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FOREWORD

This book fills an important gap in the literature on public expenditure management both in terms of
its depth and breadth of coverage and its specific orientation towards the needs of countries in transition,
especially in Central and Eastern Europe. Even after ten years of transition, many fundamental reforms
remain to be completed in these countries, and past reforms are being rethought. The hurdles facing countries
in transition that strive to achieve an acceptable standard of performance in budgeting, accounting and
auditing become ever higher, as OECD countries modernise their own systems, building on one another’s
experience and good practices, and as new international standards are developed. We hope that this book
will be useful as a basic reference text for policy-makers and budget practitioners, or as part of training
programmes or distance learning courses.

The book covers all aspects of public expenditure management from the preparation of the budget to
the execution, control and audit stages. It is intended to be a practical, operational guide to help countries
that are designing and implementing new laws and procedures relating to public expenditure management,
and to improve the transparency of budgetary procedures and information. Beyond its immediate target
audience in Central and Eastern Europe, we believe that the book will be of interest to developing
countries and countries in transition - and developed countries also - in all parts of the world. Good budgeting
systems rest on certain classic principles and practices of administration, wherever these systems are to
be found.

Background

In April 1998, SIGMA and the Asian Development Bank (ADB) agreed to co-operate in the preparation
and publication of a reference book on public expenditure management that was to address particular
problems of developing countries and countries in transition. Two versions of the book were to be prepared:
one for countries in South East Asia and another for countries in Central and Eastern Europe, particularly
those participating in the SIGMA Programme.

The two books include a significant amount of common material because they deal with the basics
of a budget system. However, there are also substantial differences between Asia and Central and Eastern
Europe. The background of central and eastern European countries is that of the distinctive Soviet
institutions and culture overlaid, in many cases, with elements of the systems of public administration
and budgeting drawn from Western Europe, especially France, Germany, Austria and, in the case of the
Baltic States, the Scandinavian countries.

Moreover, most countries in Central and Eastern Europe are candidates for membership of the
European Union and are likely to become Member States from 2002 or 2003 and onwards. Ministries of
finance, government control offices, supreme audit institutions, national statistics offices and other
budgetary/financial institutions in these countries are already heavily engaged in adapting their systems
and procedures to the requirements of EU membership; adopting the body of European legislation, the
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acquis communautaire, where this is necessary; and bringing procedures of budgeting, financial control
and audit into line with western standards. Practices and procedures used in Members States are particularly
important “models” in this respect.

ADB and the OECD, as copyright holder of SIGMA publications, signed an agreement enabling the
two organisations to use and adapt each other’s material freely in preparing the two versions of the book.
Work on preparing the Asian version, Managing Government Expenditure, started in summer 1998 and
the book was published in April 1999 (Schiavo-Campo and Tommasi, 1999). SIGMA and the OECD’s
Public Management Service (PUMA) contributed material to that book and participated in a technical
workshop in November 1998 organised to review a preliminary draft of the book.

Work by SIGMA on adapting ADB’s Managing Government Expenditure to the European context started
in summer 1999. Daniel Tommasi, co-author of the ADB book, was hired as a principal editor/author in
order to provide the required continuity. This involved both commissioning entirely new materials (e.g.
on the EU budget and procedures for managing and controlling EU pre-accession funds), expanding existing
material in certain areas (e.g. financial control and audit) and rewriting case studies and examples to give
them a European flavour. The structure of the book has also been redesigned, some annexes added and
others removed, the glossary completed and an index inserted.

How to use this book

Many advisers can be found in consulting firms or donor organisations (multilateral or bilateral) around
the world who advocate an approach based on the importation of “best practice” techniques into the repertoire
of countries engaged in designing new approaches to budgeting or public administration more widely.
However, such an approach rarely works in practice. There are a number of reasons for this: the presence
of both “formal” and “informal” rules that affect the behaviour of public servants; and the wider economic
and cultural factors that determine these informal rules of behaviour.

In many developing and transition countries (and in developed countries also), these informal rules
are dominant. As a result, public administration systems are slow to change. There is little advantage, for
example, in introducing swathes of new rules and regulations if compliance is poor. Similarly, it is
difficult to change a system from an internally controlled culture to an externally controlled culture, or
vice versa. Nevertheless, change can occur in the right circumstances and environment, with the right
champions, and with the right internal and external incentives. Change needs to “fit” with the environment
of economic and cultural behaviour, and the informal rules. This, in broad terms, is the approach to
public administration reform that SIGMA has been pursuing since the programme began.

This book as a whole is designed primarily for technicians and practitioners working, for example,
in the budget department of the ministry of finance or a line ministry, or the budget committee of
parliament, or in a supreme audit institution or government control office, or the technical services of
the European Commission. It is not necessarily intended to be read as a whole but used whenever there
is a specific need to review the operation of a particular part of the budgetary “machine”, e.g. the medium-
term budget framework, the treasury system, the accounting conventions, internal (management) control
systems, etc.

Readers who wish to obtain a rapid overview of the main issues involved are encouraged to read the
Executive Summary, the introductory chapter, the four summary end-parts, the questionnaire in Annex |
and the glossary. Then, if desired, they can delve into the detailed treatment, chapter by chapter. Such readers
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could include senior officials in the prime minister’s office or university professors or journalists with
an interest, general or specific, in fiscal policy, budgetary issues or European integration.
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Former Soviet Union

generally accepted accounting principles

gross domestic product

Government Finance Statistics

gross national product

Government Procurement Agreement

International Accounting Standards Committee
International Bank for Reconstruction and Development
International Federation of Accountants

International Finance Corporation

Institute of Internal Auditors

international financial institution

International Labour Organization
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IMF
INTOSAI
IRR
ISPA
MTBF
MTEF
MTFF
NPV
OBL
OECD
OLAF
PEM
Phare

PIFCS
PIP
PPBS
PPO
PUMA
R&D
SAl
SAPARD
SIGMA

SNA
TACIS

TSA
UCLAF

UN
UNCITRAL
UNDP
USAID
VAT

WTO

ZBB

International Monetary Fund

International Organisation of Supreme Audit Institutions

internal rate of return

Instrument for Structural Policies for Pre-Accession

medium-term budget framework

medium-term expenditure framework

medium-term fiscal/financial framework

net present value

organic budget law

Organisation for Economic Co-operation and Development

European Anti-Fraud Office

public expenditure management

Poland and Hungary Assistance to the Reconstruction of the Economy
(European Commission)

Public Internal Financial Control Systems

Public Investment Programme

planning, programming, budgeting system

public procurement office/organisation

OECD Public Management Service

research and development

supreme audit institution

Special Accession Programme for Agriculture and Rural Development
Support for Improvement in Governance and Management

in Central and Eastern European Countries (European Union and OECD)
Systems of National Accounts

Technical Assistance to the Commonwealth of Independent States
(European Commission)

treasury single account

European Commission’s Co-ordination of Fraud Prevention Task Force
United Nations

United Nations Commission on International Trade Law

United Nations Development Programme

United States Agency for International Development

value added tax

World Trade Organization

zero-based budgeting



EXECUTIVE SUMMARY

The national budget is the single most important policy vehicle for giving effect to a country’s
economic and social priorities within the scarce resources that are available to government for public
expenditure. It is through the budget process that competing policy objectives are reconciled and
implemented in concrete terms.

This book provides a comprehensive and in-depth analysis of all aspects of public expenditure
management from the preparation of the budget to the execution, control and audit stages. It is intended
to be a practical, operational guide that will assist countries in designing and implementing new laws and
procedures in this field, and in improving the transparency of budgetary procedures and information. The
book will be of general interest but is focused particularly on the requirements of countries in transition,
especially those in Central and Eastern Europe that have the objective of being members of the European
Union. These countries, like many others around the world, are modernising their budget systems and
procedures in line with international standards.

This book is organised into four parts; at the end of each part is a summary containing key points and
directions for reform.

The opening chapter is an Introduction. It summarises the three core objectives of PEM systems: fiscal
sustainability, efficient resource allocation and operational efficiency. Transparency is another key
objective, pushed into recent prominence by the IMF’s Code of Good Practices on Fiscal Transparency.
The chapter emphasises the importance of the historic legacy of the former communist regimes in central
and eastern European countries which still acts as a constraint on reforming PEM procedures and
strengthening the institutional role of the ministry of finance. This chapter then sets out a “baseline” of
criteria against which countries can assess the extent to which their PEM systems meet international standards,
including (where appropriate) the specific requirements of EU membership.

The opening chapter ends with a section that describes the methods that transition countries might
consider using in order to manage the change process effectively. Effective communications, co-operation
and co-ordination of activities are essential to successful reform of PEM systems, as they are in other
areas of public administration. Building commitment to reform within the ministry of finance and other
ministries and organisations directly affected by change is of key importance.

Part | covers the budget and the institutional context.

Chapter 1 reviews the basic concepts and definitions of the budget, the need to have the broadest possible
coverage in order to achieve the three core objectives, and the use of special arrangements such as extra-
budgetary funds and off-budget expenditures. The chapter also analyses other forms of government
activity with a fiscal impact such as quasi-fiscal activities, government liabilities and contingent liabilities,
loan guarantees and tax expenditures.
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Chapter 2 describes the importance of having a sound legislative base for the budget through the
constitution and an “organic budget law”. Theses should provide a balanced division of responsibilities
between the main actors in the budget process — the executive and the parliament — and, within the
executive, between the council of ministers, the ministry of finance, and the line ministries and other spending
units. The chapter lays out the main elements that should be found in an organic budget law. It also
reviews the distribution of fiscal responsibilities between central and subnational (state and local)
government entities — the “fiscal federalism” issue.

Chapter 3 describes the key features of the EU budget, the main elements of expenditure and revenue,
the role of the Commission, Council of Ministers and European Parliament, and the procedures followed
in preparing the annual budget and executing the budget. The chapter also reviews the implications of
the EU budget for the national budgets and fiscal policies of Member States and candidate countries. The
Stability Pact, and the access of candidate countries to pre-accession funds, imposes requirements on these
countries to tighten up budgetary discipline, bring their national accounts and public finance statistics
into line with European standards, establish multi-annual budgetary frameworks and introduce rigorous
monitoring, control and reporting procedures.

Part 11 deals with issues relating to the allocation of resources, policy formulation and budget
programming.

Chapter 4 describes the presentation of expenditure information in the budget and the importance of
efficient, modern systems of budget classification by function (COFOG), economic classification (GFS)
and administrative units. The chapter also reviews the strengths and limitations of techniques of performance
and programme budgeting.

Chapter 5 describes the main steps and procedures used in preparing the budget. This starts with the
government setting the macroeconomic and fiscal policy framework, including key fiscal targets and
objectives for the medium-term. The chapter reviews different approaches to setting the budget, e.g. top-
down and bottom-up; the important role of the ministry of finance in defining the main assumptions and
parameters for the budget through guidelines and circulars; the budget timetable; the negotiation process;
and the distribution of responsibilities in annual budget preparation.

Chapter 6 explains the medium-term budget framework (MTBF) and the main issues arising in this
field — setting the policy basis, planning new policies and programmes and linking annual budgeting
and multi-year budgeting. The chapter also reviews the relationship between capital investment programming
and the MTBEF, the role of the public investment programme (PIP) and the need for an integrated approach
between budgeting for operational and capital expenditures.

Part 11 covers budget execution and its management, including internal (management) control and
internal audit.

Chapter 7 describes the broad objectives of budget execution and the main issues arising. These
include a clear working definition of the commitment and verification stages, operational rules for the
release of funds, compliance controls and special issues relating to multi-year commitments. The chapter
also discusses budget appropriation management rules (e.g. transfers between budget items), issues of
overspending and underspending, and the monitoring of budget execution.

Chapter 8 reviews three important areas of budget execution: managing payables and arrears, budgeting
and control of personnel costs, and managing the procurement process. All these areas are potential
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sources of misuse and mismanagement of public funds where stronger management from the centre of
government is required. In the European context, Member States are required to bring their national laws
and procedures into line with the EC Procurement Directives and wider Treaty obligations. This chapter
also includes a discussion of the advantages and disadvantages of contracting out the delivery of public
services to private sector suppliers.

Chapter 9 reviews the cash management and treasury function. The basic objective is to centralise
cash balances within a single treasury account so as to minimise costs and increase the efficiency of payments
and revenue collection. Efficient financial planning and forecasting techniques are required. The chapter
also reviews issues related to the management of public debt and government assets.

Chapter 10 concerns the implementation of effective internal (management) control and internal
audit procedures. These are essential if the risks of mismanagement or misuse of public funds, fraud and
error or unsatisfactory accounting records are to be minimised. There are two main “maodels” of internal
(management) control: one is characterised by a centralised approach (e.g. controls carried out by officials
designated by the ministry of finance) and the other by a decentralised approach. This chapter also
includes a section on the financial management of EU funds in candidate countries, through the so-
called National Fund system, where specific EC regulations apply.

Part IV deals with issues relating to accounting, financial reporting, information systems, audit,
performance measurement and evaluation.

Chapter 11 describes the accounting frameworks that lie at the heart of a good budgeting system. The
advantages and disadvantages of cash accounting and accrual accounting, and variants of these two
approaches, are presented. In general, the book argues that transition countries should focus on the
requirement of achieving an effective cash accounting system before moving to an accrual basis. This chapter
also discusses special issues relating to accrual budgeting, generational accounting, cost measurement
and capital charging.

Chapter 12 reviews issues related to preparing reports on the execution of the budget and the scope
and coverage of financial reporting within government, including reporting on projects and programmes
financed from external sources such as EU pre-accession aid. Proper external scrutiny of these reports,
through parliament and the external audit process, is essential.

Chapter 13 describes the architecture of integrated information systems for government financial
management. This includes systems related to budget preparation and execution, debt management, cash
planning, payment implementation, revenue collection and accounting and reporting.

Chapter 14 concerns the external audit function. Different types of audit are characterised (ex ante,
ex post, compliance, attestation, performance) and pre-requisites for effective auditing (independence,
audit coverage, professional skills) are defined. The chapter also reviews the reporting of external audit
results and the limitations of the audit process.

Chapter 15 describes the performance measurement and programme evaluation process. Performance
measurement requires careful design and implementation. It is a resource-intensive activity and, if not
used carefully, the costs can outweigh the benefits. Programme evaluation techniques can also be useful
but have similar limitations, especially in transition countries.

The book includes four annexes:
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* Annex | is a questionnaire designed for countries engaged in PEM reform in order to assess the strengths
and weaknesses of their systems in areas such as budget preparation, cash management or internal
audit, and to measure improvements in these systems over time. It also allows countries to compare
their performance with those of other countries.

» Annex Il is a checklist of the main issues relevant to the establishment of an effective system for
managing EU funds through the so-called National Fund.

» Annex I11 is a list of the main EC regulations concerning budget, financial control and audit.
» Annex IV reproduces the IMF’s Code of Good Practices on Fiscal Transparency.

A list of abbreviations, a glossary, a bibliography, a short list of selected Internet sites, and an index
complete the book.



INTRODUCTION —
REFORMING PUBLIC EXPENDITURE: AN OVERVIEW

A. Definitions, Goals and Objectives
1. The meaning and role of public expenditure management

In order to perform the roles assigned to it by its people, the government needs, among other things,
to: (i) collect resources from the economy, in a sufficient and appropriate manner; and (ii) allocate and
use those resources responsively, efficiently and effectively. The national budget® is the main instrument
through which these transactions are planned and carried out. Public expenditure management (PEM)?
pertains only to item (ii). It is thus only one instrument, albeit a key instrument, of government policy.
Hence, although this book focuses on PEM, readers are advised to always keep in mind the integral
relationship between revenue and expenditure — i.e. between the money collected directly or indirectly
from the people, and the use of that money in a manner that reflects most closely the people’s preferences.
Also, close co-operation between tax and budget officials is essential for areas such as macroeconomic
and budgetary analysis and forecasting, and the analysis of policy trade-offs between proposals for
increasing public expenditure or reducing taxation.

Public expenditure management is instrumental in nature. There is a necessary distinction between
the expenditure policy question of “what” is to be done, and the expenditure management question of “how”
it is to be done. It is true that attempts to set over rigid boundaries between policy and implementation
tend to lead eventually to unrealistic policies, ad hoc implementation and, over time, both bad policy and
bad implementation. However, the distinction between the soundness of PEM procedures and processes
and the goals that they are meant to achieve remains very important. Among other things, the mechanisms,
techniques, skills, and data required for good PEM are different from those needed to formulate good
policy. Accordingly, the analysis and discussion herein is generally applicable regardless of the strategic
priorities and policy choices of the government in question.

2. The objectives of public expenditure management
a. Three basic objectives®
It is generally accepted that all budget systems need to achieve the following three basic objectives:
* To maintain aggregate fiscal discipline. Fiscal discipline pertains to effective control of the budget
totals, by setting ceilings on expenditure that are binding both at the aggregate level and on individual
spending entities. An effective budget system is one that has disciplined (in contrast to accommodating)

totals. Control of the totals is the first purpose of every budget system. There would be no need for
budgeting if the totals were permitted to float upward to satisfy all demands.
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« To allocate resources in accord with government priorities. Allocative efficiency is the capacity to
establish priorities within the budget, to distribute resources on the basis of the government’s
priorities and the programme’s effectiveness and to shift resources from old priorities to new ones,
or from less to more productive activities, in correspondence with the government’s objectives.
Effectiveness, which refers to the extent to which the objectives of the policy, the programme or the
activity are met, depends closely on resource allocation decisions.

* To promote the efficient delivery of services. Technical or operational efficiency in the use of
budgeted resources refers to the capacity to implement programmes and deliver services at the
lowest cost (e.g. minimising costs per unit of output).

Figure 0.1. BASIC OBJECTIVES OF PEM AND BUDGET MANAGEMENT

Basic objectives Levels of budget management
A t Overall dit trol Macro-
1 ggr_egf'al e_ verall expenditure contro economic
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efficiency
Within strategic areas
Programmes-activities prioritisation
Line ministries, spending agencies
Technical Operations-Service delivery ¢ Operational
N efficiency Directorates, programmes, projects performance

T

Human Resource
Management
Systems

Codes of Conduct,

«— | Ethics and Informal

Rules

These three objectives are complementary and interdependent. Without fiscal discipline, it is impossible
to achieve effective prioritisation and implementation of policy priorities and programmes. Improving the
internal management systems to achieve efficiency without a hard constraint is not credible. But mere
fiscal discipline in the presence of arbitrary resource allocation and inefficient operations is inherently
unsustainable. If a top-down expenditure limit is imposed in isolation and without any attention to the
internal workings of the public expenditure system, the outcome may well be to underfund many worthwhile
activities and distort policy priorities. Difficult situations that require special measures to ensure fiscal
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discipline call for increased allocative and technical efficiency, not for arbitrary cuts across-the-board.
None of these three basic objectives should be pursued in isolation from the others.

When reforming a budget system, the three basic objectives of PEM provide a framework to assess
progress in improving performance of the budget system. The optimal mix of measures that is required
in order to make progress according to these three basic objectives depends on the country context.
Improvements in one or another area can and should go forward as and when circumstances permit. But
a coherent vision of the entire reform process is needed to prevent “progress” against any one objective
from getting so far out of line as to compromise progress against the other two objectives.

b. Implications for budget processes

Schematically, the main links between the three basic objectives of PEM and budget processes are
as follows (see Figure 0.1):

* Aggregate fiscal discipline requires overall expenditure control, with expenditure estimates based
on realistic revenue forecasts, and the capacity to set up fiscal targets and enforce them. As discussed
in Part Il of this book, the preparation of a macroeconomic and fiscal framework must be the
starting point of budget formulation. To achieve aggregate fiscal discipline, the role of the ministry
of finance is crucial.

* Allocative efficiency operates at different levels within the government. The allocation of resources
among “strategic areas” and/or line ministries entails appropriate arrangements at ministerial level,
and between ministries, to formulate policies and decide on sectoral financial envelopes. The
allocation of resources among programmes, projects, and activities within these strategic areas
requires both appropriate arrangements within line ministries for sector policy formulation and
adequate technical capacities within spending agencies to select the most cost-effective programmes,
projects and activities.

« Technical efficiency mainly concerns the operational level, and is dependent on arrangements to
implement programmes within spending units* on the basis of efficient and effective management systems.

Operational performance in programme implementation and service delivery calls for both efficiency
and effectiveness in use of resources. Effectiveness in service delivery is closely related to resource
allocation decisions and allocative efficiency. But achieving improved efficiency and effectiveness at the
operational level also depends on many factors not directly related to the budget system (e.g. the application
of EC regulations, and, in the education sector, to policies relating to school curricula).

c. Political aspects

Aggregate fiscal discipline and the efficient allocation of resources are often impeded by the so-called
“tragedy of the commons”. There are many claimants to the budget, e.g. interest groups, legislators, line
ministries. Each has preferences over the manner in which the budget should be allocated. The sum of these
individual preferences puts pressure on increased expenditures. The allocation of resources is the more
challenging of the three key objectives because it is dominated by political factors. As Petrei (1998) puts it:

“Resource distribution among programs is perhaps the least technical part of the budget process. With
the exception of investment projects, spending decisions are rarely based on technical principles or on
detailed work to determine the population’s preference. The allocation of funds results from a series of
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forces that converge at different points of the decision-making process, with an arbitrator who rules
according to an imperfect perception of present and future political realities. The ministries, the headquarters
of the principal agencies, and many other decision-making positions are occupied by politicians who,
theoretically, have developed a certain intuition about what people want.”

As discussed below, rules and procedures to discipline policy debates are required, but the political
dimension of the budget system is inescapable. Strategic policy choices should be in the hands of decision-
makers that are accountable to parliament and society.

This book focuses mainly on the technical aspects of PEM, but it must be kept in mind that success
in reforming a budget system to improve fiscal discipline and allocative efficiency depends fundamentally
on the political commitment to achieve these objectives.

3. Institutional arrangements

Colloquially, the term “institution” is used as a synonym for “organisation”. However, institutions are
best understood as rules, and are thus distinct from the organisations that function under them (see,
among others, North, 1990). To use a sports analogy, the game of football (soccer) is played better or worse
depending on the players, but all players must adapt to the same rules; the “institution” of football does
not change unless the basic rules are changed (e.g. by allowing the use of hands). Budgetary outcomes
are profoundly influenced by institutions, which comprise both formal and informal rules.

Comprehensiveness of the budget is fundamental for both fiscal discipline and strategic prioritisation.
As reviewed in Chapter 2, the legal framework must include the basic principles of integrity and universality
of the budget.

Transparency and accountability mechanisms are needed to impose implicit costs and, when relevant,
explicit sanctions on politicians and bureaucrats for violating budgetary rules. Accountability means that
politicians and public officials (i) have to respond periodically to questions concerning their activities;
and (it) must be held responsible for the exercise of the authority provided to them. Accountability is essential
but does not become operational until one defines accountability “of whom”, “for what”, and “to whom”.
Accountability requires clarity in the definition of responsibilities. Being held responsible should lead
to consequences that can include rewards or sanctions, as in the case of misuses of public funds. But
accountability can also be considered part of a learning-by-doing process that does not necessarily call
for rewards or sanctions.

Accountability is required for a variety of areas from policy commitments made by politicians to
operational activities. There are various forms of accountability: some are “internal” to the executive branch
of government, others affect the relationship between the executive and the other branches of government,
or the external world. Accountability to parliament is essential, and one of the basic conditions for sound
budgeting. It should be supplemented by accountability to citizens, notably through making public policy
commitments and publishing reports on government activities and results achieved. With the development
of information and communication technology (ICT), external accountability through feedback from service
users and citizens will be obtained at low cost and for a great variety of government activities. Internal
accountability contributes to increased efficiency in the implementation of government policies and
programmes, but managers and staff can be held responsible only for the exercise of the authority provided
to them. However, officials are not always responsible for failures of such policies. Without predictability
and clear lines of responsibility, results-oriented management systems can result in civil servants being
made scapegoats for the failures of their political masters.
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Transparency underpins accountability. Fiscal and financial information, made available on a full,
regular and timely basis, is an important ingredient of an informed executive, legislature, and public.
Competent legislative staff and independent public media are essential to processing and disseminating
this information. It is important not only that such information be provided, but that it be in a relevant
and understandable form. In 1998, the IMF assembled a Code of Good Practices on Fiscal Transparency
(see Box 0.1 and Annex 1V) that emphasises the importance of clear fiscal roles and responsibilities;
public availability of information; open processes of budget preparation, execution, and reporting; and
independent reviews and assurance of the integrity of fiscal forecasts, information and accounts. This
Code identifies good practices that constitute a minimum standard that should be implemented by all
transition countries.

Predictability is important for operational performance. Lack of predictability of financial resources
undermines strategic prioritisation and makes it hard for public officials to plan for the provision of
services (and is an excellent alibi for poor performance). Predictability of government expenditure in the
aggregate and in the various sectors also provides important signals to the private sector in making its
own production, marketing and investment decisions. However, assuring predictability does not mean making
unconsidered promises, which would weaken fiscal discipline. Predictability is a relative notion, the
challenging task being to deal with uncertainty in the most suitable manner, taking into account a country’s
economic and fiscal context.

In general, flexibility in decision-making is important in order to achieve efficient and effective
operational performance. At the policy level, ministers should be given authority to make decisions
relating to their particular sector, provided that they fit the strategic policy objectives of the government.
Similarly, at the operational level, managers should have authority to take decisions with their defined
area of competence. However, such flexibilities need to be balanced by appropriate rules and standards
of conduct, proper arrangements for accountability, and control mechanisms.

Appropriate participation by concerned public officials and employees and by other stakeholders is
required for the sound formulation of expenditure programmes; participation by external entities, for the
monitoring of operational efficiency; and feedback by users of public services, for the monitoring of access
to and quality of the services provided. However, it is evidently impossible to provide for participation

Box 0.1. MAIN REQUIREMENTS FOR FISCAL TRANSPARENCY

Clarity of Roles and Responsibilities

* A budget law or administrative framework, covering budgetary as well as extra-budgetary
activities and specifying fiscal management responsibilities should be in place.

« Taxation should be under the authority of law and the administrative application of tax laws
should be subject to procedural safeguards.

(contd)
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Box 0.1. MAIN REQUIREMENTS FOR FISCAL TRANSPARENCY (contd)

Public Availability of Information
* Extra-budgetary activities should be covered in budget documents and accounting reports.

« Original and revised budget estimates for the two years preceding the budget should be included
in budget documents.

* The level and composition of central government debt should be reported annually with a
lag of no more than six months.
Open Budget Preparation, Execution, and Reporting

« A fiscal and economic outlook paper should be presented with the budget, including among
other things, a statement of fiscal policy objectives and priorities, and the macroeconomic
forecasts on which the budget is based.

« A statement of “fiscal risks” should be presented with the budget documents.
« All general government activities should be covered by the budget and accounts classification.

» The overall balance should be reported in budget documents, with an analytical table showing
its derivation from budget estimates.

« A statement of accounting standards should be presented with the budget.
« Final central government accounts should reflect high standards, and should be audited by
an independent external auditor.
Independent Assurances of Integrity

» Mechanisms should be in place to ensure that external audit findings are reported to the
legislature and that remedial action is taken.

« Standards of external audit practice should be consistent with international standards.

» Working methods and assumptions used in producing macroeconomic forecasts should be
made publicly available.

Source: IMF (1999).
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by all shareholders at all stages in the expenditure cycle, and unwise to use participation as an excuse to
avoid taking tough but necessary decisions.

4. Governance aspects

Beyond the three basic objectives, a sound system of public expenditure management needs to take
into account the wider values and requirements of society. Accountability, transparency, predictability and
participation are important instruments for sound budget management, but also have an intrinsic value,
and are generally seen as the four pillars of good governance.

If budget managers do not comply with parliament’s authorisations, or if public funds are used for
private purposes, it is doubtful whether either aggregate fiscal discipline or efficient resource allocation,
or both, will be achieved. The requirements of compliance with parliament’s authorisations and accountability
to parliament come essentially from the role assigned to the parliament in a democratic society. In modern
societies, citizens expect probity from the people in charge of government activities. Due norms and processes
are essential for enforcing the citizen’s rights, as well as for developing a client orientation in public service
delivery.

Corruption, which is the misuse of public or private office for direct or indirect personal gain, poses moral
and legal problems and is a major source of inefficiency in PEM. Certainly, one effective route to strengthening
PEM is to reduce the opportunities for corruption and punish corruption when it occurs.® The reverse is also
true: a major way to curb corruption is to strengthen public expenditure management systems. Corruption in
government is often identified with large procurement transactions and major public works projects (see, for
example, Tanzi, 1993). Effective systems of procurement, internal (management) control and audit are required
to limit opportunities for corruption. Often in transition countries, the traditional inspectorates focus on
relatively minor irregularities, while the more serious cases of corruption are not investigated and remain
unpunished. Such cases are often found in the “hidden” part of the annual budget (such as contingent liabilities,
off-budget expenditures, and multi-year expenditure commitments). Moreover, the expenditure budget is not
the only source of potential corruption. Weak systems of tax administration, debt management, customs
administration, privatisation, etc., are equally prone to corrupt and fraudulent activities. Fiscal transparency
and accountability, and appropriate audit systems, are essential to fighting corruption in all these areas.

5. Administrative and cultural context

There is no automatic relationship between a particular instrument or institutional arrangement and
the budget outcomes. The relevance and effectiveness of institutional arrangements and budget management
systems depend on the country context. Hence, any instrument for public expenditure management
originating from another country must be carefully analysed in the light of the local context and rejected,
adopted, or adapted as needed. There are, however, some basic principles that every budget system should
enforce (such as comprehensiveness), and as argued by Schick (1999), when reforming a budget system,
the priority actions should be aimed at getting the basics right first (see Box 0.2).

Particularly important for improving PEM is an evaluation of the country’s institutional framework.
The rules of procedure are always more complex than what appears at first sight. Informal rules are equally
as important as formal rules such as regulations, decrees and operating manuals issued by the government
or by government agencies. If budget reforms are designed without taking key informal rules into account,
they are likely to fail. Budget organisations can be restructured, recombined and created, and sophisticated
instruments implemented, but no change in behaviour (and hence in budgetary outcomes) will result unless
the basic rules, procedures, and incentives change as well. One way to improve the overall institutional
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Box 0.2. TEN BASIC PRINCIPLES OF BUDGETARY REFORM

1. Foster an environment that supports and demands performance before introduction of
performance or outcome budgeting.

2. Control inputs before seeking to control outputs.

3. Account for cash before accounting for accruals.

4. Establish external control before introducing internal controls.

5. Establish internal controls before introducing managerial accountability.

6. Operate a reliable accounting system before installing an integrated financial management
system.

7. Budget for work to be done before budgeting for results to be achieved.

8. Enforce formal contracts in the market sector before introducing performance contracts
in the public sector.

9. Have effective financial auditing before moving to performance auditing.

10. Adopt and implement predictable budgets before insisting that managers efficiently use
the resources entrusted to them.

Source: Schick (1999).

framework is to make the informal rules more visible. But, in any case, durable institutional changes in
general, and public budgeting in particular, take a long time to be implemented successfully — a result
of what North (1990) called “path dependence”.

B. Public Finance in the Command Society

As noted, public expenditure management is country specific and rooted within a country’s administration
culture. To modernise the budget system in transition countries, it is important to understand the legacy
of the command societies from which they originated.

1. The function of the budget

In command societies, the chief functions of the government were to organise overall planning and
production of goods and services. In many of these countries, the most important document in terms of
the creation of incomes and welfare was “the plan”. Although there were many functions to be carried
out by means of state budget resources that derived directly from this plan — such as “social-cultural”,
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“defence” and “administration” expenditures — the role of the budget was less important than that in market
economies. For example, income distribution was essentially determined as part of the overall plan and
little was left for the state budget to adjust.

It is not quite clear on what basis resource allocation decisions between categories such as production,
investment, social payments and defence were taken in command societies. Such decisions seem to have
been largely the result of the “directive power” of the party. The resource allocation system was founded
neither on competitive voting nor on decentralised competition among state firms. Instead, it usually
involved negotiations among political leaders to determine a state budget that would safeguard the perceived
interests of the state and the political positions of the negotiators. Therefore, to a large extent, the real objectives
of the state budget were to secure the political survival of the top leadership, provide political information
of sorts, and give the surrounding world an impression that the national ideology worked.

2. The budget in the context of the plan

The organisational structure supporting the planning and budgeting activities in most command societies
was a typically hierarchical structure, where all formal information travelled vertically. An enormous amount
of information was handled through this structure, first as part of the planning process and second as part of
the actual production process. There was a myriad of technical input-output interdependencies in the plan,
which was vulnerable to unexpected real-life events. In order to ensure that budget executors complied fully
with the requirements of the political leaders, the plan document was normally promulgated into law.

The role of the ministry of finance in the former command societies was chiefly to provide a source
of finance both for physical production and social transfer flows, whose directions and volumes were decided
elsewhere. The state budget proper was, of course, the responsibility of the ministry of finance, but this
was not enough to raise that ministry’s hierarchical role above that of most of the line ministries. Compiling
the state budget itself was a relatively minor job, compared with “monetising” the whole of the overall
production plan. This “honourless” and enfeebled position of the ministry of finance meant that there was
little if no incentive for innovative thinking among the leading staff.

The budget law was accompanied by a huge quantity of detailed administrative instructions that left
little room for individual initiatives to change working methods or influence policy priorities. The
interpretation of laws was a matter for the dominating party and its members, rather than for the courts.
This is one of the features of the former command economies that is the most difficult to grasp. Everywhere
in society there was a sort of secondary (if not primary) “judicial” system, whose chief impact (probably
negative rather than positive for the development of national welfare) lay in blocking new initiatives that
were perceived to be damaging to the party.

3. The budget process

The budget process was basically a negotiated procedure, in which the underlying “directive power”
of the monopoly party determined the outcome of the negotiations at all levels.

In the Former Soviet Union, for example, starting at the level of the municipalities, requests in terms
of physical resources and/or money were put forward by administrative bodies and production organisations
to the regional capitals. Representatives of these municipality level interests went in large numbers to the
regional capitals in order to defend their plan proposals against all competing proposals. A similar
procedure then took place at the national level, when regional representatives presented their plans to the
co-ordinators of the overall national plan, i.e. the Gosplan and the ministry of finance. The prospects for
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any production unit in the coming year in large measure depended on the plan document handed down
from above and the instructions contained therein about what should be produced and the resources
required to put the plan into effect.

The objective of this process was to produce two plan documents: one containing the production plan
of the whole country?®, the other, containing the state budget. After lengthy negotiations to achieve broad
consistency across these plans, they were finalised in more detail before being presented towards the end
of the year to the Supreme Soviet for formal recognition. Behind this process was a parallel political process
through which the communist party made sure that the plan was in line with its political and social
objectives by exerting its so-called “directive power”.

Audit, in the sense of an external, independent checking of the financial records of government
organisations or production units in order to make statements on their veracity, was never practised
systematically in the former command societies. Controls consisted largely of internal checking of
whether all instructions had been followed in administrative decision-making and bookkeeping. Such checks
were made under the auspices of a control and revision unit in the ministry of finance, and similar
procedures were followed in the line ministries. This was more an inspection system than an internal audit
system (in the western sense), since it had nothing to do with organisational development. In addition,
in the Soviet Union, there were the so-called “people’s control commissions”, whose members were
called upon by the party to make investigations into alleged misuse of powers by persons, unsatisfactory
bookkeeping, etc. However, these commissions were not skilled in audit work and seem to have had little
impact on improving the functioning of the system.

C. Improving Public Expenditure Management in Transition Countries
1. The current context

Transition countries recognise the importance of effectively managing government expenditure and
are undertaking many important reforms in this area. Nevertheless, they are still burdened, to an extent
that varies from country to country, by their inheritance from the previous regimes.

In many transition countries, the tendency to impose decisions from the top, without adequate
consultation and co-ordination, still creates inefficiencies in policy development and implementation.
Moreover, the distribution of budgetary responsibilities between the ministry of finance and line ministries
is often not clearly defined, and the ministry of finance remains insufficiently empowered to ensure
adequate scrutiny of budget proposals. Budget fragmentation — e.g. through use of numerous extra-budgetary
funds and separate capital and expenditure budgeting and programming procedures — reduces allocative
efficiency. Little progress has been made to strengthen the policy-making function and create the necessary
links with budgeting. Parliaments are inexperienced and are generally unable to perform their control tasks
effectively. Accounting and reporting standards, and systems for financial control and audit, need to be
developed further and brought into line with European Union requirements. The development of
procurement law and systems is uneven.

Meeting the standards reached by EU Member States in PEM thus remains a challenging task for
countries in the region that aspire to be members. In fact, the European Commission does not prescribe
any particular model of public expenditure management on Member States. Indeed, there are few explicit
requirements in this area except in the fields of aggregate fiscal discipline, the management of EU own
resources and financial control. However, in countries of central and eastern Europe, the allocation and
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efficient use of EU funds and the necessity for maintaining fiscal discipline call for undertaking PEM
reforms in several major areas. These reforms should be aimed initially at implementing essential elements
of good practice in budgeting systems and also meeting specific EU requirements for Member States.

With this objective in mind, we present below a set of “baseline” criteria that set out the essential
requirements of a well-functioning public management system covering both EU funds and national
resources provided through the budget. A strategy for implementing these baseline measures and bringing
public expenditure management systems into line with western European standards, is discussed in
Sections D and E below.

2. The baseline measures
a. Institutional framework

Clearly defined principles should be set out in a country’s constitution, the organic budget law and
related laws. The regulatory framework should provide a sound balance between the legislative and the
executive powers. Parliament must be enabled to properly scrutinise the budget, and debate and review
fiscal policies. For good macroeconomic management and efficient allocation of resources, the budget
should cover all revenues and expenditures. Extra-budgetary funds and sources of external finance
(e.g. EU funds) should be integrated into the national budget.

b. Medium-term fiscal framework

Future EU Member States should be able to provide budgetary information within a medium-term
framework, and set medium-term fiscal objectives. Once they become EU members, either within or outside
the European Monetary Union, they will have to submit either stability or convergence programmes. Both
programmes will have to specify the main elements of a medium-term fiscal framework that complies
with certain methodological principles and standards (e.g. national accounts statistics should conform with
SNA93" and ESA95®).

c. Budget preparation process

There should be a well-defined and widely understood sequence of steps in the budget preparation
process, allowing sufficient time for each step to be implemented efficiently. Procedures used for preparing
the budget for operational and capital investment expenditures should be integrated. Hard budget constraints
should be included. The draft budget should be presented to parliament in an appropriate format to allow
parliament to scrutinise it properly. It should specify the government’s fiscal policy objectives, the
macroeconomic framework, the budget policies and identifiable major fiscal risks. Budget information
should be presented to the public in a clear and accessible form.

d. Budget execution and monitoring

The line ministries should enforce spending limits stipulated by parliament, and the ministry of
finance should be able to supervise these limits. The ministry of finance should monitor and control the
flow of expenditures during the year on the basis of a unified system of financial accounts. Systems for
monitoring and controlling personnel expenditures should be as robust as for other areas of the budget.
Line ministries should make regular reports to the ministry of finance that compare actual spending with
monthly forecasts based on the budget appropriations. Parliament and the council of ministers should have
appropriate responsibilities for reviewing periodic reports on financial performance relative to the budget
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and for revising targets and/or policies as required by changed economic or financial circumstances. The
cash management (or treasury) function should be strictly managed through a treasury single account under
the control of the ministry of finance.

e. Accounting and reporting

Budget and accounting categories at the national level should have a common system of classification
that facilitates policy analysis and promotes accountability. Accounting concepts need to be made
compatible with concepts related to the disbursements of EU funds (commitments, payments, eligible
expenditures, etc.) and the definition of “deficit” and “government” aligned with the ESA95 standards.
Fiscal reporting should be timely, comprehensive, reliable and identify deviations from the budget.
Procedures for evaluating the efficiency and the effectiveness of expenditure policies and programmes,
including those funded from EU sources, should be established.

f. Financial control

A coherent and comprehensive statutory base defining the systems, principles and functioning of
management control, or internal control, is required. The following systems and procedures are essential
for sound internal (management) control: (i) standards and regulations for financial reporting; (ii) a
modern accounting system conforming with international standards; (iii) a defined audit trail, which for
the management of EU funds should clearly define the roles and the responsibilities of the different national
entities involved, including the National Fund, Paying Agencies and Implementing Agencies (as defined
in EC regulations); (iv) ex ante controls of commitments and payments; (v) public procurement procedures
that comply with EC regulations and are effectively implemented; and (vi) control of state revenues.

An efficient internal audit/inspectorate mechanism should be put in place. It should meet the following
criteria: (i) be functionally independent; (ii) have an adequate audit mandate; and (iii) use internationally
recognised auditing standards. Systems should be in place to prevent and take action against irregularities
and to recover any amounts lost as a result of irregularity or negligence.

g. Procurement systems

Achieving a properly functioning market is one of the priority tasks of the European Union. One of
the key ways of achieving this goal, and other related and essential elements of good governance, is to
have an efficient procurement system in which competition is encouraged for contracts awarded by public
sector bodies. Sound procurement policies and practice can reduce costs of public expenditure; produce
timely results; stimulate the development of the private sector; and reduce waste, delays, corruption and
government inefficiency.

Measures to improve procurement procedures include: sound public procurement legislation; the
establishment of a central public procurement organisation with overall responsibility for the design and
implementation of public procurement policy and national training programmes; the development of the
capacity of spending units in efficient procurement procedures; and the establishment of effective control
and complaints review procedures.

h. Budget management of EU Funds

The European Commission expects that candidate countries for EU membership will prepare themselves
for managing the pre-accession funds (Phare/ISPA/SAPARD) so that, when they join the EU, they have



Introduction — Reforming Public Expenditure: An Overview

31

the required budget and control instruments in place. In order to comply with this, governments should
have the capacity to present multi-annual programmes involving careful co-ordination between partners
at different levels of government, well-designed co-financing procedures and sound technical and economic
appraisal of such programmes.

D. Approaches to Managing Change

Streamlining a public expenditure management system requires setting up a strategy for reform and
managing the change properly. This section draws together the main messages and lessons of this book
and presents some general and practical considerations for developing a strategy and managing the
change process. The starting point of the preparation of a strategy for reform should be a comprehensive
assessment of the strengths and weaknesses of the budget system currently in place. For this purpose a
guestionnaire to assess the strengths and weaknesses of a budget system is presented in Annex I.

1. The approach to reforming budget systems
a. The need for a comprehensiveness

A public expenditure management system includes a wide range of basic supporting services and
subsystems, from macroeconomic forecasting to auditing and performance/policy evaluation. There are
strong linkages between these subsystems. Failure of any one of them can have negative effects on the
other subsystems and may undermine the effectiveness of the whole budget system. In order to target properly
the reform measures and plan the phasing of their implementation, it is crucial to identify the causes of
the main problems met in budget management. However, such an exercise is not straightforward. For example,
what explains unrealistic revenue forecasts? Weak technical capacity in forecasting? External developments
beyond the scope of the forecasters to predict? Or deliberate manipulation of revenue forecasts in order
to delay hard choices on the expenditure side?

To undertake successful reform, it is necessary, first, to define what the objectives of the reform are;
and, second, to undertake a comprehensive review of the budget system in order to determine the main
weaknesses and the changes necessary to deal with these problems. Such a review should consist of
diagnosing the problems, reviewing the different supporting systems and identifying all the interconnections
and institutional weaknesses. A budget reform should generally include a set of complementary actions
in several areas. Narrowly focused reforms are often disappointing. For example, it will be illusory to
expect significant benefits from introducing programme budgeting or multi-year budgeting procedures
if hard constraints are not built into the budget process. Furthermore, it is important to avoid a succession
of “paper reforms” that consist of implementing one measure, then moving to the next item on the agenda,
without assessing the results achieved and paying attention to the other elements of the budget system.

Itis also necessary to achieve a proper mix of reform measures in order to meet the three basic objectives
of budgeting — fiscal discipline, effective resource allocation and operational efficiency — in a balanced
manner, taking into account the country’s context. For example, implementing a treasury system contributes
to increase fiscal discipline and should be favourably considered in transition countries. However, the
implementation of a treasury system should not exempt spending agencies from their accounting obligations
and should not impede the efficient management of government expenditure programmes. Incentives to
strengthen accounting and management systems within line ministries should therefore generally accompany
the implementation of a new treasury system. Moreover, improvements in the procedures for budget
preparation should go hand in hand with measures to manage cash transactions more effectively.
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Linkages between the public expenditure management system and other systems, such as political
and managerial systems, must be taken into account. For example, to reinforce expenditure control at the
spending agency level, improvements in public procurement and human resources management systems
are as important as reforms of the budgetary procedures themselves. Improving budget preparation
processes and the information systems that are necessary for informal decision-making is generally
required. Nevertheless, it must be kept in mind that policy choice is essentially political, and strengthening
decision-making requires recognition of the multitude of factors that bear on these decisions. It is,
therefore, also important to address issues such as those related to governmental co-ordination mechanisms,
the relationships between the executive and the legislature, and the capacity of the legislature to scrutinise
the budget.

b. Institutions and organisations

Improving public expenditure management requires both institutional (regulatory and procedural) reform
and organisational development. Improvements in the budget system are largely a function of institutional
change, in the contemporary sense of the basic rules that govern the behaviour of organisations and
individuals. The distinction between “institution” and “organisation”—and the interplay between the
two—is key to understanding the challenge of improving the management of public expenditure in
transition countries. Budgeting organisations can be improved but economic, social and political behaviour
will not change unless the rules and procedures change as well. However, the reverse is also: rule
modification by itself is unlikely to produce beneficial results unless organisational improvements proceed
in parallel. Improving public expenditure management requires both institutional reform and organisational
development.

In many transition countries, the legal framework needs to be streamlined and rules to enforce it need
to be established. Processes for budget preparation and execution need to be regulated. However,
understanding of a country’s culture of “informal rules” — namely those unstated rules that define how
people, including politicians and government officials, actually behave — is essential in order to design
reform measures, enhance formal rules and make them effective. Thus, a country may have an exemplary
set of formal rules, but these are meaningless if they cannot be enforced because of the more powerful
informal rules. Comparing systematically what actually happens with what should happen according to
the formal rules helps to reveal the informal rules. Many informal rules have perverse effects on the budget
system, such as those that lead to corruption and patronage. This requires carefully balancing flexibility
and restraint, increasing transparency to make these rules more visible, and exercising extreme caution
before considering results-oriented management techniques, since a system of performance-based
incentives can easily be misused. On the other hand, some informal rules and processes can benefit the
budget system (e.g. in a number of countries, the informal working of the network of civil servants can
anticipate potential conflicts in budget preparation). Governments should make sure that such benefits
are retained when designing a budget reform.

Fragmented organisational arrangements and weak interdepartmental co-ordination impede effective
co-ordination of budgeting activities in a number of transition countries. As stressed in this book, the budget
processes must be unified and the ministry of finance sufficiently empowered. The ministry of finance
should be organised according to functional lines. The budget department should be fully responsible for
the preparation of the budget, including: (i) the capital investment budget; and (ii) the review of sectoral
budget submissions, which is in some transition countries is made by “branch departments” that are
separate from the budget department itself. A department (or unit) for macroeconomic and fiscal forecasting
should be established within the ministry of finance. In some countries, the distribution of responsibilities
between the treasury department and the budget department needs to be clarified and co-ordination
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between these two departments should be reinforced, notably for preparing the budget implementation
plan and the cash plans. The debt management department, which is sometimes split into two distinct units,
should be unified. A close co-ordination between the department responsible for debt management and
the department responsible for preparing the budget implementation and cash plans is required. In most
transition countries, co-ordination between the tax administration and the other departments responsible
for preparing the annual tax forecasts, and updating them during budget execution, is weak and should
be reinforced. Interministerial co-operation also needs strengthening, at the political and operational
level, in many transition countries, e.g. between the ministry of finance, the ministry of economy, and
the national statistics office.

c. Managing reforms within the government

Specific actions at the sectoral level are required to make effective the reforms established at the central
level. For example, improving investment budgeting depends in a large part on the effectiveness of
procedures to screen and select projects within the ministries and agencies concerned. Similarly, dealing
with the problem of arrears generation requires an efficient internal (management) control within line
ministries.

In many areas, the ministry of finance should prepare the general framework for reform and provide
appropriate incentives and guidelines. However, the reform measures themselves must be defined and
implemented by the line ministries. In reality, a two-pronged approach to reform may be necessary. This
might involve parallel reforms at the central level, focusing on measures to improve fiscal discipline and
the strategic allocation of resources, and reforms at the sector level, focusing on the allocation of resources
within the sector and measures to improve internal (management) control and technical efficiency. The
desirable degree of integration of these two parallel sets of actions depends on the nature of the actions,
but conflicts between them must be avoided. For example, special programming instruments, such as the
establishment of programme budgets, can be developed in some sectors, without requiring a government-
wide exercise. Nevertheless, such sectoral exercises must comply with the overall budget ceilings that
need to be established at the central level.

In many transition economies, the absence of systematic lines of interagency communication and the
lack of incentives to share information result in fragmented policy formulation and atomised decision-
making. This presents a major problem for the implementation of reforms. The challenge is how to
improve communications and reduce the cost of information within the public sector. The guiding
operational criterion for sustainable improvement in public expenditure management systems should
therefore be to strengthen the linkages between the components of the overall budget formulation and
execution systems, between ministries and agencies, and between central government and subnational entities.
Even when supporting the reinforcement of a specific budgetary procedure, it is essential to encourage
positive interaction with other government agencies. Such encouragement must not be limited to rhetoric,
but should entail specific incentives for greater information exchange, training and co-operation. Special
attention should be given to the linkages between the central government and the subnational governments.
An increased degree of devolution requires improved circulation of information and increased awareness
of fiscal problems at the level of subnational governmental authorities.

d. The pace of reform
Developing a comprehensive approach to budget reform does not necessarily mean adopting a “big

bang” theory of reform or importing the model of more “advanced” countries in all its aspects. “Best practice”
models are useful to draw up lessons from experience. But the concept of “best practice” is dangerous,
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when it is misinterpreted as importing budgetary models without hard-nosed consideration of local
realities—particularly the “informal rules” that determine much of the behaviour of officials and their
private sector counterparts. Formal rules can be imported fairly easily, informal ones much less so.
Replicating foreign institutional practices should be considered only when these practices have a high
component of formal rules. This is the case, for example, in the more “technical” areas of public
expenditure management, such as accounting procedures or financial control (though even in such areas
caution is recommended). By contrast, when the nature of the reform entails a high component of informal
rules, such as in “governance” areas or where institutional incentives are affected, the reforms will
normally need to be homegrown or, if imported, will require substantial adaptation. There are, for example,
many potential pitfalls in attempting to replicate in transition countries aspects of the so-called “New Public
Management” approach recently adopted by some OECD countries (see, for example, Verheijen, 1996,
and Allen, 1999).

Specific tools and budgetary techniques that can be effectively used in the context of one country can
be mere fossils in another country. Substance is more important than form. Thus, many concepts of the
“programmatic” approaches to budgeting, such as clarifying organisational or managerial objectives or
obtaining better feedback from budget execution to budget preparation through evaluation, or performance
monitoring, can be implemented gradually into a “traditional”” budget system. It is more important to develop
such concepts than to change the format of the budget.

It is sometimes debated, often by reference to some budgeting paradigm, whether a big-bang approach
or a gradualist, but often piecemeal, approach should be adopted to reforming a budget system. There
is an aura of unreality in this debate when it is posed in general terms. The pace of reform should be
defined according to each country’s context and priorities, and depends on the objectives established
for a given set of measures. In transition countries, and more particularly in countries that are candidates
for EU membership, the pace of the budget reforms should be determined primarily by the following
two concerns:

» Reforms must be aimed at getting the basics right and implementing the measures required to meet
the minimum standards of developed countries. Strategic attention should therefore focus on
implementing the baseline measures summarised earlier on in the chapter. In some areas, especially
financial control and public procurement, these measures include specific requirements that are part
of the acquis communautaire, i.e. the formal framework of EC rules and regulations. For this
purpose, the questionnaire included in this book (Annex I) provides a valuable tool to assess the
strengths and weaknesses of the public expenditure management system and determine in which areas
priority actions should be undertaken.

« The reform process is continuous. Experience shows that budget reform is in a large part a process
of learning by doing. Budget systems are adversely affected by factors such as political instability,
entrenched private interests, structural imbalances between existing commitments and resources and
severe inflation. The phasing of reforms and the definition of the priority areas for reform must take
account of these realities. Moreover, the numerous interconnections between the budget system and
other systems can result in unexpected outcomes when implementing reforms. A changing economic
and political environment can require additional reform measures. During the reform process a
systematic and regular assessment of the outcomes of the reform is needed in order to ensure that
the reform programme is kept on track, making any adjustments that are necessary. When reforming
a budget system, unexpected developments and potential roadblocks can arise, and how well the reform
responds to change must be continuously tested.



Introduction — Reforming Public Expenditure: An Overview

35

2. Preparing and monitoring an action plan

Once the key reform measures have been identified, on the basis of the assessment of the budget system,
a phased action plan can be prepared. This plan should include the following elements:

* The overall goal of the reform and the specific objectives of each of its component parts.

* A list of the components (e.g. streamlining the budget preparation process, preparing a new organic
budget law, etc.).

* A list of activities for preparing and implementing the reforms (e.g. pilot studies, user surveys, training
courses); the deadlines for completing these activities; and milestones for accomplishing key tasks.

* Indicators to monitor progress achieved.
* The organisational arrangements to prepare the reform and supervise its implementation.

* The resources that will be devoted to the reform in order to purchase the required inputs of technical
assistance, equipment and computer software, training of staff, etc.

It is important to phase and articulate properly the different components of the reform. For example,
before undertaking the detailed design of an information system for budget preparation and execution, it is
generally necessary to review the budgetary procedures, the budget classification system and the chart of
accounts.

The action plan should include appropriate indicators to assess progress against the reform objectives
and provide feedback to correct or complete the reform process. These indicators should measure:

* Progress achieved in the preparation and the implementation of the reform. To manage the reform
programme, it is necessary to monitor: (i) the inputs devoted to reform (e.g. staff hours, equipment
acquired, training activities, consulting services, etc.); and (ii) the outputs of the reform process (e.g. laws
drafted, laws adopted, circulars issued and effectively implemented, operational manuals drafted, training
courses implemented).

» Effectiveness of the reform. This requires an evaluation of whether the reform has contributed to
improved performance of the budget system on the basis of the three essential criteria (fiscal
discipline, allocative efficiency, technical efficiency). To make such an evaluation, quantitative or
qualitative measures of (i) the processes and the outputs of the budget system (e.g. production of
the annual budget law in a timely manner), and (ii) its outcomes (e.g. a decreased budget deficit)
need to be established.

Setting up outcome indicators for measuring the performance of a budget system is a difficult issue
since the interconnections between the budget system, other systems and changes in the economic
environment pose an attribution problem. Nevertheless, it is important to make progress in this area for
several reasons. First, to gain acceptance of the reforms from decision-makers, it is necessary to indicate
what are the expected results. Second, as discussed earlier, the reform process is continuous. Perhaps poor
outcomes will not necessarily mean that the reforms were badly designed, but they will provide nevertheless
a powerful message: “reforms are not completed and additional measures must be taken to strengthen the
budget system or in related areas”.
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The following are examples of indicators that can be used to assess the overall effectiveness of a budget
system:

* Fiscal discipline: Are the deficit targets met? Are revenue forecasts realistic (what is the ratio
revenue collected/revenue forecast)? Is there a reduction in overcommitments? Is there a reduction
in the stock of arrears?

« Allocative efficiency. Does the actual composition of the budget match policy objectives? What is
the degree of correspondence between planned and actual composition of expenditures by sector?
Does the investment programme focus on the most cost-effective projects or are funds still inefficiently
distributed among a variety of uncompleted projects? What is the average time to complete projects
included in the budget? What are the total costs of the annual tranche of these projects compared
to the balance of expenditure necessary to complete work on the projects?

» Technical efficiency. Has the efficiency of the tax administration improved (e.g. a diminished volume
of tax arrears, an increased ratio of tax receipts to GDP , after netting out the impact of any new tax
measures)? Did measures to strengthen cash management contribute to diminished borrowing costs?
Are procurement tendering procedures sufficiently competitive?

Such indicators provide useful feedback, where necessary, to amend and adapt the reform process to
unexpected developments. However, it is important not to put too much weight on favourable developments
in few indicators. Such developments may, in reality, be attributable to factors external to the reform itself,
and the improvements may not be sustained.

E. Managing the Reform Process
1. Building a commitment to reform

The reform will succeed only if it has a champion or champions within the government. Financial
reforms need unflagging commitment and strong leadership from the minister of finance. The top
management of the ministry of finance should actively participate in the reform process. Reforms prepared
outside this ministry, or by a reform committee or by consultants working in isolation, often attempt to
copy so-called best practice solutions from another country or to focus on technical issues without
considering the specific institutional character and culture of the country concerned.

It is crucial to build up a consensus for reform among the different participants involved in public
expenditure management. To design and implement the reforms, the ministry of finance should work in
close co-operation with line ministries, subnational government authorities and other key players.

Consultations with the legislature are very important, particularly when the reform will affect its
activities or the legal framework. For example, the legislature must be involved at an early stage in the
preparation of new budgeting laws. Parliament’s committees should be consulted about any substantial
changes that are proposed in the format of the budgetary documents or of the financial reports
communicated to parliament. Improving the presentation and content of budgetary documents should
go in hand with measures to improve the capacity of parliament to analyse such material. For example,
presenting accrual accounting information in the budgetary documents will be useful only if the
parliament is fully aware of the meaning of the data provided and can find in the budgetary documents
the information that it needs.
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To reach a consensus for reform within the government, it is essential to clarify precisely the objectives
assigned to the reform and the expected benefits. For this purpose, it may be useful to carry out some
awareness-raising seminars with top managers of the government, members of parliament and subnational
authorities on the problems that the reform intends to address and the expected benefits.

Disseminating the information on the proposed reform among the members of parliament and the public,
and reaching a wide agreement on the reform, is also important to ensure its sustainability. The reform
must be sustained after the main change agents give way to a second generation. This generally requires
a period of at least five to ten years.

Rationalising organisational structures, modernising procedures and processes and/or implementing
a new computerisation programme can easily be derailed if operational staff do not understand and
support the change. Particular attention should be given to how to manage the process with a view to ensuring
the necessary level of co-operation and participation. This requires the design of actions aimed at
promoting change and communicating the changes to and through middle management, in order to gain
acceptance and active co-operation from the civil service managers and operational staff.

Such actions, which might include workshops and wide dissemination of documents, should be aimed at:

» Making sure that senior officials within the government are fully informed about and supportive of
aims and objectives of the proposed reform and the measures required to implement it; and are aware
of the need for appropriate internal communications and the potential social impact of the changes.

» Creating a culture of “ownership” in the reform by ensuring that middle management levels participate
in an appropriate way in the reform activities and that these managers explain the purpose of the
reforms to their colleagues.

Reform should not be viewed as either a “one-off” event or an additional burden on managers and
staff that must be imposed by necessity, but instead as a way to strengthen the civil service profession,
both individually and collectively. It is important at each stage of the reform process to highlight
information on progress made in an appropriate, widely circulated newsletter, to encourage feedback from
all staff, and to make necessary adjustments to the reform activities.

When some departments are subject to organisational changes, as part of the proposed reform, it is
desirable to:

* Designate the manager who will be in charge of proposing, promoting, co-ordinating and supporting
colleagues in explaining the reforms, and providing information on developments and results.

» Organise a series of interactive seminars for middle managers on the objectives, content, phasing
and consequences of the reform project.

* Organise a similar series of seminars for staff at the operational level who will be directly affected
by the reforms.

» Announce at the same time measures that will be taken to cushion the impact of phasing out certain
activities. Accompanying measures to promote the redeployment of staff to other activities, and staff
retraining, should be devised in advance to minimise uncertainty.
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« Conduct a regular evaluation of staff attitudes to the reform.
2. Organisational arrangements

Organisational and human capacity is essential to administer the reform and enforce the new framework.
Proper organisational arrangements should be made to manage the reform process. These arrangements
need to be tailored to the country context and the scope of the intended reform. If a wide reform is
intended, they should generally include the setting up of a steering group, a core unit and working groups,
organised as follows:

« Steering Group. The steering group will provide general direction to the reform and overall
supervision. It will consist of the top civil servants involved in the process and will normally be chaired
by the minister of finance or a deputy minister. It will be important for effectiveness to include in
this steering group the heads of the key departments of the ministry of finance and representatives
of line ministries and other organisations participating in the reform (e.g. representatives of subnational
governments). One of the aims of setting up a steering group is to ensure that the objectives of reform
will be shared by high-ranking officials with a stake in the process.

* “Core unit. A core unit or a separately identifiable department should be made responsible for the
overall management of the reform. This unit should be appropriately located, in principle within the
ministry of finance. The core team needs to have a very clear vision regarding the goals and
objectives that should be reached. It needs to be appropriately staffed with persons who are competent,
motivated and efficient. It should be given the authority to spread new institutional and organisational
practices thorough the government by organising training activities, seminars or workshops. This
unit, assisted by the working groups, will be responsible for identifying external consultancy needs
and preparing the terms of reference for these consulting assignments, which should include: (i) the
objectives of the assignment; (ii) the activities of the consultant; (iii) the time frame for this work;
(iv) the expected outputs; and (v) the arrangements under which the consultant makes regular reports
to the project manager.

« Working groups. The working groups will be responsible for implementing specific reforms in
particular area (e.g. a financial management information system). In many cases, formal arrangements
will need to be put in place to manage these working groups, including: (i) project planning;
(ii) accounting; and (iii) a system for progress monitoring and reporting.

3. Training

A training programme for each component of the reform is essential for successful implementation. Training
activities should cover different fields, such as basic training in specialised areas (e.g. training accountants
to use new accounting procedures); high-level training in specialised areas (e.g. training of information
technology specialists or macroeconomists); or general training (e.g. teaching foreign languages to the staff
of the debt management office, or improving skills in the use of spreadsheets and word processors).

To increase awareness of major issues in public expenditure management and facilitate the dialogue
between the core ministries and line ministries, an economic and budgeting “culture” needs to be
disseminated within the government. Thus, training of budget managers should not be limited to the
dissemination of specific techniques and methods (e.g. how to complete the forms for budget preparation),
but also be aimed at providing them with information on the context of modern budgeting systems and
increasing their awareness of macroeconomic and EU financing issues.
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To improve budget preparation it is necessary to increase capacity within the ministry of finance and
spending agencies to define clearly the objectives of public expenditure and make informal choices
among competitive programmes. Developing such capacity involves both improving analytical methods
and discussing sectoral policy issues. This generally requires incorporating into training activities some
“learning by doing” activities, such as undertaking a sectoral review with an external team of specialist
consultants.

The training programmes must be prepared in advance and require a detailed review of existing skills
and training needs. Training needs in the field of public expenditure management are diverse, and the major
line ministries should have their own capacity for undertaking or commissioning training. The ministry
of finance should ensure that these activities fit the common framework dictated by budgetary laws and
procedures. For this purpose, the trainers should be well informed of the existing system, and the intended
reforms, and should co-ordinate their activities with the unit responsible for overall management of the
reforms.
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NOTES

. Throughout the book we generally use the term “national budget” or simply “budget” to refer to the budget of the central

government and the term “subnational budget” to refer to the budget of subnational authorities such as regions, counties or
municipalities. The term “state budget” is used occasionally and refers to the budget systems and processes of the centrally
planned societies — see for example Section B in this chapter.

. In this book, the term “public expenditure management”, which is commonly used, covers the management of government

expenditure, but not the activities of public enterprises, which are essentially commercial enterprises, nor the activities of
financial institutions owned by the state. The book generally focuses on central governement, but much of the analysis and
recommendations apply also to other levels of government.

. Adapted from the basic objectives proposed by Campos and Pradham (1996) and the presentation of the basic tasks given by

Allen Schick in OECD (1997c¢). In relation to these basic objectives, the Public Expenditure Management Handbook of the
World Bank (1998) develops the concept of three levels of budgetary outcomes: (1) aggregate fiscal discipline; (2) strategic
prioritisation; and (3) efficiency and effectiveness of programme and service delivery.

. “Spending unit” is used throughout this book and covers all entities that have the authority to spend money through the budget,

e.g. line ministers, subordinated agencies, and other government organisations.

. A convergence of actions and policies aimed at fighting corruption has occurred recently. The OECD succeeded in negotiating

in December 1997 a landmark convention against bribe-giving, which entered into force at the end of 1998. See
http://www.oecd.org.

. Subdivided, of course, into production plans at national (federal), regional (state) and local levels.
. The System of National Accounts established in 1993 by the EC, IMF, OECD, UN and World Bank.

. EU Member States use a common framework and methodology of national accounts (ESA95), which is a specification of

the SNA93 standards in the European context.



PART I
THE BUDGET AND THE INSTITUTIONAL CONTEXT






CHAPTER 1
THE BUDGET AND ITS COVERAGE

This chapter presents some basic definitions, reviews the nature of legislative authorisations, and discusses
the coverage of the budget and some key issues related to fiscal instruments other than direct spending.
Government policy objectives can be achieved through a variety of instruments: direct spending, indirect
spending (such as tax expenditures, contingent liabilities and loans), and tax policy measures. To be an
effective instrument for implementing government policies, the budget documents must not only cover
all government revenue and expenditure, but also disclose in the more transparent manner all policy
commitments and decisions that have an immediate or future fiscal impact.

A. Basic Definitions
1. What is the “budget”?

The word budget comes from “budjet”, a Middle English word which means king’s bag containing
the money necessary for public expenditure.* Budgets evolved in two directions. At first, parliaments fought
to take control of the budget and make governments accountable for the use of resources. In democratic
societies, for instance, approval of the budget (the “power of the purse”) is the main form of parliamentary
control of the executive. The budget authorises the executive to spend and collect revenues. In later years,
the scope of government activities expanded considerably, and the role of the government budget became
more complex. Today, government expenditure is aimed at a variety of objectives, including economic
development, and social goals, or redistribution objectives. Hence, governments need sound fiscal policies,
i.e. policies concerning government revenues, expenditures and borrowing, in order to achieve
macroeconomic stability and the other policy objectives.

The scope of the budget depends on the field of activities of the government, but must also be in
a form to allow government policies to be appropriately scrutinised by the legislature and the public.
As noted, this book does not deal in substantive terms with the revenue side of the budget. However,
it is important to note that, from the macroeconomic point of view, it is crucial to review revenues
and expenditures together. In a number of countries, draft laws on public expenditure proposals and
tax changes are presented to parliament separately. This presents many problems in relation to the
coherence of policy-making and policy proposals, and in relation to parliamentary scrutiny of the budget.
Assessing the soundness and the realism of tax forecasts should be an important preliminary step in
analysing a budget. Since fiscal stabilisation, and policy objectives concerning income or wealth
distribution, or the allocation of resources, can be achieved either through changes in either tax policy
or public expenditure policy, or both, common issues need to be reviewed together. Accordingly, it is
necessary during the budget formulation process to co-ordinate the preparation of the expenditure and
the revenue portions of the budget and consolidate them into a single document at the time of
presentation to parliament.
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2. What is the “government”?

The government may be defined as a group of entities or units that, in addition to fulfilling their political
responsibilities and their role in economic and social regulation, deliver public services for individual or
collective consumption, and redistribute income and wealth. A defining characteristic of government is
the ability to impose, directly or indirectly, taxes and other compulsory levies for which there is no direct
quid pro quo on other sectors of the economy. “General government” is a term used to describe all
government entities at whatever level, central, regional or local.

The systems of national accounts (SNA93 and ESA95) classify the government into four categories
which may be defined as follows:2

« Central Government. The national government in federal and unitary countries. In general, central
government is responsible for those functions that affect the country as a whole: for example,
national defence, conduct of relations with other countries and international organisations, establishment
of legislative, executive and judicial functions that cover the entire country, and delivery of public
services such as healthcare and education. Non-market, non-profit institutions controlled and mainly
financed by central government are included in the central government.

« Local Government. Local government is a collection of public bodies with authority over a subdivision
of a significant area of a country’s territory. It is either the third tier in federal countries or the second
and third tiers in unitary countries (regions, counties, municipalities, etc.) To exist as a separate entity,
a local government body must have the authority to exercise powers independently from other levels
of general government.

» State Governments. State government has independent authority for certain functions in a significant
part of a country’s territory. This intermediate level of government exists in all countries with a federal
constitution (for example, the Lander in Germany). Regional government authorities have similar
characteristics in terms of territorial jurisdiction but are generally found in countries that do not have
federal constitutions.

» Social Security Funds. Funds that provide social benefits to the community through a social insurance
scheme that generally involves compulsory contributions by participants. In most countries, such
funds are separately organised from the other government activities, have their own budget, and hold
their assets and liabilities separately. Social security systems that do not hold their assets and
liabilities separately are not called social security funds. In the GFS, the preferred treatment of social
security funds is to classify them as a part of the level of government at which they operate. An
alternative treatment is to group all social security funds into a separate subsector. Funded government
employee pension plans are not social security funds. They are financial corporations and are
excluded from the general government sector.

In relation to field offices and autonomous agencies, the legal authority under which they operate and
the nature of their functions constitute the proper criteria to assess at which level of the government they
should be incorporated (e.g. a hospital managed by the ministry of health, wherever it is located, is part
of the central government). Their classification should reflect the difference between “decentralisation”,
which is the transfer of responsibility to democratically independent lower levels of government, and
“deconcentration”, by which the authority of the centre is exercised more effectively through local or regional
entities, or offices acting as agents of the central government.
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Each level of government should have its own budget that covers its respective fields of responsibility
and activity. Most countries have arrangements in place that determine the required allocation of
responsibilities and, where appropriate, arrangements for sharing revenues, or transferring them from one
level to another. However, in some transition economies, the organisation of the budget system and the
mode of negotiation of tax sharing arrangements, based on political bargaining, do not ensure a clear
assignment of responsibilities in budgeting. In these cases, one of the first steps in public expenditure
reform should be to clarify the distribution of responsibilities among the different levels of the government
and to put in place stable and transparent arrangements for organising the relationships within and
between these levels.

3. What is the “public sector”?

In addition to the government itself, the public sector includes non-financial and financial corporations
and quasi-corporations owned or controlled by the government. A quasi-corporation is a government
establishment engaged in activities that: (i) charges prices for its outputs; (ii) is operated and managed
in asimilar way to a private sector company; and (iii) has a set of accounts that enable its operating surpluses,
savings, assets and liabilities to be separately identified and measured.

In market economies, public enterprises® should be commercially oriented and, wherever possible, should
aim to make a profit. For this purpose, they must have autonomy in management and be given a corporate
structure. Thus, their expenditures and revenues cannot be submitted to the same scrutiny and approval
mechanisms as the national budget, which should cover only the enterprises’ financial transactions with
the government and not their transactions with the rest of the economy.*

However, a system for monitoring and reporting financial information for the public sector as a
whole must also be developed. Thus, the budget documents can show in an analytical table, presented for
information only, the consolidated account of the public sector (called sometimes “consolidated budget”,
although it has not the legal status of the national budget).

For reasons of accountability and transparency, the government should report on the performance and
the financial situation of all entities that it controls. In practice, the definition of the government reporting
entity varies from one jurisdiction to another.

B. Nature of Legislative Authorisations
1. Basis of appropriations

The nature of the spending authorisations granted by the legislature depends both on the budget
system and on the nature of the expenditure. Although there are exceptions, these authorisations are
generally granted through “appropriations”, which are authorisations enabling the government and its agencies
to spend money for a specific purpose.

Some countries (e.g. the United Kingdom) present to parliament an appropriation bill distinct from
the budget. In many countries, however, there is no separate appropriation act. The appropriation is
defined implicitly through a set of rules set out in the organic budget law, which determines the degree
of freedom of the executive in using budgeted resources and making transfers (virements) between
“chapters”. These two different approaches are equivalent, as regard to the role of parliament.
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Appropriations may be grouped into the following broad categories:

« Obligation-based appropriations give rights to make commitments and make cash payments
according to these commitments, without a predetermined time limit. Such appropriations have
their own life cycle and are not limited to one year. This system is no longer used for all expenditures,
but may be used for special programmes (e.g. in the US).

« Cash-based appropriations give authority to make cash payments over a limited period of time,
generally corresponding to the fiscal year. This system is the most widespread. In principle,
appropriations define cash limits that cannot be exceeded, but there are exceptions. They cover the
payments due.

« Accrual-based appropriations cover the full cost of the operations of a ministry or agency, and increases
in liabilities or decreases in assets (such as pension superannuation liabilities, depreciation of fixed
assets, etc.). “Full costs” are the goods and services actually used or consumed (as opposed to
acquired) over a period. Therefore, the depreciation of physical assets, variations in inventories and
variations in liabilities are added to actual payments to calculate the full costs of a programme. Moreover,
for goods and services, there may be differences between the points of time at which they are
acquired, paid for and used/consumed. For central government entities, accrual-based appropriations
are currently used only in a very few countries (New Zealand, Australia and, from 2002, the United
Kingdom). When appropriations are accrual-based, special mechanisms for controlling cash must
be put in place.

Budget systems can be classified schematically according to the basis of appropriations, into obligation-
based, cash-based and accrual-based budgets. Most budget systems at the present time are cash-based.

As discussed in Chapter 11, the basis of appropriations, which concerns the nature of authorisations
of parliament, should not be confused with the basis of accounting. Accrual accounting does not require
abandoning the presentation of cash-based appropriations to parliament. In many transition countries,
spending agencies keep books on an “accrual” basis. Nevertheless, these countries have given priority to
reinforcing the cash-budget system in their recent budgetary reforms.

A cash-based budget system fits well the needs for compliance and expenditure control. Payments
are controlled on the basis of the authorisations of the parliament. Macroeconomic objectives, such as
the cash deficit are directly linked to the appropriations. All transition countries need to enhance their
system of accountability to parliament and their macroeconomic control. Presenting cash appropriations
to parliament serves both purposes. Whatever their accounting system, transition economies should
present cash-based appropriations to parliament.

Figure 1.1 shows three different types of appropriations. In addition, some countries and the EC have
a procedure for making multi-year commitments.

2. Gross terms

To formulate and assess correctly government policies and activities (including its business activities)
expenditures and revenues should be shown in the budget in gross terms, even if the authorisation of the
parliament and the budget execution controls concern only netted appropriations (i.e. expenditures that
exceed commercial revenues).
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Figure 1.1. TYPES OF APPROPRIATION.
For running costs

Obligation-based appropriation

Appropriation Commitment Payment Payment Payment
Fiscal year 1 Fiscal year 1 Fiscal year 1 Fiscal year 2 Fiscal year 3

Cash-based appropriation

Appropriation Commitment Payment
(Annual only)

Accrual-based appropriation Depreciation
[ + R + ................ \ and other

H Time lag

Appropriation Commitment Payment
(Annual only)

. AND COMMITMENT APPROPRIATION

Authorisation Commitment Appropriation Payment Appropriation Payment
to commit Fiscal year 1 Fiscal year 1 Fiscal year 2 Fiscal year 2

3. Annual nature of the budget

Budgets are almost always annual (the “fiscal year” can be the calendar year or some other 12-month
period). A shorter period would be disruptive for management; a longer period could make budgetary
planning and implementation subject to considerable uncertainty. Because many other relevant statistics
(e.g. international trade) are published on a calendar year basis, a 1 January — 31 December fiscal
year is the most convenient for analytical and reporting purposes, and most countries conform to this
cycle.
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As noted earlier, except in obligation-based and accrual-based budget systems, annual appropriations
are cash limits for most goods and services and capital expenditures. They lapse at the end of the fiscal
year. This annual rule assists effective control of cash. It can, however, induce distortions in management,
particularly for capital expenditures and “end-year spending surges”, that are an inefficient use of budget
funds. A number of countries therefore adjust the annual rule by authorising carry-over of some portion
of any appropriation that is unused at the end of the year. The pros and cons of carry-over provisions are
discussed in Chapter 7. If authorised, carry-over must be strictly regulated.

4. Budgetary treatment of entitlement programmes

Even in a stable economic environment, entitlement programmes (sometimes referred to as “demand-
led programmes”) depend on various economic and demographic parameters that are difficult to forecast
accurately. Thus, in a number of countries, social security payments and other entitlements, debt servicing
and, payments for governmental functions that are independent of the executive branch of government
(such as the judiciary), are authorised under special legislation. These authorisations are often called
“standing” or “permanent” appropriations, or “entitlement spending”. They account in some industrialised
countries for the larger part of government expenditures.® The estimates of relevant expenditures that are
to be incurred over the fiscal year are generally shown in the annual budget, but are either not included
in the annual budget act, or are included for information only.

Some countries (e.g. France) distinguish three categories of appropriations: (i) compulsory spending
limits; (ii) “approximate” estimates which are only indicative (mainly debt servicing, which depends on
external factors not fully under the control of government); and (iii) provisional appropriations (for
expenditure items such as relief aid). Provisional appropriations are spending limits, but the executive is
authorised to transfer funds from a contingency reserve in case of overspending. “Approximate” estimates
are strictly equivalent to standing appropriations.

Standing appropriations have helped in the past produce major deficit problems in a number of
countries (O’Toole, 1997). Implementing such procedures in countries that have not traditionally used
them would present significant risks in relation to fiscal discipline. They can lead also to fragmented decision-
making processes, since decisions on entitlements must be traded off against other expenditure decisions,
and may tempt governments to place some programmes outside the budget. Defining annual spending
limits for entitlements and personnel expenditures has decisive advantages. It encourages the establishment
of appropriate budgetary targets. It obliges the government to be precise in defining its budgetary measures
so as to comply with the overall resources available for spending.

In transition countries, all expenditures should be appropriated when enacting the annual budget and,
except perhaps for interest, all appropriations should defined as annual cash limits. This requires accurate
forecasts, and careful analysis of decisions and laws that grant entitlements, personnel benefits, etc. In
parallel, a contingency reserve should generally be included in the budget in order to fund unexpected
increases in entitlements. The amount of the contingency reserve, however, should not exceed a small
percentage of total spending, and its uses should be precisely defined and strictly regulated.

5. Authorisations for forward commitments

A few EU Member States include in their budgets, in addition to cash appropriations, “authorisations
for forward commitments” or “commitment appropriations” for some categories of expenditures (mainly
for capital investment). In the same way, the European Union budget includes two categories of
appropriations: payment and commitment appropriations (see Chapter 3). The “authorisations for forward
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commitments” authorise commitments to be made over a multi-year period, but annual appropriations
are still required in order to make payments. They differ from “obligation-based appropriations”, which
also cover multi-year programmes, but are authorisations to pay as well as to commit. In some countries,
these authorisations for forward commitment are laid down in multi-year estimates presented to parliament.
Including such forward commitments in the budget authorisations gives an effective instrument to control
and manage the implementation of investment programmes or projects, and should be favourably
considered for use in transition economies. Issues related to the management of multi-year commitments
are discussed further in Chapter 7.

C. Coverage of the Budget
1. The need for a comprehensive budget

To be an effective instrument, the budget should be as comprehensive as possible. Two major issues
are involved here: first, if the budget excludes major expenditures, there can be no assurance that scarce
resources are allocated to priority programmes and that legal control and public accountability are properly
enforced. Second, the amount of expenditures not included in the budget is itself often uncertain and lacks
transparency. In turn, this makes macroeconomic programming more difficult and increases the risk of
corruption and waste. Budget comprehensiveness does not mean that all expenditures should be managed
according to the same set of procedures. In order to promote efficiency, specific arrangements for
administering some programmes may be established, provided that they do not lead to a fragmented
approach to budgetary planning and expenditure policy formulation, and loss of expenditure control.

The standards of scrutiny and accountability that are applied to expenditures financed from funds,
autonomous agencies, or special accounts should not be lower than those applied to other expenditures.

Therefore, the following minimum rules should be applied to every expenditure programme, whatever
its mode of management (including the expenditures that are managed through special and extra-budgetary
funds) and source of financing:

» Estimates of all revenues and expenditures should be shown in the budget.

* Estimates of expenditures should be shown in gross terms in the budget, whatever the form of
legislative authorisation for these expenditures, and not “netted out”.

* All expenditures and revenues should be classified on the basis of the same classification system.
* Accounts of autonomous funds and special accounts must be subject to external audit on a regular basis.

* The government’s financial reports should consolidate the operations of autonomous funds and
agencies with its regular activities.

2. Expenditures financed by external loans and grants

Expenditures financed from external sources (loans and grants) should be budgeted in the same way
as other government expenditures. It is necessary to set up procedures to authorise the contracting of loans
and to control indebtedness. Only one government authority (the ministry of finance) should be authorised
to contract external loans and grant guarantees. In some countries, each project-loan is subject to the approval
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of parliament. This procedure allows parliament to control such loans. However, there is a risk of increasing
budgeted expenditures through approving project-loans on a case by case basis. It must be clear that
expenditures are authorised through the annual budget law, or supplementary budgets, not through
approval of financing agreements. Moreover, the total amount of loans that the government intends to
contract over the fiscal year should be submitted for approval to parliament with the budget bill. The list
of these project loans and grants should be annexed to the annual budget. This list should show their expected
amount and the financial terms, e.g. the expected repayment period and interest rate in the case of loans.

Expenditures financed from counterpart funds related to the use of external loans and grants should
be included in the budget. From a macroeconomic point of view, disbursements from counterpart fund
accounts represent domestic financing, which has an impact on the fiscal aggregates.

Issues related to debt management are reviewed in Chapter 9.
3. Extra-budgetary funds

In many countries, a significant share of government expenditures is managed through special funds
and procedures. These special arrangements include: revolving funds; trading funds for business activities
and other commercial services carried out by the government; emergency funds; special funds for specific
expenditure purposes (such as road funds and health funds) managed at the sector level; expenditures financed
by external loans; counterpart funds; budgets of autonomous/decentralised agencies, notably in the
higher-education and health sectors; and special accounts managed by the ministry of finance or its
treasury department. In a number of countries, expenditures managed through such arrangements are not
shown in the budget and are managed through extra-budgetary funds (EBF). EBFs refer to accounts of
government activities that are not included in budget documents and typically do not operate through normal
budgetary execution procedures. EBFs, which are typically set up by specific legislative acts, can be
distinguished from “off-budget” expenditures that should be within the budget (Potter and Diamond, 1998).

The reasons for creating EBFs in different countries are numerous and reflect various objectives
such as protecting priority expenditures from budget cuts; avoiding problems in budget execution; side-
stepping the inapplicability of some appropriation management rules to certain types of expenditures;
conceding to requests from powerful political barons or lobbies; and meeting requests from donors to insulate
their projects and programmes in priority sectors. In some cases, the main motive for establishing an extra-
budgetary fund is the desire to hide transactions from scrutiny by parliament or the public, and may be
a source of fraudulent and corrupt behaviour.

Not all the reasons for establishing an EBF are necessarily bad from an economic and social viewpoint.®
For example, in many western countries, healthcare and social welfare programmes, paid for in whole or
part by earmarked taxes, are managed efficiently and effectively through EBFs. However, whatever the
motive, EBFs pose problems for the allocation of resources. Transactions outside the budget are unlikely
to be subject to the same kind of fiscal discipline as are budget operations, partly because they are
financially independent and partly because they are not explicitly compared with other expenditures.
Consequently, activities that would not normally survive the scrutiny of a regular budget process often
continue, through their own inertia or through the force of vested interests. The number of EBFs should
be strictly controlled and the minimum rules indicated earlier should be systematically applied. The
budgetary documents presented to parliament should include expenditure and revenue forecasts for EBFs,
together with a statement of flows and balances. Wherever possible, budget execution and control
procedures should be integrated with those of the national budget, e.g. so that all payments by EBFs are
made through the treasury single account.
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Many treasury departments hold “special accounts.” Some of these accounts are used for managing
EBFs placed under the authority of either the ministry of finance or line ministries, and therefore pose
similar problems to other EBFs, as regards the allocation of resources. In some cases, transactions made
through these special accounts concern internal financial transfers within the government rather than genuine
expenditures. Such arrangements are often complicated and time consuming. Moreover, in reality, non-
transparent and “true” expenditures are often made through these funds. In a similar way, “reserve funds”
and counterpart fund accounts for foreign grants or loans are often not transparent.

In many countries, it is common practice to allocate windfall revenues and some non-tax revenues
to particular programmes and create a fund to manage these programmes. From a fiscal sustainability
viewpoint, the most efficient use of windfall revenues is to pay off the more expensive types of debt in
the government’s portfolio. Under unusual circumstances, it may be appropriate to assign windfall
revenues to specific needs, but this should not be allowed to fragment the budget by setting up an EBF.

4. Off-budget expenditures

In general, EBFs are set up by law and, in principle, managed according to defined procedures and
rules. Nevertheless, in some countries, the fact that the EBFs benefit from dedicated revenues that are
held in separate bank accounts facilitates off-budget spending. Other forms of off-budget spending
include expenditures financed by external loans and multi-year investment projects, since often appropriate
instruments for managing these expenditures are not in place.

In some countries, information on the sources and uses of certain government revenues — particularly
from minerals and other natural resources — is frequently hidden from scrutiny by parliament and the
general public. Such revenues are often treated more as a contribution to the purse of the president or a
political “slush fund” for use of the minister concerned, than as a contribution to the government budget.
Including these revenues and expenditures in the budget is a prerequisite to improve transparency and
promote good governance. Although there may be few exceptions (for example, for security reasons), there
are rarely good reasons for secrecy concerning revenues and expenditures. Generally, the existence of such
“black boxes” or secret “slush funds” should be interpreted as prima facie evidence of governance
weakness or outright corruption.

5. Special management arrangements

The creation of funds with special management arrangements is sometimes due to lack of fiscal
discipline, but may also be explained by the fact that the standard budgetary procedures are not adapted
to the management of certain categories of expenditure. As discussed in Chapter 7, rules for managing
budgetary appropriations, such as rules for transfers between line-items or the cancellation of appropriations
at the end of the fiscal year, are necessary but should not be too rigid. In general, when existing budgetary
procedures are inadequate to manage certain activities, the optimal choice is either to strengthen the budgetary
procedures and/or to set up specific procedures for the activities concerned. These activities, however,
should not be placed outside the budget.

Revolving funds may also be needed to make purchases of goods that will not be immediately
delivered and the payment for which would otherwise be jeopardised by the budget annuality rule.
Government enterprises need such mechanisms in order to carry out their trading activities.

Both for flexibility in management and institutional reasons, such as the special status of certain
professions or activities, a number of “autonomous agencies” have been established in many countries,
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notably in the higher education sector. These agencies are mainly financed through transfers from the budget
of the central government, but have their own budgets (named “annexed budgets” in some countries). Certain
OECD countries are currently increasing the number of autonomous agencies in order to improve
operational efficiency.

However, establishing revolving funds or autonomous agencies for operational efficiency should
never be used as an excuse to exclude programmes and policies from parliamentary scrutiny, and the
minimum rules stated earlier should be applied systematically.

6. Tax earmarking and user charges
a. Tax earmarking

Extra-budgetary funds are often financed from earmarked revenues (e.g. social security contributions,
road funds, regional funds, energy funds, etc.). Some economists (e.g. Buchanan, 1968) argue that total
spending and its composition should be determined simultaneously. Earmarking could then be used, in
principle, as an instrument to reveal taxpayers’ willingness to pay for a desired service, and make trade-
offs between decreased taxes and increased provision of public goods. In this way, both the level of public
services output and taxes would be determined through earmarking mechanisms. According to the public
choice school, this could lead to an optimal allocation of resources and a balanced budget, but only under
restrictive assumptions that are generally not met for public goods (e.g. constant returns to scale and no
externality).

In practice, however, fiscal discipline could not be enforced through a process in which the budget
is derived from particular and unconstrained interests. In general, earmarking revenues, even when the
funds are “consolidated” into the budget, decreases flexibility in resource allocation and impedes adequate
programme prioritisation. It makes programmes dependent on specific revenues and can lead either to
excessive expenditure if the necessary funds are available, or shortfalls of expenditure because the
activities in question do not benefit from general tax revenues. Most troublesome is that sometimes, by
earmarking, expenditure decisions are dictated not by criteria of efficiency and effectiveness but by the
ability of politicians and lobby groups to put in place arrangements that protect their favoured programmes.

Earmarking arrangements include, for example (McCleary, 1991):

* A specific tax or fee matched to a corresponding end use, e.g. social security taxes, gasoline taxes
for highway investments, etc.

* A specific tax or fee for a broad end use, e.g. lottery proceeds that finance investment projects that
enrich the environment.

* General taxes earmarked for a specific end use, e.g. a fixed percentage of income tax revenue
devoted to specific programmes.

In most cases, arrangements that earmark a share of total revenue from general taxation are
questionable. Concerning specific taxes and fees, a distinction is generally made between: (i) ”strong
earmarking” where there is a close link between the payment of a user charge and the associated
expenditure (e.g. fees for attending courses in a university); and (ii) ”weak earmarking” where the link
between the benefit and the fees or taxes is less clear (e.g. use of lottery proceeds for investments) (Hemming
and Miranda, 1991).
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When there is a strong benefit-revenue link and the service is provided to well-identified users,
earmarking may be desirable to encourage agencies to improve performance and facilitate cost-recovery.
The use of earmarked taxes may increase taxpayers’ knowledge about how the taxes paid are used, increasing
the chances that they will exercise vigilance over the efficiency of the services provided (Petrei, 1998).

b. User charges

In general, for both revenue reasons and technical efficiency reasons, it is necessary for the
government to establish user charges when providing quasi-private goods, provided that the spending
agencies that collect such revenues are free to retain at least a significant portion of the revenue. (A
hospital or a university would arguably have no incentive to improve its efficiency if it could not use
freely some of the revenue from selling its services.) Even when earmarking is desirable, however, an
estimate of the revenue and corresponding expenditures must be provided in the budget. The benefits
from setting up user charges need also to be weighed against the additional “transaction costs” of defining
and collecting the charges.

Systems for setting and implementing user charges must be transparent and efficient (see also
Box 1.1). The following principles should be adopted (drawn from OECD, 1998b):

* Clear legal authority. The legal authority for an organisation to charge for its services should be
clearly defined. However, this authority should be a general framework and should allow for the level
of charges to be adjusted without further legislative authority.

» Consultation with users. Consultations serve to avoid misunderstandings and are useful to design
and implement the charging system.

* Determine full costs. The full cost of providing the service (defined to include both operational costs
and the cost of capital assets, depreciation and interest, used each year) should be determined,
regardless of whether the intention is to recover all or only part of the costs. In the latter case, the
information on costs should make transparent the subsidy granted by the government when providing
the service (the issue of measuring costs is reviewed in Chapter 11).

* Equity considerations. Consideration should be given to whether user charges should be reduced or
waived for particular categories of user, e.g. pensioners or disabled persons.

» Competitive neutrality. When pricing services, the costing procedure should be accurate and
incorporate all items of costs faced by private sector entities operating in the same (or a related) sector.

« Effective collection. The system for collecting user charges must be efficient. Non-payment of user
charges should be followed up immediately.

* Audit. Regular audits of the organisation levying and collecting the charges are required.
* Performance evaluation. The performance of organisations should be monitored regularly to ensure
appropriate levels of efficiency and service quality (see Chapter 15 for a detailed discussion of this

issue).

Several countries include in their budgets only net expenditures of agencies that exercise commercial
activities or impose user charges; and the budget appropriation corresponds to the difference between planned
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expenditures and expected revenues. If the gross amounts are large, netting out could impede a sound
analysis of the government activities and an accurate estimate of economic costs. “A move to net budgeting
will reduce the measured size of government, and lead to a reduced comparability of expenditure data
relating to general government” (Heald and Georgiou, 2000). Efficiency requirements cannot supersede
the need of parliament and the public to have full information on the activities of government agencies.
In some countries which net out appropriations (e.g. several FSU countries), accounts are kept by the agencies
on an accrual basis and gross expenditures and revenues are recorded, but this is insufficient to satisfy
the need for parliamentary scrutiny and public information.

Box 1.1 EXAMPLES OF USER CHARGING IN OECD COUNTRIES
Clear legal authority

The Finnish Constitution explicitly requires all user charges to be authorised by legislation.
In 1992, the Finnish Parliament enacted the User Charging for Government Services Act. This
Act provides general principles for what types of government services should be subject to charge
and the basis upon which charges should be calculated. Within the limits set by the Act, the
government is free to introduce user charges. Each ministry decides which of its services are to
be subject to charge and then issues regulations to implement the necessary procedures.

Determine full costs

The US Social Security Administration is one of the world’s largest information technology
operators. On average, it handles 21 million transactions per day. In 1988, it decided to institute
a cost attribution system whereby the cost of each transaction would be linked to the user of the
service. Previously, all information technology costs had been attributed in total to the Office of
Systems Operations. Extensive cost accounting systems were put in place. In the early stages, it
was only possible to attribute four-fifths of costs to any specific user. Through improved systems,
it is now possible to attribute nearly all of these costs. As a result, the management of this function
has improved.

The Ordnance Survey in the United Kingdom sells maps and related data services to government
organisations, utilities, commercial organisations and the general public. A number of consultative
committees representing some 160 organisations with an interest in Ordnance Survey services
have been established. These committees comment on the coverage, availability and pricing of
Ordnance Survey services. Soliciting the views of clients in this manner has allowed Ordnance
Survey to better tailor their services to the needs of the users.

Appropriate pricing strategies

When Statistics Sweden receives orders for specialised information contained in its computerised
data systems, it offers differentiated prices based on the priority of the order. Premium prices are

(cont’d)
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Box 1.1 EXAMPLES OF USER CHARGING IN OECD COUNTRIES (contd)

charged for orders that are required to be processed immediately; reduced prices are charged for
orders that can be processed at night and at other times when demand on the data systems is low.

When Germany instituted a time-based road user charging system for highway use, the Euro-
Vignet, it sought the co-operation of neighbouring countries in introducing a single system that
would be jointly operated in a uniform manner across the countries. This minimised inconveniences
to drivers and streamlined the collection process for the user charges.

Equity considerations

When Iceland introduced user charges for primary and specialist doctor services, it recognised
that this would represent an unreasonable burden for lower-income individuals. As a result, it
introduced discount cards that gave users access to these services for one-third of the regular charge.

Luxembourg takes the financial resources of each resident into account when user charging
for retirement and nursing home services. If the resident’s monthly income is less than or equal
to the user charge, then the user charge is reduced accordingly and the resident left with a standard
amount as pocket money. Special arrangements are also in place to take account of any assets owned
by the resident.

Ensure competitive neutrality

In Finland, a major effort is made to ensure competitive neutrality. Government organisations
are restricted in what commercial services they can offer; all such services must be closely related
to the organisation’s basic statutory function. Special provisions apply to the costing of such
services to ensure their accuracy and completeness. Compliance is overseen by the Office of Free
Competition which can order government organisations to revise their prices.

Source: OECD (1998b).

7. Social security funds

The compulsory nature of social security schemes and their far-reaching social, economic and
financial implications call for including social security funds into the budget. A possible exception exists
for countries where management of these funds involves also employers and trade unions (notably, in some
EU Member States). It could be difficult to integrate into the budget social security funds that are not
directly managed by government entities. Nevertheless, taking into account the fact that they may cover
a significant share of government expenditures, it is essential at least to consolidate social security funds
in a single financial report. Their budgets should be annexed to the budget of the central government and
presented to parliament at the same time. They should also be subject to equivalent and parallel procedures
of scrutiny and audit.
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D. Other Forms of Government Activity with a Fiscal Impact
1. Quasi-fiscal activities’

Quasi-fiscal activities are financial transactions undertaken by the central bank or state-owned banks
to achieve government policy goals. These operations include interest rate subsidies, support to ailing
enterprises and financial institutions, payments of government debt, and financing exchange rate losses
made by the government. It is generally preferable to accomplish the desired policy objectives through
transparent subsidies in the budget rather than quasi-fiscal operations. Moreover, a country’s monetary
authorities should concentrate on monetary policy and operations, and not get involved in activities
which in effect substitute for fiscal operations through the budget. In any case, the quasi-fiscal operations
of the central bank and other banking institutions should be scrutinised along with direct government
expenditure programmes, and should be shown in the budget documents. At a minimum, a statement of
the quasi-fiscal activities of the banking sector should be annexed to the budget. The production of
transparent accounts from the central bank is also important since estimating the cost of quasi-fiscal
operations is not a simple matter.

2. Government liabilities and contingent liabilities®

In addition to legal commitments, governments have other explicit or implicit commitments that can
have an immediate or future fiscal impact. Fiscal risks and uncertainties are increasing. The international
integration of financial markets generates greater volumes, rapidity and volatility of cross-border flows,
and governments may become obliged to intervene to support the financial system. State guarantees and
insurance schemes have become common. Privatisation is often accompanied by implicit or explicit state
guarantees.

Government liabilities can therefore be certain or uncertain (contingent); and explicit or implicit. In
order of fiscal predictability:

« Explicit liabilities and commitments are legally mandatory and predictable. This category includes,
for example, budgeted expenditure programmes, multi-year investment contracts, civil service
salaries, pensions and debt obligations.

« Explicit and contingent liabilities are legal or contractual obligations triggered by a discrete event
that may or may not occur. This category includes, for example, state guarantees for loans contracted
by non-central government entities (subnational governments, public and private enterprises) and
state insurance schemes (for banking deposits, floods, crops damage, etc.). Often the probability of
the event triggering the guarantee is high, since these guarantees are typically granted to support
ailing enterprises or sectors in difficulties.

* Implicit liabilities represent an obligation or expected burden for the government which is not
legal, but arises from public expectations. For example, governments are expected to maintain
public infrastructure, and to support a social security scheme, even when it is not required by
law.

« Implicit and contingent liabilities are the least predictable category, representing a non-legal
obligation triggered by a discrete event that may or may not occur. For example, it is generally expected
that the government will intervene if the banking sector risks bankruptcy, or the country faces
natural catastrophe, etc.
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Generally in budgeting, decision-making focuses on expenditure programmes, and, in part, on multi-
year legal commitments, such as debt servicing. In most countries, no attention is paid in the budget to
other long-term obligations and to implicit or contingent liabilities. When a country faces financial
difficulties or is undertaking fiscal adjustment, there is often a tendency to overlook non-immediate or
non-explicit fiscal risks. While understandable, this tendency makes future problems worse than they would
be if the realities were faced directly.

“Unfunded liabilities” are explained partly by the variety of sources of fiscal risk for central governments
and by the fact that they are insufficiently taken into account when formulating the budget. Pension
liabilities are demographically driven and are, in most countries, increasing steadily. Financing requirements
for health care are rising in ageing societies. Lack of funding for recurrent costs of investment cuts down
the efficiency of the original investment. Government commitments and promises outside the budgetary
systems reduce fiscal sustainability.

Sound budgeting and policy formulation requires a wider and more ambitious approach, covering more
effectively the fiscal risks faced by the governments in the short-term as well as in the long-term. Systems
are needed to make governments both more aware of the financial impact of their decisions and more
accountable. Most important, however, are issues of political will, leadership and effective communication
to the public of fiscal realities. Accordingly, it is necessary to assess realistically the obligations arising
from existing or new expenditure programmes and policy measures, whatever their nature (implicit or
explicit, direct or contingent). This assessment is crucial for defining fiscal targets and for making choices
among alternative policies, and expenditure programmes. Fiscal risks should be part of this assessment.
Information on explicit liabilities and contingent liabilities should be disclosed in financial statements
(see Chapter 12), and statements on debt and contingent liabilities presented along with the budget.
Implicit and contingent liabilities cannot by definition be quantified or predicted. The reality of their existence,
however, should add to fiscal prudence, and decision-making mechanisms should be in place to permit
a rapid and effective response should an unexpected event arise.

Table 1.1 illustrates the measures that might be taken by a ministry of finance in order to manage the
fiscal risks associated with public expenditure programmes.

Table 1.1. MEASURES TO MANAGE THE FISCAL RISKS
OF INDIVIDUAL GOVERNMENT PROGRAMMES

Before the government « Assess how the obligation fits the announced role and strategic priorities of the state.
accepts a new obligation.  « Assess the programme risks individually and, together with the existing risks, estimate
the potential fiscal cost of the obligation, and set additional reserve requirements.
« Consider the choices of policies and forms of support with respect to the associated
financial risks, as well as government risk management capacity.
« Design the programme well to protect the government against risks.
« Define and communicate the standards for and the limits of government involvement
S0 as to maximise moral hazard.

When a new obligation « Budget and account for the potential fiscal cost.

is accepted. * Monitor the programme risk factors.
When an obligation « If implicit, assess whether fulfilling the obligation coincides with the state’s announced
is executed. role and promotes the desired behavioural response in the markets.
« Execute the obligations within their pre-set limits and take lessons for future policy
choices.

« Compare and report the actual fiscal cost against estimated costs, evaluate
performance and sanction failures.
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Certain instruments reviewed in this book can help deal with these issues. For example, a multi-year
approach permits an assessment of the fiscal sustainability of ongoing policy commitments, as well as
some implicit liabilities, over the medium-term (see Chapter 6). Accrual accounting (either “modified”
or “full”) provides a framework for assessing the impact of explicit liabilities (see Chapter 11). However,
these instruments are neither necessary, nor sufficient to make a full assessment of fiscal risk. The key
requirements are awareness of the existence of fiscal risks, inclusion of an analysis of such risks in the
budgeting process, and disclosure of information for public scrutiny.

3. Loan guarantees

The most frequent explicit and contingent liabilities are loan guarantees. Guarantees can be provided
by the government for loans undertaken by agencies, enterprises, and other autonomous agencies under
its broad control as well as for private sector corporations in selected situations. Guarantees can be
provided either for domestic or foreign loans. Loans to non-government entities by international financial
institutions typically require a government guarantee.

While guarantees have long been recognised as an appropriate government instrument, they can have
a significant fiscal impact. This became evident from the experience of many countries in Latin America
in the 1980s, where many loans were defaulted by the borrowers. The costs of debt servicing and repaying
the loans in default had to be assumed by the governments concerned, thereby adding a lasting burden to
already overstretched government budgets.

In general, government guarantees are justified in cases where the borrower lacks the required
creditworthiness (or where limited creditworthiness entails high borrowing costs), as long as their purposes
are consistent with the government’s objectives, programmes, and policies. When imperfect information
gives potential lenders an inadequate picture of a borrower’s creditworthiness, government guarantees can
correct the market distortion and are thus appropriate from both an economic and a policy viewpoint.
However, in practice such guarantees are often granted without assessing the capacity of the beneficiary
entity to reimburse the loan, or as favours to well-connected borrowers, and are not systematically
recorded.

The public expenditure cost of guarantees is difficult to estimate reliably, as it depends on a largely
subjective judgement of the risk of default. At least, however, the budget should include the list of new
guarantees that the government intends to grant and/or an aggregate monetary ceiling for these guarantees.
(Appropriate management and accounting rules and procedures are also needed.) In several countries,
the government levies a fee when it guarantees loans. This procedure has the advantage of creating a
mechanism for registering and monitoring such guarantees, and also constitutes to some extent an
insurance payment in case of default. If the guarantee fee is proportionate to the risk of default (and the
risk is assessed correctly), taking one guarantee with another, it will suffice to cover the cost.

Effective budget management calls for equally effective management of guarantees. First, there
should be system that requires prior consideration of the financial implications of the proposed guarantees,
and to allow the risk element in such guarantees to be calculated. Second, there should be procedural
safeguards to minimise the adverse impact of guarantees on the government’s fiscal position. Third, there
should be a system for monitoring the financial performance of the recipients of guarantees. Finally, there
should be sufficient scrutiny and accountability to prevent guarantees from being misused .

A ceiling on guarantees should be prescribed. This ceiling should be authorised by parliament, when
enacting the annual budget. Without such ceilings, liberal provision of guarantees could adversely affect
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the creditworthiness of the government itself, and as a consequence, could cause higher interest costs in
the medium-term. Moreover, ceilings on guarantees promote more rigorous scrutiny and thus encourage
competition among potential borrowers, channelling the guarantees to financially more sound entities.
The risk element therefore needs to be computed and explicitly recorded and shown in the budget
documents.

In some countries, every guarantee must be authorised by parliament. In other countries, only the ministry
of finance is authorised to grant guarantees. For guarantees of more than a certain amount, additional approval
procedures can be desirable, such as submission to the council of ministers or to the parliament.

Finally, monitoring of guarantees requires a periodic review in order to anticipate possible defaults
and ways of financing them. An initial important step would be the publication of data on guarantees as
part of the annual budgetary information and of the completed accounts of the government.

4. Government lending

Government loans are another possible means to achieve government policy goals, and in some
circumstances can substitute for direct spending. Therefore, loans should be decided in a transparent manner,
be submitted to the same scrutiny as direct spending, and be recorded clearly in the budget.

Government lending is often directed to entities that cannot afford borrowing at commercial terms,
either because these activities need to be subsidised or because the creditworthiness of beneficiary entities
is weak (a typical example is lending for crop production or to state-owned enterprises). Government lending
can also be used to leverage commercial lending and supplement it. External loans that finance public
sector entities are often granted to the government which then “on-lends” these loans to the beneficiary
entity.

The fact that loans are (in principle) repayable can make government lending a more cost-effective
instrument to achieve public policy than direct spending. However, lending can also be used to bypass
budget constraints. Loans are often submitted to a weaker scrutiny than direct spending and not submitted
to the authorisation of the legislature.

Typically, government loans include an interest subsidy® and present higher risks than loans granted
by commercial banks. Concessional external loans granted to the government to be on-lent to public entities
usually include a provision that the on-lending should be at commercial terms, in order to avoid favouring
public enterprises to the detriment of the private sector. In practice, however, this provision is not
systematically enforced. Exchange rate losses may be incurred and borne by the government, and risks
of insolvency can be high.

The budgetary treatment of government lending should include the following elements:

* Since lending must be traded-off against expenditure decisions, during budget preparation the
lending programme should be reviewed together with the expenditure programmes.

* Loans should be included in the budget, with full explanations of their terms and conditions, and
be submitted to the authorisation of the legislature.

* Interest subsidies must always be budgeted as an expenditure. Two approaches may be considered:
(i) budgeting the discounted value of the subsidies when the loan is granted; or (ii) budgeting the
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subsidy according to the interest schedule. The first approach is preferable, since the subsidy is budgeted
in the year the decision is made, and is much simpler administratively.

* Lending should be included in gross terms in the budget.
5. Tax expenditures

Tax expenditures are another instrument of fiscal policy, and should be submitted to the same
budgetary procedures and criteria of transparency as government lending. A tax expenditure is “the
revenue foregone because of preferential provisions of the tax structure” (United States, FASAB, 1995)
and covers the following:

» Exemptions, when revenues of a special group of taxpayers are excluded from the tax base.
* Deductions, when some expenses or lump-sum amounts are deducted from the tax base.

« Credits, which are deducted from the tax due (in contrast to deductions, which reduce taxable
income).

« Deferrals, when the deadline to pay taxes is postponed without interest or penalties.

 Reduced tax rates, when certain categories of taxpayers or activities benefit from a reduction in the
normal rates of tax.

Tax expenditures aim at achieving targeted public policy objectives by providing benefits to qualifying
individuals or entities or by encouraging particular activities. They may also be intended to improve tax
equity or offset imperfections in other parts of the tax structure. The same set of objectives (for example,
financial assistance to families) can be achieved either through direct spending or through tax waivers
or exemptions.

To determine whether a particular tax measure generates a “tax expenditure,” it is necessary first to
establish the “normal” tax structure from which the measure represents a departure. This is relatively easy
when the tax expenditure corresponds to specific exemptions (e.g. a special income tax rate for agricultural
activities), but the existence of a tax expenditure may be debated when the whole tax structure is affected
(e.g. a differentiated income tax rate according to the family situation of the taxpayer). There is also a
debate on the methodology used to assess the impact of tax expenditure, since some tax expenditures may
have a different impact to direct spending, taking into account any resulting changes in behaviour of
taxpayers.”

Tax expenditures are granted through tax laws that in several countries are presented together with
the annual expenditure budget. Nevertheless, they are not submitted to the same system of internal control
and legislative authorisation as other expenditures. Therefore, tax expenditures are often an easy and less
transparent way to grant special benefits to specific groups. In certain cases, the group or groups that benefit
from tax expenditures are less clearly identified than those who would benefit from direct spending, and
this may vyield results that differ from the government’s stated policy objectives. For example, high-
income households can benefit more than needier households from differentiated income tax rates aimed
at supporting large families. Moreover, tax offsets (particularly on goods and services) create loopholes
within the tax system itself.
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Tax expenditures should always be compared with equivalent spending initiatives and should be as
transparent as possible. Ideally, as in the case of government lending, the direct impact of tax expenditures
should be budgeted in gross terms both on revenue and the expenditure side. This approach can be
adopted for tax expenditures that are easy to measure and monitor (such as tax refunds or tax offsets granted
according to the provisions of a contract). Since measuring tax expenditures is difficult, this approach
cannot be applied in all cases.

However, an assessment of the impact of tax expenditures should always be included in the regular
process of budget decision-making. For this purpose, a statement on tax expenditures should be regularly
produced in order to review tax expenditure policies when preparing the budget, and to make trade-offs
between tax expenditures and direct spending. Some EU Member States (e.g. Belgium, France and Spain)
annex such a statement to the annual budget documents (see Box 1.2). This enhances legislative scrutiny
of government policy.

Box 1.2 TAXEXPENDITURES IN FRANCE

The Tax Expenditure Report has been published annually in France since 1980 as part of the Report
on Ways and Means appended to the Finance Bill. The report covers all central government taxes.
The taxes are classified in three ways: (i) by the economic nature of the tax; (ii) by the main purpose
of the tax expenditure (economic development, savings, regional or sectoral support, housing and social
policy); and (iii) by the category of beneficiary (households, enterprises or both).

In each case, the immediate beneficiary is identified; no attempt is made to take account of the
shifting of the tax burden. A formal definition of tax expenditure is used: “the designation ‘tax
expenditure’ may be applied to any legislation or regulation which entails a loss of revenue for the
State and hence an easing of the burden on the taxpayers by comparison with the charge that would
have resulted from the application of the ‘norm’, i.e. the general principles of French tax law.”

The main tax expenditures in France include:

* The reduction of tax due to “quotient familial” which takes into account the number of
pensioners living off the income.

» Exemptions of income tax for veteran pensioners, interest on certain savings scheme, certain
social benefits, etc.

* Allowances for the elderly and the disabled.

* Additional standard deductions for certain business expenses.

* Deduction of expenses for certain major housing repairs and improvements.
* Allowances for certain dividends and interest income.

* Common flat rate tax for farmers.

(contd)
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Box 1.2 TAX EXPENDITURES IN FRANCE (contd)
« Various exemptions and special allowances for the corporation tax.
* Special arrangements for VAT.

» Exemptions or reduced rates from the internal tax on the consumption of petroleum products
for certain ships, jet aircraft fuel, home heating, etc.

Source: OECD (19969).

E. Budgetary Documents

Budgetary information presented to the parliament should include all the elements needed to assess
government fiscal policy and its future impact. These issues are discussed earlier in this chapter and in
more detail in Chapters 4, 5 and 6. The budgetary documents should contain most or all of the following
information:

* Medium-term macroeconomic and fiscal projections.

* A statement of budget policies and fiscal policy objectives.

* Ministry or agency narrative statements explaining the sectoral activities to be funded, their objectives
and expected results.

* Revenue and expenditure estimates, measured in gross terms even when appropriations are calculated
on a net basis. These estimates should cover all central government revenues and expenditures, including
special funds and accounts, if any.

* Authorisations for forward commitments, if any.

» Financing from external sources, grants and loans.

« A statement of contingent liabilities resulting from state guarantees of third party debts, and an estimate
of payments likely to be required under those guarantees during the budget year.

* A statement of major identifiable fiscal risks.

* A statement of tax expenditures.
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10.

NOTES

. “Budjet” was derived itself from the ancient French word “bouge”, which referred to a small bag.

. The levels below central government are often referred to collectively as “subnational governments”. This term is used throughout

the book.

. Throughout this book, we use the term “public enterprises” to refer to organisations that are controlled by the government

and run on commerical lines. These include the entities called public corporations and public quasi-corporations in SNA93
and ESA95. See the Glossary at the end of the book for definitions of these terms.

. In centrally planned economies, the demarcation line between the activities of public enterprises and government activities

is unclear, since state owned enterprises are often involved in delivering social services.

. For example, in Australia, standing appropriations accounted in 1993/94 for more than 80% of the estimated general

government expenditure (Allan, 1994).

. For an interesting discussion of the arguments for and against using EBFs and tax earmarking in the environment area, see

the OECD’s Environmental Action Programme for Central and Eastern Europe (EAP) (2000). This paper concluded that
“these funds usually operated in the most successful market reform countries, where transition is coming to an end, and the
main rationale for earmarked, extra-budgetary environmental funds disappears”.

. See Mackenzie and Stella (1996); and Robinson and Stella (1993).
. This section is drawn up largely from Hana Polackova (1999).

. Methods to separate the “pure loan” from its “grant” element are reviewed in Wattleworth (1993).

A joint study by the United States General Accounting Office and the Office of the Auditor General of Canada (1986) comments
that: “Removal of a major tax expenditure might in fact have a negative impact on outputs and incomes in the economy,
producing less additional tax revenue in total than the estimates in the table would suggest... Tax expenditures may have a
greater effect than direct aid in the form of grants, because selective measures directly increase after-tax income and grants
would normally be taxed or would reduce deductible expenses.”






CHAPTER 2
THE LEGAL AND INSTITUTIONAL FRAMEWORK

Effective budget management begins with a clear distribution of responsibilities and duties within the
government, and between the different levels of government, and a carefully balanced division of powers
between the parliament and the executive branch of government. For this purpose, the legal framework
must be properly designed. This chapter reviews the broad principles concerning the distribution of
responsibilities within the executive, the role of the legislature, the relationships between the different levels
of government, and the major provisions that should be stipulated in the legal framework.

A. Distribution of Responsibilities within the Executive
1. Authority of the ministry of finance*

Ministries of finance are responsible for the custody and management of all public money. To be effective
as the guardian of the collective fiscal integrity of government, the ministry of finance must be sufficiently
empowered through the necessary legal and technical instruments, and have staff with the required skills
and training. Ministries of finance have generally extensive powers in OECD countries. In some developing
countries and medium-income economies, finance ministries are also powerful institutions that sometimes
misuse their authority by interfering excessively in line ministries’ budget management. In transition
economies, however, ministries of finance are often not sufficiently empowered to perform effectively
their policy-making, monitoring and enforcement functions.

Ministries of finance have a lead role in maintaining aggregate fiscal discipline, ensuring compliance
with the budget law and enforcing effective control of budgetary expenditures. They must also prepare
the draft budget and scrutinise all financial requests going to the council of ministers. These powers, however,
are interpreted differently. For example, under a central planning system, the budget prepared by the ministry
of finance was basically a mechanical assembling of figures resulting from decisions already made in
planning offices, line ministries and public enterprises. In most EU Member States, however, the ministry
of finance is given strong authority to act as a “gatekeeper” to the council of ministers on all financial
proposals and thus plays a key role in disciplining the whole budget process.

The ministry of finance must be enabled to monitor and control the implementation of the budget. It
should have the authority to regulate accounting standards, financial control and internal audit procedures
and related personnel and administrative activities. It should have right of access to any information from
other ministries and agencies, and other tiers of government (especially important in federal countries
like Austria and Germany), which it deems necessary for analysis and control. Box 2.1 describes, for
illustrative purposes, the role and responsibilities of the Federal Ministry of Finance in Germany, including
in the budget area.
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Box2.1 ORGANISATION OF THE FEDERAL MINISTRY OF FINANCE IN GERMANY

The Federal Ministry of Finance (FMF) can be regarded as one of the “classic” government
departments. Within the sphere of budgetary matters, the Minister of Finance is responsible in
particular for preparing the draft federal budget and rendering accounts on federal revenue and
expenditure, assets and debts. For many years, the tasks of the Ministry of Finance have extended
far beyond the mere provision of funds. Taxation and fiscal policy have increasingly been used
to help achieve economic and social objectives and to regulate economic activity. In this respect,
too, the Ministry’s responsibility for monetary and credit policy both at national and international
level is of special significance.

The FMF has a special status in relation to other ministries at the federal level. For example,
the Minister of Finance is not bound to accept the expenditure estimates submitted by the supreme
federal authorities. The Minister may amend them after consultation with the agencies concerned.
The Minister is also entitled to challenge decisions taken by the federal government on matters
of financial importance. Only the Federal Chancellor combined with a majority of federal ministers
may overrule the vote of the Minister of Finance.

The Federal Ministry of Finance is also responsible for co-ordinating fiscal policies with other
levels of government. Thus, the Minister chairs the Financial Planning Council which makes
recommendations for the co-ordination of budgets and financial plans of the federal government,
Lander and municipalities. This ensures that the budget and the financial plans of public authorities
are comparable and employ a standard system of budget classification.

Given the important co-ordinating role of the FMF, a sectoral Directorate within the Ministry
deals with the financial relations with the Lander and the municipalities. The activities of this
Directorate are concerned with the allocation of tasks and responsibilities between the Federation
and Lander, including the division of tax revenues between the federal government, Lander
governments and the municipalities.

In 1999, the Ministry consisted of 11 Directorates, 30 subdirectorates and 192 divisions or
administrative units with about 2,300 employees. It was responsible for the following main areas:

I Fiscal and Economic Policies.

I Federal Budget.

Il Customs Services.

IV Property and Excise Taxes.

\J Financial Relations with the Lander and Municipalities.
VI  Asset Management.

VIl Money and Credit.

VIl Privatisation and Securities Policy.

IX International Monetary and Currency Policy.

X European Policy.

The FMF is also responsible for supervising several public-law bodies and institutions such
as the Pension Fund Institution of the Federation and the Lander, the successor organisations to

the Treuhandanstalt and the Bank for Reconstruction and Development.
(cont’d)
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Box 2.1 ORGANISATION OF THE FEDERAL MINISTRY OF FINANCE
IN GERMANY (cont’d)

Subordinate Federal Authorities of the Federal Ministry of Finance are as follows:
Federal Authorities

* Federal Debt Administration.

« Federal Spirits Monopoly Administration.

« Federal Finance Office (incorporating the Federal Pay Office and the computer centre of
the revenue administration).

» Customs Authority for Criminal Offences.
* Federal Office for the Settlement of Unresolved Property Issues.
* Federal Banking Supervisory Office.
« Federal Insurance Supervisory Office.
« Federal Supervisory Office for Securities Trading.
Regional Authorities
* Regional Finance Offices.
Local Authorities
» Main Custom Offices with their administrative units.
« Customs Office for Investigation.

« Federal Property Offices and Federal Forestry Offices.

2. The council of ministers and policy co-ordination

The council of ministers constitutes the key decision-making body at the centre of government.? It
approves the main budget parameters and fiscal targets on the recommendation of the finance minister;
sets priorities for spending; decides major policy issues; resolves budget disputes between the finance
minister and his ministerial colleagues; and approves the draft budget for submission to parliament. It
must be noted that much of the council of ministers’ power stems from the fact that it has an exclusive
right to present the budget to parliament. This is where parliament’s authority reinforces that of the
council of ministers. Since no minister can go to parliament independently to seek funds, all are bound
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to submit their spending plans to the collective judgement of their colleagues. The dynamics of the
council of ministers’ role in budgeting may be usefully seen as balancing the interests of the ministers as
a collective body against the interests of ministers as individuals. The most basic interest of the council
as a collective body is to retain the confidence of parliament and stay in power. How it taxes and spends
are dominant factors in its success or failure. In the nature of things, the individual minister favours ever-
increased spending within his sector, a view which conflicts directly with the council’s collective interest
in holding down taxes and borrowing while directing spending to the politically most important priorities.

Circulation of information within the government is crucial. Because it is often seen as a commodity
to be traded, information will simply not flow by itself. Formal and robust mechanisms are needed, such
as systematic consultation of other ministries, clear rules for circulation of draft decisions before meetings
of the council of ministers®, guidelines for documenting decisions, appropriate rewards or penalties, etc.
But restraint must be exercised to keep communications relevant and avoid the reverse problem of
information overload, which impedes genuine communication almost as mush as inadequacy of information.
Committees dealing with cross cutting issues at different administrative levels generally facilitate the
circulation of information, but such mechanisms must not be allowed to dilute the responsibility of line
ministries in their own areas.

Formal rules of procedure and clear communication and clearance channels are important to avoid
misunderstandings, particularly in countries where strong personalised networks are established. The council
of ministers must be the locus where key policy decisions are made; initiatives from ministries should be
submitted to the centre of government; initiatives that affect the public finances to the ministry of finance;
and decisions must be systematically documented and formally communicated.*

Close co-ordination and alliance between the minister of finance and the prime minister is important
to ensure overall discipline of the budgeting system. In some countries, an explicit budgeting role for the
prime minister is defined in the organic budget law, but in most cases this key axis and special relationship
takes the form of continuous consultation and development of firm bilateral agreements on major issues.

The centre of government should co-ordinate the policy formulation process. It should be able to
determine policy priorities, prepare council of ministers’ meetings, co-ordinate interministerial committees,
act as an arbiter, and co-ordinate the preparation of strategic plans by sector ministries. The centre of
government needs a strategic planning capability, which might consist of a small group of advisers in regular
contact with the operational ministries concerned. In some countries, a dual policy decision-making
process exists, since government is co-ordinated both by the president’s office and the office of the prime
minister. In these cases, a clear demarcation between the respective roles of these two offices is needed.

Interministerial committees are needed to deal with cross-cutting policy issues (e.g. employment,
environment, etc.); to co-ordinate policy areas that are covered by several ministries; or deal with special
problems (e.g. regional issues). Setting up task forces can be a flexible way to tackle some special issues,
provided that a specific “sunset provision” is enacted to prevent such entities surviving long after the need
for their establishment has disappeared.

A cohesive civil service “culture” is important for effective policy co-ordination. Normally, a flexible
system under which, to the extent practicable, officials are encouraged to move among ministries, and
between professional “streams” such as economics, engineering and general administration, promotes better
policy co-ordination than a system in which civil servants spend most of their careers in the same ministry.
Nevertheless, if this leads to excessive turn over of personnel, efficient co-ordination may be impeded.
Several transition countries face this later problem.
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3. Line ministries

Budget management and control is, of course, not the exclusive responsibility of the ministry of finance.
Line ministries are responsible for planning, managing and controlling their own budgets. They are
accountable for defining and implementing government policies in their sector. Therefore, they should
be responsible for developing sectoral policies and their sectoral budgets as well, but within the framework
of policies, regulations and procedures laid down by the government. Moreover, line ministries (and not
the ministry of finance) have the technical capacities and information needed to make effective trade-
offs among ongoing programmes and appraise new policies and programmes.

Line ministries should be responsible for policy-making within their portfolios. This obvious principle
bears underlining because it is sometimes violated — either by excessive interventions from the centre
on sector policy issues; or from the ministry of finance on sector budget issues; or from the ministry of
economy when selecting sectoral projects to be included in a public investment programme; and/or by
an evasion of responsibility by the line ministry itself using any of the above as reasons.

The effectiveness of the line minister in co-ordinating sector policy can also be impeded by internal
organisational arrangements within the line ministry itself. Thus, for example, in countries where
substantial cuts have been made in a ministry’s budget for operational and capital expenditures, an
autonomous fund that benefits from earmarked revenues, or a state-owned enterprise in the sector
concerned can exercise more power than the relevant minister.

Line ministries are accountable for operational efficiency in public service delivery and must develop
actions for improving it. Tight operating budgets are the norm in almost every country. Therefore, line
ministries are ultimately responsible for improving public service productivity in their sector, reduce the
cost of goods and services purchased by government, and identify the areas in which savings can be made
without reducing the quality of service delivery.

There is no blueprint for an optimal organisational structure of government. The common requirement
is that the organisational arrangements must ensure coherence and close co-ordination among the different
actors. Australia has been successful in implementing super-ministries (“portfolio ministries”), which were
made responsible for defining priorities in their sector. This organisational arrangement facilitated
adjustments in the composition of expenditure programmes. Putting complementary programmes under
a single portfolio highlights the need for policy trade-offs and gives room to finance new priorities
through offsetting savings, while complying with overall expenditure ceilings. Nevertheless, in Canada
in the 1980s, the Policy and Expenditure Management System (PEMS), which included grouping federal
government’s expenditure programmes into nine to ten “policy envelopes” and establishing four policy
committees, did not achieve satisfactory results (Sims, 1996). In some countries, a “super-ministry”
could be the simple juxtaposition of “junior” ministries. However, this tends to make policy formulation
more complex, since an additional layer of decision-making needs to be introduced in the machinery of
government.

B. The Role of the Legislature

1. The need for balanced powers

Effective budget management begins with a carefully balanced division of responsibilities between
the parliament and the executive branch of the government. Competition for budgetary power is common
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but the tension between these two institutions is accepted as one of the vital checks and balances of democracy.
With a well-designed constitution and organic budget law, the powers of each are made to reinforce the
other. It is an accepted criterion of democracy that the elected parliament holds “the power of the purse”;
i.e. it must authorise all expenditures, all borrowings, and all revenues to be collected through the power
of the state. In an apparent paradox, however, parliament’s power is reinforced by granting strong authority
to the executive government and ministry of finance. Parliament acts by holding the executive accountable.
But if the council of ministers does not itself possess the necessary tools or lacks the authority to manage
the use of public money, parliament’s control of the executive is left with little meaning. Hence the
paradox.

2. Presentation of the budget to the parliament

The enactment of the budget should not be a formal exercise carried out merely to comply with the
constitution. The legislature is, generally, the appropriate locus of overall financial accountability. In essence,
its role should be to approve future actions rather than to rubber-stamp decisions effectively taken already.
Thus, the budget should be presented to the legislature in timely manner, that is two to four months before
the beginning of the fiscal year, in order to allow budgetary debates to be completed before the beginning
of the fiscal year.

The budget is sometimes submitted to the legislature after the commencement of the fiscal year, owing
to exceptional circumstances such as a change in the composition of the council of ministers, economic
or financial crises, natural disasters or negotiations with international financial institutions (IFI). However,
in some countries, delay is institutionalised. In China, for example, the National People’s Congress does
not meet to approve the budget until after the commencement of the fiscal year.® As a result, it is asked
to approve appropriations for a budget that is already being implemented.

Since delays in adopting the budget may occur, the organic budget law should include provisions
authorising the executive to commit expenditures before the budget is approved, under specified circumstances.
These provisions should be based on the budget of the previous year, rather than on a budget not yet scrutinised.

3. Enactment of the budget

A fundamental issue is the extent of parliament’s power to amend the budget. Members of the
legislature have different preferences regarding the manner in which resources are allocated and are
subject to a variety of pressures from constituents. The sum of these various preferences and related claims
can generate a systematic tendency to increase expenditure during budget debates (a phenomenon known
as “log-rolling”). Accordingly, many countries have adopted procedural rules to regulate and limit
legislature debates on the budget. These rules cover (i) the sequence of voting on the budget; and (ii) the
legislature’s powers to amend the budget.

In order to enforce ex ante fiscal discipline, in several countries the budget is enacted by parliament
in two phases. The overall expenditure ceiling is approved first, and appropriations and the allocation of
resources among ministries are approved only in the second phase. This procedure is aimed at protecting
the aggregate expenditure limit and the overall fiscal targets. Some commentators argue that the real impact
of this procedure is unclear since legislators can anticipate the broad impact of the budget on their
favoured programmes before the first stage and decide the overall expenditure ceiling accordingly.®
However, reviewing aggregate expenditures and revenues together has the advantage of allowing the
legislature to discuss macroeconomic and fiscal policies explicitly and should be considered favourably
by transition countries.
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Sweden has even gone further and uses a two-stage, top-down, budgetary approval process (see
Box 2.2). The fiscal targets adopted by parliament in April create the limits within which the budget is
prepared.

Box 2.2. THE BUDGET APPROVAL PROCESS IN SWEDEN

A key reform implemented in Sweden in 1994 has been the introduction of a top-down
approach for discussing and approving the government’s budget proposal. In April each year, prior
to the presentation of the budget, parliament approves the level of aggregate government
expenditures (and aggregate government revenues) in a Fiscal Policy Bill. The government’s
budget proposal must conform to this limit unless the government separately proposes a higher
limit. Parliament’s deliberation of the actual budget proposal is then divided into two distinct phases.
Parliament approves the level of expenditures for each of 27 expenditure areas. Only then does
Parliament approve the level of individual appropriations within each of these areas.

The timetable for parliamentary scrutiny of the government’s budget proposals is as follows:

15 April The Government presents the Fiscal Policy Bill to Parliament.

Early June Parliament approves the Fiscal Policy Bill.

20 September ~ The Government presents the Budget Bill to Parliament. Expenditures are
divided into 27 Expenditure Areas which are in turn divided into 500

individual appropriations.

End November  Parliament approves in one vote the total expenditure for each of the 27
Expenditure Areas.

End December  Parliament approves individual appropriations within each of the 27 Areas
with one vote for each Expenditure Area.

1Jan Start of the fiscal year.

Source: OECD (1998a).

In most transition countries, priority should be given to strengthening the budget preparation process
as discussed in Chapter 5. However, consideration could be given to a two-stage approach to budgetary
approval, or at least to informing the parliament of decisions taken by the government in the first stage.

The powers of the legislature to amend the draft budget vary from country to country. These differences
can be classified as follows:’

* Unrestricted power is the ability of the legislature to vary both expenditure and revenue in either
direction, without consent of the executive. Some presidential systems have adopted this model. The
US Congress, for example, has very extensive powers of amendment. Frequently, it discards entirely
the draft budget submitted by the President and, taking advantage of its extensive research resources,
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compiles a quite different budget. However, these extensive powers granted to the legislature are partly
counter-balanced by a presidential veto.

* Restricted power is the power to amend the budget within set limits, often defined as a maximum
increase in expenditures or a maximum decrease in revenues. The extent of these restricted powers
varies from country to country.® In several countries within the Westminster tradition, the parliament
is forced to approve the budget without amendment, otherwise forcing the government to resign. In
France, the Parliament is not allowed to propose amendments that increase expenditure. By contrast,
Germany allows such amendments, but only with the consent of the executive.

« Balanced budget power is to the ability to raise or lower expenditure or revenue as long as there is
a counter-balancing measure to maintain the budget balance.

Limits on the power of legislature to amend the budget are particularly needed where debates in
parliament lead systematically to increased expenditures, as has recently been the case in a number of
transition countries. More generally, a parliament that makes many amendments to the budget undercuts its
own ability to criticise the council of ministers later if these changes result in a weakening of fiscal discipline.
Central and eastern European parliaments, therefore, are well advised to design their legal framework to ensure
a sound balance between the legislative and executive powers. They should also develop strong and effective
expenditure review procedures and other measures for holding the government to public account. The
supreme audit institution can provide valuable support to the parliament in this role (see Chapter 14).

The legal framework should also stipulate that legislative actions that increase expenditures can go
into effect only if these expenditures themselves are authorised in the budget or supplementary legislation.
Two other legislative practices are being considered in some OECD Member countries — namely,
permanent or standing appropriations, and very detailed programme laws. The second procedure, reflecting
an attempt by certain parliaments to extend their reach into day-to-day administration of programmes,
has been found to create the very rigidities and inefficiencies that all governments are trying to eliminate
(O’Toole, 1997).

4. The role of parliamentary committees

Strong and capable parliamentary committees enable the legislature to develop its expertise and play
a greater role in budget decision-making. Generally, different committees deal with different facets of
public expenditure management. For example, the budget and finance committee reviews revenue and
expenditures and in many countries plays an important co-ordinating role in processing the annual budget
law; a public accounts committee ensures legislative oversight and provides a link with the supreme audit
institution; sectoral or standing committees deal with sectoral policy and may review sector budgets. Co-
ordination between the activities of these committees should be effective. In countries where the role of
the legislature in amending the budget is significant, amendments are generally prepared by sectoral
committees, and co-ordinated by the budget and finance committee, rather than being proposed on the
floor by individual members.

The time allocated for the legislative budget process and, within this process, to committee reviews,
must be sufficient to ensure a sound scrutiny of the budget. In the German Bundestag, for example, legislative
budget deliberations may last up to four months.

The legislature and its committees should have access to independent expertise for proper budget scrutiny.
Committees should also have access to any information from the ministry of finance and line ministries
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that is relevant to its scrutiny procedure. In Germany, the budget committee interacts quasi-permanently
with government departments through regular departmental briefings and expenditure reports. Frequent
consultations between the administration and the legislative committees on budget policies and their
implementation, outside the pressured environment of the discussions and debates surrounding the annual
budget, are desirable. They provide the executive with an effective mechanism for consulting widely on
the appropriateness of policies, and strengthen the capacity of the legislative to scrutinise the budget and
the government’s fiscal policies.

5. Approval of final accounts

In every democratic country, the circle of parliament’s budgetary authority is closed with the approval
of the final account and the report of the supreme audit institution (SAI) which in many cases issues a
formal certification of that account. Important characteristics of the SAI are that it is responsible only to
parliament, is independent of government or other political factions and possesses high professional
skills. The role of external audit and the SAI is discussed in Chapter 14.

C. Distribution of Responsibilities between Different Levels of Government

This book is focused on central government expenditure. Nevertheless, certain key issues related to
the fiscal relationship between national and subnational levels of government must be considered. As
mentioned in Chapter 1, each governmental entity (central government, state, municipality, etc.) should
have its own budget, enacted according to the provisions stipulated in the constitution or by law. However,
there are strong linkages between the budget of the central government and the budgets of subnational
governments. Moreover, the expenditure, tax and borrowing policies of subnational governments have
important implications for the overall fiscal and economic performance of a country. The design and
implementation of these policies are therefore matters of direct concern to the national government, and
to the ministry of finance in particular.

1. “Fiscal federalism”: key issues

The degree of authority and the range of responsibilities assigned to subnational governments, the
assignment of expenditures and the borrowing powers of subnational governments, and the revenue
raising or revenue sharing arrangements, should be tailored to the country context and depend on many
policy and political issues.

From an efficiency perspective, the Oates’ “decentralisation theorem” (see Shah, 1994) states that:
“each public service should be provided by the jurisdiction having control over the minimum geographic
area that would internalise benefits and costs of such provision.” According to this principle, taxing, spending,
and regulatory functions should be exercised by lower levels of government unless a convincing case can
be made for assigning them to higher levels of government. Similarly, the European Union has adopted
the general principle of “subsidiarity” to define the areas where Member States have independent rights
of action, i.e. where the acquis communautaire does not apply.

Decentralisation is a very complex matter, both in general and in relation to the management of
public expenditure. It is generally desirable from the viewpoint of efficiency and local accountability. These
criteria must be balanced with other elements, such as spatial externalities; economies of scale; overall
fiscal efficiency (e.g. more generous public services in one region will encourage people to move there,
even if employment opportunities do not exist); regional equity; and the redistributive responsibilities of
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the government. The administrative capacity of subnational governments, and the administrative and
compliance costs of decentralisation must be taken into account when assigning expenditures among levels
of government. Political issues and, in a number of countries, ethnic or nationality problems cannot be
ignored either.

The literature on fiscal federalism discusses these issues and gives hypothetical and real-life
examples of expenditure assignment.® It also presents various and, to some extent, contradictory point
of views on the desirable degree of decentralisation. The need for some increas in fiscal decentralisation
is generally admitted. Many observers, however, stress the risks of loss in expenditure control,
increased corruption and inefficiencies in resource allocation that may result from hasty or over-extended
decentralisation, even when such decentralisation is justified on other grounds (see Prudhomme,
1994).

Tax and revenue arrangements should be in conformity with expenditure assignment, and take into
account efficiency issues in tax administration. Such arrangements may include: (i) assigning certain taxes
to subnational governments; (ii) tax sharing agreements; (iii) providing a share or pool of tax revenue to
subnational levels of government; (iv) unconditional grants or transfers from the central government;
(v) conditional grants or transfers that are subject to certain conditions or standards in delivering services;
and (vi) targeted grants for specific purposes or projects.

2. Broad principles

Whatever the degree of devolution appropriate to the country, the framework that governs the
relationships between the central and local governments and arrangements for budgeting should be clear
and efficient. A legal framework should govern the relationship between the different levels of the
government. However, it is impossible to provide for every situation in a codified law or contract. Conflict
resolution mechanisms are therefore important to ensure smooth intergovernmental fiscal relations. Such
mechanisms can operate through specialised bodies. In Germany, the second chamber of the Parliament
and representatives from the L&nder contribute to intergovernmental policy co-ordination. Specialised
sectoral co-ordination councils are common in many countries.

For transparency and efficiency of management:

« Each level of government should have clearly assigned responsibilities, regardless of what
responsibilities are assigned to government as a whole. Overlaps should generally be avoided, and
long “concurrent lists” of shared responsibilities are particularly ambiguous.

* Fiscal and revenue-sharing arrangements between the central and local governments should be
stable and predictable. They may be amended from time to time, but renewed bargaining each year
should be avoided.

« Subnational governments need to have a reliable estimate of the revenues available to them before
preparing their budgets. In some transition countries, subnational governments have to wait for the
draft budget of the central government to be finalised before preparing their own budgets. Such lack
of predictability impedes both efficiency and financial control at local level. Without an indication
of the level of resources to be transferred to them, subnational governments cannot adjust their
expenditures to meet perceived fiscal constraints. Accordingly, forecasts of revenues should be
transmitted to subnational governments as soon as they are decided, and estimates of grants to local
government need to be prepared early in the budget process.



The Legal and Institutional Framework

75

* Incentives for increased efficiency in delivering services at subnational level are needed. Often the
central government adjusts downwards its transfers to subnational governments when they make
economies in public spending or improve their own tax collection. This can create perverse incentives
at the local level. Consideration should be given to allowing subnational governments to take a share
in any savings they make through improved efficiency.

* It could be desirable to agree on multi-year “contracts” between the central government and
subnational governments covering both expenditure assignments and revenue arrangements (tax sharing,
grants, etc.). These contracts could, if appropriate, include minimum standards for services rendered
by subnational government. They should define relationships in a transparent manner and establish
procedures for monitoring and control.

* National law should provide standard accounting and budgeting rules for subnational governments.
For expenditure control and the strategic allocation of resources:
* Fiscal targets should cover the general government sector (see Chapter 5).

* Revenue assignment should be fully consistent with expenditure assignment. Sufficient resources
should be assigned to subnational governments in order to allow them to fulfil their duties. When
new duties or responsibilities are transferred to subnational governments, supplementary funding
should be provided. On the other hand, if some duties or responsibilities are removed, transfers to
subnational government should be correspondingly reduced.

* “Downloading” the fiscal deficit should not be permitted (defining fiscal targets for general
government should help avoid this problem). When balancing its budget, the central government
should avoid passing its financial problems to subnational governments through cuts in
intergovernmental transfers or increased expenditure assignments, without compensatory measures.
To do so would either not change the aggregate borrowing requirements of the general government,
or generate arrears.

» Special mechanisms are needed to control subnational government borrowing (see Subsection 3 below).

* In the case of subnational government budget overruns or the accumulation of arrears, the law
should stipulate sanctions or emergency measures. For example, subnational authorities could be
forced to cut expenditures or raise taxes, or local budgets could be placed under the authority of the
central government for a limited period of time until the situation is stabilised.

* A sound reporting and accounting system is critical. Subnational government financial operations
should be consolidated with central government operations. Systems for budget execution, internal
(management) control and internal audit for subnational governments should be similar to those of
the central government. Ideally, they should be subject to regulation by the ministry of finance.

* For the purposes of policy analysis (as well as setting fiscal targets at the general government level),
it is necessary to consolidate the expenditure of the different levels of government. In many countries,
it would be very difficult to know what is spent on key sectors, such as education and health, based
only on the accounts of the central government. For this purpose, subnational governments and central
government should have a common functional and economic classification of expenditures, based
on international standards (see Chapter 4).
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3. Control of borrowing of subnational governments*

As discussed in Chapter 5, fiscal targets, such as the overall surplus or deficit and the net borrowing
requirement should be set for the general government. The central government can control its deficit when
preparing the budget, then directly through the procedures that are established for controlling the execution
of the budget. Since subnational governments have their own budgets, the central government needs
generally special instruments to control any deficits that subnational governments incur. Depending on
the degree of decentralisation, these instruments consist of grant mechanisms, fiscal targets set up by law
and direct controls on borrowing. Control of borrowing is the more effective instrument to ensure that
net borrowing, and therefore, the cash deficit will be in line with the fiscal targets.

Many EU countries have adopted a “golden rule”, which limits subnational governments’ borrowing
for investment purposes (e.g. Germany). Moreover, several EU countries in addition to the “golden rule”
have set up additional controls on borrowing (e.g. the UK). Some countries allow short-term borrowing for
liquidity purposes, but generally stipulate that such borrowing has to be repaid by the end of each fiscal year.

In transition economies, the stage of development of financial markets and weaknesses in the system
of public information do not allow the central government to rely only on market discipline to control the
borrowing policy of local governments. A golden rule for subnational government budgets is generally
desirable, but additional controls and/or rules may be also needed to ensure compliance with the fiscal targets.

Direct controls over borrowing may take different forms such as annual borrowing ceilings; ex ante
authorisation of individual borrowing operations; or centralisation of all local government borrowing through
the ministry of finance and/or central bank. Two elements need to be considered when designing procedures
for controlling subnational government borrowing. First, the objective of increasing devolution and
diminishing bureaucratic procedures suggests developing a system, at least for domestic borrowing, that
is based on rules which apply at the level of the subnational organisation rather than on ex ante control
of individual operations through a central government agency. Second, rules should be appropriately designed
to avoid the creation of mechanisms to bypass them, such as, for example, misclassification of expenditures
or the setting up of ad hoc funds for borrowing.** They could, for example, be based on the ratio of the
current and projected levels of debt to revenues. Some countries lay down detailed eligibility criteria that
determine which local governments are allowed to borrow.*? These criteria are based on the soundness of
the subnational government policy and administrative procedures, and the nature of projects that can be
financed from borrowing.

In relation to external borrowing, central co-ordination of the external debt policy is required. Its impact
on the balance of payments must be taken into account. Approaches to foreign capital markets and
negotiations with international financial institutions need to be co-ordinated. Moreover, foreign lenders,
when lending to subnational governments, generally require an explicit or implicit guarantee from the
central government. Therefore, at a minimum, lending operations made abroad by subnational governments
should comply with conditions set by the central authorities.

D. The Legal Framework

1. Components of the legal framework

The legal framework for public budgeting consists of several levels, namely: the constitution, the organic
budget law (or budget management law) and related laws (e.g. accounting, public debt management, treasury
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management, financial control, external audit, and local government finance), the annual budget law and
supplementary budgets, and financial regulations and instructions.

The constitution deals in general with the broadest principles of public finance covering for example:
(i) the requirement that all public funds be paid into designated accounts, and that these funds can be spent
only under the authority of the legislative; (ii) the financial relations between the national and subnational
levels of the government; and (iii) the distribution of powers in budgeting between the executive and the
legislature. When they are not stated in the constitution, these key principles should be dealt with in the
organic budget law.

An organic budget law** (OBL) provides the indispensable legal base for all key roles and relationships
described earlier in this chapter, and binding principles for budget management and auditing. In some
countries (e.g. the US), fiscal management is framed by several acts covering specific areas, instead of
one single organic law. The United Kingdom and some other common law countries, have a number of
financial regulations and accounting guidelines, but do not have an organic law. They rely heavily on
established administrative practice and the procedures of parliament as a basis for budgeting rules. By
contrast, civil law countries such as France, Germany and Italy have extensively codified their legal
framework, and their organic budget laws. Transition countries cannot rely on their previous administrative
and legislative practices and need to establish binding principles in fiscal management. They should, therefore,
adopt the latter approach and frame their fiscal management by an OBL that meets the standard of best
practice.

Transition countries may find it useful to use the OBL to deal with specific weaknesses of budgetary
management and control. For example, in relation to the central government, it should deal with the following
issues: (i) the array of special powers and prerogatives conferred on the ministry of finance, which are
often insufficiently specified; (ii) the respective roles of the executive and the legislature; and (iii) regulations
concerning the implementation of the annual budget laws.

In relation to subnational governments, it is preferable to introduce in separate legislation local
government finance issues relating to the allocation of powers over taxes and expenditure assignment.
Provisions in the OBL can focus on control of borrowing and reporting requirements. In some FSU
countries, the OBL includes detailed provisions on the preparation of the budgets of oblasts (regions) and
rayons (counties) and their consolidation into the national budget. In practice, however, these levels of
government are deconcentrated entities rather than local self-governments.

Depending on legal traditions, some countries include less detail in the OBL and more in secondary
legislation and administrative policies. Others do the opposite. It is generally preferable to limit the OBL
to key provisions of lasting importance, and define other rules in lower-level legislation and instructions,
which can be amended more easily when circumstances change. The main provisions to be included in
the budget legislation are reviewed below, but the respective coverage of the OBL and lower-level
legislation, and the level of detail included in the OBL must be defined in the light of specific national
practices.

2. Main provisions of budget legislation*

Figure 2.1 summarises the main elements of an OBL. Features of an OBL can be divided into three
broad areas: general principles, issues related to budget formulation, and issues related to budget execution
and audit. To ensure a common understanding of budgetary principles, the OBL should include a section
that defines the terms and concepts used.
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Figure 2.1. MAIN ELEMENTS OF AN ORGANIC BUDGET LAW

General Principles
« Principles of good budgeting — fiscal discipline,
allocative efficiency, cost effeciveness
» Concepts and definitions
* Scope of budget — comprehensiveness
 Accounting and classification issues
 Appropriations and cash limits
* Roles and responsibilities of budget institutions
* Relationship with other public finance laws
* Powers of ministry of finance to regulate budget system

Budget Formulation Budget Execution and Audit

 Budget timetable * Treasury/cash management function
* Multi-year framework * In-year cash limits
« Setting initial budget ceilings in spring « Internal control and internal audit
« Budget circular * Penalties and procedures for non-compliance
« Integrated procedure for current » Fiscal impact analysis

and capital expenditures * End of year budget execution report
« Analysis of budget requests * External audit procedures

» Management of government debt, fiscal risks
and contingent liabilities

» Fiscal rules for EBFs and subnational
governmnent

« Preparation of draft budget law

* Submission to parliament

« Content of budget documents

* Rules for supplementary budgets

a. Fundamental principles

The principles of integrality and universality of the budget should be clearly stipulated in the OBL.
The principle of integrality requires that revenues and expenditure be presented in a single document, while
the principle of universality requires that all revenues and expenditures be presented in that document.
Both principles are fundamental to the strategic allocation of resources and fiscal discipline.

The OBL should also:

* Authorise the government accounts into which all public money must be paid and from which
expenditures are made only by appropriation of the parliament. All government receipts should go
either to a single account, or to accounts placed under a single authority (the ministry of
finance/treasury). The management of some accounts/sub-accounts can be delegated by this authority
to line ministries but under strict conditions to be specified in the financial regulations. Consolidated
financial statements must be regularly produced.
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« Limit the creation of special or extra-budgetary funds to exceptional cases, authorised by separate
statute, and stipulate that the expenditures and revenues of these funds are included in the budget
and presented according to a standard classification, together with the relevant financial
statements.

b. Budget classification and definition of the budget deficit/surplus

The OBL should specify that the classification of revenues, expenditures and financing transactions,
and the form of accounting, is prescribed by regulations under the authority of the minister of finance
(see also paragraph k). To consolidate its role in macroeconomic management, the budget should give a
clear picture of the fiscal situation, based on clear analytical definitions. For this purpose the OBL should
also include the following:

* Definitions of the main elements of receipts and expenditures that are to be included in the estimates
(for example, tax revenue must be separated from non-tax revenue and repayment of debt principal
from interest payments).

* Definitions of the deficit/surplus. In countries with ambitions to join the European Union, the
deficit should be preferably defined according to the EU standards (ESA95). But the fact that loans
granted by the government are “below the line” when calculating the deficit does not mean that they
should not be appropriated.

* Provisions which stipulate that the deficit limit should be explicitly included in the annual budget
law (or appropriation law).

c. Powers of the ministry of finance over budget management

As discussed earlier, the ministry of finance must be sufficiently empowered to and have sufficient
skilled staff to accomplish its functions. The financial legislation should therefore stipulate that the
minister of finance is responsible for the following:

* Supervising the preparation of the annual budget, all government bank accounts, receipt and
disbursement of funds, and all central government assets and liabilities, and be the signatory for all
borrowing and lending by government.

* Ensuring that expenditures and the use of credit are controlled within limits specified in the annual
budget law.

« Scrutinising all expenditure or financing proposal and make recommendations on these matters prior
to approval by the legislature.

* (With approval of the council of ministers) sequestering appropriations if the amount of collected
revenues is insufficient to cover the expenditures.

* Requesting reports on all public accounts (even when they are set up outside the budget framework).
d. Appropriations

The OBL and other financial regulations must specify the way in which the use of public money is
to be authorised. They should include provisions in the following areas:
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» The degree of freedom of the executive in reallocating funds between budget items, or rules for
transfers between appropriations. As mentioned earlier, the border between the spheres of responsibility
of the executive and the legislature is defined through an appropriation act separate from the budget,
or through the rules defining the degree of freedom of the executive in re-allocating funds among
“chapters”, or both. The OBL can give a certain degree of flexibility to the executive in making transfers
between appropriations or chapters, but this flexibility should be properly defined in order to prevent
altering, during the budget execution phase, policy objectives that are clearly stated in the budget.
The level of flexibility should depend, in a large part, on the degree of aggregation of the appropriations.

* Appropriations are spending limits for the purposes specified in the annual budget law. However,
special provisions may be established for some compulsory expenditures, such as debt servicing,
or for proprietary funds related to the sales of goods and services.

» Time limit for the authority to spend should generally lapse at the end of the fiscal year. In countries
with good fiscal discipline, carrying over capital expenditures and, eventually, a small share of
current expenditures can be considered. This promotes efficient resource allocation. In such cases,
however, the financial regulations must specify rules to authorise carry over, which should be
submitted to prior approval of the ministry of finance (see Chapter 7).

« Contingency reserves included in the budget may cover urgent expenditures, unforeseen expenditures
or increases in entitlements. They should be used under restrictive conditions and their uses fully
reported to parliament. Their amount should be limited to a small percentage of the total spending.
They should be spent (or funds transferred to another appropriation) on the authority of the ministry
of finance.

« Special provisions for budgeting and scrutinising secret activities of the state.
» Special provisions for continuing the normal activities of the government if the annual budget law
has not been approved by parliament prior to the start of the fiscal year (for example, one twelfth

of the previous year’s appropriation per month).

* Provisions for managing forward commitments through *“authorisations for forward commitment”,
if such authorisations are included in the budget.

e. Revenues

The government’s legal rights to collect revenues (taxes, fines, various levies, etc.) should be authorised

by law. In a number of countries these rights are granted by the annual budget law. The OBL should contain
a provision to ensure that such obligations to the government shall not be waived without the express or
delegated authority of the minister of finance. The ministry of finance should report on tax expenditures
to parliament and such expenditures should be audited.

f. Presentation of the budget to parliament and the approval procedure

The OBL and other financial regulations should specify the following:
* The time by which the executive must present the budget estimates to parliament.

* The time by which the parliament must approve the budget.
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* Basic requirements concerning the form and content of the budget.
 Requirements to specify the fiscal targets (e.g. the deficit and debt ratios) for the budget year.

* Requirements to present the medium-term macroeconomic strategy of the government and its
economic policy objectives with the budget. Such documents show the policy commitments of the
government, but do not have the binding status of a law. Because of the difficulty of proposing a
realistic and sustainable target, setting medium-term budget deficit limits by law will be difficult
in most countries (see Allan, 1994).

« Provisions to regulate parliamentary debates and the powers of parliament to amend the budget.

* Provisions stipulating that legislative or executive decisions which increase expenditures should go
into effect only if these expenditures themselves are authorised in the budget or its supplementary
acts.

* Provisions concerning the presentation of supplementary budgets. As discussed in Chapter 6, the
number of budget revisions during the fiscal year should be very limited. If under special circumstances,
the government is obliged to make a budget revision, the revised budget should be submitted to
parliament for approval within a specific time period.

0. Preparation of the budget

As noted earlier, the ministry of finance should be empowered to co-ordinate the budget preparation
process. The formulation of budget requests by spending agencies should be based on statements of
government policy priorities and fiscal policy objectives and on detailed assumptions and guidance
issued by the ministry of finance each spring as a “budget circular”. The OBL should require line
ministries to comply with directives and guidelines given by the ministry of finance in the budget circular.
The ministry of finance should be empowered to establish guidelines for evaluating investment programmes
within overall budget priorities. Transfers from the government’ budget to public enterprises should be
subject to specific guidelines. The financial legislation should also give the deadlines for presenting the
budget to parliament (see paragraph f above).

h. Execution of the budget

In relation to budget execution, the OBL should include the following provisions (some of which will
empower the minister - or ministry - of finance to issue detailed regulations on issues relating the financial
management of public funds):

« A provision that no expenditure can be undertaken by any ministry except under authority issued
by the minister of finance (for example, apportionment of appropriations, budget implementation
plans, warrants, etc.).

 Requirements for implementing the budget and setting in-year cash limits.
* Provisions empowering the ministry of finance to issue regulations concerning transfers between

budget items, within the same appropriation or chapter, and the respective powers of line ministries
and the ministry of finance in authorising them.
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* Provisions for the minister of finance, through the council of ministers, to report back to parliament
any major changes that have been implemented in the budget or if it is clear that the deficit specified
is likely to exceeded under existing policies and economic conditions.

« Provisions that monitoring reports on the expenditures, revenues and debt of state and local budgets should
be issued monthly, and prepared according to the guidelines established by the ministry of finance.

* Provisions that the minister of finance should submit a mid-year report to parliament on the progress
of budget execution.

« Sequestering procedures (see paragraph c above).
« Provisions to define the responsibilities of the treasury for financial execution of the budget.

« Provisions to define responsibilities for internal control, notably to ensure compliance with budget
authorisations and procurement legislation and to prevent misuses of funds and mismanagement of
assets.

* Provisions for internal audit.
i. Government borrowing and issuance of guarantees

Concerning government borrowing and issuance of guarantees, the OBL should include the following
provisions:

« Only the minister of finance is authorised to borrow and grant guarantees. Other ministers are not
authorised to negotiate loans without a mandate from the minister of finance.

« Loans can be contracted for amounts only up to the financial limits specified by the annual budget
law.

« The government, through the minister of finance, can issue guarantees for debt incurred by private
or public entities under certain conditions, for example: (i) guarantees or an annual ceiling for
guarantees must be approved by parliament; (ii) all guarantees are presented to parliament and
published in the official gazette; (iii) possible liabilities falling due in the financial year are shown
as a supplement to the annual estimates and a contingent provision is included in the estimates to cover
possible losses; and (iv) the ministry of finance maintains a register of all contingent liabilities of
government.

» The government has no liability for the debt of its autonomous entities, except any loans it has
guaranteed or amounts it is required to contribute by law.

« Strict rules to control subnational government borrowing.
j. Banking and financial assets

The minister of finance should be responsible for opening, closing and either directly operating or
monitoring the operating of all bank accounts of the central government.

k. Financial reporting and audit of accounts

The minister of finance should prepare appropriate reports and submit financial documents to an
external auditor, usually the supreme audit institution. The following provisions should be included in the
OBL:
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* The ministry of finance is required to prepare a consolidated statement giving the financial position
of general government and statements for each of the central government funds for that financial
year. The statements to be prepared should include, at a minimum: (i) the financial position at the
beginning and end of the year; (ii) revenue and expenditures (compared to appropriations);
(iii) borrowings for the year and total borrowings to date; (iv) contingent liabilities as at the end of
the year; (v) emergency procedures incurred during the year; and (vi) comparative outturn figures
for the previous financial year.

» The supreme audit institution is independent of the executive and is responsible for auditing all public
moneys, assets, accounts and other financial records.

* The treasury is required to forward the annual financial statement to the supreme audit institution
(by no later than, say, two months after the end of the financial year).

* The supreme audit institution is required to issue an audit opinion on the government financial
statements by a specified time.

* The minister of finance must submit the annual financial statements together with the audit report
to parliament.

* The form of accounting is prescribed by regulations under the authority of the minister of finance.
The supreme audit institution, in consultation with the ministry of finance, should establish accepted
accounting practices for preparation of government financial statements.

* The ministry of finance establishes the requirements for annual financial statements and management
reporting by ministries and budget-dependent agencies of government.

I. Accountability and sanctions

A general section on accountability and sanctions, requiring compliance with the provisions of the
OBL and the annual budget law should be included in the OBL. This section should define clearly the
respective responsibilities of line ministries and the ministry of finance in ensuring compliance.

The regulations should impose a duty on public officials to report suspected criminal behaviour, and
establish a graduated set of administrative sanctions for infractions of budget legislation. To be practicable
the system of sanctions must fit the degree of mismanagement. In some transition countries, the system
of sanctions covers only “criminal activities”, and is therefore difficult to apply in cases of less serious
misdemeanours.

m. Subnational levels of government
Detailed provisions concerning the budget process and financial management procedures at the various
levels of subnational government, and the often complex fiscal relationships between the central and subnational

levels, need to be defined in separate legislation. However, the OBL should include provisions on:

* The basic principles of financial management, control and external audit, and of revenue sharing
arrangements, if any.

* Restrictions on borrowing.
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* Budget accounting methodologies and classifications so that these are coherent and common to all
levels of government.

n. Definition of government entities

The budget legislation should define the difference between those bodies that carry out the functions
of the central government (agencies of the central government), and those that function in their own right
(entities of the public sector). It should define the different classes of budgetary institutions, agencies and
enterprises, the authority for creating and dissolving such bodies, and the rules for financial management
and control of the entities in each class.

0. EU budget issues

In candidate countries, it is necessary to provide a legal basis for the management and control of financial
flows to and from the EU budget, for the functioning of the National Fund and the distribution of
responsibilities under the Memorandum of Understanding between the countries concerned and the
European Commission. The legal framework should stipulate that all expenditures from the National Fund
are included within the budget, according to a standard classification and are submitted to similar scrutiny
and control as other expenditures. In all EU Member States, EU budget flows are fully integrated with
the national budget in this way.
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. Depending on the country, the “centre of government” comprises the office of the president and the office of the council of
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Throughout this book the term “council of ministers” is used to mean the group of senior ministers, chaired by the prime

minister, that meets regularly in order to discuss government policy. Equivalent terms include “cabinet”, “cabinet of ministers”
and “government”.

. In France, for example, this function is exercised systematically by the General Secretariat of the Government; in the United

Kingdom, by the Cabinet Office.
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. Drawn up from Krafchik and Wehner (1998).

. See Von Hagen and Harden (1996); Von Hagen (1992); Milesi-Ferretti (1996).

. See, for example, Shah (1994) and Ter-Minassian (1997).

See Ter-Minassian (1997).

In China, local governments are not permitted by law to run deficits or to borrow from the local branches of the Peoples
Bank of China. However, local governments undertake indirect borrowing mainly by creating financial companies that
borrow to finance local government expenditures. See Ahmad in Ter-Minassian (1997).

For example, Korea; see Chu and Norregaard in Ter-Minassian (1997).

In some countries (e.g. France) an organic law has a special constitutional status, in others its status is equivalent to that of
other laws.

See Allan (1994).






CHAPTER 3

THE EUROPEAN BUDGET
AND THE IMPACT OF EU ACCESSION

For central and eastern European countries, membership of the European Union will have many
consequences in the area of budgetary policy implementation and the management of public finances —
consequences for which national administrations need to prepare. This chapter outlines the main implications
of future accession for public finances, such as they are perceived today. It is clear, however, given the
amount of time remaining between now and the period during which enlargement is likely to take place,
that some of the policies and procedures described below may undergo a number of changes.

A. The European Budget
1. Budgetary Structure, Rules and Procedures
a. Background

The development of the European Union’s budgeting system has been the result of a lengthy, intricate
and at times tumultuous process; the outcome forms a set of rules and procedures that differs in many
respects from that found in the budgeting systems of other organisations, national or multinational.

The origin of the system can be traced back to 1951—the year in which the European Coal and Steel
Community (ECSC) was created by the six States that initiated the process of European integration: Germany,
France, Italy, Belgium, the Netherlands and Luxembourg. Until 1970, this system, which had been
retained under the Treaty of Rome that formed the Common Market in 1958, was financed by contributions
from the Member States, as computed using percentages laid down by treaty. Accordingly, for example,
France, Germany and Italy each had to finance 28% of the budget. Indeed, this is how most multinational
organisations are funded: the organisations’ treaties and conventions stipulate fixed scales of contributions
for calculating the annual contribution that each participating country must pay the organisation in
guestion.

In 1970, when the so-called “own resources decision” was adopted, the budgeting system of the
European Community changed radically, since the decision endowed the Community with resources of
its own and ended its dependence on direct contributions from the Member tates. Along with the direct
allocation of customs duties and agricultural levies, the European budget henceforth benefited from a portion
of VAT revenues which was earmarked for spending on Community policies.

While it constituted a decisive step towards the Community’s budgetary autonomy, the decision on
own resources did not avert the development of a budget crisis that lasted from the mid-1970s until the
late 1980s. This crisis was created by a combination of three factors. First, expenditure increased rapidly
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due to the strong growth in the agricultural sector and the development of new Community policies. At
the same time, traditional own resources were declining and revenue from the VAT resource was limited
by the low level of economic activity. In addition, some Member States — primarily the UK — challenged
the way in which the budgetary burden was apportioned among the members. Lastly, the Community had
yet to find its own internal institutional balance, particularly as regards the relationship between the role
of the Parliament, Council and Commission in the budget-making process.

This difficult period in the Community’s budgetary history came to an end in 1988 with the adoption,
as part of an interinstitutional agreement’, of a multi-annual financial framework and the reform of the
own resources system. These changes helped to normalise the Community’s budget position in the
following decade and bring spending under stronger control.

A new medium-term financial framework (or “financial perspective” in the Commission’s terminology)
for the period 2000-2006 was agreed in 1999, taking into account the possible impact of a future
enlargement of the budget. This is shown in Table 3.1. Some changes were introduced in the own resources
system, mainly in order to reduce the disequilibria in the budgetary positions of some Member States. A
reform of the financial management system has also been launched, to strengthen the efficiency and
effectiveness of Community programmes, and to introduce new financial control and anti-fraud procedures
(see below).

b. Principles
The main rules of the European budgeting system are derived from continental budget systems, and
from that of France in particular. All amounts in the Community budget are denominated in euros. The

principles involved are as follows:

« Unity. Some activities and financial instruments are budgeted, financed and/or administered according
to special rules:

— The European Regional Development Fund, ERDF.

— The operating budget of the ECSC.

— Separate budgets for autonomous European establishments and agencies.

— Borrowing/lending transactions.

— The operational expenditure connected with joint foreign or security policy, as well as co-
operation in the areas of justice and internal affairs, if the Council exceptionally decides, by
unanimity, special rules for financing certain measures.

* Annuality. In accordance with a classic principle of budgeting, the European Union’s revenue and
expenditure budgets are adopted for a period of one year (1 January-31 December). Of course, the
rigidity of this rule has been reduced by a number of special provisions:

In the Community budget, appropriations are “differentiated” into two categories: first, there are

commitment appropriations, which cover the total cost of legal obligations contracted during the current

financial year in respect of actions to be carried out over more than one year. Second, there are payment
appropriations, which cover the effective settlement of expenditure arising from the execution of
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commitments contracted during the current year and/or prior years. Accordingly, payment of an operation
for which a commitment is made during one year may be spread over more than one year. While it is useful
from a management perspective, the distinction between commitments and payments may create problems
of budgetary control.

In relation to appropriations, carry-forwards and supplementary periods, the Community budget
makes similar arrangements to most national budgets in order to avoid any administrative discontinuity.
Under certain conditions, a fraction of the budget appropriations for a given year may be carried forward
to the following year; in addition, the financial year is not closed on 31 December, but in practice is extended
by two to four weeks, depending on the type of appropriation.

Lastly, and most important, the fact that multi-year planning cycles have been in use since 1988
imposes a framework within which both the overall level of the budget and its distribution by major category
of expenditure is determined over a five-year period.

* Universality. Under this rule, budget revenue must not be earmarked for particular categories or items
of expenditure. However, this rule applies only to the general budget, since some activities and financial
instruments, which also escape the rule of unity noted above, are allocated their own resources. There
are a number of other minor exceptions, including the mechanism of so-called “negative” expenditure
(e.g. forfeited guarantees and reimbursed payments).

« Speciality. Each appropriation must be allocated to a specific function and purpose. Theoretically,
the budget can contain appropriations only in respect of programmes previously defined by a
Community decision setting forth the relevant objectives and conditions. The budget nomenclature
makes it possible to break down appropriations among the various institutions (Parliament, Council,
Commission, etc.), and then, within the Commission’s budget, among the various Community
policies. Under certain conditions, appropriations may be transferred from one item to another, using
a special procedure. The budget also contains a number of “reserve” chapters for meeting
contingencies.

» Balance. The principle of budgetary balance has always been fundamental. Despite pressures to the
contrary, the Member States have always refused to authorise recourse to borrowing. The EU
financing system clearly reflects the adoption of this principle by providing for a marginal adjustment
resource (previously VAT, at present revenue from GNP or the so-called “fourth resource”), the amount
of which is equal, by definition, to the financing requirement.

There is no exception to the principle of a strictly balanced budget. The EC may only borrow to
relend the corresponding amounts. The borrowing-lending instruments presently in force concern: the
ECSC’s activities, nuclear safety in third countries, medium-term support to the balance of payments
of the Member States, and medium-term macroeconomic assistance to third countries. The EC also
guarantees part of the lending extended by the European Investment Bank (EIB) from the Bank’s own
resources outside the EU. In the event of default by the beneficiary of a loan granted or guaranteed by
the Community, the repayments to the creditors are financed by the general budget. In 1994, a Guarantee
Fund was established for loans granted to third countries. This Fund, which is endowed by payments
from the general budget, functions as a buffer to protect the general budget from the impact of defaulting
loans. If the reserves in the Fund are insufficient to cover defaults, the balance is paid from the general
budget.

All amounts in the Community budget are denominated in euros.
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c. Revenues

The Community budget comprises four main categories of revenue that are shown in Table 3.2:

» Customs duties. Duties levied at the Community’s external borders on imports from third countries
are collected by the respective customs authorities of each Member State. However, the funds they
collect are paid directly to the Community budget, less a 10% deduction for collection fees.

* Agricultural levies. For certain products for which the world market price is generally below the
European price, the rules of the Common Agricultural Policy impose a levy when such products are

imported into the Community. A levy is also imposed on sugar production.

These first two resource categories constitute what are known as “traditional”” own resources and have
been in existence since the start of the European Community (they are a natural feature of any customs
union). The rules determining the bases and rates of these duties and levies are defined by the EU. These
revenue payments are paid directly by importers of goods and services and, though collected by Member

States, are legally the property of the EU from the moment they accrue.

Table 3.2. EU BUDGET REVENUES, 1999 AND 2000 (Euro million)

Type of Revenue Budget 1999 Provisional Draft Budget 2000
Agricultural duties and sugar levies 1,921.0 2,2% 2,038.4 2,3%
Customs duties 11,893.9 13,9%  11,070.0 12,4%
VAT 30,374.2 355%  32,554.6 36,4%
Fourth resource 39,260.0 459%  43,049.8 48,2%
Miscellaneous and surpluses available from the previous year 2,108.6 2,5% 674.1 0,8%
Total 85,557.7 100,0%  89,387.0 100,0%

Source: European Commission

Despite their name, the “other own resources” have different characteristics:

» The VAT resource consists of payments by the Member States of an amount equal to the VAT
“uniform rate” times the calculated VAT base. The calculated VAT base is equal to the VAT taxable
base, harmonised to take national exceptions into account. The uniform rate is equal to the so-
called “maximum rate” minus a correction factor that represents the reduced payments made by the
UK. The maximum rate is 1% until 2001, 0.75% in 2002 and 2003 and 0.50% from 2004 onwards.
The size of the UK correcting factor is usually about 0.15%. This implies a uniform rate of

approximately 0.85%, 0.60% and 0.35% in the three periods.

» The “GNP”” resource, which was created in 1988 to offset the reduction in the “VAT” resource, is
designed to ensure that budget revenue and expenditure are in balance. By definition, this fourth
category of resource is equal to the residual expenditure not covered by the other three resources.
Its level is therefore variable and depends on the difference between projected expenditure and the

estimated yield of other revenue.

Lastly, the EU’s own resources are subject to an overall ceiling, which has changed. Beginning in 1999,
the ceiling limits the Member States’ total contributions to the EU to 1.27% of their GNP. The amount
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paid by each Member State is in general directly proportional to its share of the total GNP of the
Community. However, in 1984, after protracted discussions with its partners, the United Kingdom obtained
a reduction in its contribution which, after complex calculations, means that this country pays substantially
less than the amount resulting from application of the general rules.

In each enlargement of the Community, the new Member States have always benefited from transitional
measures which reduce their contributions to the Community budget. The rationale for such arrangements is
that, while the full amount of own resources payments is due immediately upon accession, Community
expenditure in favour of the new Member States only reaches its “normal” level after a number of years.
The procedure used in all but the last enlargement was to apply diminishing reductions to the contributions
of new members during the transitional years stipulated by the respective treaties of accession. However,
the most recent entrants —Austria, Finland and Sweden — were granted diminishing pre-determined lump-
sum payments (budgetary compensations) from the EU budget.

d. Expenditure

The breakdown of EU budget expenditures by the main categories (or *“subsections”) for 2000 is shown
in Table 3.3. The two main categories of Community expenditure are agriculture and the so-called
“Structural Funds”. While it has been declining significantly for a number of years, agricultural
expenditure still accounts for about 42% of the Community budget. The Common Agricultural Policy
was initially successful in encouraging the development of agricultural production, the growth of export
markets, efficient use of agricultural land and self-sufficiency for many farmers. Nevertheless, the
propping-up of artificially high prices has led to a sharp growth in budgetary costs which, after more
than 15 years of attempted reforms, combined with pressures from outside competitors, have barely begun
to ease in the last few years, and (unless the rules are substantially changed) will increase with the further
enlargement of the EU.

Table 3.3. EU BUDGET 2000: BREAKDOWN OF EXPENDITURE BY SUBSECTION (Euro million)
(appropriations for commitments)

Subsection Amount %
1 EAGGF Guarantee Section 41,493.9 44,5%
2 Structural operations, structural expenditure and cohesion expenditure, financial

mechanism, other agricultural and regional operations, transport and fisheries 32,8115 35,2%
3 Training, youth, culture, audio-visual media, information, social dimension

and employment 841.6 0,9%
4 Energy, Euratom nuclear safeguards and environment 211.2 0,2%
5 Consumer protection, internal market, industry and trans-European networks

and area of freedom, security and justice 1,210.7 1,3%
6 Research and technological development 3,630.0 3,9%
7 External action 8,127.8 8,7%
8 Common foreign and security policy 47.0 0,1%
9 Compensation, guarantees, reserves 203.0 0,2%
10 Administrative expenditure (of all the institutions) 4,703.7 5,0%

Total 93,280.4 100,0%

Source: European Commission
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The term “Structural Funds” (or strictly “structural operations” since the Cohesion Fund is not a
structural fund as such) is used for a variety of Community budget subsidies for the least developed
regions, declining industrial activities and employment creation. There are five categories of structural
operations:

» ERDF (with a budget allocation of euro 12 billion in 2000) is used primarily to finance investment
in infrastructure.

* ESF (euro 6.8 billion) is used for vocational training and redeployment in regions in transition.
* EAGGF-Guidance (euro 3.5 billion) helps finance investments in agricultural infrastructure.
* FIFG provides finance for investment in fisheries.

* The Cohesion Fund (euro 2.6 billion) subsidises investment in transport infrastructure in the four
least developed EU countries.

Structural fund programmes and their financial allocations are driven by a number of key “objectives™:

* Objective 1: The least developed regions of the Community (whose GDP per capita is less than 75%
of the Community average).

* Objective 2: Areas with structural problems linked to economic development (e.g. declining industrial
areas and rural areas).

* Objective 3: Training and employment.

There are also programmes for areas that are dependent on fisheries activities outside Objective 1 and
“Community initiatives programmes” designed to deal with Community-wide problems or cross-border
operations.

In 1999, structural operations accounted for some 40% of Community expenditure. It is the fastest-
growing category of expenditure.

Other expenditures are used for a range of community policies including, research, culture and
education. Budgeted expenditure on pre-accession aid to the candidate countries in 2000 is some euro
3.2 billion, about 3.4% of the total budget.

Lastly, mention should be made of the Community’s administrative outlays, which account for about
5% of total expenditure and mainly cover the personnel costs of all Community institutions (primarily
the Commission, which consumes 52% of the total).

e. Role of the Parliament, Council and Commission

The basic principles and requirements, as well as the main features of the budgetary procedures, are
laid down in the Treaty. More precise rules for the implementation of these procedures are defined in financial
regulations and the decision on own resources. Moreover, there have been several agreements between
the three budgetary institutions (the Parliament, the Council and the Commission) in order to improve
interinstitutional collaboration and to overcome potential conflicts.
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» Commission. The main budgetary players are as follows:
— 20 Commissioners.

— The Directorate-General for Budget (DG Budget), formerly DG X1X, which has a staff of 335
officials.

While DG Budget performs an essential role of co-ordination in the budget process, each spending
directorate (responsible for policy areas such as agriculture, Structural Funds, research, and so on)
is responsible for forecasting and planning its own expenditure.

Formally, decisions of the Commission are taken by the Commissioners meeting as a body, with
each of the 20 members having one vote. In practice, however, decisions tend to be taken by
consensus, without resorting to a formal vote.

Council. Formed by representatives of the Member States at ministerial level, the Council meets in
its “budget” configuration at each step in the annual budget cycle. As a rule, the Budget Council
comprises the ministers or secretaries of state with responsibility for their national budgets.
Nevertheless, circumstances may require the ECOFIN Council (made up of ministers of finance
themselves) or, in exceptional cases, the European Council (heads of state or government) to deal
with budgetary issues. For example, highly sensitive political matters such as the rules for determining
Member States’ budgetary contributions or the “financial perspective” are usually resolved at the
highest level.

The Council, assisted by its Secretariat, deliberates on the Commission’s proposals. It decides by
a qualified majority in accordance with general weighting rules set by Treaty.

The Council delegates preparation of its decisions to the Committee of Permanent Representatives
(COREPER, made up of the Member States’ ambassadors to the EU), which in turn delegates
the main decisions to the “Budget Committee”, composed of senior budget officials from each
Member State. These committees follow similar rules of procedure and voting as the Council of
Ministers.

Parliament. Alongside the Council, the Parliament forms the second branch of what is usually
referred to as the “budgetary authority”.

Sitting in both Strasbourg and Brussels, the Parliament includes a Committee on the Budget, which
lays the groundwork for parliamentary budget discussions prepared by rapporteurs. Whilst the
Council decides on the so-called “compulsory” expenditures, the Parliament rules on the “non-
compulsory” expenditures (see Section f below for a definition of these terms and details of the
procedures under which the draft budget is discussed and adopted).

Successive interinstitutional agreements have attempted to introduce procedures and agreements
that might lessen the risk of conflict between the two arms of the budgetary authority on
compulsory and non-compulsory expenditures. In particular, the most recent interinstitutional
agreement, of 6 May 1999, confirms the principle of conciliation to determine the level of
compulsory expenditures, while extending this procedure, introduced in 1993, to all budget
expenditures.
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f. The budget cycle

The budgetary procedure is set out in Article 272 of the EC Treaty which stipulates the sequence of
stages and the time-limits which must be respected by the two arms of the budgetary authority: the
Council and Parliament. The budgetary procedure, as defined in the Treaty, extends from 1 September
to 31 December of the year preceding the budget year in question.

In practice, however, the timetable adopted since 1977 has essentially been based on a pragmatic
approach. The different stages of the procedure are broadly as follows:

« Establishment of the preliminary draft budget by the Commission and transmission to the budgetary
authority by no later than 15 June.

After an internal policy debate to lay down the main political and budgetary priorities for the coming
year, the Commission prepares its “statement of estimates” by compiling the budget requests of
all spending departments and arbitrating between conflicting claims. It also takes account of the
conclusions of a “trialogue” meeting between the Parliament, Council and Commission to discuss
budgetary priorities. In addition, the Commission receives the estimates of the other institutions
and combines these in a preliminary draft budget, which is the overall forecast of revenue and
expenditure for the forthcoming budget year. This preliminary draft is usually adopted by the
Commission early in May and sent to the budgetary authority in all Community languages by no
later than 15 June.

The preliminary draft budget can subsequently be amended by the Commission by means of a letter
of amendment, to incorporate new information that was not available when the preliminary draft
was established.

The remainder of the budget procedure relies heavily on the distinction made between compulsory
expenditures and non-compulsory expenditures since it determines the division of the budgetary
power between Parliament and the Council.

The somewhat vague definition of the two expenditure categories contained in the Treaty was
clarified in 1982 in a Joint Declaration by the three institutions. This declaration states that
“compulsory expenditures are those which the budgetary authority is obliged to enter in the budget
to enable the Community to meet its obligations, both internally and externally, under the Treaties
and acts adopted in accordance therewith.” All other expenditures are classified as non-compulsory.
However, the problem of classifying expenditures is still from time to time a source of conflict between
the Parliament and Council.

* Establishment of the draft budget by the Council.

The Council conducts its first reading of the preliminary draft budget and, on this basis and after
a conciliation meeting with a delegation from Parliament, establishes, before 31 July, the draft
budget, which it sends to Parliament in the first half of September. While this process is taking place,
an ad hoc “conciliation procedure” is initiated on the compulsory expenditures to be entered in the
budget, leading to a trialogue meeting between the institutions in late June.

* First reading by Parliament.
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In order to enable the institutions to identify the programmes on which the conciliation is to focus,
S0 as to reach an agreement on the budget allocations, a new trialogue meeting is held prior to the
first reading by the Parliament in October. At that meeting, the institutions also exchange views on
the state of implementation of the current year’s budget with a view to discussing a possible
supplementary and amending budget.

The first reading by the Parliament takes place on the basis of the Council’s draft. Amendments to
non-compulsory expenditures require the votes of an absolute majority of members. Proposed
modifications to compulsory expenditures require an absolute majority of votes cast.

If it considers it necessary, the Commission may present an ad hoc letter of amendment to the two
arms of the budgetary authority before the end of October. The purpose of this letter is to update the
figures underlying the estimate of agricultural expenditure in the preliminary draft budget and/or to
correct, on the basis of the most recent information available concerning fisheries agreements in force
on 1 January of the financial year concerned, the breakdown between the appropriations entered in
the operational items for international fisheries agreements and those entered in reserve.

» Second reading by the Council.

The institutions continue the conciliation process after the first reading of the budget by each of
the two arms of the budgetary authority. The objective is to secure agreement on compulsory and
non-compulsory expenditures and, in particular, to discuss the ad hoc letter of amendment. Another
trialogue meeting is usually held for this purpose immediately after the European Parliament’s first
reading. The results of this meeting are discussed at a second conciliation meeting held the day
before the Council’s second reading, which usually starts in the third week of November. The draft
budget is amended in the light of Parliament’s amendments (non-compulsory expenditures) or
proposed modifications (compulsory expenditures). In general, the Council’s decisions on the
second reading relating to compulsory expenditures determine the final amounts in the budget.
Unless the entire budget is subsequently rejected by Parliament, the Council has the “last word”
on this category of expenditure. The draft budget as amended is returned to Parliament around
22 November.

» Second reading by Parliament and adoption of the budget.

As the Council has had the last word on compulsory expenditures, Parliament devotes most of its
December part-session to reviewing non-compulsory expenditures, for which it can accept or refuse
the Council’s proposals.

Acting by a majority of its members and three fifths of the votes cast, Parliament then adopts the
budget. The President of Parliament declares the budget adopted and it can then be implemented.
In the event of unavoidable, exceptional or unforeseen circumstances, the Commission may propose
during the year that the budget be amended. This is done by submitting preliminary draft supplementary
and/or amending budgets. The procedural rules for handling supplementary or amending budgets
are similar to those for the general budget.

g. National institutions and the Community budget.

When joining the European Union, Member States have to take a number of important steps in order

to integrate their national budget laws and procedures with the EU’ budget system.
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Traditional own resources pose no particular problems. As noted above, these revenues are collected
by national authorities, paid over directly to the Commission and require no special accounting or budget
procedures.

In contrast, while the Community rules that determine the calculation of VAT and GNP resources are
very precise, the administrative procedures used by Member States in making these contributions to the
budget vary widely. Some countries treat the contributions as off-budget cash transfers, while some treat
them as budgetary expenditure included in their national budget; other Member States have found
intermediate solutions.

In some expenditure areas (e.g. Structural Funds), the European budget finances policy measures jointly
with national budgets. This raises a fundamental question: should Community expenditure substitute for
or supplement national expenditure? The Member States have offered a full range of pragmatic solutions,
depending on the areas involved. While it is therefore difficult to derive any one general rule, the following
may be taken as guidelines:

With regard to agricultural expenditure, the general rule to date has been fairly widespread substitution
of Community expenditure for national expenditure. Beginning with the Treaty of Rome (1957), agricultural
policy has essentially been a Community matter with a very large budget that leaves little room for
national expenditure. By closely monitoring the rules of competition, moreover, the Community regulates
the few residual programmes of national assistance to farmers. Even so, it remains possible that certain
areas of agricultural expenditure will be “re-nationalised” in the future, bearing in mind the additional
pressures that enlargement of the Community will impose on the EU budget.

In the case of Structural Funds, this basic principle is reversed: the Community budget is used to
supplement national appropriations in order to magnify their economic and financial impact. The Commission
therefore seeks to ensure that ERDF, ESF and EAGGF-Guidance appropriations add to national funding
and do not serve as a pretext to diminish the efforts of the Member States. As a result, the planning of
appropriations for European Structural Funds attaches much importance to this notion of complementarity —
an issue that is further complicated by the multiplicity of levels of intervention, since expenditures involve
subnational levels of government, and in some cases the private sector, as well as the national budget.

For other policies (such as research and education), the general rule would seem to be one of
complementarity between national appropriations, which are still paramount, and European appropriations,
which are more modest. While the problems of co-ordinating the various levels of appropriation are less
far-reaching, they should, however, be regulated by an appropriate information system and suitable
monitoring procedures.

Forging close administrative linkages between the two levels of the budget—national budgets and the
Community budget—is of vital importance to national budget authorities. Spending ministries generally
adopt the attitude that it is important for Member States to obtain the European appropriations to which
they are entitled, seeing the EU budget as a potential resource for financing their policies and, in some
instances, attempting to obtain from the EU budget funding that they have been unable to obtain from
their own ministries of finance.

Such efforts must be compatible, however, with the overall interests of each Member State. In
particular, there must be coherence with the Member State’s general budget policy, adherence to national
policy priorities (and to intersectoral choices in particular), and consistency with the Member State’s position
vis-a-vis the financing of the Community.
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Accordingly, it is important that the ministry of finance in each Member State, and especially its budget
department, should oversee the co-ordination of national positions on European budget issues and closely
supervise the budget requests that the line ministries concerned would like to submit at the Community
level. Each national “Permanent Representation” in Brussels should include one or more budget specialists
(often these are officials on loan from the ministry of finance); and any communication or proposed position
on European budget issues should be submitted to the ministry of finance for approval. Within each Member
State, these positions should of course be co-ordinated with other ministries concerned, and with the centre
of government.

In this regard, adherence to European budgeting procedures requires a high level of knowledge and
responsiveness by the Member States which must take positions on each line of the budget and on all proposed
amendments at each stage in the cycle during which the draft budget is examined. The links between Brussels
and each national capital must therefore be highly “reactive” (and deployed by appropriate technical means),
so that national positions can be clearly defined and expressed with clarity and effectiveness, and in a
timely manner, during the discussions in the Budget Committee, and subsequently in COREPER and finally
the Budget Council.

h. The future of the system

The EU’s budgeting system is probably in need of reform. The basic elements were designed forty
years ago during a period of rapid growth for a Community of six Member States at a similar level of
economic development. Since then the Community has expanded to 15 countries, and a further expansion
to between 25 and 30 Member States, most of the new members being at a relatively low level of
development, is expected to take place in the next ten years. This expansion will require a re-examination
of Community policies in areas such as agriculture and the Structural Funds. In addition, the budgeting
system may need adaptation to reflect factors such as the changing roles and responsibilities of the three
budgetary instiututions, possible reform of the Community’s voting arrangements and need to strengthen
financial management and anti-fraud procedures. While many elements of the current system are likely
to endure, attention is drawn to the need to update the information and analysis contained in this chapter,
by carefully and continuously monitoring developments in the Community.

2. Deploying Community funds
a. Administration
1. Organisation of the Commission

The administration of Community funds involves departments of the Commission and of each of the
Member States.

Legally, it is the Commission that has responsibility for implementing the Community’s budget. In
practice, however, this formal power has certain limits:

« First, the Commission, in deploying appropriations, is assisted by a large number of “committees”.
There are roughly 250 technical committees covering a wide variety of fields, bringing together
representatives of the Member States and, in some cases, socio-professional interest groups. These
committees, which were created as the various Community policies were introduced, have varying
degrees of authority and political influence. Theoretically, their authority is merely advisory, but in
some instances their deliberations have an important influence on the Commission’s administrative
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decisions. Complicated and difficult discussions between the Commission, the Parliament and the
Member States have for years been a fact of life for these committees. Their role was clarified to
some extent in 1988, in the so-called “Single Act” treaty.

* Second, the Commission relies heavily on the administrative departments of the Member States to
manage Community appropriations, in respect both of revenues and expenditures, and to engage in financial
control and audit activities. Since they lack the administrative skills and resources needed for effective
fund management, the Commission largely delegates this task to Member State administrations.

Implementation of the Community budget follows a rule — traditional in many continental European
countries — that Community expenditure should involve four distinct phases:

» The commitment is the legal act by which the Commission assumes a financial obligation with a
third party, which may be an entity in the public sector or a private enterprise.

» Validation (verification) enables the authorising officer to check the creditor’s entitlement to payment
and to verify the authenticity and exact amount of the claim. This takes place once the contracting
party has fulfilled its obligation, satisfying the so-called “service rendered” rule.

* Authorisation is the act by which the authorising officer gives the accounting officer an order to make
a payment once it has been checked and approved.

These first three phases are carried out under the responsibility of the authorising officer.

 Payment is the fourth and final phase in the implementation of expenditure. Payments are made by
the accounting officer, subject to the availability of funds.

The two main players in this process are the authorising officer and the accounting officer.

* The authorising officer is empowered to commit expenditure and revenue alike. It is he or she who
decides to commit expenditure, establishes entitlement to revenue and issues payment orders and
collection orders. Concretely, the authorising officers are the Commissioners, the Director-General
for Budget, the other Directors-General, and a number of senior Commission officials appointed
personally in each of the Directorates-General.

» The accounting officer is responsible for collecting revenues and making payments. Working with a staff
of several assistants, the Commission’s accounting officer is one of the senior officials of DG Budget.

2. Management of revenue and expenditure

i) Revenue. In this area, the Commission’s own role is limited, since it merely checks and monitors
the amount of revenue that each Member State must transfer to it. As noted above, the European Union’s
own resources are collected by the respective Member State administrations, since the Commission does
not have any customs or tax authorities of its own.

Management of revenue involves three administrative stages:

* Revenue is first assessed. Traditional own resources are assessed on the basis of amounts effectively
collected by national customs authorities. VAT and GNP resources are assessed using calculation
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methods laid down in European regulations. These procedures amount in effect to statistical
calculations based on macroeconomic data.

*» Once a claim is assessed, the amount is “booked” to an account opened by the Commission with
each national treasury, or with another body specified by the Member State.

« Once they have been booked with each national treasury, the resources are at the Commission’s disposal
to be used as they are needed.

This procedure for managing own resources is overseen by the “Advisory Committee on Own
Resources”, comprising representatives of the Member States and the Commission, which chairs it. The
Committee deals with technical problems involving the assessment and transfer of own resources, and
can be useful in heading off potential political conflicts which would otherwise be escalated to a higher
level.

ii) Expenditure. The administrative arrangements vary from country to country and between the
different categories of expenditure.

Agricultural funds (EAGGF), which still account for nearly half of the Community’s spending, follow
a special procedure. Community regulations require each Member State to set up one or more disbursing
agencies for transferring Community funds to the final beneficiaries. Disbursing agency status is granted
to agencies or establishments demonstrating their capability in the areas of management, accounting and
financial control. The required criteria are spelt out in a 1995 Community Regulation. In addition,
Member States must also designate a “certification” agency (public or private) to audit the annual accounts
of each disbursing agency.

Technically, Community financing takes the form of reimbursement by the Commission of funds
that must first be advanced by the Member States. New members must therefore be prepared to
provide the initial working capital that is needed to get the system started. The Commission’s
reimbursement comes only after a procedure known as “clearing the accounts”. Each year, after
verification and control, the Commission reviews the annual accounts of each disbursing agency and
reimburses only those amounts corresponding to expenditure properly disbursed on its behalf by
national administrations. Agricultural expenditure that is not in strict compliance with Community
regulations is not reimbursed.

National administrations, and ministries of finance in particular, must therefore ensure that disbursing
agencies apply Community rules to the letter: any irregularity may result in substantial penalties. As an
incentive to greater prudence in this area, some countries have decided to charge the amount of these “fines”
to the budgets of the ministries deemed at fault.

Expenditure on structural fund programmes is allocated on a multi-year basis, and requires co-
financing from the Member States’ national and subnational budgets. In addition to issues of managing
and controlling payments, this involves Member States in setting up arrangements at national and
subnational level for setting priorities, preparing the necessary plans, and carrying out technical analysis
of projects. National administrations should get involved from the initial stages of requesting assistance:
experience shows that a great deal of co-ordination is necessary at that point to select worthwhile projects
and ensure that all parties involved will be able to provide their financial contributions in a timely manner.
In some Member States, this co-ordination is performed both by interministerial groups and special
administrative units that have the status of ministries.
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iii) Control. Control over the management of Community funds, both revenue and expenditure, involves
three categories of player and procedure:

* The Directorate-General for Financial Control (formerly DG Audit), which performs an overall
internal control function in respect of all of the budgets under the Commission’s responsibility. This
is in addition to the internal control functions of the Directorates-General that are responsible for
specific areas of budgetary expenditure.

The Director-General of DG Financial Control is the Commission’s Financial Controller. He or she
exercises prior control over all expenditure and revenue operations by initialling all of the proposals
submitted to him by authorising officers. This enables him to check that appropriations are available,
that transactions are legally valid and that financial management procedures have been carried out
correctly. In the event of a dispute, the authorising officer can overrule a decision by the Financial
Controller, in which case the Court of Auditors is informed immediately. In addition, the Financial
Controller is consulted about the accounting systems used by the Commission; he reports on any
management problem of which he becomes aware; if necessary, he can conduct on-site inspections.

Lastly, DG Financial Control conducts regular audits of the internal control systems of the
Commission’s Directorates-General.

The European Court of Auditors (ECA), based in Luxembourg, performs an external auditing
function for the budgets of the European institutions. The Court has no jurisdictional power and can
therefore impose no sanctions or financial penalties in cases of misuse of Community funds.

The ECA performs an ex post audit of all budgetary and financial operations, including both revenues
and expenditures, and has broad powers to inspect documents and perform on-site investigations. Its
analysis and recommendations are summarised in an annual report which is circulated to all
Community institutions by 15 July each year and published by 15 November, along with the responses
of the Member States and the Commission. Each year it is invited to certify the reliability of the
Commission’s accounts through the so-called *Statement of Assurance” to the Parliament.

The Court performs two main types of function:

» To ascertain whether management operations have been conducted properly, in terms of formal
budgetary and accounting procedures.

* To assess the quality of the Community’s financial management systems in terms of economy;,
efficiency and effectiveness.

As arule, the Court focuses more specifically on the analysis and evaluation of decision-making
and internal auditing systems than on operations themselves. It maintains close ties with the
supreme audit institutions of all Member States.

* The audit departments and institutions of the Member States, which are called upon to co-operate
in various auditing operations and procedures employing funds that the Member States manage by
delegation from the Commission. These activities account for some 80% of the Community’s budget.

The Member States’ involvement in such audits differs according to the category of expenditure
concerned.
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Agricultural expenditure (EAGGF) is managed within the Member States by agencies that are
certified by the Commission, which ensures and regularly checks that the agencies have effective
audit departments and procedures. The effectiveness of such controls is one of the major criteria
guiding the Commission in its “clearing the accounts” procedure mentioned above.

With regard to Structural Funds, which are co-financed by the Community, the Member States and
subnational authorities, each Member State is bound by a number of obligations that determine the
nature of the control regime:

* It must designate appropriate agencies (in many cases the respective ministries that are responsible
for managing the funds or programmes concerned) to check the validity of requests for payment.

* It must provide the Commission with a description of the management and control system it uses.

« It must make all audit reports and control documents concerning the management of funds
available to the Commission.

Commission directorates may conduct on-site audits or request that their national counterparts do so.

Within the Commission, DG Financial Control has been assigned responsibility for co-ordinating the
work on financial control. In this connection, it has signed agreements with a number of Member States
regarding the harmonisation of methods, co-ordination of programmes and exchange of data. Co-ordination
meetings are held twice a year.

Similar procedures have been developed in relation to the control of own resources.

Recent years have brought growing concerns within the Community, and the Commission, about the
problems of combatting fraud in the area of agricultural spending and other Community programme. The
Commission’s Unit for the Co-ordination of Fraud Prevention (UCLAF) was set up in 1987. An effort
was also made to strengthen co-operation between the Commission and Member States in the anti-fraud
area. In April 1999, following financial scandals in the Commission and the resignation of the Commission
itself, UCLAF was replaced by OLAF (Office de Lutte Anti-Fraud), with enhanced powers and resources.
The financial management arrangements within the Commission are also being strengthened.

B. National Budget Policies in the European Union

Mechanisms for participation in the Community budget are the most immediate and most visible
consequence of EU membership for a country’s public finances. But there is also a wider issue, namely
the effects of European integration across the full spectrum of Member States’ economic and financial policies,
reflecting in particular the influence of the Maastricht Treaty and the adoption of a single currency.

This phenomenon began long before decisions were taken to create an Economic and Monetary
Union (EMU) with a single currency: for example, the establishment of the Common Market (1958),
strengthened by the creation of the Single Market (1993), prompted important changes on the revenue
side of Member States’ budgets.

Initiated in the 1970s, the adoption of a harmonised system of VAT, followed in the 1980s by an effort
to bring excise duties closer together, had important budgetary implications. Countries in which indirect
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taxation took a bigger-than-average share of the budget lost revenue by lowering their rates, while
countries in which indirect taxation was initially more moderate had to raise their rates, thereby increasing
budget revenue. Convergence of tax structures and rates has also occurred in the area of the taxation of
savings and (especially) corporate taxes, partly as a result of the impact of open capital markets and cross-
border competition within the single market and between the EU and world markets.

This trend towards the convergence of European tax rates and tax structures is of particular interest
to economists and tax experts. But it is also of concern to budget authorities insofar as it affects the general
level of revenue and the conditions of budget balance. Membership of the European Union does in fact
lessen Member States’ degrees of freedom in terms of varying the rates and structure of taxes, which can
no longer be used with as much discretion as in the past.

These tendencies towards convergence are heightened by provisions concerning the single currency.
Economic and Monetary Union has budgetary consequences that are more demanding and more formal
than the effects of the single market. These effects are both direct (provisions stemming from the Maastricht
Treaty) and indirect (the implications for how national budgets are managed).

1. The Maastricht Treaty and the Stability Pact

European policy-makers considered that the culmination of the single market required a single
currency —as the monetary instability in 1992-93, immediately after the Maastricht Treaty was signed,
clearly illustrated.

A single currency can only be introduced after the macroeconomic conditions of all participating countries
have been brought into balance. Accordingly, the Maastricht Treaty lays down five criteria, two of which
are directly relevant to public finances:

* Public debt: Aggregate public debt may not exceed 60% of GDFP.
* Budget deficits: The budget deficit for a given year may not exceed 3% of GDP.

In addition, under the so-called “no bailout” principle, no Member State nor the EU itself is permitted
to assume the commitments of a country that is in financial difficulty. The application of these criteria
were subsequently formalised in secondary legislation.

a. Criteria: calculation methods and interpretation

The economic rationale for the 3% and 60% criteria has been questioned extensively. Clearly, the
value of these benchmarks is affected by economic developments, and especially by movements in
interest rates and trends in economic growth and inflation. On a technical level, the main issues are as
follows:

» The 3% and 60% figures are consolidated across the budgets of all national and subnational
government authorities, and mandatory social protection schemes. Public enterprises engaged in
commercial activities are not included. Consolidation requires the elimination of intra-governmental
transactions involving debts/claims and revenues/expenditures, in order to avoid double counting.
This implies that at least the most significant internal transactions between public sector entities be
identified, preferably as soon as they accrue.
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* The figures are based on a gross concept of public debt that includes only financial liabilities and
excludes from measurement all assets except cash and cash equivalents. In particular, financial
claims on businesses, foreign countries or international agencies are disregarded. Logically, fixed
assets should similarly not be taken into consideration.

* Lastly, purely financial transactions are not taken into account: in particular, receipts arising from
asset sales have no impact on the budget deficit even though they can contribute to reducing the burden
of debt. Cases of asset substitution, as when the proceeds of privatisation are directly earmarked for
financing public investment, are more difficult to categorise, but in general they add to the expenditure
side of the budget with no offsetting addition to the revenue side.

Other special transactions warrant close examination in the light of the Maastricht criteria. For
example, can a transfer from a public enterprise to the government of a pension guarantee fund be
considered a revenue item, at the same time as the government is assuming a future liability in relation
to staff who retire? Can unrecognised capital gains on liquid assets be considered budget revenue?

The statistical experts of Member States, meeting at the European Community’s statistical office
(EUROSTAT), often review such difficult cases and have built up a “case law” that can be applied in
given circumstances. In order to avoid any mistakes in this area, the budget administrations of some
Member States participating in EMU have adopted the rule that any expenditure or revenue transaction
about which the treatment under the European standard (ESA95) is unclear should first be examined
by their competent experts. In the most complex cases, national experts may consult EUROSTAT for
an opinion.

Questions have been raised about what is sometimes perceived as the excessively mechanical nature
of the Maastricht criteria. In practice, however, the criteria need to be interpreted in a political context,
and it seems likely that in future a country’s eligibility for participation in EMU will also be judged in
relation to how its fiscal performance evolves over a number of years.

b. Sanctions

In order to satisfy the qualification criteria, a Member State needs to maintain a sound fiscal position
consistently over the long term. Whilst the economic and political benefits of qualification for the third
phase of EMU - the irrevocable fixing of exchange rates on 1 January 1999 — was a powerful incentive
for Member States to implement restrictive fiscal policies, it was feared in some quarters that, once this
critical point was passed, efforts would be relaxed and there would be a return to more lax budget policies,
thereby threatening the stability of the common currency. It was therefore necessary to find a mechanism
for sustaining sound budget policies on a continuing basis; this was the central idea behind the Stability
Pact (which is centred on deficits more than on debt).

The main provisions are as follows:

* In the event that a Member State has an excessive deficit and has failed to comply with Council
recommendations, the country is required to deposit in EU accounts an amount equal to 0.2% of its
GDRP, plus an amount equal to one-tenth of the deficit in excess of the authorised 3%. In all, the deposit
may not exceed 0.5% of GDP.

* If the situation is not rectified within two years, the deposit is converted into an irrevocable fine,
the proceeds of which are redistributed to the other EMU members.
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» Lastly, application of this mechanism, which is in principle automatic, takes economic circumstances
into account. In the event of an economic recession, the stringency of the measure is eased as
follows: if GDP contracts by 0.75%, sanctions are no longer applied automatically; rather, they are
contingent upon a decision of the Council, which assesses the circumstances and determines whether
sanctions are warranted; if the recession involves a contraction in GDP of 2% or more, all financial
penalties will normally be waived.

Discussions of the Stability Pact emphasised the fact that the 3% budget deficit criterion was not an
average level to be achieved across a run of years, but an upper limit not to be exceeded. Taking into account
the cyclical nature of economic activity and the distinction between structural deficits and cyclical
deficits, the rule implies that, in practice, a balanced budget should be achieved over the economic cycle
or even, if a country has substantial debt to repay, a slight budget surplus.

The mechanism described above has now been written into Community law. The emphasis is placed,
however, on its preventative aspects rather than its punitive nature, and special attention has therefore been
given to the development of preventive measures.

c. The prevention procedure

In line with this approach, the EU has adopted a monitoring procedure intended to prevent slippage
and thus avoid in practice having to make use of the financial penalties described above. This procedure,
which was formulated within a framework of economic policy co-ordination, provides that Member
States submit stability/convergence programmes that are updated annually.

Such programmes provide the following information (see Chapter 5 for a discussion of the relationship
between these programmes and a government’s medium-term fiscal framework):

* The medium-term objectives for the government balance and the expected path of the debt ratio.
* The projections of the same aggregates for a period of three years.

* The underlying macroeconomic assumptions.

* An analysis of the sensitivity of budget data to changes in the macroeconomic assumptions.

* A description of the budgetary and other economic policy measures that are necessary to achieve
the projected government balance.

In accordance with EC regulations, the Council is required to examine this information and make
comments. The Council’s reports shall be made public. These provisions became effective for the first time
in 1999.?

d. Fiscal surveillance for the candidate countries: PEPs

The Commission has proposed that, for candidate countries, a new annual fiscal surveillance procedure
—Dbased on “pre-accession economic programmes” (PEP) — should be introduced. This procedure will
replace the existing joint assessments of economic policy priorities. It is aimed at bringing the reporting,
monitoring and control of public finances, specifically fiscal positions, into line with EU procedures, and
would lead, after EU accession, to the convergence and stability programmes followed by Member States,
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as described in Sections a to ¢ above. The Commission thus sees the new procedure as a mechanism for
helping the candidate countries prepare for eventual membership of EMU and, later, adoption of the single
currency.

The new procedure will be informal and will include a number of steps. First, candidate countries
will notify the Commission of their fiscal deficits and debt levels according to the ESA methodology.
Second, the countries will prepare PEPs. Third, the Commission and EUROSTAT will give its opinions
on the adequacy of (a) the deficit and debt notifications and (b) the PEPs in relation to the Copenhagen
criteria, including macroeconomic stability and the fiscal position. Fourth, multilateral meetings between
candidate countries, Member States and the Commission services will take place in order to exchange
views on the PEPs. Finally, the Commissioner for Financial Affairs will present an official evaluation to
the finance ministers of the countries concerned. The Commission has recommended that this fiscal
surveillance procedure should start in July 2000 and be completed by March 2002.

The Commission has proposed that PEPs prepared by the candidate countries should include the
following main components:

* A review of recent economic developments.

* A coherent and consistent macroeconomic framework, identifying the main goals and objectives of
macroeconomic policy.

* Public finance — a statement of the government’s approach to fiscal adjustment and an analysis of
the sustainability of fiscal policy; the medium-term fiscal framework; issues relating to debt
management, deficit financing and fiscal risks.

» Structural reform objectives relating to the private (enterprise) sector, the financial sector, the labour
market, administrative reform, agriculture, etc.

2. The implications for the management of public finances

Membership of the European Union, and especially participation in the oversight mechanisms and
budgetary discipline procedures connected with the single currency, will reinforce the need for the budget
administrations of the Member States to modernise the management of public finances. A number of issues,
stemming directly from the mechanisms described above, and described below, require special attention
on the part of budget officials. It should be emphasised, however, that the European Commission leaves
Member States free to manage their public finances as they see fit; this is unquestionably an area in which
“subsidiarity” prevails. (Larsson and Allen, 1998; SIGMA, 1997b).

a. Debt management

The most immediate budgetary consequence of the single currency involves a change in the way deficits
are financed, because one of the fundamental rules of the Maastricht Treaty is a prohibition on direct monetary
financing by the national central bank and, as a corollary, the requirement of independence of the national
central bank.

This apparently simple principle has many concrete consequences and raises a number of questions
in respect of the management of i) the treasury system, and ii) payment services:
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i) Treasury system

* On terms to be decided at the time a country joins the single currency, overdrafts or credit facilities
of the state treasury with the national central bank are suppressed.

* Other financing methods may need to be developed in order to cover short-term needs in particular.

» Ease of access to central bank financing has at times discouraged national treasuries from developing
effective procedures and tools for forecasting. A more sophisticated and more reliable cash flow
forecasting system needs to be developed in close co-operation with departments in charge of
expenditure and revenue. In this regard, sound accounting systems are required.

ii) Payment services

* The central bank’s independence does not prevent the treasury from continuing to use the bank’s
banking services, including its payment service which, because of the network’s geographical range,
allows the treasury to ensure its own internal liquidity through a single account.

* The central bank is also an economic entity that manages public resources and a balance sheet of
assets and liabilities. The state, alone or together with other public authorities, is the shareholder.
The bank has influence over how its assets and liabilities are managed, and over any resulting profits
or losses.

b. Comprehensive control over aggregate public finances

The degree to which a country’s public finances are centralised depends on its cultural traditions and
administrative systems. Alongside the central government budget there generally exist subnational budgets,
in many cases at a number of different levels (regions, municipalities, counties and so on). In some
Member States, social security budgets are independent. The extent of central government control or influence
over these entities, along with their capacity to take on debt, varies considerably from one country to another,
and these matters are not subject to regulation by the Community.

Even so, the requirements of the Maastricht Treaty indirectly compel central governments to tighten
their control over the budgets of these autonomous entities, since the 3% and 60% criteria apply to
aggregate budgets, not those of the central government or subnational authorities. As a result, the
governments of Member States are deemed responsible for the overall financial condition of all public
entities that come within the definition of the Maastricht criteria, regardless of the legal or institutional
relationship between these entities.

This “enforced solidarity” has several consequences:

» The central government must first acquire the capability of closely monitoring the budget situation
of other government authorities and public entities. An appropriate statistical or accounting system
must be developed, comprising nomenclature that has been harmonised across the various types
of budget. Consolidation techniques must be able to eliminate double counting (mutual claims
and debts).

* The deficits and debt levels of autonomous bodies must be overseen by the central government. In
practice, several types of solution are possible and may be combined:
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— Controls that are designed to avoid imbalances between revenues and expenditures: such an
approach can lead to a revision of how costs and revenue are apportioned between the various
authorities.

— Restriction of options for borrowing, which may be either prohibited, limited to certain amounts
or reserved for certain purposes.

— A guarantee of financial support from the central government: while technically possible, such
a solution in fact amounts to transferring the imbalance of autonomous budgets to that of the
central government. It is therefore somewhat risky unless used in conjunction with other types
of control (see above).

* In the event that the overall state of public finances were to deviate from the Maastricht criteria, thought
should be given to how any remedial measures decided at the Community level should be apportioned.
One possible approach, which has in fact been adopted in Germany, would be to formulate rules on
how fines, as provided for in the Stability Pact, should be shared between government authorities
at the central and subnational level.

In sum, the rules for budgetary discipline between central governments and decentralised authorities should
be just as strict as the ones that the Maastricht Treaty imposes between the EU and each Member State.

c. Paying more attention to the results of budget policies

In most western democracies, the main interest of politicians and the general public in budget issues is
concentrated on the budget preparation and approval process, which is essentially a forward looking exercise.
The actual budgetary outturn of a financial year, which may not be known until some time has elapsed, generally
attracts little attention. Under these circumstances, the work of budget administrations tends to be focused
on budget preparation, leaving accounting experts and treasury officials to monitor implementation.

In contrast, the rules of budgetary discipline that are enshrined by EMU will prompt budget
administrations to concentrate a substantial portion of their efforts on budget implementation, since the
Maastricht criteria concern actual budget balances and debt ratios and not merely forecasts.

This shift in approach has some major practical consequences:

» Sustained attention must be paid to the quality of accounting reports. Information on budget
implementation, in respect of revenue as well as expenditure, must be reliable for both the central
budget and other public budgets. In addition, such data must be available soon after the accounts
are closed for the year, so that a country can comply with the Community’s oversight procedure.

» Concern for the budget outturn should not be limited to events after the financial year is over. The
objective of keeping to budget must be a dominant preoccupation throughout the year. Interim
reporting, while less comprehensive than at year-end, must be able to provide sufficient information
and, in particular, enable the authorities to be alerted in time to any risks of deterioration in the revenue
or expenditure side of the budget.

* Accordingly, instruments for regulating expenditure, and even revenue, during the course of the year
should be set in place in order to keep the forecast deficit under close control and to cope with
unexpected developments arising from shifts in the economic outlook or new policy decisions.
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d. Multi-year budget projections

The need to go beyond a strictly annual framework became clear very soon after the Maastricht
Treaty was implemented, and in particular when the Stability Pact was being drawn up. Greater attention
to the cyclical nature of economic activity, the policy-makers’ concern with judging countries’ budgetary
performance on the basis of trends rather than the most recent developments, and the need, increasingly
acknowledged by public administrators, to ensure a certain continuity in public policies — all of these
factors argue for a multi-year approach to budgeting. As explained above, such an approach was
incorporated in the supervisory procedures that form the core of the Stability Pact.

It is still too soon — the first application of this supervisory procedure was in respect of 1999 — to
draw conclusions about whether or not these requirements have been complied with in practice. A number
of Member States already engage in various forms of multi-year planning — some more detailed, more
binding and more extensive than others. For other countries, more faithful to the principle of annual budgeting,
these rules will prompt certain changes:

« Development of medium-term economic forecasting tools. The unsophisticated methods that are still
in common use will have to be improved; in particular, it is necessary to have a better grasp of the
sensitivity of predictions to changes in variables, because the external credibility of governments
in the area of economic policy co-ordination depends on it.

« Control over tax revenue-producing mechanisms (including familiarity with the requirements of tax
yields to changes in incomes, spending and other measures of economic activity).

» More sophisticated forecasts of public expenditure. Because the rules of the Stability Pact do not
require a very high level of detail, multi-year projections need only cover the broad categories of
expenditure, distinguishing between mandatory and discretionary spending, between operations,
investment and social transfers, and so on.

« Apart from these technical aspects, multi-year budgeting gives rise to problems of a more administrative,
and even political, nature: for example, the sharing of responsibilities and information between the
ministry of finance and spending ministries; the legal and political repercussions of the projections;
consistency with preparation of the annual budget, and so on.

e. An emphasis on saving money

An emphasis on financial sustainability dominates the Maastricht mechanism, while at the same time,
as noted above, the convergence of corporate (and other) tax rates brought about by competition within the
single market limits the ability of Member States to raise additional revenues. As a result, the need to
generate budget savings is an important objective of budgeting. Because of this, procedures that had been
formulated for an environment of ever-expanding budgetary resources, a characteristic of the first thirty years
of the Community, must be reviewed in response to the need for budgetary discipline. This suggests that:

* Familiarity with the natural dynamics of spending growth, combined with reliable forecasts of tax
revenue, would make it easier to assess the room for manoeuvre — positive or negative — from the
outset of the budgeting cycle.

« Bottom-up budgeting, a characteristic feature of periods of growth, will have to be supplemented
by top-down procedures: negotiations between budget agencies and spending agencies must be
limited by target trends or ceilings.



110

Managing Public Expenditure - A Reference Book for Transition Countries

* The interface between annual budgeting and any regular public policy review procedures should be
organised with great care. The budget process is often used to achieve savings, and this is a powerful
and compelling mechanism. However, it also has its drawbacks: it is fast but formal, but at times
can preclude the consideration of savings mechnaisms that would be better informed and more
realistic. On the other hand, periodic review procedures, carried out outside the framework of the
annual budget, allow more thorough, and at times more consensual, consideration of the reforms to
be undertaken, but they do not always provide effective leverage.

f. Improving the efficiency and effectiveness of public spending

The budget discipline procedures that are needed to ensure satisfactory application of the Maastricht
criteria, with the quest for savings that this entails, present a danger — that of focusing so exclusively on
financial performance as to neglect the appropriateness of how resources are allocated and the quest for
quality in management. The limitations on public resources must therefore prompt efforts to improve the
way those resources, including funds obtained from the EU budget, are allocated and managed, and more
effective systems for collecting and managing budgetary information.

Techniques for dealing with these issues, and the issues discussed in earlier sections of this chapter,
are described in later chapters of the book.



The European Budget and the Impact of EU Acccession 111

NOTES

1. This is an agreement between the three budgetary “institutions” of the Community: the Parliament, Council and Commission.

2. See, Commission of the European Communities (1999).

3. In order to help candidate countries prepare this information, the Directorate-General for Economic and Fiscal Affairs and
EUROSTAT have prepared a number of useful technical documents. See, in particular, the “Framework for the Reporting of
Government Deficits and Debt Levels” prepared by DG Economic and Financial Affairs in March 2000; and the “ESA95 Manual
on Government Deficit and Debt”, First Edition, published by EUROSTAT in January 2000. This latter document is a

presentation of EUROSTAT’s “case law” approach to resolving difficult technical issues relating to the interpretation of
ESA95.
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A. KEY POINTS
1. Budgetary and PEM Objectives

The national budget is the single most important policy instrument for giving effect to a country’s
economic and social priorities within the scarce resources that are available to government for public
expenditure. The three core objectives of public expenditure management systems are fiscal discipline,
efficient resource allocation and operational efficiency. Transparency is another key objective. Successful
reform of public expenditure management systems, just like reform in other areas of public administration,
requires effective communications, co-operation and co-ordination of activities. Building a commitment
to reform, and a capacity for implementing necessary changes, within the ministry of finance, and within
the budget and finance departments of ministries and government agencies directly affected by the reform
process, is of key importance.

2. Scope of the budget
a. The budget and authorisations by the parliament

The *“general government” consists of the central government and subnational governments (state
governments and local governments). The public sector includes the general government and all entities
that it controls (e.g. state-owned enterprises). Each government and public sector entity should have its
own budget. But, in order to ensure accountability and effective control, the financial reports should
consolidate the financial operations of the general government and (so far as possible) the financial
activities of all public entities controlled by the government.

The authorisations to spend money for a specific purpose are generally granted by parliament through
“appropriations”. Most countries have a “cash-based” budget system, where the appropriations define a
limit for cash payments. A cash-based budget system fits the needs of expenditure and macroeconomic
control, and budget administration.

Most appropriations are authorised on an annual basis. Some countries authorise a number of
entitlement programmes under special legislation (called “standing” appropriations). Nevertheless,
defining annual spending limits for entitlements and personnel expenditures has decisive advantages, since
it obliges the government to define structural measures to comply with the annual appropriations. In transition
countries, all expenditures should be appropriated when enacting the annual budget, and in general
appropriations should define annual cash limits. Besides the annual appropriations, the budget can also
include authorisations for forward commitments that are helpful in monitoring and controlling capital
investment projects and other multi-year expenditures.
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b. Comprehensiveness of the budget

For purposes of expenditure control and efficient allocation of resources, the coverage of the budget
should be comprehensive. The budget should include all revenues and all expenditures of the government,
whatever the arrangements for managing particular programmes and the legal provisions for authorising
expenditures. Specifically, on the expenditure side the budget should include the following:

* All spending authorisations.

« Estimates of expenditures financed by loans and grants.

« Transactions of special extra-budgetary funds (EBF) or extra-budgetary accounts.

« Fiscal transfers to subnational governments for general and special purposes.

* All investments, transfers and other transactions between the budget and state-owned enterprises.
« Transactions in financial and non-financial assets and liabilities.

Operational efficiency requires taking into account the specificity of some expenditure programmes
when designing budget management rules. Thus, when (but only when) there is a strong link between the
revenues and benefits related to a particular programme or activity (anti-pollution controls or road
building, for example), earmarking arrangements and user charges may be considered as a means of
improving performance in delivering the programme concerned. Nevertheless, special arrangements for
managing some programmes should not impede expenditure control and efficiency in resource allocation.
The following minimum rules should be enforced, whatever the method of managing an expenditure
programme:

* Funds, special accounts, expenditures financed by external sources, etc. should be submitted to the
same scrutiny as other expenditures.

* Funds, special accounts, autonomous agencies, etc. should adopt the same expenditure classification
system as other programmes.

* Transactions should be systematically recorded and presented in the budget in gross terms (even
when parliamentary authorisations are netted out).

The same principles should be applied to the budgets of subnational governments.
c. Beyond cash spending

All policy commitments and decisions that have an immediate or future fiscal impact, or generate
fiscal risks, should be disclosed and scrutinised together with information on direct spending. The
budgetary documents should include, wherever feasible, supplementary information on contingent
liabilities, government loans and guarantees, fiscal risks and quasi-fiscal expenditures, and tax
expenditures.

To control indebtedness, the annual budget should include provisions that, for the fiscal year concerned:
(i) authorise the ceiling on borrowing and government debt; (ii) authorise guarantees on government debt.
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3. Responsibilities and powers over fiscal management

Effective budget management requires a clear distribution of responsibilities and duties within the
central government, and between the different levels of the government. It also requires a carefully
balanced division of powers between the legislative and the executive branches of the government. For
this purpose, the legal framework must be properly designed.

To be effective as the guardian of the collective fiscal integrity of government, the ministry of finance
must be sufficiently empowered, and have adequate legal and technical instruments and sufficient skilled
staff to carry out its functions. The council of ministers constitutes the key decision-making body at the
centre of government. The discipline of the budgeting system relies in a large part on a close co-ordination
and alliance between the ministry of finance and the prime minister. Line ministries are accountable for
defining and implementing government policies in their sector, within the policy framework and the budget
constraints defined by the government.

The legislature should have adequate means to assess government policies, scrutinise the budget and
control the effectiveness of its implementation. The government must present to parliament an essential
minimum of budget documentation, which should specify its fiscal policy objectives, the macroeconomic
framework, the proposed budget measures and major identifiable fiscal risks. Special parliamentary
committees should be set up to review the budget and fiscal policy and to study the final account and
external audit reports.

However, to ensure fiscal discipline and limit pressure to increase expenditures during parliament’s
debates, the powers of the legislature in amending the budget bill should be regulated (e.g. by requiring
a spending increase to be offset by equivalent reductions in other expenditures).

Whatever the degree of devolution in the country, the framework that governs the fiscal relationships
between central and local governments on issues such as arrangements for budgeting, powers over taxes
and tax-sharing, and expenditure assignment should be transparent. To ensure fiscal discipline, control
mechanisms to regulate local government borrowing must be established.

4. The legal framework and the OBL

The legal framework for public budgeting consists of several levels, namely: the constitution, the
organic budget law, other statute laws (such as, depending on the country, laws on accounting, treasury,
public debt management local government finance, etc.), and financial regulations and instructions.
An organic budget law (OBL) provides the legal base for all key roles and relationships between the
different actors in fiscal management, and lays down the major principles of budget management and
auditing.

The legal framework should include, among other matters, the following principles and rules:

* Principles of integrality and universality of the budget. The principle of integrality requires that revenues
and expenditures be presented in a single document, while the principle of universality requires that
all revenues and expenditures be presented in that document.

* An analytical definition of the budget deficit and surplus, which, notably, excludes borrowings and
the use of bank balances from the receipts side of the budget, and excludes repayments of principal
from the expenditure side.
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* Principles governing the distribution of power between the executive and the legislative branches
of the government, including defined limits on the powers of the parliament to amend the budget
bill and specific requirements for the presentation of budget documents.

* Rules for presenting the budget bill to the legislature and enacting the annual budget law (or the
appropriation act). Procedures for the presentation and approval of supplementary spending authorities
during the year, if needed.

* Rules for interim funding to continue normal government business when parliament has not approved
the budget in time for the start of the fiscal year (such as monthly release of 1/12 of prior year
appropriations).

* The timetable for reporting financial information to the parliament during the year and presenting
the final account.

» Empowerment of the ministry of finance in financial management, including: (i) responsibility for
supervising the preparation of the budget; (ii) responsibility for ensuring that expenditures are
controlled within the deficit limit; (iii) authority on all government’s bank accounts; and (iv) authority
on government borrowing and loan guarantees.

* Rules that limit the creation of extra-budgetary funds to special cases, authorised by separate statute.

* Rules to authorise the government accounts into which all public money must be paid and from which
expenditures are made only by authorisation of parliament.

* Rules for auditing government accounts.
* A legal basis for management control and internal audit.

* Rules for sanctions in the event of infractions of budget legislation and imposing a duty on public
officials to report suspected criminal behaviour.

* Rules for the control of borrowings by subnational governments stipulating either that subnational
governments are allowed to borrow only from the central government or that their borrowing is subject
to prior approval by the ministry of finance.

The legislative framework must also provide a legal basis for the management and control of financial
flows to and from the EU budget and for the functioning of the National Fund which is set up to manage
EU pre-accession funds.

5. Preparing for EU Membership

The goal of accession to the European Union, and especially participation in the oversight mechanisms
and budgetary discipline procedures associated with the single currency, reinforces the need for the
countries concerned to strengthen the management of their public finances.

The Commission has proposed that, for candidate countries, a new informal fiscal surveillance
procedure, based on the preparation by the countries concerned of “pre-accession economic programmes”
(PEP), should be carried out in the period 2000 to 2002. PEPs would then be updated annually. The
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PEP procedure, which replaces the existing system of Joint Assessments, is seen as a mechanism for
helping candidate countries prepare for eventual membership of EMU and, later, adoption of the single
currency.

In preparing for accession, in the field of public finance, candidate countries will need to give special
attention to the following areas:

» Because of the prohibition under Maastricht of direct monetary financing by the central bank, the
counterpart of central bank independence, the government needs to take direct responsibility for the
debt management and treasury (cash management) functions. These functions should normally be
located in the ministry of finance.

* Under the broad definition of public finances used in the Stability Pact, Member States need to
exercise tight control over the expenditure and borrowing activities not only of the central
government but also of social security funds, other extra-budgetary funds and off-budget
expenditures, and the financing of subnational entities. In many countries, this requires the scope
and coverage of the national and subnational budgets to be redefined in order to ensure their
comprehensiveness.

» Member States are required to submit annually convergence/stability programmes to the Council
(an extension of the proposed PEPs for candidate countries). The information required is based
on the ESA95 standard for national accounts and public finance statistics laid down in EC
regulations. Countries are also required to set their economic and fiscal projections in a medium-
term framework.

« Similarly, access to pre-accession funds requires candidate countries to create a multi-annual
framework for preparing bids, and to strengthen their information systems and procedures for
monitoring, controlling and reporting expenditures, in accordance with the relevant EC regulations.
Countries also need to develop techniques for measuring the efficiency and effectiveness of spending
programmes and projects financed from EU sources.

B. DIRECTIONS FOR REFORM

Priority actions should consist of laying the foundations required for a sound system of budgeting
and policy formulation, recognising specific EU requirements, including:

* A comprehensive coverage of the budget.

* Assessment, disclosure and review procedures. These should cover not only decisions relating to
budgetary expenditures but all policy decisions that have an immediate or future fiscal impact,
such as contingent liabilities, lending, tax expenditures, and quasi-fiscal expenditures.

* Presentation of the budget to the legislature in a timely manner, to allow its proper scrutiny, and the
completion of budgetary debates, before the beginning of the fiscal year. Aggregate revenue,
expenditure, and fiscal targets should be reviewed together.

* An adequate legal framework, and particularly an organic budget law that frames budget processes
and procedures, and distributes clear responsibilities for fiscal management, as discussed above.
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These actions should be carried out jointly with the priority actions aimed at improving budget
preparation, execution and accounting procedures (see Parts 11, 111 and V). They are a prerequisite for
further improvements in the budget system.

In addition to fundamental actions relating to the preparation of the annual budget, methods that facilitate
better assessment of the government’s medium-term and contingent liabilities, its loans and guaratees,
and quasi-fiscal transactions and fiscal risks, should be developed. These include improvements in
accounting standards, control of multi-year commitments, and procedures for forecasting the impact of
government policies over the medium-term.

Once the distribution of responsibilities in budgeting is clearly defined, and the role of the ministry
of finance firmly established, further improvements can be aimed at increasing responsibilities of line
ministries in budget management and developing the capacity of the legislature for scrutinising the
budget. Flexible management arrangements can be considered for some expenditure programmes in
certain areas (e.g. delegated management for some agencies that deliver services to the public). These
arrangements, however, should not make the budget any less comprehensive or impede legislative
accountability and control over expenditures in the aggregate.

Issues related to the distribution of responsibilities for expenditure management among the different
levels of government should be addressed in a transparent manner as soon as the basic principles for
intergovernmental fiscal relations are established.



PART 11
ALLOCATION OF RESOURCES






CHAPTER 4

BUDGET CLASSIFICATION, PRESENTATION
AND PROGRAMMING

This chapter deals with the basic requirements for expenditure classification and the presentation of
the expenditures in the budget, which are an essential element in budget and policy formulation. Beyond
these basic requirements, the chapter reviews various “programmatic” approaches in budgeting. It also
examines whether the so-called “New Public Management”reforms recently undertaken in some OECD
countries, challenging the common organisational model of the government, fit the context of transition
countries.

A. Expenditure Classification
1. The importance of a classification system

Classifying expenditures is important for policy formulation and measuring the allocation of resources
among sectors; for ensuring compliance with the legislative authorisations; for policy review and
performance analysis; and for day-to-day administration of the budget. An expenditure classification system
provides a normative framework for both policy decision-making and accountability.

Approaches in budgeting often determine the organisation of the expenditure classification system.
Thus, compliance budgeting focuses on the uses of resources and, therefore, on the classification of
inputs and administrative units. Policy formulation and concerns about the efficient allocation of
resources are the basis of a classification of expenditure by function and programme. A classification
of expenditure programmes by activity or output is appropriate if the focus is on operational performance.
Aggregate fiscal control requires an economic classification based on clear concepts (e.g. separating
borrowing from receipts), as in the standard Government Finance Statistics (GFS) classification
established by the IMF.*

Expenditures may need to be classified in different ways for different purposes, such as: the preparation
of reports that match the needs of report users (policy decision makers, the general public, budget
managers); the administration of the budget and budgetary accounting; and the presentation of the budget
to the parliament. Expenditures should also be reported according to the international standard classification,
defined in the GFS. However, it should be noted that the GFS provides guidelines on classification for
reporting purpose only. It is not intended as a budget or accounting classification. Moreover, the GFS
focuses only on economic and functional reporting, while budget classification needs to be an instrument
of policy formulation, administration of the budget and accounting.

According to the different needs for policy formulation, reporting and budget management, public
expenditures are generally classified according to the following categories:



122 Managing Public Expenditure - A Reference Book for Transition Countries

* Function, for historical analysis and policy analysis.
* Organisation, for accountability and administering the budget.
* Fund, for administering the budget.
» Economic categories, for statistical reporting and aggregate fiscal control.
* Line-item (or object), for compliance controls, and internal management.
 Programme, for policy formulation and performance accountability.

2. The UN Classification of the Functions of Government (COFOG)

A “functional” classification organises government activities according to their purposes (e.g. education,
social security, housing, etc.). It is independent of the government organisational structure. A functional
classification is important to analyse the allocation of resources among sectors. A stable functional
classification is required to produce historical surveys and analyses of government spending and to
compare data from different fiscal years.

The “Classification of the Functions of Government”(COFOG) established by the United Nations is
presented in the GFS manual. The main objective of COFOG is to give a standard classification for
international comparisons. The COFOG is also used to prepare the national accounts according to the
System of National Accounts (SNA) methodology established in 1993, which identifies government
expenditures that benefit individual households. To calculate actual final consumption of households, these
expenditures are deducted from the final consumption expenditure of the government and included in the
actual final consumption of households.

COFOG can be applied to government expenditures, as well as to the consumption of fixed capital®
and financial transactions for policy purposes, (e.g. loans granted to public enterprises). The COFOG
methodology was revised in 1999, in order to take into account issues such as environmental accounting
and SNA93 methodology, as well as ESA95. COFOG has three levels of detail: Division (1 to 10), Group
and Class. Box 4.1 contains a presentation of these divisions and groups, based on United Nations (2000),
Classifications of Expenditure According to Purpose.

In countries that have not already developed their own functional classification, adopting COFOG
instead of a customised classification presents some advantages. Such an approach is already established
and well documented in the GFS manual. It facilitates international comparisons. Many countries may
decide, however, to reorganise the COFOG system to accommodate their actual programme structures
and deal with specific policy issues. This is recognised in the GFS.* In any case, a mapping table between
COFOG and the functional (and programme) classification used in a particular country, or between that
country’s organisational classification and COFOG, should be established in order to make reports that
may be required using the COFOG system.

Public reports showing expenditures according to functional categories should be prepared.
They do not need to be excessively detailed, but should show at least government expenditures, on
the basis of the ten divisions recommended by COFOG and the groups that are most important in
relation to government policy objectives (e.g. distinguishing the different divisions of the group
“education”).
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01.
01.1

01.2
01.3
01.4
01.5
01.6
01.7
01.8

02.

02.1
02.2
02.3
02.4
02.5

03.

03.1
03.2
03.3
03.4
03.5
03.6

04.
04.1

04.2
04.3
04.4
04.5
04.6
04.7
04.8
04.9

05.

05.1
05.2
05.3
05.4
05.5
05.6

Box 4.1.

GENERAL PUBLIC SERVICES
Executive and legislative organs, financial
and fiscal affairs, external affairs
Foreign economic aid

General services

Basic research

R&D general public services

Other general public services

Public debt transactions

Transfers of a general character between
different levels of government

DEFENCE
Military defence
Civil defence
Foreign military aid
R&D defence
Other

PUBLIC ORDER AND SAFETY
Police services

Fire-protection services

Law courts

Prisons

R&D public order and safety
Other

ECONOMIC AFFAIRS

General economic, commercial and labour
affairs

Agriculture, forestry, fishing and hunting
Fuel and energy

Mining, manufacturing and construction
Transport

Communication

Other industries

R&D economic affairs

Other

ENVIRONMENTAL PROTECTION
Waste management

Waste water management

Pollution abatement

Protection of biodiversity and landscape
R&D environmental protection

Other

Source: United Nations (2000).

06.

06.1
06.2
06.3
06.4
06.5
06.6

07.
07.1

07.2
07.3
07.4
07.5
07.6

08.

08.1
08.2
08.3
08.4
08.5
08.6

09.

09.1
09.2
09.3
09.4
09.5
09.6
09.7
09.8

10.

10.1
10.2
10.3
10.4
10.5
10.6
10.7
10.8
10.9

COFOG: BREAKDOWN BY DIVISION AND GROUP

HOUSING AND COMMUNITY
AMENITIES

Housing development

Community development

Water supply

Street lighting

R&D housing and community amenities
Other

HEALTH

Medical products, appliances and
equipment

Out-patient services

Hospital services

Public health services

R&D health

Other

RECREATION, CULTURE AND
RELIGION

Recreational and sporting services
Cultural services

Broadcasting and publishing services
Religious and other community services
R&D recreation, culture and religion
Other

EDUCATION

Pre-primary and primary education
Secondary education

Post-secondary non-tertiary education
Tertiary education

Education not definable by level
Subsidiary services to education
R&D education

Other

SOCIAL PROTECTION
Sickness and disability
Old age

Survivors

Family and children
Unemployment

Housing

Social exclusion

R&D social protection
Other
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3. The GFS economic classification

An economic classification of expenditures is required for analysing the budget and defining the macro-
fiscal policy position. For example, the share of wages in government expenditures and the value of transfers
to public enterprises are important measures of the impact of fiscal policy. For the purposes of fiscal and
economic analysis, it is important to distinguish a) interest payments, which are expense transactions, from
the repayment of loans, which are financing transactions, and b) current expenditures® from capital
expenditures. The minimum requirement for the economic classification is to be consistent with the GFS
economic classification of government expenditures.

The 1986 version of the GFS is on a cash basis, while the national accounts standards (SNA93 and
ESA95) are on an accrual basis. GFS 2000 is on an accrual basis with a view to creating a greater
statistical comparability between fiscal reports and national accounts. However, with the exception of the
consumption of fixed capital, the line-items in the economic classification of government operations, as
presented in GFS 2000, apply to the cash and the accrual bases equally (see Table 4.1 below).

In a number of cases, the standard GFS tables include net items. Net items can be sufficient for the
purpose of macroeconomic analysis, but not for budget formulation and management. In the government
accounts, gross flows must be registered. Thus, from the policy formulation point of view, the acquisition
of financial assets for new policy purposes (e.g. lending to public enterprise) should be separated from
the repayments of loans, which are the result of previous policy decisions.

The cross-classification of expenditure and/or expenses by economic character and function is a very
useful tool for analysing the budget. Data from such an analysis reveal the means by which the government

Table4.1. FUNCTIONAL AND ECONOMIC CLASSIFICATION OF EXPENSES/EXPENDITURES

Economic
classification

Functional
classification

Compensation of employees
Use of goods and services
Other property expenses
Capital transfers and other
expenses

Acquisition of fixed

Net acquisition of financial
assets for policy purposes

Consumption of fixed
capital

capital (1)
Interest
Subsidies
Grants

Social benefits

General public services

Defence

Public order and safety

Economic affairs

Environmental protection

Housing and community amenities
Health

Recreation, culture and religion
Education

Social Protection

(1) Under accrual accounting only
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performs the functions it undertakes. Table 4.1 shows an example of the cross-classification of expenditures
and/or expenses.

4. Line-item (or object) classification

For the purpose of budget management, traditional budgets include a line-item (or object) classification.
This classification groups purchases according to categories used for budgetary control and monitoring,
such as different categories of personnel expenditures, travel expenses, costs of printing, renting property,
etc. For goods and services, the line-item classification is an input classification.

The line-item classification is broadly equivalent to an economic classification, but in a number of
countries, should be revised or reorganised to be compatible with the GFS economic classification.
Often, for goods and services, this can be done by re-organising the line-item classification to make the
objects a subcategory of the GFS economic categories. For transfers and other items, it may be necessary
to provide a breakdown of objects into homogenous categories that fit the GFS classification. Capital
expenditures should be defined strictly according to the SNA93 and ESA95 standards.

The line-item classification is (or was) often associated with an approach to budget formulation that
focused mainly on inputs and rigid appropriation management rules. However, in any efficient internal
management system, close monitoring of inputs is required. The ministry of finance does not need to review
the allocation of resources between expenditures for, say, paper and other supplies, but the managers of
the spending units need to do so. Accurate monitoring of expenditure items for which there are risks of
arrears generation (such as the consumption of gas, electricity and services of other public utilities) is
desirable and this requires an input classification that is properly designed. In some cases, rules for either
capping or protecting some line-items may be needed. However, this does not necessarily require a very
detailed input classification.

5. Administrative classification

An administrative classification of expenditure (by governmental organisation) is needed to identify
responsibilities for the main blocks of public expenditure and for day-to-day administration of the budget.
Expenditures should be divided into separate sections for each ministry, department or agency. The
administrative classification should be organised according to the different levels of responsibility and
accountability in budget management (e.g. the administrative units in line ministries that deal with the
ministry of finance in preparing the budget, and the unit(s) that submit financial reports to the
parliament). It needs also to be tailored to the organisational arrangements for budget administration
(e.g. the hierarchical levels within a line ministry that deal directly with the treasury for payment
processing).

In some countries, statistical information on expenditures is presented by organisation, but not always
at the same level of aggregation or in a consistent manner. For example, personnel expenditures may be
presented at the level of the ministry, while other current expenditures are presented by lower level
government entities (e.g. departments or subordinated agencies). This could be suitable for administration
and control, but makes it difficult to carry out assessments of the operating costs of different ministries
and agencies.

A project is a single, non-divisible activity with a fixed time schedule and a dedicated budget. Some
projects are managed through special organisational arrangements, and have for example their own
accounts. In such cases, the project can be seen as a subdivision of the spending unit responsible for its
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management, and, therefore, is the lowest level of the administrative classification. Projects can be also
regarded as a level within a programme and activity classification.

6. Programme classification

A programme is a set of activities that meets the same set of specific objectives (e.g. the development
of crop production). In contrast to COFOG, a classification by programme takes into account the
government’s policy objectives and how these policies will be implemented.

A programme consists generally of several activities and/or projects. Within a budget system, the notion
of programme can be used either for some special activities, or as an element of the expenditure
classification system. When the programme is a category of the budget classification system and all
expenditures are classified into programmes, they may or may not have a definite time schedule.

A programme has a clearly defined budget, and can be distinguished from a policy, which is a set of
activities that may differ in type and may have different direct beneficiaries. Policies are directed towards
common general objectives and goals. A policy is generally not restricted in terms of budget and time
schedule. It consists often of a mix of actual or intended expenditure programmes, tax measures, and
regulations. In terms of expenditure classification, an activity is a subdivision of a programme into
homogenous categories (e.g. the vaccination activity within a disease prevention programme, which
encompasses several activities).

The hierarchy of “broad function” or “strategic area”, “programme”, and “activity”, is comparable
to that of the government structure (“ministry”, “directorates”, and “divisions”). In theory, there is no
systematic relationship between a functional and programme structure and the organisational structure
of government, but it is important for both accountability and management purposes to establish the
programme structure according to organisational responsibilities. Figure 4.1 below shows the relationship
between programme/activity categories and other classifications. In this figure, the activities carried out
by a given organisation ensure the necessary link between the programme structure and the organisational
structure.

Classifying expenditures by programme can serve two purposes: (i) identifying and clarifying
objectives and policies; and (ii) monitoring operational performance through performance indicators, which
may relate to the inputs, outputs or outcomes of a particular programme. A classification by programme
can contribute to improved transparency and accountability. However, programme classification is not
an end in itself and should not be allowed to divert attention from more important matters, e.g. proper
analysis of the underlying policy issues.

7. Other classifications

Other classifications may be needed: for example, for the management of EU pre-accession funds.
Expenditures should be classified by the source of financing and counterpart funds used for recording
external loans and grants. EBFs or treasury special accounts also need to be identified. Other special
classifications may be needed for managing the budget. For example, parliaments often make requests
to the government for information on expenditures by region. An information system for budget management
should be sufficiently flexible to integrate classification requirements that were not expected when it was
designed.
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8. Implementation issues
a. Expenditure classification and budget management

From the budget management point of view, the most important issues related to expenditure
classification are the following:

* For tracking uses of appropriations (““budgetary accounting’), making bookkeeping entries,
coding transactions, etc., it is necessary to define an expenditure classification that includes, at
a minimum, the relevant administrative categories (i.e. spending units) and possibly an additional
subdivision of spending unit by activity, funding and financing sources, and the economic-object
classification.

* For presenting the budget to the legislature, it is necessary to define the “appropriation”, i.e. what
is binding for the executive (the budget of a ministry, a programme within a ministry, individual objects,
etc.).

* For managing the budget, it is necessary to determine at which level rules for transfers between budget
items, controls, etc. are established (i.e. at the level of line-items, economic categories, programmes,
etc.). Sometimes, a “rationalisation” of the object code has lead to increased ex ante controls,
because additional line-items have been introduced. A change in budget classification should include
a review of appropriation management rules and of the impact of any proposed changes on the
administration of the budget.

b. Administrative and institutional issues

Classifying expenditure requires first an identification of the technical and institutional constraints
on reforming the system. Attention must be paid to the organisation of the books and the information
systems. For example, when interest payments are mixed with amortisation (repayment of capital), there
iS an obvious need to separate them, but even more important is the scrutiny of how the debt management
office keeps its books. In addition, badly designed or documented information systems can be an
obstacle to reforming expenditure classification systems. Therefore, a review of current applications and
software is generally required before undertaking such a reform. Software and application developments
should not only be compatible with the existing classification but also allow for further developments
of the system.

Reforming expenditure classification systems cannot resolve deficiencies in reporting caused by
unsatisfactory institutional arrangements. For example, a powerful extra-budgetary fund may resist the
introduction of a more “transparent” classification system. In such cases, the institutional issues must be
addressed properly; it should not be expected that a budget classification reform can substitute for
administrative reform.

c. Reporting and coding

When reforming an expenditure classification system, changes in the organisation of the accounting
systems should focus on what is required to identify transactions properly. Often, a reform of the budget
classification system attempts to include in the hierarchical nomenclature or the codes used in day-to-
day administration, the codes of all categories needed for reporting (functions, programmes, etc.).
Consequently, the coding system used to register the transactions becomes cumbersome and difficult to
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manage, particularly if budget execution is not fully computerised. This has contributed to halting or delaying
the reform of the expenditure classification system in several countries.

Such cumbersome structures can be avoided. For example, countries that have a detailed administrative
classification do not need to change the format of the accounts and coding systems in order to report under
COFOG. The SNA93 and the GFS manuals make a similar suggestion.® For example, if a report on
payments uses a classification by “division/project” and if “divisions/projects” are categorised according
to the COFOG system, it is possible to present the payments consistently with COFOG by simply linking
the report on payments and the table which classifies organisations according to COFOG categories. This
can be done easily with a personal computer and a spreadsheet. In a few special cases, where several functions
are assigned to a spending unit, it is necessary to classify the activities of the relevant organisations
according to COFOG, but this does not require a major change in the classification structure. A small
addition to the administrative code is sufficient to identify the relevant activity. A similar approach can
be adopted in the case of a programme classification.

Figure4.1. ILLUSTRATIVE RELATIONSHIPS BETWEEN EXPENDITURE
CLASSIFICATIONS

ADMINISTRATIVE PROGRAMME COFOG
. L Broad Proara Multisector
Line Ministry gramme Pro COFOG
= X : gramme i
Ministry of Agriculture Strategic Areas Remote Regions Division
and Forestry Agriculture Development Prog. Economic Affairs
Subordinate p COFOG
Agency/Directorate r%gramtme Group
General Directorate to gg?r%rérs Agriculture, Forestry,
for Agriculture Fishing and Hunting
Division COFOG
Land Reclamation | Class
Division Agriculture
v
Activity
Irrigation
OBJECT ECONOMIC
Line-it CLASSIFICATION
(Line-item) GFS, SNA 93, ESA 95
OTHER
CLASSIFICATIONS
Financing source,
Fund,...
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Figure 4.1 shows the different expenditure classification subsystems and the relationships between
them. Combining the division (or in a few cases, the activity), the line-item and the financing source (or
the fund) generally gives a “common denominator” to the expenditure classification subsystem. The
coding system used in day-to-day administration of the budget must identify this common denominator,
but does not need to describe all the other attributes of the expenditure item.

Generally within a single category of the classification system (e.g. the administrative category), a
decimal or hierarchical coding is needed (e.g. to show the hierarchy of line ministry, general directorate,
division). In a number of countries, this hierarchical approach is also adopted in the budget nomenclature
used for day-to-day management. The nomenclature is, for example, organised as follows: line ministry
->directorate->spending unit->line-item/object->budget code (including the administrative and line-
item/object codes).

Establishing such a hierarchy is important for defining the presentation of the outlays in the budget,
or the appropriation management rules. A hierarchical, or decimal, coding is also useful within a financial
management environment that is largely based on manual (as opposed to computerised) procedures, but
it should be kept as simple as possible. Within a computerised environment and when the budget
transactions are recorded in a “relational database”, a hierarchical coding system is less useful. A relational
budget database consists of tables linked by certain rules and definitions. Each table should correspond
to only one category of the budget classification system, and the codes are defined table by table, and
category by category (organisation, function, line-item/object, etc.). For reporting or implementing
automated controls, various combinations of these elementary categories and codes are possible.

B. Presentation of Expenditures in the Budget
1. Major requirements

The budget submitted to the legislature should include all elements needed to assess budgetary and
fiscal policy. It should also present the appropriations according to the needs of parliament to carry out
its scrutiny activities. Information on revenues, expenditures, government borrowing and other fiscal data
should be presented together.

The desirable number of appropriations depends on various elements, such as the rules governing transfers
among these appropriations, the organisational structure of the government, and the distribution of powers
in budgeting between the legislature and the executive. A large number of appropriations tends to rigidify
budget execution, but the appropriations must be sufficiently detailed to show the major policy commitments
of the government, and allow parliament to debate them.

In some non-European countries, the number of appropriations is limited to about 20 or even less. A
detailed annual expenditure plan by organisation, programme, and economic category, is prepared but is
essentially an internal management document for the use of the executive. In such cases, the powers of
parliament in budgeting tend to be very limited and, if so, do not satisfy the essential criteria of good
governance.

The budget appropriations may or not include subitems for information only. Some countries
present thousands of such line-items in the budget, others a much more restricted number. Thousands
of line-items can make analysis of the budget difficult and requires summaries to make the material
readable.



130

Managing Public Expenditure - A Reference Book for Transition Countries

It is very important to clearly identify in the budget which organisation within the government is
responsible for managing each major item or programme of expenditure. Outlays should therefore be
presented by line ministry and their major subdivisions, as shown in Box 4.2 below.

If a classification by programme is established, the programmes can be either integrated into the
presentation of the outlays according to which organisation is responsible for managing them, or presented
separately. The latter approach can offer more flexibility in organising the programme structure, and its
relationships with the administrative structure. For example, when within a line ministry some programmes
are attached to a general directorate, while other programmes are attached to a department or division, it
is difficult to show such information in a single presentation. Relational database management systems
allow various presentations of the outlays in the budget, which can either be detailed or summarised.

The outlays presented should be compared with the outlays of the previous year.

Box 4.2. BUDGET OUTLAYS CLASSIFIED BY RESPONSIBILITY
Line ministry (or agency)

Directorate (or other major administrative subdivision)
Programme and project (where appropriate)
Current expenditures
Domestic resources (General Fund)
Line-item
Other funds (if any)
Line-item
External resources
Line-item
Capital expenditures (domestic/external resources)
Domestic resources (General Fund)
Line-item
Other funds (if any)
Line-item
External resources
Line-item

2. Annexed budgets

In a number of countries, the budget is presented in several separate sections or documents, so-called
“annexed budgets”, such as the “current budget”; the “development budget”; the “administrative equipment
budget”; and the “social security budget”. Annexed budgets may be required because of legal or
administrative arrangements. They are seen in some countries as necessary to grant autonomy to some
certain bodies (universities, courts of justice, etc.). However, to limit the problems of such a fragmented
presentation of the budget, it is desirable to show explicitly the whole budget of each line ministry
(including memo items for the relevant annexed budgets). Expenditures of the annexed budgets should
be classified according to the principles discussed earlier.
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3. Other presentations of the budget
a. Presentation by function and programme

A presentation of the budget by function should show past developments of expenditures over several
years. Comparisons by function are more relevant than comparisons by organisation, or even programme,
since the administrative and programme structures tend to be less stable than the functional structure. Such
a presentation should also include, at an appropriate level of detail, narrative statements, including
explanations of goals and expected results, presented according to major sectoral policy objective and
function (and by programme and activity, if a detailed classification is implemented). As indicated earlier,
the programmes, if any, may be either integrated into the presentation by organisation or recorded
separately.

If prepared in a consistent manner, multi-year estimates can be annexed to the budget.
b. Presentation of capital expenditures

A number of countries present capital expenditures and current expenditures in separate documents
or in two distinct parts of the budget, rather than as an integrated structure. This makes the analysis of line
ministries’ budgets difficult and should be strongly discouraged. Nevertheless, a clear distinction between
current and capital expenditures is necessary, for the purposes of analysis and efficient policy decision-
making.” Showing separately (in an annex to the budget, or in summaries), the capital expenditures
components of the budget and the forward costs of budgeted projects helps analysis of the budget. If such
information is prepared, the authorisations of forward commitments should also be presented in the budget,
preferably with an indicative schedule of forward payments. In countries that prepare a public investment
programme that is distinct from the budget, it is desirable to compare the budget and the investment
programme in the budget documents (for example, in budget annexes or in memorandum items).

c. Aid-financed projects

Aid-financed projects often include both capital and current expenditures. In a number of transition
countries, it is difficult to identify the projects financed by external sources in the budget, because their
capital component and current component are presented in separate sections of the budget of the relevant
line ministry. This complies with the recommendations made above to classify expenditures according
to their economic category. Nevertheless, for purposes both of good management and transparency, aid-
financed projects should be clearly identified in the budget, especially when they are of significant size.
Therefore, it can be desirable, in countries that benefit from aid-financing®, to present in a budget annex
the list of externally financed projects, with their domestic counterpart financing. In such cases, the list
of project-loans and grants should be included in the budgetary documents. Such a presentation of aid
financed projects, however, should not be seen as a substitute for presenting these projects in the budgets
of line ministries.

C. Programmatic Approaches

1. Performance and programme budgeting: past experiences.

In several centrally planned countries (e.g. those of the former Soviet Union), the budget was
traditionally presented by programme. This was consistent with the central planning approach and the
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preparation of budget allocations on the basis of norms, a tradition that lingers on in many of these
countries. In many other countries, what could be considered as the “traditional” budget is the “line-item
budget” presented by organisational and economic category (line-item/object). As long as it is comprehensive
and includes an appropriate classification system, a line-item budget fits well the requirements of
expenditure control both at the lowest organisational level and at the aggregate level. It allows responsibilities
in budget management to be clearly identified. Its strengths lie in its simplicity and lack of ambiguity for
controlling the use of resources. Line-item budgets were (and in a number of countries still are) associated
with an “input-oriented” budget preparation and rigid and detailed ex ante controls. However, approaches
differ from country by country. In a number of countries, the main aim of the control system is to avoid
making transfers between personnel expenditure and other items, and detailed line-items may be included
in the budget for information only.

Nevertheless, a major criticism of the line-item budget is that it does not deal with key objectives of
government policy; their links to the budget; and the search for the most efficient combination of inputs
to deliver the services provided by the government. In order to address these issues many industrialised
and developing countries have attempted, over the last 50 years, to implement performance or programme
budgeting systems. Such budget systems are designed to assess the efficiency and effectiveness of
government activities. Within a performance or programme budget, expenditures are classified by
programme and activity, the operational aims of each programme are identified, and performance indicators
are set up for every programme and activity. Historically, performance and programme budgets were intended
to replace the line-item budget and become the main instrument of resource allocation.

The first experience with performance budgeting on a wide-scale was launched in 1949 in the United
States, following the recommendations of the Hoover Commission. Emphasis was put on full cost
measurement, evaluation of workload and reducing unit costs. The focus was on the work to be done, not
on the usefulness of the objectives themselves. Performance budgeting was aimed at increasing operational
efficiency rather than allocative efficiency. From 1951, the US budget included listings of the programmes
or activities by budget account and narrative statements describing programmes and performance, some
of them presenting workload and cost information, calculated on an accrual basis. Despite the substantial
amount of performance information and analysis that was produced, the experiment was not deemed to
have been a success. In addition to technical difficulties in areas such as cost measurement, concerns were
raised that the budget did not adequately link policies with programmes.

The search for a method of budgeting that would also take into account the effectiveness of expenditure
led to programme budgeting. (In the literature on budget reforms, programme budgeting is either
considered as a form of performance budgeting or treated as a distinctive approach.®) The Planning
Programming Budgeting System (PPBS) was implemented throughout the US government in 1965.
PPBS was designed as an instrument for allocating resources among programmes. PPBS processes
consisted essentially of three phases. In the planning phase, systems analysis was used to establish the
objectives and identify related solutions. At the programming stage, means were reviewed and compared
to the solutions identified at the planning stage. Sets of activities were grouped into multi-year programmes,
which were appraised and compared. Cost-benefit and cost-effectiveness analyses were then used to
compare the various programmes and activities as competing means of achieving a given objective.
Finally, the budgeting phase translated these programmes into the annual budget.

After six years of effort and discouraging results, the PPBS was abandoned. Indeed, it seems that the
goal of reaching a perfect and indisputable rational organisation of government objectives and activities
is illusory. A fundamental problem with PPBS was that it neglected the political aspects of the decision-
making process. The fact that government objectives and activities are political choices that reflect trade-
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offs between different value judgements was not sufficiently recognised. PPBS attempted to overcome
administrative compartmentalisation by making programmes independent of organisational affiliation.
Such a technocratic approach broke an important link between the programme structure and the
administrative structure and thus met resistance from managers. Moreover, the usefulness and applicability
of economic analysis in this field were exaggerated. PPBS increased the volume of work significantly,
since officials were charged with preparing both the regular annual budget and the programme budget.
PPBS required highly trained administrators to conduct the various analyses and studies, and they were
in short supply. Moreover, the imposition of the system from above was an unlikely basis of success.

In the late 1970s, another experiment — Zero Based Budgeting (ZBB) — was attempted in the US.
Literally interpreted, ZBB consists of evaluating all programmes each year and preparing the budget
from scratch, instead of concentrating on budgetary changes at the margin. In practice, the ZBB system
did not go so far. Agencies were asked to rank the programmes within predetermined funding limits.
The main features of the system consisted of: (i) formulating objectives for each agency; (ii) identifying
alternative approaches to achieving the agency objectives; (iii) identifying alternative funding levels,
including a “minimum” level normally below current funding; (iv) preparing “decision packages”,
including budget and performance information; and (v) ranking the decision packages against each other.
In practice, some agencies did not identify minimum levels below current funding, and many identified
these levels as an arbitrary percentage of current funding, generally in the range 75-90% (GAO,
1997a). Moreover, ZBB was excessively time-consuming and proved to be short-lived. The ZBB
approach is useful for occasional expenditure reviews (and has been applied as such in the UK and other
countries), but in practice it is impossible to undertake ZBB each year for the preparation of the annual
budget.

In addition to the US, programme budgeting has been attempted in many countries,* but in most cases
these experiments did not survive long. None proved to be successful in becoming an effective instrument
for central resource allocation. For example, in the context of Latin America, Petrei (1998) notes: “In theory,
several countries in the region have programme budgeting, and in some cases this includes quantitative
goals. But they play no role in budget discussions, nor are they used to monitor the use of program
funds.”

Despite these disappointing results, past experiments with programme budgeting were not without
some lasting benefit. For example, PPBS contributed to the development of economic analysis within
government and the development of functional classifications of expenditure as a tool of policy prioritisation
and assessment. The analytical methods underlying PPBS are still used today, but on a case-to-case basis
rather than as generalised instruments for resource allocation among sectors. As Lacasse (1996) comments:
“the need for budget comprehensiveness; the preoccupation with specifying ends-means relationships in
policy formulation and evaluation; the concerns with cross-impacts and substitutability of programmes;
the insistence on forecasting and comparative assessment of new policy initiatives; all these were not born
with PPBS, but did at that time receive their basic formulation, which is still largely in use today”.

2. Recent approaches to budget programming in OECD countries
Some OECD countries are currently developing a programmatic approach consisting of clarifying
the objectives of each agency and programmes; preparing strategic plans and performance plans; and

programme evaluation. The features of these approaches to budgeting vary from country to country.

These reforms meet many of the concerns that led to the disappointing outcome of many early
experiments in performance and programme budgeting. Instruments such as performance and cost
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measurement are regaining attention. As a result of the development of information technology systems,
such procedures are nowadays easier to implement than in the 1950s, although a number of difficulties
remain. Compared to the PPBS experience, the more recent approaches do not attempt to replace normal
administrative arrangements with a programme budgeting approach. On the contrary, an emphasis is put
on the key role of spending agencies. In a few countries, “resource agreements” between the centre
(e.g. ministry of finance) and spending agencies may subject a certain portion of expenditures to
performance agreements (for example, funds may be provided for investment on the condition that staff
savings will result). But, in most cases there is no direct link between performance and the allocation of
resources among programmes.

3. Possible approaches to budget programming in transition countries
a. Intersectoral resource allocation

Clarifying the objectives of the government and preparing sectoral budgets that match the government’s
policy objectives is always required. This requires mechanisms for policy co-ordination and for building
hard constraints into the budget process, since defining objectives or preparing sector programmes
without an effective control of fiscal aggregates often leads to the enunciation of generalised and poorly
defined policy objectives, and the preparation of wish-lists by line ministers. Specifically, in the context
of most transition countries, increasing the capacity of the ministry of finance to co-ordinate the preparation
of the budget, and clarifying the role of each participant in the budget process are necessary (though not
sufficient) conditions to develop a programmatic approach.

Developing a programmatic approach can be undertaken in different ways, such as preparing sector
strategic plans and performance plans, strategy papers and sector reviews. Some transition countries
have recently launched, or are in the process of developing, the preparation of programme budgets.
Presenting expenditures by programme may help to focus thinking about public expenditure in terms of
its objectives and outputs, provided that the budget formulation process encourages spending agencies
to prioritise their programmes properly.

Programmes are generally described through programme profile forms. These forms include a
narrative statement, indicators of past and expected performance, and cost projections. Box 4.3 shows
an example of a programme profile form.

When the main purpose of developing a programmatic approach is to strengthen analysis of the
budget and help in the intersectoral allocation of resources, the programme can be relatively wide in scope
and correspond to a broad objective or function of the line ministry, or a strategic policy area (e.g. primary
education). In such cases, the “programme” will be defined as a grouping of pre-existing budget items,
provided that the functional and administrative classifications have been correctly set up. It can correspond,
for example, to a grouping of the categories of COFOG. The COFOG system may need, however, to be
adapted to deal with policy issues specific to the country concerned. Alternatively, the programme can
be defined as a directorate within a line ministry; or a group of administrative divisions that perform a
similar function.

Such approaches to defining “programmes” are empirical, while the logic of a systemic programme
budgeting approach would suggest starting with the definition of policy goals and objectives before
making a definition of programmes. An empirical approach is nevertheless more cost-effective. It would
be difficult, and somewnhat illusory, to define an organisation’s objectives independently from its structure
and pre-defined functions.
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Box4.3. AN EXAMPLE OF A PROGRAMME PROFILE
Background information on the spending ministry’s budget request
 Ministry’s broad policy goals and objectives.
* Ministry’s policy priorities (linked to relevant legislation).
Programme profile
* Programme name.
 Programme objectives.
* Projects and activities included in the programme.
« Performance indicators (inputs, outputs and outcomes):
— Review of performance over the previous year(s) and targets for the current year.
— Targets for next year.
— Targets over a period of 2 to 3 years (if multi-year programmes are prepared).
» Cost estimates (by financing source):
— Actual data for the previous year.
— Budget for the current year.
— Request for the budget under preparation.
— Forward cost estimates for the next 2 to 3 years (if multi-year programmes are prepared).

« Contingencies and risks: key assumptions and external factors that may influence the success
of the programme.

Indicators and narrative statements should be presented with the programmes. But at this level of
aggregation, indicators serve basically to illustrate the major policy issues, and provide feedback to
policy decision-makers, rather than to monitor operational performance. A few countries such as the UK
have nevertheless, in some areas, set up both a system of higher level indicators and specific indicators
aimed at monitoring the operational performance of government agencies. Of course, it would be
unreasonable to allocate budgetary resources on the basis of programme performance alone. Poor
performance in priority sectors often calls for increased resources, not decreased resources. Sometimes,



136

Managing Public Expenditure - A Reference Book for Transition Countries

a budget detailing programmes and activities may include hundreds of pages of narrative statements and
indicators. Such budgets can be very difficult to analyse and, as a result, sufficient attention may not be
paid to them. A presentation of the budget by programme should focus first on strategic areas (or main
programmes/functions) and on the strategic policy objectives of the government.

Disappointments arising from past experiments with programme budgeting suggest avoiding complex
expenditure re-classification exercises and keeping the classification by programme simple. When developing
a programmatic approach, efforts should be devoted to describing the objectives of the government, not to
engaging in elaborate expenditure re-classifications. Indeed, presenting expenditures by programme may
facilitate analysis of the budget, but only if the programmes are defined in a clear and simple manner.

b. Programming expenditures within agencies

At the agency level, programmes should be defined in the most convenient manner for internal
management. The programme structure should be appropriately detailed, and programmes should generally
be divided into activities. The activity corresponds, in principle, to a limited number of outputs. Performance
indicators are set up by activity, and monitoring procedures provide feedback to programme managers,
which is useful in allocating resources among activities. For example, the fact that an AIDS prevention
programme has led to unsatisfactory results, should encourage the ministry of health to redefine the activities
carried out under this programme. In addition to providing feedback to operational decision-makers,
performance monitoring can be also used in results-oriented management systems (e.g. where part of the
pay of managers is related to performance). However, as discussed in Chapter 15, caution is required in
this area.

A standard functional classification such as COFOG does not necessarily meet the requirements of
a system for monitoring the performance of detailed programmes. Line ministries are responsible for
operational performance in their sectors, and therefore for defining and designing appropriate monitoring
instruments. Similarly, the classification of expenditure by programme or activity should be prepared by
the line ministries and agencies concerned, within a methodological framework established by the ministry
of finance.

A wide and detailed programme budgeting exercise is not required in order to implement a system of
performance indicators. For example, if the main outputs of a healthcare centre are medical visits and
vaccinations, measuring the performance of that organisation does not require preparing programme
budgets for such activities. The indicators can be based directly on the budget of the healthcare centre.
Moreover, programmes and activities for supporting operational management can be established by
spending agencies for internal management purposes only, and do not call for a government-wide programme
budgeting exercise. For example, to achieve the objective of increasing the proficiency of students in the
English language, the ministry of education may want, for internal management purposes, to set up an “English
study programme”, and plan and monitor various activities such as buying books, training teachers and
preparing a new curriculum. However, this does not require dividing the budget into categories such as an
“English study programme budget”, a “mathematics study programme budget”, and so on.

c. Accountability and management issues

A programme classification of expenditures should not be seen as a substitute for an administrative
classification, which is an essential foundation of an effective system of public management and public
accountability. Transition countries have largely abandoned their previous budgeting methods based on
programmes and norms. However, many of them have yet to achieve efficient and transparent input
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budgeting, with appropriations linked to the entities that will actually spend the money, rather than to Soviet
“spheres” of activity, or to programmes. Transition countries would be mistaken to regard the development
of a programme classification of the budget as a reason for reinstating these old practices. For example,
it is recommended in this book that the ministry of finance should establish, with the agreement of the
council of ministers, initial expenditure ceilings at the start of the budget preparation process, and notify
these ceilings to line ministries. In most cases, such ceilings will be based on the budget of an organisational
entity (i.e. a line ministry or major spending agency), rather than a programme budget, even when the
ministry’s budget is based on a programme classification.

Programme budgeting may create delays in preparing the budget, especially if the programme structure
is very different from the administrative structure. “Mapping” programmes and organisations responsible
for their implementation can be done with the aid of a computer, but conducting budgetary negotiations
in terms of both programmes and organisations needs time. Expenditures classified by programme must
be easily comparable with expenditures classified according to the budget classification used to administer
the budget. If the budget is managed or monitored by programme, the programme structure must match
the arrangements for preparing the accounts. When the budget preparation process is open-ended, line
ministries may sometimes propose an arbitrary increase in the number of their activities in order to justify
increased budget requests. Of course, the ministry of finance must be wary of such tactical devices.

It can be desirable to establish interministerial programmes for expenditures that have an impact on
more than one policy area, and more than one ministry (e.g. a nuclear energy programme may impose
environmental costs on society; a regional development programme often raises policy issues affecting
several ministries). However, this should not prevent presenting the different components of a programme
in the budget of the ministry or agency that is primarily responsible for its management. A table annexed
to the budget showing which activities are covered by interministerial programmes should be sufficient
for the purpose of decision-making and the monitoring and control of programme implementation.

d. Concluding remarks

In theory, programme and performance budgeting are aimed at improving both policy decision-
making and operational performance. A cost-effective approach can consist of:

* For documenting resource allocation and sector policies: preparing descriptions of broad programmes
or functions, including narrative statements supported by relevant performance indicators. Such a
description of the main programmes can document the budgetary requests from line ministries and
be presented with the budget in order to facilitate the scrutiny procedures carried out by the
parliament.

» For programme management: implementing appropriate instruments tailored to the specific
characteristics of a sector and the main policy issues for which it is responsible. Preparing internal
multi-year programme budgets for programming and monitoring specific activities is highly desirable
in sectors directly involved in public service delivery. However, such activities do not require a
government-wide reclassification of all expenditures.

* Developing, progressively, feedback mechanisms such as programme evaluation (see Chapter 15).
The ministry of finance can encourage agencies to develop an internal programmatic approach by

specifying requirements, in the annual budget circular, for line ministries’ budget submissions. However,
excessive expectations should not be placed on the capacity of such technocratic procedures to contribute
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to central resource allocation decisions. “Where the budget system and processes are performance oriented
it is because the institutional framework both encourages and demands performance, rather than because
specific techniques and instruments are implemented” (World Bank, 1998). Moreover, as an OECD
(1997e) study notes: “Inputs are still important as a budgetary guideline; the link between performance
and the budget is indirect and often inferential rather then direct and automatic; and budgetary pressure
moves the use of performance indicators more to the ex post evaluation [phase].”

D. Managerialism
1. What is “Managerialism”?

When developing a performance oriented approach in budgeting, some OECD countries are putting
a special emphasis on the role of the agency and on the development of market-type mechanisms. These
approaches challenge the public management models that are commonly used. Public administration has
been based traditionally on a hierarchical model and a chain of command in which there is strict adherence
to orders and instructions from higher to lower levels, and where a high degree of job security and strong
internal discipline is prevalent, based on compliance with pre-set rules and regulations.

A concern for strengthening the performance of public administration, during a period when resources
devoted to the public sector are tightening, has resulted in a search for systemic approaches to improving
operational efficiency. To this end, two broad approaches can be considered.

The first approach is aimed at empowering managers by increasing their degree of operational
freedom whilst also increasing their accountability. The array of management tools that have been
proposed to achieve this result include planning and evaluation, devolution and flexibility in using
resources, targeting and measuring performance, and corporate planning and regular evaluation using
benchmarking criteria. This approach builds on existing management systems and organisational structures.

The second, generally more radical approach, often described as “managerialism”, consists of applying
or simulating market behaviour in government agencies, and is one of the key elements of what has been
called the New Public Management (NPM) model.** The broad aim of introducing managerialism in
government is to make public managers manage on terms similar to the private sector. It incorporates recent
elements of the theory of the firm, which explore the relationship between the person (the principal) who
engages another person (the agent) in order to undertake specified actions. The functions of the agent
and the principal are clearly separated. The relationship between the agent and the principal takes the form
of explicit or implicit contracts, which provide incentives to ensure that the actions of the agent are on
the desired lines, and can avoid bureaucratic “capture” and distortions of the principal’s objectives.

An important feature of the NPM paradigm is the role of the agency. In countries such as the UK and
New Zealand a large number of separate entities or agencies has been created to perform operational activities.
By drawing a boundary around operational functions and giving the task to a separate entity, it is assumed
that the responsibilities of staff and managers can be clearly specified, performance measures developed,
and staff and managers made directly accountable for their performance. Moreover, the traditional
accountability for financial compliance is extended to accountability for efficiency and economy in
operations and, in some cases, for outcomes. Agencies have their own accounts, on a quasi-commercial
basis, are set financial targets and produce annual financial statements that disclose their financial
performance, assets and liabilities. The development of accrual accounting and budgeting systems is another
aspect of this enhanced focus on outputs and results.
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“Output-budgeting”, which has been adopted in New Zealand is the most comprehensive application
of the NPM principles and doctrines. The ministers are seen as “principals” and the “chief executives”
of the executive agencies as their “agents”. Contracts between the ministers and chief executives are based
on outputs, not on outcomes since the outcomes are affected by many variables beyond the control of
the agents. “For example, the police commissioner contracts with the minister of police to provide a certain
level of policing services, patrols, community security programmes, road safety commercials, etc. The
commissioner does not contract to lower the crime rate. The crime rate is affected by many variables
beyond the control of the commissioner.” (Bale and Dale, 1998). Budgetary appropriations for outputs
are on an accrual basis and defined by class of output.? At present, the costs of outputs are determined
on the basis of the costs of inputs. Therefore, in fact, the budgeting processes are not yet fully output-
oriented.”

2. Relevance of the managerialism model for transition countries*

Should transition countries consider adopting the managerialism approach? Scientific methods are
required in order to evaluate the effects of some NPM experiments on the behaviour of public servants
and the efficiency and effectiveness with which public services are delivered. Insufficient evidence has
been collected to date. Too little time has elapsed to assess whether the experiment has been a complete
or partial success. This fact alone should be warning to transition countries not to proceed down this road
without considerable caution. Schick (1998) makes several powerful arguments about the dangers of
replicating the New Zealand approach in countries that have still to build up the basics of a budget system
and other essential pre-conditions.

Many of the contracts into which governments enter under the reformed New Zealand model are not
real contracts in the commercial sense, that is, they are not governed by arms-length relationships and do
no allow the “buyer” of services to terminate the contract and seek redress through the courts if the “seller”
fails to deliver. Contracts where the “buyer” of services is a minister and the “seller” is an official in the
ministry or agency concerned are particularly unreal in this sense. In any case, not all activities can be
easily contracted. Only activities that are easily quantifiable and predictable, low on political sensitivity
and the need for discretion can be well specified under contracts.

The idea that it is possible to write complete purchaser-provider agreements that define clear and
unambiguous incentives and performance standards for most government has to be dealt with very
carefully. In Western countries, extensive use of such contracts may weaken the traditional values of public
service, personal responsibility and professionalism, and information and feedback mechanisms between
policy and delivery. An element of informality is an essential lubricant to oil the wheels of a public
administration machine in which formal procedures and rules govern all significant government activities.
Reducing informal communications and interchange can leave both sides impoverished. This was well
recognised by the New Zealand Department of Labour, which resisted separation of policy and service
delivery for some years.

In transition countries, such use of contracts may make it more difficult to build a modern system
of public administration that incorporates the essential qualities and ethical standards consisting of
the traditional values of public service in western democracies. Where rules to govern public
administration are lacking, the costs of informality will be high. Time and resources will be spent in
beating the system, without paying real attention to the results of programmes. In a financially and
politically uncertain context, funds voted to a contractor are likely to be related to the amount of leverage
the agent can exert over the contracting principal, and to the amount of ignorance of the principal about
what the service costs.
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Process standards — competitive recruitment and promotion, ethnic and gender fairness, honesty and
transparency, impartiality in the use of control rights conferred by regulatory power, exercising the State’s
monopoly of coercion with restraint and decency — are an important part of what governments should
deliver. Reducing this complexity to a line-item — in both financial and service terms — can open
government activity to abuse and corruption and leave the public vulnerable.

Negotiating and enforcing contracts entails substantial transaction costs. Capacity constraints are also
likely to be important. Managing contracts requires defining performance ex ante, measuring it ex post,
calibrating rewards accordingly and in ways perceived to be fair. It is difficult and potentially risky to
apply a contract management approach in countries that have traditionally functioned on the basis of
command rather than collaborative and consultative behaviour.

Creating separate agencies for public service delivery can improve operational efficiency, and can be
desirable in transition countries for certain functions. Nevertheless, caution is required. In a number of
transition countries, the *“separate entity” can easily in practice degrade into “extra-budgetary fund” with
consequences that have already been discussed in this book. It is also questionable whether an organisational
reform is really needed to clarify mandates (e.g. compared to appropriate delegations of authority).
Moreover, in many countries, decoupling policy advice from service delivery, without giving increased
resources to the central departments responsible for policy advice, tends to result in fragmentation and
inconsistency in the formulation of sector policies, since in effect these policies end up being formulated
by the entities responsible for delivering the services. The typical outcome is a different variant of
“capture”. The ministry of finance deals directly with the service delivery entities when preparing the
budget whilst the line ministries are little involved. For example, in transition countries, the budget of the
transport sector is often negotiated between the ministry of finance and the relevant agencies, with weak
co-ordination at the sectoral level.

Accountability requires developing proper accounting and financial reporting systems. However, it
must be stressed, that for purposes of policy formulation and implementation, it is the line ministry that
represents the hub of operations. Transition economies should not make financial reporting a substitute
for efficient budget implementation and fragment political responsibilities, as could happen if subordinate
agencies become the entities that report to parliament and the general public. As Premchand (1998)
noted, the focus on agencies or reporting entities could contribute to avoidable fragmentation.

In reality, some of the early enthusiasm for the NPM model of separating policy and delivery,
purchasers and providers, and writing contracts between them, has been moderated by experience. This
experience includes the discovery that the government would not be exonerated by the electorate for
responsibility for outcomes because it had written a contract and had put an activity at arm’s length. Indeed,
governments could get the worst of both worlds in the sense that they lose immediate control over
outcomes while still being held responsible in the public eye for failures to deliver their policy pledges
and loss of fiscal control. The UK government recently questioned the extent to which it had placed the
great bulk of government activity under agency contracts.

There seem to be difficulties for countries that try to apply New Zealand type reforms in an environment
that does not share similar legal and cultural characteristics. Some continental European countries have
faced serious difficulties in attempting to import NPM solutions, and partly for that reason, such reforms
have seldom been pushed very far. In general, countries in transition should be cautious in moving
towards NPM solutions without ensuring that certain pre-conditions are in place, e.g. strong central cash
management and control mechanisms.
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1. The Statistics Department of the IMF is revising the 1986 edition of A Manual on Government Finance Statistics. The new
manual will describe an integrated Government Finance Statistics (GFS) system that is harmonised, to the extent possible,
with the System of National Accounts, 1993. Unless otherwise noted, this book refers to the January 2000 draft version of GFS
which is given the shorthand title “GFS 2000”. The revised GFS will be published in late 2000 or in 2001. For more information,
see http://www.imf.org/external/pubs/ft/gfs/manual.

2. See detailed explanations on the differences between the requirements of a budget/accounting classification and the GFS reporting
classification in Allan (1998).

3. Both the term “depreciation” used in business accounting and the SNA concept of “consumption of fixed capital” refer to the
allocation of the costs of fixed assets over accounting periods. However, the value of the consumption of fixed assets estimated
in the national accounts may deviate considerably from depreciation as recorded in business accounting or as allowed for tax
purposes, especially where there is inflation. According to the SNA methodology, the consumption of fixed assets is calculated
using the prices prevailing at the time production takes place, not at the time the assets were originally acquired.

4. In discussing the GFS, the IMF (1986) notes: “There is a great deal of latitude for decisions as to the functions to be isolated
and the way in which they should be grouped. Decisions made are never final but need to be reviewed periodically [to
determine] whether public demand and government priorities should be reflected in a changed classification. For example,
the present concern (in the early 1980s) with energy supply and conservation was the main motivation for creating a major
category for fuel and energy. On the other hand, the classification does not yet contain a category relating to the protection
of the environment since at the present time it does not seem possible to define and measure such a group”.

5. In addition to the term “current expenditure” as defined in the glossary (i.e. all expenditure other than that for capital projects
and capital transfers), this book uses two other related concepts. “Recurrent costs” are the forward costs (capital and current)
generated by investment projects; “operating expenditures” or “running costs” are the administrative expenditures incurred
by ministries and agencies in managing their operations, i.e. salary and non-salary personnel costs, furniture and equipment,
heating and lighting, office rent, routine maintenance, etc.

6. “For most other outlays [other than transfers and lending minus than repayment], it will generally not be possible to use transactions
as units of classification. Instead, COFOG codes will have to be assigned to agencies, programme units, bureaus and similar
units within government departments”, IMF (1986), page 143. A similar recommendation is made in Chapter 2 of United Nations
(2000).

7 . Some countries that have not traditionally made a clear separation between capital and current expenditure in the presentation
of the budget are discussing the possibility of creating a separate “capital account”. For the US, see GAO (1993); for Canada,
see Auld (1985).

8. This includes, in the context of the European Union, candidate countries that benefit from flows of EU pre-accession aid for
agriculture, regional development, etc.
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9. The United Nations’ A Manual for Programme and Performance Budgeting (1965) gave a definition of performance budgeting
that embodied pr