 

introduction of  ZBB. 

Although the German Finance Ministry sees the introduction of a budget method of this 

kind as an option for the other items of expenditure, it maintains that there is currently 

no need to  change the system. 

I t  also points out that this budget method seem unlikely to be able to cope appropriately 

with complex financial situations. 

The Netherlands Finance Ministry, on the other hand, claims that the system currently 

used cannot be improved through the introduction of ZBB. It says that ZBB is not used and 

is not under discussion in the Netherlands since the existing instruments for establishing 

the budget are successful. 
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The Finnish Finance Ministry comes to a similar conclusions, which, i t  points out, is the 

outcome of  a comprehensive study. 

I t  specifically states that the use of ZBB is appropriate only for programmes with a limited 

time span, non-compulsory investment and expenditure on science and research. 

For the majority of government expenditure, comprising transitory budget items, 

commitments and the implementing bodies' operational resources, Finland's Finance 

Ministry does not see this budget method as an option. 

I t  also points out that, although frequent reference has been made to ZBB, i t  has never 

been the object o f  a serious parliamentary debate. 

2nd category: the ZBB system might be a useful comdement to  the existing system; 

studies on this aspect have yet to be completed. 

Belgium and Denmark believe that, i f  certain requirements were satisfied, the introduction 

of ZBB might optimize the establishment of their budgets. 

In the early 1990s the Belgian Finance Ministry considered the benefits possibly to be 

derived from the introduction of ZBB in a limited number of ministries. I t  found that, 

given the provisional assumptions, this budget method might have a favourable impact. 

However, it was not possible to put i t  to the test on a wider basis since other projects 

were blocking the required capacities. 
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Although the Belgian Finance Ministry believes ZBB might have a favourable effect, it 

points out that its introduction would necessitate extensive restructuring. 

I t  is further pointed out that the introduction of SEC (Systeme europQen des Comptes 

Economiques Intggrb) is also tying up capacities (and the studies on ZBB could not 

therefore be continued), although in the specific circumstances this seems justified. 

The Danish Finance Ministry states in i ts  precise answers t o  the  questions that ZBB is not 

currently used as a budget method and that i t  is not generally regarded as a suitable 

alternative. Despite this, the Ministry sees i t  as an appropriate instrument for 

decentralized budgetary control and thus suitable in principle as an alternative European 

budget method. 

3rd category: as a method of establishing budgets, ZBB is amrom-iate and/or has been used 

in Dractice. 

Both Greece and Spain are favourably disposed towards ZBB, and both have a t  least 

experimented with it. 

In its answers the Greek Finance Ministry says that ZBB was introduced on a limited scale 

as early as 1979. The three-year trial was undertaken in selected spheres in cooperation 

with foreign advisers. 
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The Greek Ministry feels that comprehensive studies are still needed before this budget 

method can be used on a large scale. I t  emphasizes that i t  is suitable only for oDerationa1 

agencies. 

The problems associated with reporting and the monitoring of agencies that wield political 

influence are also stressed. In the Greek Ministry's view a complex analysis that also takes 

account of political and social factors is needed before a final assessment can be made. 

Evaluation of the answers received from the Member States 

None of the Member States uses ZBB as the only or decisive method for establishing and 

overseeing its budget. 

Only Spain intends to take account of  this method, as a complement to  the existing 

system, when establishing its 1996 budget. 
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