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Background

The Collaborative Africa Budget Reform Initiative (CABRI) is proud to present its
second publication, based on the 2nd Budget Reform Seminar that was held from
30 November to 2 December 2005 in Maputo, Mozambique. Sixteen countries from
across the continent were represented at the seminar, which is an achievement that
builds on the success of the previous seminar held in Pretoria in December 2004. The
theme of the Maputo seminar, Managing complexity: From fragmentation to co-ordina-
tion, dealt with the critical challenges that face African senior budget officials.

This book reflects discussions at the seminar, outlining good practice, lessons
learnt and the progress made across countries. The topics covered include the nature
of co-ordination, management of aid flows, comprehensiveness of budget frame-
works, the good as well as the bad of de-concentrating public functions, and the role
of legislatures.

The format of the seminar allowed for formal inputs, while providing sufficient
space for discussion and focused forward thinking. Both types of contribution are
captured in this volume. Valuable inputs were obtained not only from country repre-
sentatives but also from international experts, the participants sharing their experi-
ence and understanding, and challenging common concepts. This is very much in
line with CABRI members’ commitment to critical thinking in reforming and devel-
oping their country systems.

The Maputo seminar and this post-seminar publication are further steps towards
the CABRI objective of contributing towards the efficacy of public financial management
reforms on the African continent. Together, these are a resource for officials engaged
in budget reforms and for development partners. CABRI strives to grow a robust
network of budget officials on the continent through repeated engagement and
exchange of ideas. As such, the network is a response to the interest of senior budget
and planning officials in learning from their peers.

This conceptualisation of CABRI as a self-regulating, learning network was echoed
in the opening address at the Mozambique seminar, delivered by the National
Director Planning Dr José Sulemane, who stressed the importance of the network
as an African initiative to solve African problems in the areas of public finance and
budget management, and to build a body of practical experiences and lessons, rather
than theories that fall short in the real world. The aim of the network and of this
volume is to provide senior practitioners with effective tools and to alert them to
comparative experiences in their task of translating development goals into specific
policies and effective programmes.
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Introduction



1.1 Managing complexity:
from fragmentation to co-ordination

Budgeting in the public sector is an inherently complex and fragmented exercise.
In even the most straightforward system, where the budget is primarily a financial
plan for a centralised government, funded from predictable own resources and
paying for public goods and services delivered by a civil service in government line
departments, managing the government budget is not a straightforward exercise. It
still involves the combination of multiple information sources, different perspectives
and diverse interest groups, all influencing complex decisions. Fragmentation is
inevitable between the centre and the line, between planners and financial managers,
between budgeting and implementation and between different types of spending.
As government service delivery and financing modalities have grown more
complex, so the demands on budget management tools and processes have
increased. A modern budget management system now has to cope with multiple
layers of government and their complex financing arrangements, sophisticated
financing instruments, multiple delivery modalities and an environment where the
distinction between public and private is increasingly blurred. At the same time, the
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demands on the budget in terms of public management have increased. From being
seen primarily as the tool to deliver on government’s financial objectives and ensure
accountability, the budget is now at the centre of translating a country’s development
goals into results.

Budget managers in developing countries typically have to deal with a number of
additional sources of complexity, often in a less favourable human resources environ-
ment and under much greater policy and financing uncertainty than in developed
nations.

The 2005 CABRI seminar theme, Managing complexity: From fragmentation to co-
ordination, was the result of a survey of members a year earlier as to which topics
would be of interest to them in future seminars. It is significant that the topics
most commonly identified are the key drivers of complexity in developing country
budget management: co-ordinating recurrent and capital spending and planning
for investment; off-budget revenues and expenditures; the impact of debt-relief and
aid-management trends; devolution, decentralisation and de-concentration; the sepa-
ration and/or integration of planning and budgeting functions; and political involve-
ment in the budget.

The seminar programme was designed to look at these key drivers of complexity,
how they play out in CABRI member countries and what solutions are in place to de-
fragment budget planning and execution. While the emphasis of the seminar was on
sharing experience among CABRI members, several inputs were designed to bring
relevant experience from elsewhere to the debate.

This introduction to the seminar resource materials seeks to highlight the impor-
tant issues raised in the seminar presentations and discussions. It refers to the main
themes of the papers reproduced in this volume. In addition, it picks up on argu-
ments raised and experience shared in further presentations during the seminar for
which papers were not provided.

The seminar programme flowed from an introduction of the theme, to discussion
of system-wide institutional and technical mechanisms for managing budgeting
complexity, through to discussion around four specific issues that contribute to
complexity. The introductory session, which set the context for the discussions, was
followed by sessions on:

U System-wide institutional and technical mechanisms
° Co-ordination at the centre: structures, institutions and legal frame-

works

Aggregation and disaggregation: comprehensiveness, budget

frameworks and classification
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U Specific co-ordination issues

o

Managing aid flows

[e]

Co-ordinating recurrent and investment spending
© Decentralising public functions to public agencies, entities and
bodies: benefits, pitfalls and management

Policy, budgeting and oversight: the role of the legislature
1.1.1 Session snapshots

Aspects of the new public finance

The opening session is captured in the paper, ‘Aspects of the new public finance’
(see section 1.2 below). The session framed the seminar by discussing the emerging
developing country public finance context. It identified two particular driving forces
behind increased complexity: the exploration of the policy space between the public
and the private within countries, and between countries and institutions in the inter-
national arena. States are no longer singular constructs with simple lines of author-
ity and straightforward rules and procedures for a limited set of transactions; they
have become complex institutions with multiple roles engaging in multidimensional
agreements and partnerships.

The session drew attention to the concept of the intermediary state and its role
in negotiating with interests outside of national boundaries, as well as to the role of
intermediary institutions — including CABRI - in reducing the risks and transaction
costs of international co-operation. The session also highlighted the importance of
understanding that international co-operation happens not as much across national
borders as at a national level influenced by international agreements. Progress
in building common approaches to partnerships, prioritisation and budgeting
— supported through initiatives like CABRI — is important for the efficient mobilisa-
tion of resources, even when not pooled or collectively managed.

Finally, the session turned to discussing the need for more direct co-operation
between states, particularly in a regional developing context, and the role of minis-
tries of finance and budget offices in ensuring the growth of such co-operation. The
session highlighted the potential for co-operation regarding infrastructure develop-
ment, shared-interest policy areas like tourism, high-cost tertiary health and educa-
tion services and economic regulation. In setting up the institutions to deal with all
these developments in public finance management, the session emphasised the need
for simplicity and streamlining requirements to the essential — budgeting institutions
become ineffective when unnecessarily congested.

Complementing the introductory theme presentation in the first session, the
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Nigeria case study illustrated well how modern dynamics play out at a country
level. In recent years, Nigeria has faced various challenges (political, technical and
economic) that arose due to the transition from a military regime to a democratic
state. This coincided with the introduction of a number of institutions in the public
finance management sphere, including fiscal rules that sought to save revenue wind-
falls from oil, fix the budget deficit and restrict sub-national borrowing. Despite
these efforts, core difficulties with budget management remain, including the lack of
a disciplined timetable, unsatisfactory co-ordination between the executive and the
legislature in agreeing to a budget, unclear roles and responsibilities for planning
and budgeting, and complex donor partnerships.

Co-ordination at the centre: institutions, and co-ordinating development and
recurrent spending

In the second session, the costs and benefits of separating national responsibility
for planning and budgeting between two ministries or amalgamating them into
one ministry were discussed. The Malawi presentation (see Chapter 2) mirrored the
experience of several other countries, including Kenya and Mozambique, where both
joined-up and separate ministries have been in place. While the benefits of a merged
institution are better co-ordination and easier linkage between planning and budg-
eting, the costs include scant attention to long-term strategic planning and invest-
ment issues. In either case, amalgamation or separation is often driven by political
purposes with little, or even dysfunctional, change in the underlying allocation of
roles and responsibilities.

As also highlighted in the Senegal presentation, the issue is not so much about
one or two ministries, but rather about whether the budget process ensures that co-
ordination between the planning and budgeting functions is maximised. The Senegal
presentation emphasised the need for a robust legal framework to underlie proce-
dures, rules and systems. As in other countries, the management of budgets has been
undermined by lack of capacity in line ministries to link planning and budgeting (e.g.
through proper costing practices), fragmentation between the systems that manage
donor resources and domestic resources and lack of discipline in budget execu-
tion. Recent reforms regarding donor co-ordination and alignment, and budget and
finance management systems, have sought to address these problems. The Malawian
experience of the role of a robust medium-term expenditure process in maximising
co-ordination was echoed by other countries during discussion.

A parallel issue is the co-ordination of recurrent and investment spending, the
second theme addressed at the seminar. The Tanzania case study (see Chapter 2),
together with the Malawi case study, on central planning and budgeting institutions,
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illustrated well how a single budget process anchored in clear policy directives and
a single classification system can overcome some of the difficulties posed by having
separate investment and recurrent budgets.

The Mozambique presentation offered a view of the difficulties associated with
large development partner involvement. Since 1997, with the passing of the law
on the budget, there has been a single budget in Mozambique. Although recurrent
spending is the responsibility of the Ministry of Finance and investment projects fall
under the Ministry of Planning and Development, the two are brought together in a
single budget, which is prepared within a single directorate.

However, matters are complicated by sectors where significant off-budget devel-
opment partner expenditure occurs. Here, different classification systems generate
problems; it is difficult to get a transparent view of what investment is required
in a sector when a comprehensive picture of existing spending is not available.
Development partners can play a role in lack of co-ordination. Their interests are
often negotiated at a sector level, without reference to a national set of priorities. At
the central level, however, donor commitment to co-ordination and alignment has
brought some consistency and transparency into policy planning and budgeting.
The lack of an amalgamated investment budget (or a clear perspective on the total
number of projects undertaken) still means that as the number of projects increases,
co-ordination between them becomes more complex and it is difficult to ascertain
whether they are sustainable in aggregate. Investment spending is not always based
on medium- to long-term resource availability. The introduction of decentralisation
of spending to provincial and local governments is likely to add to this complexity.

The Mozambique presentation also emphasised the importance of having an
explicit, national policy framework within which sectoral policies can be defined and
against which the desirability of individual spending demands can be judged.

Aggregation and disaggregation: comprehensiveness, budget frameworks
and classification

The third theme addressed at the seminar was that of the purposes and requirements
of a classification system (see Chapter 3). The theme presentation included a case
study of the reform of the South African system.

The purposes of a good classification system include linking different information
sets and phases of the budget process together, ultimately to improve service delivery.
Good data is crucial for policy-making processes, as it is for control and accountability
purposes. A classification system should also be designed with international stand-
ardisation in mind to allow country compliance with data dissemination standards
and international comparisons. However, the presentation emphasised the need to put
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local requirements first. Several requirements for classification systems were discussed,
including the need to have a multidimensional system, coverage of the full general
government account, and linked information across the full accountability cycle.

The South African case study was clear that the design of a good architecture is
not sufficient; it needs to be combined with a process of change management to
migrate all institutions of government across to the new system. Important lessons
from the South African experience include the following. System designers must
first understand the information demands of country-specific decision-making
processes, and these should determine the structure of the system. There is often
a mismatch between what accountants require on the financial management side
and what economists require on the budgeting side; both need to be included in the
chart of accounts. Care should be taken to strike a balance between necessary detail
and appropriately aggregated information in developing the system. Finally, it takes
a few years of implementation and capacity-building work before a new chart of
accounts will produce quality information. Similarly, the introduction of a financial
management information system will not solve budget execution problems unless it
is backed by reforms in business processes.

The seminar devoted a session to reporting on the CABRI pilot questionnaire.
Questionnaires are potentially powerful research instruments for the network to
draw out commonalities and differences between member countries. The pilot ques-
tionnaire focused on budget comprehensiveness, budget structures and classification
issues, complemented by a short section on budgeting institutions and budget docu-
mentation. A total of nine member countries submitted completed questionnaires,
pointing towards interesting trends in country practices. A summary of these trends
and more detailed information on country responses regarding budget structure
and classification appears in Chapter 3. The responses show that in most countries
the classification systems have undergone reforms recently and are in good shape,
although the budget structure and coverage of the classification system are not
always comprehensive.

Donor co-ordination, harmonisation and alignment

The fourth major theme addressed at the seminar was that of donor co-ordination,
harmonisation and alignment. The theme presentation and paper (see Chapter 4)
examined the management of aid flows in the context of new approaches to aid
delivery, including the move to programme-based approaches under partnership
and budget support arrangements. The preliminary evidence from evaluations of
these new aid modalities suggests that some of the expected benefits are occurring,
including recipient governments being better able to manage their own budget
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processes and a strengthening of aid co-ordination. However, the paper also finds
some aspects of concern, such as evidence that conditionality related to general
budget support can result in unpredictability of budget funding, which, in turn,
affects fiscal discipline. It is noted, though, that such problems are not necessarily
related to the aid instrument itself but may be caused by donor behaviour that cuts
across other aid modalities as well.

The presentation emphasised that general budget support approaches are a rela-
tively new innovation and, at present, constitute a mutual learning experience for
donors and recipient governments. For the potential benefits of these approaches to
be reaped, it is likely that there will need to be further adaptation and change in both
donor and partner government approaches and practices in order to ensure that key
objectives are met.

The Ethiopia case study (see Chapter 4) offers concise insights on the difficulties
of implementing the new approaches at country level, highlighting the importance
of strong country leadership backed by a clear policy framework. In the Ethiopian
case, strong principles that emerged (and were formulated into a comprehensive aid
policy) were as follows: ownership of the system (including reporting) should rest
with the country; dialogue, co-ordination, harmonisation, alignment and informa-
tion sharing should be used to enhance partnerships; external assistance should be
focused on reducing poverty; capacity building must remain an integral part of exter-
nal assistance; direct budget support should become the preferred mode of external
assistance; and flows of donor aid should be predictable. Ethiopia also emphasised
the need to partner with non-state internal stakeholders.

While providing a useful description of various country-level institutions employed
to implement these principles, the Ethiopia case study is very clear that older practices
persist and that the remaining conditionality and additional requirements present
huge challenges. It is arguable that ‘the global commitment to harmonisation and
alignment does not easily translate into country-level action’.

Decentralising public functions to public agencies, entities and bodies: bene-
fits, pitfalls and management

The fifth theme presentation (see Chapter 5) shared Organisation for Economic
Co-operation and Development (OECD) experience in creating and managing arms-
length agencies and outsourcing public services. Arguments in favour of agencies
centre on expectations of increased efficiency, better focus and greater independence.
Many OECD countries have gone down the agency route, and while some benefits
have materialised there are also many concerns. One key concern is that agencies
are often associated with a loss of transparency and a blurring of roles and respon-
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sibilities, leading to a loss of accountability. Agencies can also place a burden on the
central budget that is more difficult to control in periods of economic slowdown than
is the case with the budgets of ordinary government departments, distorting the allo-
cation of resources against priorities.

Outsourcing, through various modalities including public-private partnerships
and the contracting of private parties through competition, is a way to introduce
market principles into the public service. A voucher system, which places discre-
tion in the hands of the client, is another instrument to improve competition. There
is evidence to suggest that these modalities result in cost savings, but that various
conditions such as capacity on the side of the state to negotiate contracts are critical,
that desired outputs and outcomes should be described clearly, and that mechanisms
for feedback from the public should be in place.

The Kenya case study (see Chapter 5) highlights that agencies are not created only
for reasons of effectiveness and efficiency. Driving factors in Kenya were the need to
employ more Kenyans and the aim of cost sharing, and agencies were often created
to tap additional revenue sources, through the charging of fees or the creation of
extra-budgetary levies. The ability of agencies to attract specialised skills is an impor-
tant driver; human resources management frameworks that operate outside of public
service restraints allow for better remuneration packages, but a perverse consequence
of this is that agencies may drain the public sector of scarce human resources.

Over the years of managing such agencies in Kenya, several pitfalls have become
apparent. Currently, approximately a fifth of the recurrent budget is transferred
to agencies, but with far less control and oversight than would be in place for
ordinary government ministries, which are answerable to central control agencies
and Parliament. Even minimum levels of control lag behind because of delays in
reporting. Many agencies also accumulate liabilities that ultimately become the
responsibility of the central revenue fund when agencies default on payments. The
duplication of activities of government ministries is also not uncommon, and the
capacity within ministries to manage these agencies is often weak.

Overall, the Kenyan experience is that once these agencies have been created they
are difficult to abolish. The existence of a clear legal framework, allowing for exit
plans and/or effective sanctions should agencies no longer be required or should they
fail, is an important precondition for deriving benefits from this modality of public
service delivery.

Policy, budgeting and oversight: the role of the legislature

The final theme of the seminar concerned managing the complexity introduced by
legislative oversight of budgeting (see the theme essay and the Uganda case study
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in Chapter 6). The theme presentation emphasised the importance of having a
functional role for Parliament in budget management. Parliament, with its mandate
to approve allocations and its oversight of budget execution, should be seen as
an important partner for central ministries of finance in budget management.
Historically, however, the relationship between ministries of finance and legislatures
has often been one of rivalry rather than co-operation. At the same time, parliaments
have been instrumental in collapsing public finance systems rather than stabilising
them. The key lesson from history has been that the institutional arrangements of the
parliamentary budget process and the incentives that parliamentarians face count in
determining whether the legislature’s role is one of making budget policy or support-
ing policy accountability and performance.

The required institutional arrangements concern having a robust legal framework
that demarcates: an effective role for the legislature as opposed to the executive; the
establishment of co-operative arrangements with ministries of finance, including
frequent information flows both before tabling budget proposals and during budget
execution; and the establishment of sufficient analytical capacity in Parliament to
facilitate good decision-making. However, the most important requirement is the
establishment of a comprehensive, centralised budget process in Parliament that
forces recognition by parliamentarians of the net social costs and benefits of their
budget proposals (or amendments). Legislative budgeting rules are important further
instruments in disciplining the legislature’s role towards better budgetary outcomes,
albeit by placing restrictions on the kind or number of proposals and amendments or
by putting in place procedural limitations.

The Uganda case study is illustrative in setting out how these broad principles
can be applied at country level to improve the quality of budgeting by allowing an
effective role for Parliament. Since the enactment of Uganda’s Budget Act in 2001,
the budget-making process has become more open, transparent and consultative,
involving a cross-section of stakeholders including Parliament, Cabinet, line minis-
tries, local government and external, private sector, civil society and development
partner stakeholders. These stakeholders have the opportunity of early and continu-
ous involvement in setting priorities and in monitoring public expenditure for social
and economic development through a series of consultative and supervisory mecha-
nisms. The case study is unambiguous about the importance of putting in place the
necessary structures (such as a budget office and a committee system in the legisla-
ture) and building capacity to undertake these processes.

Extra-programmatic contributions
Two further presentations, somewhat outside of the programmatic themes, contributed
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to member countries’ seminar experience.

An OECD presentation on aid flows into Africa provided CABRI member coun-
tries with valuable information on future aid flows and changes in aid-flow practices.
The expectation is that between now and 2010, aid will rise rapidly, particularly into
Africa, driven by increases in existing donors’ budgets and by new countries contrib-
uting. Despite the potential benefits of additional resources, several concerns arise
out of this projected increase: firstly, the impact on countries of such a large upscale
in aid; and, secondly, the entrance of new actors who do not necessarily subscribe
to the emerging multi-donor system and who may not have a strategic overview of
what is happening at the aggregate level.

The presentation echoed earlier presentations at the seminar in highlighting
predictability, aid dependence, absorptive capacity and political accountability as
key issues for managing the upscale in aid. Work is currently in process to minimise
uncertainty in the forward funding scenario for recipient countries, allowing multi-
year fiscal and expenditure planning frameworks to operate better under circum-
stances of significant donor support.

Potential changes in how aid is reported by donor countries were considered,
including different aid instruments and the possibility of establishing an accounting
standard for aid, which would help donor harmonisation. Discussion finally turned
to the strain that the upscale in aid will place on recipient countries’ budgeting and
financial management capacity, and the need to prepare for the shift through joint
capacity-building efforts by existing donors and recipient countries was stressed.

The Angolan delegates voluntarily prepared a discussion paper on public finances
in Angola, linked to the general experience of resource-rich African economies (see
Chapter 7). During a lively, special evening session, the presentation highlighted
changes in Angolan practices in line with generally accepted public finance prin-
ciples, and demonstrated how these reforms occurred within a particular political
economy and within sets of international financial, economic, trade and political
relationships that influenced their design and implementation. The paper illustrates
how economic structures and governance systems have been directly linked to the
platform of natural resources and social relationships in Angola and in the general
African context.

1.1.2 Conclusion

Complex structures affect all aspects of budget and public management, whether it
is between institutions at the centre, between levels of government, between different
types of government unit or in the interface with bilateral and multilateral agencies.
The specifics of how institutions and budgets are structured are often not as impor-
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tant as having in place the frameworks, disciplined processes and minimum informa-
tion requirements for co-ordination.

The country case studies commonly highlighted the difficulty of translating new
approaches into practice. Across the presentations and discussions, some shared
principles and concerns for moving towards better co-ordination emerged.

Local requirements must be taken into account when adopting practices from else-
where. While it is important to learn about standard international approaches and
other countries’ experiences with mechanisms to reduce complexity (e.g. medium-
term expenditure frameworks and classification systems), CABRI member countries
should apply their local understanding and knowledge, particularly of the informal
systems that underlie local practices, when applying these solutions.

A recurring theme was the need to operate within clear legal frameworks and to
keep it simple. Any additional institutional arrangement anywhere in the full budget
cycle, whether it is a new structure, a new system or new documentation, must have
a clear purpose that does not duplicate existing structures and for which the link-
ages to existing processes, structures and rules are made clear. If existing institutions
are not functioning well, it is rarely a long-term solution to introduce additional or
duplicate institutions. The complexity of the system needs to be kept in line with
the commensurate development of capacity (another important theme throughout
discussions). The role of legal frameworks in providing a clear foundation for even
the most complex of practices was emphasised; in turn, this is determined by the
quality of legal drafting and the engagement of skilled practitioners in the process
of drafting.

A further thread emerging from discussions was the need for change management.
Reform managers should take care that systemic changes, including the reasons for
change, the rationale for the chosen route and the expected benefits, are communi-
cated clearly. From design through to implementation and evaluation, stakeholder
participation is important; and the design and implementation of reform should
ensure that the right incentives are in place.



1.2 Aspects of the new public finance

Andrew R Donaldson

1.2.1 Introduction

Public finance, as an analytical discipline and as the practical arena of public policy
design and implementation, has undergone two far-reaching reforms over the past
two decades.

The first is the exploration of the ‘policy space’ between markets and government
action — the evolution of public-private partnerships and pursuit of public policy
purposes through the regulation and mobilisation of private sector activity and co-
operation with civil society organisations.

The second is the growing role of international co-operation in public affairs,
action to address global public goods and increasing attention to the dynamics
and effectiveness of international collaboration in both policy and public service
delivery.

These dimensions of public policy add considerable complexity to the discipline of
public finance and to the practice of public policy making and implementation. The
tidy division of the world into public and private sectors, and domestic and foreign
affairs, has given way to much more complex institutional arrangements and hence
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a more elaborate intellectual apparatus. At the same time, the ‘new public economics’
begins to give some order to what formerly appeared to be fragmented and disor-
derly - the diversity of divisions between public and private activity, and the great
clutter of overlapping international agreements and institutions.

There is no sharp divide between the old and the new — globalisation and increas-
ing interconnectedness of nations has been a long historical trajectory, and the inter-
face between the public and private sectors has been a kaleidoscope in motion for as
long as public affairs have been the subject of literate comment. However, the last few
decades have seen great seismic shifts in both the discourse and the practice of public
finance, and some commentators have seen fit to identify a ‘new public economics 1’
and a ‘new public economics 2’ in recent times: the first concerned with the public-
private interface, the second with the international dimensions."

The complexity of these shifts raises difficulties for public policy, because both
public-private partnerships and international co-operation carry high transaction
costs. For developing countries — and particularly for small, low-income nations
— managing the complexity is a huge challenge. The great benefit of traditional
government arrangements is that they are simple, lines of authority are clear,
rules and procedures are documented and familiar and the annual budget process
provides a transparent and unambiguous assignment of resources to public purposes.
Resources are raised through taxes, which have the great advantage to the fiscus of
being mandatory.

Co-operative or contractual arrangements with the private sector, and internation-
al collaboration in pursuit of common purposes, are fraught with negotiation diffi-
culties, problems of trust, possible conflicts of interest, risk, uncertainty, asymmetric
power and interminable frustration. It is easy enough to formulate rhetorical praise
for the partnership idea; getting the agreements past the legal advisors, the financial
analysts and the project steering committees is entirely another matter. Nevertheless,
the complexity is with us, and we have to find a way through the barriers of misun-
derstanding and the legal and financial technicalities.

This creates rather a daunting agenda for CABRI for the next year or two. But it
is also a wonderfully exciting opportunity, because there is so much to gain from
getting these things right; there are immense benefits from improvements in the
public-private sector interface and in the quality and focus of international partner-
ships.

Constructing the right agenda for research and co-operation over the next few
years means thinking hard about what the most pressing and most promising areas
of collaboration might be. CABRI'’s resources are limited, so it is important to make
careful choices.
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1.2.2 The new public finance

An intermediary state
Let me share a few ideas from the ‘new public finance’ literature that might be useful.

The first is the idea of an intermediary state. This is a concept developed in some
detail by Inge Kaul of the UNDP Office of Development Studies as a way of thinking
about how governments in a globalised world have to reach compromises and nego-
tiate an appropriate balance between the demands of the outside world and their
own domestic political and policy objectives. States that fail to negotiate workable
compromises risk being marginalised in the global development race, and in extreme
cases end up as ‘rogue’ or ‘failed’ states. Thus, it is one of the tasks of modern govern-
ments to intermediate between national and global interests, but it is not efficient to
think of every small nation finding its own particular set of compromises with the
rest of the world. Consequently, we have multilateral institutions that perform the
intermediary role on a global or regional scale, in effect providing a forum for achiev-
ing collective solutions and developing ‘templates’ for international partnership - in
trade matters, in managing global environmental issues, in dealing with international
crime and money laundering, and in regulating financial affairs.

CABRI has an intermediary role to play, and it may be worth spending some time
exploring what this means. Firstly, there is no need to reinvent standards of good
practice in budget design and implementation, but there is a clear need to adapt
from international practice simplified and standardised approaches that are suitable
for countries with very limited resources, various degrees of aid-dependence and,
perhaps, the particular kinds of relationships between the national fiscus and local or
community development programmes that are characteristic of African economies. In
all of this work, it is important to respect national sovereignty — country circumstances
vary and sovereign governments will make their own choices — but there is a great
deal of useful work that can be done collaboratively to assist governments in exploring
options and finding a shared understanding, especially in those areas of public policy
and financial management in which the external world has particular interests.

These interests of the rest of the world are very wide-ranging, and often uncom-
fortably intrusive. This is not just a First World-Third World thing: national sover-
eignty is subject to constraints, even in the richest and most powerful nations.
Sovereignty is qualified by the rest of the world’s interest in how property rights are
protected, in how one country’s tax laws impact on investments or trade relations,
in how crime and fraud are combated, in how the environment is protected, and in
how human rights are protected. Take the currently topical example of the concern,
worldwide, about the prevalence and possible mutation of the bird flu virus. Because
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birds migrate across boundaries, a country’s interests cannot simply be secured by
strict border controls and municipal health inspections — every nation has an interest
in what every other nation does to control the internal transmission of bird flu. The
‘new public economics’ reminds us that many public goods are in fact ‘global’ public
goods that require global co-operation and partnerships.

What has this got to do with budget reform? Shared interests need to be addressed
through shared resource arrangements. Of course, the rest of the world can negotiate
individual aid or budget assistance or joint financing arrangements with every indi-
vidual country, but progress is likely to be faster and more efficient if collective vehicles
are found. So it may be helpful to give further thought to the intermediary role that
CABRI can play, helping shape more streamlined arrangements for dealing with the
external world’s interest in financial management and resourcing both of development
and of the global or regional public goods that need to be collectively addressed.

Subsidiarity

There is a second concept in the ‘new public finance’ literature that is helpful in
managing the complexity of things — it is the idea of subsidiarity. This is rather a
ponderous word, but it captures the simple idea that globalisation is more about co-
operation behind, rather than beyond, national borders. This gives recognition to the
fact that international institutions do not have sovereign powers and international
collective action is difficult and costly. Thus, many kinds of international co-opera-
tion happen, in effect, behind national boundaries — that is, they do not rely on multi-
lateral institutions and global action, but take place within the context of national
programmes and partnerships. This is a simple but very powerful insight.

It is not necessary — in fact, it is often impractical - to create an international pool
of funds and directly spend or control programmes through multilateral institutions,
in order to deal with global public goods or shared interests. In recent years, there
have been new international funds and programmes created for particular purposes,
but comparatively few permanent multilateral institutions have been created. Most
action happens at the national level, influenced but not dictated by international
agreements. It is precisely because this is where most of the action is that it is so
very important for initiatives like CABRI to make progress in building a common
understanding and consistent approaches to budgeting, planning, prioritisation and
partnerships, so that resources can be efficiently mobilised, although neither pooled
nor collectively managed.

Although there is a preference for national-level interventions, because institu-
tions and decision processes are largely defined by national boundaries, we need to
explore options for more direct collaboration as well. Many African countries are very



INTRODUCTION

small, so there are scale economies in joint initiatives. Major infrastructure projects
— transport, water supply, power generation — have natural network properties that
cut across national boundaries. In areas such as higher education, production and
supply of school books, tertiary referral hospitals, customs and trade administra-
tion, specialist agricultural support and industrial standards and certification, even
tourism promotion, there are substantial scale economies and benefits of concentra-
tion of resources. CABRI might usefully give further consideration to how the plan-
ning, budgeting and management of joint infrastructure projects, and collaboration
in improving the quality of public services, could be taken forward; these are perhaps
matters for dedicated task teams to consider.

An interesting sub-component of this topic is the scope for contractual service-
delivery agreements between governments, or ‘trade’ in public services. Many
American states have cross-border agreements on access to and charges for higher
education opportunities, for example. There are many areas of public service delivery
where the normal principles of specialisation, comparative advantage and potential
economies of scale argue for co-operative government-to-government agreements,
and these can also involve private sector service providers. It does not make sense for
every country to have its own mint, or to try to achieve a comprehensive portfolio of
higher education and research programmes.

However, unless work is done on the terms and conditions of agreements between
countries, and the appropriate financing or pricing arrangements, these kinds of co-
operation will not happen.

Economic regulation is another area of considerable complexity, in which there is
much to gain from cross-border co-operation. The last 20 years have seen phenom-
enal growth internationally in the number and variety of arms-length regulatory
agencies, through which governments seek to provide expert and independent over-
sight of financial markets, industrial competition, public utilities, telecom suppliers,
environmental protection, consumer protection, food safety and public health. It is
not just that there would be scale economies and technical advantages from collabo-
ration in building regulatory capacity; there is also the huge benefit for the develop-
ment of the market economy that comes with standardisation and greater certainty
in the regulatory environment.

This is a useful reminder that the central economic challenge facing African
economies is to achieve more rapid economic growth, investment, broader partici-
pation and employment creation. Complex and elaborate public services that carry
high investment requirements or significant increases in revenue requirements are
unlikely to be affordable. Our budget offices have a huge responsibility to concen-
trate resources on those programmes and initiatives that have the greatest impact on
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both economic development and poverty reduction. Of course, it does not help if the
plans and analyses and programme designs for development and poverty reduction
are so complex that nobody in the spending agencies actually knows what they are
supposed to be doing. We need to build sound and simple monitoring and evaluation
systems and continuously look for ways of achieving greater impact with the limited
resources at our disposal — in association with spending departments and service
delivery agencies.

International partnerships can help, and there is a great deal of work to do in
simplifying and streamlining the allocation of international donor funds and ensur-
ing that foreign technical assistance is more efficiently used. Partnerships with the
private sector can help — both contractual arrangements for private sector service
delivery and partnerships with local and international non-governmental organisa-
tions. Again, there is a great deal of work to be done in getting the design of these
arrangements right and in building relationships of trust and effective co-operation.

In managing these and other kinds of partnership, and more generally in modern-
ising our budget systems and financial management, it is important that we continu-
ously guard against unnecessary complexity.

Complex loan structures and guarantees can be designed for infrastructure invest-
ments, but then you need to make sure you have lawyers and financial analysts on
your side who are just as good as those hired by the banks. Multiple performance
targets and objectives and outputs can be written up for a multitude of programmes
and agencies, but you are much more likely to keep track of progress if you are moni-
toring a handful of reliable performance indicators. Modern accounting systems can
be purchased as off-the-shelf computer packages, but traditional cash-management
systems are more likely to give you effective expenditure control.

1.2.3 Conclusion

The modern world offers many opportunities for public finance innovation, and for
new kinds of partnership with the private sector and across national boundaries.
There are enormous benefits from getting these reforms right. However, getting
them right means keeping them simple, so that as reforms proceed we have more
control, know more about what is going on and have a better understanding of how
the national budget complements international initiatives and contributes to growth
of the market economy.

Endnote

1 See Kaul I & Conceigao P (eds) (2005) The new public finance. Oxford: Oxford University Press.

This paper draws strongly on the overview chapter in this volume.
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Co-ordination at the centre



2.1 Introduction

A cornerstone of an effective budgeting process is good co-ordination at the centre
towards an optimally structured budget decision-making process. In many CABRI
member countries this includes not only the arrangements of different institutional
structures, the allocation of decision-making powers and the sequencing of infor-
mation flows that might affect budget policy cohesiveness, but also co-ordination
between the recurrent and development budgets to ensure that both address the
same national policy objectives.

The seminar debate addressed issues relating to co-ordination of policy, program-
ming and budgeting under different scenarios relating to whether planning and
budgeting functions are combined in one central ministry (or separated into a minis-
try of finance and a ministry of planning) and whether recurrent and investment
spending are combined in a single budget (or appropriated separately).

Participants agreed that the issue is not so much which institutional or budget
structure is best but rather how the disadvantages of either can be managed and the
advantages maximised. For example, a unified budget compromises the visibility of
allocations for project-type spending in an institution’s allocation, making monitor-
ing of project completion and the removal of allocations for investment projects from



CO-ORDINATION AT THE CENTRE

an institution’s baseline allocation more difficult. Similarly, the combination of plan-
ning and budgeting in one ministry can mean that the long-term perspective that
comes with good planning plays second fiddle to short-term financing concerns. A
separation of functions, on the other hand, can compromise the links between plan-
ning and budgeting, resulting in planning for resources that are unlikely to ever
exist and a lack of a policy-strategic thrust in budgeting. Similarly, the separation
of the budget into two appropriation vehicles breaks the link between investment
and recurrent spending, perpetuates planning for external resources separately from
domestic resources and makes it difficult to ascertain the full cost of any one policy
initiative or sector.

Therefore, the emphasis should be more on what types of institution are required
to achieve the best budgetary outcomes under any scenario. For example, if a devel-
opment budget is appropriated separately from a recurrent budget, all expenditure
should be classified consistently and the budget documentation should include a
comprehensive view of spending by institution and of programme by policy objec-
tive. Thus, the steps that have been suggested to create a more effective system
include: improving the legal framework of the structure; designing a sequenced
budget process that brings relevant information to the table at relevant points;
harmonising information management systems; and integrating the budgets through
comprehensive fiscal frameworks and consistent classification systems and budget
structures.

It was recognised that a serious danger prevails when institutional ‘mergers” and
‘divorces’ occur only at the political level. Participants stressed that whatever struc-
tural changes are implemented, they need a deeper process of redesign to ensure
optimal outcomes.

Two case studies were presented at the seminar. In the Tanzania case study, RSS
Hamisi highlights how an integrated budget process, a sound budget structure, inte-
grated classification systems and good information systems can assist in building
effective links between separate development and recurrent budgets. In the Malawi
case study, Chauncy Simwaka provides a perspective on how superficial structural
change can undermine the building of long-term capacity for effective planning and
budgeting.



2.2 Co-ordinating recurrent and
investment spending: the case of
Tanzania

Ramadhan Saidi Sampa Hamisi

2.2.1 Introduction
In Tanzania, the government budget is an important instrument for the implementa-
tion of policy decisions to achieve social, economic and political ends. The formula-
tion of the budget requires a series of processes linked to a chain of interventions
and legal regulatory mechanisms that involve a number of players and stakeholders.
Since the budget is a public instrument, it is based on a legal framework, which gives
it the necessary mandate. The budget formulation process is thus a legalised and
formalised work cycle of preparing budget estimates, authorisation, implementation,
control and accounting for it.

This paper outlines the key features of the government budget system — the legal base,
budget structure and process. The paper briefly discusses budget management and co-
ordination mechanisms, highlighting how the development and recurrent budgets
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are co-ordinated throughout the system. It provides the highlights of budget-related
reforms like performance budgeting, adoption of Government Finance Statistics
(GFS) classification, the Public Finance Management Reform Programme (PFMRP),
the Public Expenditure Review (PER), the Medium Term Expenditure Framework
(MTEF) and the Strategic Budget Allocation System (SBAS). It also explains the co-
ordination aspects encompassed in some of these reforms. The paper concludes with
a narration of some budget management achievements and challenges faced by the
government.

2.2.2 Budgeting system
The Tanzanian budget system is legally based, and is characterised by a budget struc-
ture and an elaborate budget process.

Legal base of the budget

The preparation and implementation of the government budget is based on legal
requirements and structures. The legal base is that body of laws and administrative
regulations that govern the budget format, timing and procedures as well as the allo-
cation of formal powers, responsibilities and rights in the budget cycle or process.
The instruments that provide the legality of the budget include the following:

o The Constitution of Tanzania. Chapter 7 of the Constitution outlines the provi-
sions regarding the finances of the United Republic of Tanzania. It indicates
who has the mandate to prepare the budget and submit it to Parliament, and
the type of revenue receipts, accounts, authorisation of payments and so on.

U The Public Finance Act of 2001. This is a new instrument that also provides
the legal framework of the budget system with regard to revenue, expendi-
ture control and accountability. The Public Finance Act repealed the former
Exchequer and Audit Ordinance of 1961.

o The Annual Appropriation Act. This Act provides powers to the Minister for
Finance to draw money from the Consolidated Fund and allocate it to the
various votes. It also provides powers for the reallocation of funds between
votes.

o The Annual Finance Act. This Act grants powers to the Minister for Finance to
raise funds by imposing taxes to finance the budget.

Structure of the government budget

There are two components to the government budget in Tanzania — revenue and
expenditure.
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The revenue budget includes:

° domestic resources —

o

tax revenue, and

° non-tax revenue;

o foreign loans and grants, including Heavily Indebted Poor Country (HIPC)
Initiative funds;

o sale of shares in public corporations; and

o drawdown of reserves, including domestic financing.

The expenditure part has the following structure:

o recurrent expenditure —
° public debt,
° ministries,
° regions,

o

local government, and
° special expenditure, including contingency; and
. development expenditure —

o

domestic resources, and

[e]

external resources.

At this stage, it is important to highlight the challenges of co-ordinating development
and recurrent spending. The starting point is the fact that Tanzania has gone beyond
the first generation of a programme review budgeting system (PRBS). We are now
implementing the National Strategy for Growth and Reduction of Poverty (NSGRP),
which recognises the existence of the Medium Term Plan (MTP) and sector strategic
plans.

The government budget process

Budget preparation

The budget preparation process starts with the Budget Guidelines Committee (BGC),
which proposes the budget structure. In co-ordinating recurrent and development
spending, the BGC is guided by Vision 2025, the MTP, the NSGRP and inputs from
the PER process. The BGC covers the following stages:

1. The committee begins with the macroeconomic and sectoral performance
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reviews. PER working groups’ outputs provide the basic data and informa-
tion used in reviewing budget performance and in the preparation of the
Budget Guidelines.

2. The second stage is the projection of economic growth and identification of
key macroeconomic and sectoral policy commitments, with a view to deter-
mining the pool of resources (both external and internal inflows) expected to
be available in the upcoming budget year and the two following outer years.

3. The third stage entails identifying ministry, department and agency (MDA),
regional and Local Government Authority (LGA) strategic/medium-term
plans and linking them to overall MTP objectives, NSGRP interventions and
government policy commitments to ensure their consistency.

4. The fourth stage involves the costing of strategic sectoral planned activities
that are consistent with NSGRP cluster interventions and then applying
MTEF processes to integrate NSGRP cluster and budget activities and to
link these activities with the resource allocation. This stage includes prepa-
ration of the annual budget by all MDAs. Prioritisation and sequencing
of NSGRP activities is based on the following considerations: the ongoing
programmes/activities that were initiated by the original Poverty Reduction
Strategy (PRS); new strategies that build on ongoing activities; strategies
that have multiple effects (i.e. strategies covering more people or larger or
more issues); strategies that address more than one outcome; strategies that
contribute to implementation and capacity development; strategies that
address the regional imbalances; and strategies for mainstreaming cross-
cutting themes. It is at this stage that the recurrent impact of development
spending is factored into the budget.

Budget execution: revenue and flow of money from the centre
Tanzania still runs a cash-management system, where expenditures are determined
by the level of available resources in a given month. At the centre of the system is
the Government Expenditure Ceiling Committee (GECC), chaired by the Permanent
Secretary to the Treasury, who is also the Paymaster General. Membership of the
committee includes the Bank of Tanzania, the Tanzania Revenue Authority and
representation from the government of Zanzibar.

Based on the level of available resources, both domestic and external, the GECC
allocates funds to the various expenditure items using the following criteria: debt
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service is the first charge against available resources, followed by personnel emolu-
ments and then other charges and items that are provided for on a monthly basis.

To ensure the smooth execution of the development budget, the GECC also
provides quarterly allocation of development funds.

Budget execution: expenditure controls

Once the GECC has finalised resource allocation at the national level, the Budget
Division in the ministry then allocates the resources to the various actors, namely
MDAs, regions and LGAs. To allocate resources, the division utilises cash-flow plans
prepared by the institutions prior to the beginning of budget execution.

While cash-flow plans for recurrent expenditure are based on a monthly cycle,
plans for development expenditure are on a quarterly basis. Unlike recurrent
expenditure, funds for the development budget can only be disbursed upon receipt
by the Treasury of the preceding quarter’s progress report, which includes both
financial and non-financial information (e.g. on progress in the physical implementa-
tion of projects).

Monitoring and control
Budget monitoring, control and evaluation are necessary for closer supervision
of work programmes and projects. This involves a continuous monitoring of the
plans and the budget in order to document achievements and identify bottlenecks.
Monitoring, control and evaluation mainly focus on accountability, which aims to
ascertain the appropriateness of expenditure and revenue, and conformity to author-
isation, through financial reports. It also provides management with information on
performance.

Mechanisms for control and monitoring are periodic reporting and follow-up
using specified formats, and internal and external auditing. Others are parliamentary
controls, budget reviews and adjustments, and project inspections.

2.2.3 Reform progress

Besides its primary role of managing public finances, the Ministry of Finance (MoF)
has the challenge of having in place more efficient and effective government budget
management processes and systems. In this endeavour, the MoF ensures that the
government budget is properly managed and that budgetary reforms are efficiently
implemented. The MoF also provides all necessary technical support to MDAs,
regions and LGAs in the process of managing their budgets and in implementing the
budget reforms.
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Budget management reforms

The government of Tanzania has undertaken several interrelated reform initiatives
and has introduced several instruments into budget planning and management,
starting with the Rolling Plan and Forward Budget (RPFB) in the early 1990s, the
implementation of the PFMRP, the performance budgeting initiative, the PER, the
MTEF and adoption of GFS classification. These are briefly discussed below.

The Rolling Plan and Forward Budget (RPFB)

The RPFB was adopted in response to the need to introduce an effective medium-term
framework for planning. It was noted that because there were insufficient resources
to implement the programmes outlined in the five-year plans, the allocation of funds
basically became an annual budgeting exercise. The RPFB introduced an element of
forward planning in respect of resources and expenditure.

The Public Finance Management Reform Programme (PFMRP)
Phase 1 of the PEMRP was instituted in 1998, with programme components covering
budget management, accounting, policy analysis and tax administration.

Among the projects implemented under the PFMRP is the Integrated Financial
Management Accountability Project IFMAP). This project is made up of two earlier
projects, the Government Accounts Development Project and the Interim Budget
Development Project.

Significant advances have been made under the first phase of PFMRP, and
IFMAP in particular. Some of the achievements include the installation of a finan-
cial management system in ministries and regions, the introduction of a common
chart of accounts for budgeting and accounting purposes, the Integrated Financial
Management System (IFMS), and improved budget preparation through the PER
process.

Performance budgeting
Performance budgeting was introduced in the government system to reorient the
incremental input-based budgeting towards output or target-based budgeting.

This new approach was expected to improve budget performance, as measured by
output indicators, unit costs and a measurable, deliverable quantity of service for a
given allocation of budget resources. After the introduction of institutional strategic
plans and a performance management system, which was results-oriented, perform-
ance budgeting provided the necessary supportive framework. Performance-related
targets at institutional level were to be reflected in the budget process for effective
implementation.
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The objectives of performance budgeting were to:

o enhance efficiency in service delivery;

o enhance management accountability through performance monitoring and
review;

o improve resource allocation by linking it to specific, quantitative and moni-

torable targets;

o ensure consistency of resource allocation with institutional perspectives in a
strategic medium-term framework; and

. facilitate a holistic approach to budgeting that would enhance budget inte-
gration.

A Performance Budgeting Operations Manual was prepared to complement the
achievements made in this area. This manual was intended to guide the process of
performance planning and budgeting and to be the basis for all ministries, independ-
ent departments, regional administrations and local governments to prepare and
submit performance budget estimates in subsequent years.

The Public Expenditure Review (PER)

The PER has been an ongoing process for several years. The traditional PER function
has focused on the budget process in terms of management, control and accountabil-
ity, and the underlying objective has been to evaluate budget performance against
approved targets and procedures or processes and to identify shortcomings and
corrective measures.

However, since 1998, the PER in Tanzania has been conducted on an annual basis,
closely aligned with the government budget cycle and carried out under the direc-
tion of the PER Working Group, chaired by the MoF and including in its member-
ship a wide range of stakeholders from the government, development partners
and civil society. This approach has been consistent with the series of initiatives in
Tanzania aimed at developing an open process of policy formulation and budget
strategy.

There are two main PER objectives. The first is to facilitate and improve the
implementation of a medium-term effort to strengthen budget management through
improved predictability, efficiency and sustainability of the government budget.
The second is to evaluate performance against approved budget frame and output
targets, in order to ascertain whether funds have been spent for purposes agreed
upon and whether the spending units have achieved the intended goals. An under-
lying concern is also to attain an increased shift in donor finance from projects to
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broader budget support, in order to enhance flexibility of allocation across invest-
ment and recurrent expenditure items.

The Medium Term Expenditure Framework (MTEF)

The MTEEF is built on past reform initiatives such as the RPFB, which focused on
policy and strategic review and three-year ceilings, performance budgeting, which
emphasised output- or results-oriented budgeting, and MTPs developed with
support from the then Civil Service Department. All ministries, independent depart-
ments, regions and LGAs now prepare MTEF-based budgets.

In essence, the MTEF is a prioritised three-year integrated budget, based on
performance budgeting within a strategic plan. The MTEF starts with a review of the
previous and current year’s budget performance, and an evaluation of the available
resources; it goes on to establish the cost of implementing the activities to attain the
set targets, and deals with the prioritisation of these targets. Ultimately, three-year
integrated performance-based estimates are formulated, given the resource envelope
in terms of local and donor funds. This approach enables the linking of resources to
the attainment of specified objectives. The MTEF places greater emphasis on service
delivery and meeting the needs of priority stakeholders. Indeed, it has strengthened
performance budgeting at all levels and in all government institutions.

Adoption and application of Government Finance Statistics (GFS)

The need for reclassification was felt because of weaknesses in the coding system
of the government budget. The structure of the old classification was inadequate to
provide for meaningful economic analysis of a performance-based budget, which
requires a consistent and unified classification to assess results at target level. Further
to that, the government accounting system was being computerised and, consequent-
ly, it was seen as prudent to unify the system of budgeting and take advantage of the
accounting reform initiative. There was also the need to adopt common international
reporting standards.

GFS is an international classification method that attempts to group items of
revenue and expenditure into economic clusters and thereby facilitate economic
analysis of government transactions within the general government sector, and
between the government sectors and the other sectors of the economy and the rest
of the world. It is designed to provide statistics that enable decision makers to study
developments in the financial operations and position of the public sector. GFS is a
comprehensive coding system that covers revenue, and recurrent and development
budgets.

Through GFS, development projects have been disaggregated into smaller items
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of expenditure for coding and classification. Most importantly, though, GFS facili-
tates budget integration through a standard coding and classification system. It
should be emphasised that, thanks to GFS, eventually we will have a single budget,
as opposed to the current set-up where we have separate recurrent and develop-
ment budgets.

Introduction of the Strategic Budget Allocation System (SBAS)
The adoption of the Poverty Reduction Strategy Paper (PRSP) in 2000 provided a new
momentum for fighting poverty and offered guidance on strategic resource alloca-
tion. Under the PRSP, the government committed itself to according priority status in
resource allocation to important PRS sectors — agriculture (research and extension),
basic education, primary health, water, rural roads, the judiciary and HIV/AIDS.
The first-generation (HIPC-triggered) PRS, which covered three years, came to
an end in 2002/2003. The next PRS (the NSGRP) was adopted and implemented in
2005/2006. The NSGRP, also known as MKUKUTA, addresses the need to become
more outcome-oriented by adopting three clusters:

o Growth and income-poverty reduction;
. Improvement of quality of life and social well-being; and
o Government and accountability.

The cluster is the highest level; below it there are goals, followed by cluster strate-
gies, which cut across sectors. There are also operational outcomes (or monitorable
outcome indicators). The relevant actors, including MDAs, regions and LGAs, are
linked to cluster strategies.

In order to implement the NSGRP and meet its requirements, a Microsoft Access
software tool called the Strategic Budget Allocation System (SBAS) was developed
to manage the complexity of the budget data on cross-cutting strategies. This tool
enables MDAs to fill in their MTEF budget requests and to submit the same to the
MOoF. The standardised formats of inputs are used by the Plan and Budget Guidelines
Committee to allocate resources in the Budget Frame to NSGRP cluster strategies
and non-NSGRP strategies. Resource ceilings for the Plan and Budget Guidelines are
issued at vote level, with a clear picture of how much has been allocated for use in
financing NSGRP cluster strategies (MTEF targets).

Once ceilings have been approved for each target and, hence, for each of the
MDAs, the MDA are required to break down the targets into activity and input level
for the annual budget and for the outer years of the MTEF.
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2.2.4 Budget co-ordination mechanisms

Budget co-ordination is an important element in the budget process and is imbedded
in the above outlined reforms at two levels — budget formulation and budget imple-
mentation. It also involves many actors and stakeholders, including development
partners (donors).

Institutional arrangements for co-ordinating the recurrent and development
budgets prior to 1997

The Budget Guidelines used to be prepared jointly by the MoF and the President’s
Oftfice, Planning and Privatisation (POPP). However, the MoF had jurisdiction over
the recurrent budget, while the POPP had jurisdiction over the development budget.
This set-up meant having two divisions, one in each institution, dealing with a compo-
nent of the government budget. Difficulties in co-ordination prompted the Tanzanian
government to merge the co-ordination and monitoring division in the POPP with the
budget division in the MoF. This was the first step towards budget integration.

Level one: budget formulation

MDAs are required to prepare their recurrent and investment requests for the three
MTEF years using SBAS Micro. The MoF is required to assist the MDAs by providing
them with the necessary technical support and general co-ordination.

The MTEF was introduced to bring a more strategic focus to expenditure planning.
In this regard, the process of estimating recurrent cost implications of ongoing invest-
ment projects has been initiated.

The adoption of GFS classification has made the full integration of the recurrent
and development budgets possible. GFES classifies all expenditure budgets, whether
in the development or recurrent budget, in one consistent system as either recurrent
or capital expenditures, and, within these, into different types of recurrent or capital
spending. This allows for easy amalgamation of the budgets into a comprehensive
view of the allocations to any one institution or programme.

Using SBAS Macro, allocations to cross-cutting cluster strategies (MTEF targets)
are made in a co-ordinated manner. In this way, the share allocated to each of several
ministries for such targets can be traced. The allocations for recurrent expenditure
and investments for each vote are reflected in the Plan and Budget Guidelines.

Level two: budget implementation

The MoF is responsible for the overall monitoring and control of the government
budget. It manages the budget through expenditure tracking and close monitoring
of project implementation.
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At vote level, accounting officers are responsible for following up the perform-
ance of departments, and are expected to provide quarterly reports on progress of
performance to the MoF. On the basis of such reports, the MoF carries out the neces-
sary adjustments to approved recurrent and investment budgets.

Public expenditure is now controlled largely through the IFMS, a computerised
system that links up most of the government paying stations in Dar es Salaam.
Therefore, most payments are centrally effected and monitored. Hardly any expendi-
ture or commitment can be incurred without financial provision through the IFMS. In
addition to the IFMS, sub-treasuries have been established for processing payments
by decentralised government ministries and regions.

Audits are conducted by the National Audit Office on behalf of the National
Assembly to ensure that representatives of the people maintain control over the
revenues and recurrent and investment expenditures of the government.

As explained above, the PER process is led by the MoF and is a collaborative effort
between the whole donor community, the government and civil society organisa-
tions. Through the Plan and Budget Guidelines, vital inputs from the PER process
are fed into the budget process and are utilised in preparing the annual budget and
sector MTEFs covering revenues and expenditures. Again, during implementation of
the budget, some interventions from the PER process are taken into consideration to
keep budget performance on track.

Donor co-ordination

The government of Tanzania and development partners (DPs) have been working
together, especially through instruments such as bilateral agreements and signed
memoranda of understanding. The memoranda set out the principles and terms of
partnerships between the government and DPs. The Tanzania Assistance Strategy
(TAS) and the Joint Assistance Strategy (JAS) also govern the relationships between
the government and DPs. Budget support revolves around the participating parties’
commitment to alleviate poverty. The dialogue and instruments used to achieve a
successful implementation of budget support, therefore, combine a review of poli-
cies used to fight poverty, the development and maintenance of the environment
necessary for those policies to be effective, and an assessment of the outcomes from
interventions made. In this regard, Tanzania is fortunate to have a substantial amount
of information on assistance from DPs.

2.2.5 Achievements and challenges
Significant achievements have been made in implementing the budget reforms and
in co-ordinating recurrent and investment expenditure, in particular. Performance
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budgeting has been successfully implemented in both central and local government
institutions. With effect from the 2000/01 fiscal year, all ministries, independent
departments and regions, including LGAs, have prepared performance/output-
based budgets.

GFS economic classification based on the 1986 GFS Manual has been completed.
All budget books, Volumes I-1V, are coded in line with GFS requirements. Thus, the
framework for integration of recurrent and investment spending is in place.

Supporting systems for budget preparation and execution such as the IFMS are in
place. The MoF carries out budget follow-up in terms of recurrent expenditure track-
ing and project inspection annually.

DPs are actively involved in the budget review process, and their views are taken
into consideration in the formulation of future budgets. Adoption of the TAS and JAS
is expected to strengthen donor co-ordination, as DPs are urged to use a common
funding mechanism. This will also result in increased predictability of donor fund
flows.

The main challenges include inadequate reporting for direct-to-project funds.
A significant amount of donor assistance still falls outside the budget. Donors are
encouraged to use the government budget system and, more particularly, the General
Budget Support (GBS) funding mechanism. Another challenge concerns difficulties
in getting timely information on physical performance. This is attributed to a number
of factors including weak communications systems and low capacity within the insti-
tutions. However, use of the GFS coding system in the budget estimates and in the
introduction of level two of the budget has alleviated the situation.

2.2.6 Conclusion

This paper has outlined the key features of the government budget system. It has
highlighted budget management and co-ordination mechanisms and budget-related
reform initiatives undertaken by the government in improving and enhancing effi-
ciency in the management of public resources. Several budget management achieve-
ments and challenges have been outlined.

As a result of the steps taken to introduce and strengthen performance budget-
ing in the government budget system, recurrent and development budgets are now
performance based.

The adoption of GFS economic classification has improved the coding of the
budget estimates. The GFS coding system is a framework for the integration of recur-
rent and investment spending.

The government has introduced other initiatives to improve accountability and
efficiency in the management of public resources, and has put in place an institutional
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framework for stakeholder participation in the budget process. The PER process
continues to be an important forum for public sector participation in expenditure
management issues.

The MTEF, which came out of the PER process, is based on performance budgeting
and focuses on enhancing predictability and efficiency in public expenditure manage-
ment in the context of a three-year time frame. The recurrent cost implications of
ongoing projects (investments) are reflected in the outer-year MTEF budgets.

The IFMS has been particularly useful in the control of expenditures and in provid-
ing information on financial performance to stakeholders including the government
and DPs.



2.3 Structures, institutions and legal
frameworks: the case of Malawi

Chauncy Simwaka

2.3.1 Introduction

Malawi is one of the countries in which the Ministry of Finance (MoF) and the
Department of Economic Planning and Development (DEPD) have merged and then
separated again. This paper looks at the drivers, history and sequencing of changing
institutional structures, and the advantages and disadvantages of having the minis-
tries separated or combined.

In 1997/1998, the Malawian MoF and DEPD were merged into one ministry on
account of several factors. During the mid-1990s, it was observed that most devel-
opment policies were not well implemented; in most cases, the policies were inad-
equately costed and were not included in the national budget. One of the events that
triggered the ministry merger was the handling of Malawi Vision 2020, a national
vision of where the country should be in 2020, formulated with the participation
of all key players including civil society organisations. After spending substantial
resources on developing the strategy, no mechanisms were put in place to implement
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it. However, soon afterwards, the joined ministry was separated again into two bodies
— the MoF and the Ministry of Economic Planning and Development (MEPD).

In order to asses the impact of merged and separate ministries on budgetary
outcomes, this paper will discuss the budget process and explain the role of the
MEPD and MOoF, followed by an exploration of the impact of the respective arrange-
ments of ministries on the budget process.

2.3.2 Structures and institutions
This section looks at key Malawian budgetary institutions that are relevant to
whether planning and financing should be separated or merged into one ministry.

Activity-based, medium-term budgets

In order to improve transparency and accountability, the Malawian government
opted for an output-based budget document as a key element in the Medium Term
Expenditure Framework (MTEF) reforms. This underlines efforts to shift the budget
emphasis from inputs to defined activities and outputs. Under this approach, the
budget becomes a detailed cost estimate of priority activities that fit within a given
resource ceiling, rather than an incremental list of inputs. In its very nature, it aims
to address the pitfalls of incremental budgeting with elements of a zero-budget
approach, in which all funds are allocated anew in each budget cycle (i.e. at the start of
the cycle, all budgets are set to zero and the available funds are allocated according to
priorities). The activity-based budget is a key instrument for translating development
policies into financed government programmes; the activities identified in develop-
ment plans to implement policies should appear as financed activities in the budget.

Macroeconomic forecasting and the budget framework

Another important tool in the budget preparation process is the macroeconomic
framework, comprising the assumptions (exchange rate, interest rate and infla-
tion) used for revenue, expenditure and financing projections. The macroeconomic
framework translates into a budget framework, a link that facilitates the fit between
macroeconomic policies for key variables and resource constraints. Realism is an
important value in preparing a budget framework: it reduces the incidence of over-
estimating or underestimating the resource envelope or expenditures, which creates
problems in the course of implementation and undermines planning discipline.
However, technical and institutional deficiencies in resource forecasting have made it
difficult to generate a reliable medium-term framework in Malawi. The forecasting of
macroeconomic growth, a critical variable in the estimation of government revenue,
especially from domestic sources, used to be a DEPD responsibility.
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Dual budgeting system

The Malawi government budget has two parts — the revenue budget, covering the
recurrent side of expenditure (expenditure necessary for maintaining the basic daily
operation of projects and government services), and the development budget.

Recurrent expenditure is divided into personnel emoluments (salaries, wages,
allowances and benefits for public servants) and other recurrent transactions (ORT,
or operational funds), which include expenditures for the provision of goods and
services to the public (e.g. medicines in the health sector, school books in the educa-
tion sector and recurrent transfers to state and non-state bodies) and the mainte-
nance of capital items. Not all expenditure on the revenue budget is recurrent in the
economic or accounting sense: durables such as computers are also purchased under
the revenue budget.

The development budget finances projects in the Public Sector Investment
Programme (PSIP). This budget is funded from two sources — external resources
in the form of loans or project grants and local or counterpart expenditure. Some
projects are funded jointly, while others are funded wholly from local resources.

While expenditure on the revenue budget is mostly (but not wholly) consumption
related, development expenditure involves mostly (but not wholly) fixed capital
formation. This includes construction of roads and bridges, schools, hospitals,
airports, and so on. Development expenditures are aimed at realising the govern-
ment’s development goals as stipulated in the Poverty Reduction Strategy Paper
(PRSP), the PSIP and the Malawi Economic Growth Strategy (MEGS). Each project
has its own specific goals, and the decision to implement it has to be in harmony with
the government’s overall fiscal objectives.

Development expenditures have a bearing on future levels of recurrent expendi-
ture, because all investments eventually have to be maintained under the recurrent
budget; for example, constructing a school is a development project but the subse-
quent recruitment of teachers and the purchase of books and teaching and learning
materials and other running expenses will be recurrent expenditures. Thus, when
formulating the development budget, a careful analysis is done to make sure that
the recurrent budget can absorb all the recurrent costs in the year that a particular
project is completed.

The Public Sector Investment Programme (PSIP)

The PSIP is a five-year rolling programme for guiding public investments. It provides
a framework for planning and scheduling investment in line with long-term govern-
ment objectives and short-term macroeconomic constraints. It is a comprehensive
listing of government projects and, as such, contains all approved projects scheduled



CHAPTER 2

to start within the defined period. It is also a screening mechanism for verifying that
projects conform to government objectives and overarching policy and strategy. The
DEPD was mandated to co-ordinate the formulation and implementation of the PSIP,
while the MoF would provide resources only to projects that had been appraised and
approved by the DEPD through the PSIP. The objectives of the PSIP include:

o to provide a screening mechanism and verification that projects conform to
government priorities and that design standards are followed;

o to facilitate scheduling of investment so that there is consistency with overall
expenditure ceilings and absorptive capacity within sectors; and

o to ensure that there is a balance of public resources invested in the social and
economic sectors.

Clear PSIP project-approval principles are in place. Included are projects that:

o seek to alleviate poverty, especially in the rural areas (as stipulated in the
Malawi PRSP);

o stimulate and encourage economic growth, for example those in agriculture
and tourism (as stipulated in the MEGS);

. do not create a heavy burden and unsustainable recurrent expenditure;
and

. encourage private sector participation.

Determining expenditure ceilings
Total government expenditure is determined by taking a particular percentage of
Gross Domestic Product (GDP). The quality of expenditure reflects the government’s
main objectives, which currently are sustainable growth through poverty alleviation,
and the provision of social services (health, education, etc.). Every year, the total
available expenditure is allocated in the budget process to different expenditure
objectives or sectors. This happens in the form of ceilings — the maximum amount
of money that the government will spend in a given year against particular target
sectors or expenditure categories

Hard budget ceilings are used in management to ensure the maintenance of balance
between government expenditures and expected resource flows, thereby limiting
financing operations to fiscally sustainable levels. This, in turn, supports macroeco-
nomic and monetary policy and prevents crowding out of the private sector.

Under the current separate arrangement, the MoF allocates resources to ministries
without the involvement of the MEPD.
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. Table 2.3.1: Stages in the budget process

PREPARATION
Step 1 Policy statements Ministries and Departments, MoF, MEPD,
Office of the President
Step 2 Review goals, objectives, outputs and activities  Ministries and Departments, MoF (MEPD not involved)
Step 3 Review prioritisation of programmes, Ministries and Departments, MoF (MEPD not involved)

sub-programmes and activities
Step 4 Review costing of agreed programmes/activities  Ministries and Departments, MoF (MEPD not involved)

Step 5 Presentation of goals, objectives, outputs Ministries and Departments, MoF (MEPD not involved)
and activities, their organisation into
priority programmes and sub-programmes
and indicative costing by Ministries/Departments
to the MoF

Step 6 Consultation with donors on prioritisation Ministries and Departments, MoF (MEPD not involved)
and resource allocations

Step 7 Determination of sectoral ceiling/resource envelope Ministries and Departments, MoF, MEPD

Step 8 Approval by Committee of Principal Secretaries ~ MoF (MEPD not involved)
and Cabinet

Step 9 Advise Ministries of ceilings, issue circular on MoF (MEPD not involved)
budget preparation, issue ceilings

Step 10 Ministries/Departments prepare estimates Ministries and Departments (MEPD and MoF not involved)
Step 11 Budget estimates discussion Ministries and Departments, MoF and MEPD
Step 12 Presentation of budget to Parliament MoF and MEPD

IMPLEMENTATION AND MONITORING

Step 13 Cash management, issue of warrant MoF (MEPD not involved)
(provisional/general) and authority to spend

Step 14 Monitoring and evaluation MoF and MEPD (no co-ordination)

The budget process and responsibilities

The responsibility of coming up with a budget rests with line ministries and depart-
ments. The MoF co-ordinates and manages the process, which is guided by the
Public Finance Act. On the basis of economic assumptions, currently provided by
the MEPD, the MoF prepares a budget framework and provides line ministries and
departments with expenditure ceilings and budget preparation guidelines within
which their budgets are produced. After discussion between the MoF and line minis-
tries, these allocations and their detailed use at line ministry level are compiled into
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the annual budget and presented to Parliament. The inter-ministerial discussions are
aimed at ensuring that line ministries and departments allocate their resources effi-
ciently and in line with their mission and objective and the economy as a whole. Table
2.3.1 outlines the stages of budget preparation, implementation and monitoring, and
current involvement of the MEPD.

2.3.3 To merge or not to merge
In 1997/1998, the then MoF and DEPD were merged to address specific shortcomings
in links between policy-making, planning and budgeting.

The first assumption driving the merger was that once the MoF and DEPD were
combined the government’s development policies would be implemented easily
through the budget, because there would be one Principal Secretary with responsi-
bility for both development policy formulation and budgeting. Thus, the merging
of the MoF and DEPD was aimed at ensuring that government development policy
(through Malawi Vision 2020) would be translated into action through the budget.

The second driving factor for joining the MoF and DEPD was to strengthen capacity
in the MoF, because of the need to integrate the recurrent and development budgets.
The PER of 1990 recommended that the two budgets should be integrated since there
were many recurrent expenses in the development budget and, likewise, there were
capital expenses in the recurrent budget. The merger was expected to improve capac-
ity, because personnel from the DEPD with skills in project planning and manage-
ment would enhance capacity in the budget division in formulating the development
budget based on the PSIP. It was further assumed that the marriage would strengthen
monitoring and evaluation in the MoF with DEPD capacity in this regard.

The duration of the joined ministry was too short to produce any tangible results.
However, a number of useful conclusions can be drawn from the Malawi experience.

A single ministry enhances co-ordination. During the merger, co-ordination
improved as mutual consultation was easy and the different principles driving the
work of the two partners were better understood. The war of words about who was
responsible for the development budget died and the integration of policy plan-
ning, project identification and the inclusion of priority projects in budget appro-
priations improved. Co-ordination, especially in policy formulation, moved forward
significantly: the PER of 2000 was successfully completed with many inputs from the
former DEPD units.

A persistent issue between the MoF and the DEPD had been the allocation of
resources to projects. In most cases, the DEPD was primarily interested in generating,
evaluating and advocating new projects and, generally, was not as concerned about
the adequacy of financial resources to cover the expense of completing such projects
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in the future or about assessing the recurrent cost implications of those endeavours
to ensure their long-term viability. With the merger, confusion about the allocation of
resources began to subside.

These few benefits could have been greater if proper reporting systems and institu-
tions had been created between former DEPD and MoF units. For example, a good
start would have been moving the entities to a single building for easy contact; and
the development division should have been part of the budget department, with full
responsibility for formulating the development budget. However, when the MoF
and DEPD were joined, the development division was not retained as a unit, but
was merged into different parts of the MoF, while other former DEPD staff remained
separate. This meant that during the time of the merger, the development division
— the function of which was to plan, monitor and evaluate projects — was dormant.
Had it been kept as a unit, but operating from the budget department, the develop-
ment division could have been responsible for the monitoring and evaluation of
development budget projects alongside monitoring the revenue budget.

Duplication of functions was not dealt with sufficiently in the merger. For example,
the Economic Affairs section in the MoF should have been abolished in the merged
ministry, since the former DEPD units could have taken over its functions. At present,
there is still a duplication of duties between Economic Affairs and the MEPD, blur-
ring accountability and undermining good budgetary outcomes.

Rationalisation of staff in the context of overall government effectiveness was also
not satisfactory under the merged ministry. The merged ministry could have allowed
for better utilisation of staff; excess staff could have been allocated to planning
sections in line ministries, boosting line ministry planning and budgeting capacity
and resulting in better budget presentations.

Before any of these shortfalls could have been addressed, however, the ministry
was de-linked again in 1998/1999 due to a change in government policy and the influ-
ence of political and economic factors.

Perhaps the worst consequences of de-linking the merged ministry so soon have
been the slow progress in integrating the recurrent and development budgets, and
the loss of clearly delineated capacity for project monitoring and evaluation.

2.3.4 The way forward

Whether the responsibilities at the centre of government for policy planning and
financing are separated between two ministries or not, the need remains for delivery
on government policy priorities for growth and poverty reduction through effec-
tive linkage between policy, planning, budgeting and accounting. While separation
of these functions at the centre of government puts at risk the link between policy
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and budgeting, a merged institution often results in poorer attention to longer-term
policy issues in the face of short-term financing and expenditure pressures.

In both cases, therefore, the need remains for a robust strategic expenditure plan-
ning process, where the allocation of available revenue is based on policy consid-
erations and sound financial projections within a medium-term resource envelope.
This requires the use of an MTEF, a comprehensive and programme-oriented budget
structure and classification linked to the chart of accounts, and a process that ensures
de-fragmentation of the budget, information sharing and effective participation by
key agencies, competition between different expenditure proposals (whether devel-
opment or recurrent) and clear accountability for advice provided and decisions

taken.
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Aggregation and disaggregation:
comprehensiveness, budget
frameworks and classification



3.1 Introduction

How financial information is presented in the budget process is a function of the
classification system. Classification of spending information according to standard-
ised categories first developed when government operations to be funded by legis-
latures became too numerous for legislatures to continue the practice of examining
each spending proposal separately, on a proposed item-by-item basis, and maintain
a comprehensive grasp of all proposed spending. Governments then aggregated
spending information by spending agency according to standardised items in order
to rationalise legislative budget processes and make the impact of spending more
transparent to legislatures.

As budget management institutions developed, classification systems acquired
additional functions beyond assisting legislatures in their oversight role. Their design
now incorporates the need for international comparison; they are instruments of
control and accountability; they provide technical tools for resource allocation and
budget management; they assist in making explicit government’s fiscal stance; and
they contribute towards risk management. In short, a sound budget structure and
classification system is the cornerstone of modern budgeting systems.

There are several requirements that a classification system should meet in order
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to fulfil these functions. These include the following: organisational, economic,
programmatic and functional perspectives on financial information in the classifica-
tion structure; a comprehensive and properly sequenced budget structure; consistent
and explicitly linked categories for budget and accounts classification; and consistent
application of classification categories across all government spending and revenue
and across time. There needs to be full coverage of the general government account
for the classification system to support a complete accountability cycle.

A sound budget structure and classification system can aid in managing unique
complexities arising from developing countries’ public finance contexts. De-
fragmentation of budgets under dual budgeting systems and the existence of signif-
icant extra-budgetary external resources or extra-budgetary funds, and improved
budget credibility and cash management in line with budget policy objectives in the
context of revenue uncertainty during the spending year, are all contingent on the
quality of budget structures and classification.

However, a sound classification system is not only about the architecture of
budgets. It is also about building good human resources capacity for using the archi-
tecture every day, about adequate systems to capture and aggregate information in a
timely manner, and about having clear rules and the capacity at the centre to enforce
these rules.

This chapter presents the two main inputs at the seminar, both providing rich
material on the practice in CABRI countries regarding budget comprehensiveness,
budget structures and classification systems. The theme essay, by Mickie Schoch, Alta
Folscher, Hennie Swanepoel and Annelize Adendorff, provides CABRI members
with an overview of the South African experience in reforming the classification
system. It emphasises the practical difficulties in designing a system that meets
the needs of both economists and accountants. It illustrates that a reform process
comprises much more than the design of system architecture, a chart of accounts
and the establishment of system hardware: implementing these new institutions
and instruments requires a painstaking process of working with every government
agency to implement the new system and building the capacity of users.

The final section of the chapter is an extract from the CABRI pilot questionnaire
report presented at the seminar. The extract picks up on the questions that explored
CABRI member-country practices regarding the main themes of the session.



3.2 Achieving co-ordination through
the classification system:
objectives, principles
and experiences

Mickie Schoch & Alta Félscher, with inputs by Hennie Swanepoel
& Annelize Adendorff

3.2.1 Introduction

The relationship between good governance and improved economic and social
outcomes is increasingly recognised. The national budget is the single most impor-
tant policy document of government; it provides the vehicle through which policy
objectives are reconciled and matched with available resources and are implemented
in concrete terms. Good budget preparation, execution and monitoring processes
enable a government to allocate scarce resources to those areas that will make the
largest contribution to achieving its objectives. Quality data is a fundamental input
and output for setting fiscal policy, co-ordinating decision-making on economic and
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social policies and day-to-day budget management. Revenue and expenditure infor-
mation should be collected and presented in such a fashion that it promotes transpar-
ency and accountability. In other words, a reliable stream of consistently classified
and coded information throughout the budget process is an essential technical tool to
manage complexity.

This paper considers classification as a technical tool to co-ordinate and link the
different phases of the budget process. Because of time and space constraints, the
focus is primarily on budget and expenditure classification, while recognising that
budget managers require and use other types of financial information, such as infor-
mation on revenues and borrowing. The paper starts by setting out the requirements
and building blocks of a sound expenditure classification system, given its purposes
in budget management. It then considers how a good classification system can
impact on common arrangements in many developing countries. The final part of the
paper offers some ideas on the design of a classification improvement programme,
and includes a reflection on the relative success of the South African approach.

3.2.2 The purposes of a classification system

Classification of budget and accounting information is the systematic arrangement
of complex multidimensional data into categories according to common properties,
in order to make the information intelligible in standard formats. This exercise has
several interdependent functions or purposes in the budget process.

Making good information available

A sound classification system is necessary to produce good information, which, in
turn, is essential for budgetary analysis during budget preparation, budget approval,
budget execution and audit and evaluation. A sound budget structure and classifi-
cation assists in arranging complex financial information in intelligible formats for
different parts of the public sector at different levels of the budget for use at different
times in the budget process, while enabling linkages and comparison between these
aspects. The classification system should serve the information needs of diverse
groups of users: the executive, ministries, agencies and programme managers; legis-
lative and other governing bodies; the public; investors and creditors; rating agencies;
and international agencies. It should make clear who was, is or will be responsible for
what types of expenditure and for what purpose.

Internally, a budget classification system that makes explicit relative allocations to,
and uses of, funds for different policy objectives is necessary to improve spending
effectiveness. If policy-linked financial information is simultaneously disaggregated
according to the economic nature of spending, it assists policy-makers in assessing
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the mix of inputs used or proposed to achieve policy objectives. This, in turn, would
improve spending efficiency. In addition, good information about the balance of
proposed or actual spending inputs and their economic nature across public sector
institutions is also crucial to assess the broader economic impact of public spending,
and as an aid in fiscal policy implementation.

At the same time, suitably aggregated and disaggregated information is a requi-
site for external budget transparency. A central objective of building a classification
system would be to make proposals for spending, and the actual spending of public
moneys, transparent to the legislature and external stakeholders.

A tool of budget management

A sound classification system not only ensures that good information is available on
the results of budgetary decisions, it is also a technical tool towards the more strategic
allocation and use of public resources. A key purpose of the classification system is
to provide budget planners with suitable categories for allocation decisions. Posing
budget ceilings is an important element of budget management: the budget struc-
ture and classification system determines how ceilings are sequenced and enables or
constrains how robust and strategic these ceilings are, during both budget prepara-
tion and budget implementation.

If the classification system does not offer a strong link between allocations and
policy priorities, it makes it more difficult for budget planners to translate policy
priorities into financial programmes because they end up allocating to categories of
which the policy relevance is not immediately obvious. Also, when in-year spending
cuts are required and the only classification available is by budget institution and line
item, a reduction in available resources results in cuts by institution or by line item
across institutions (e.g. the instruction to cut travel expenses), rather than cutting
all the expenses of lower-priority programmes within institutions. The quality of
fiscal adjustment, albeit upwards or downwards, is compromised if the classifica-
tion system does not offer suitable tools for deciding where spending increases or
decreases should be effected and for implementing such choices. In short, the budget
classification system assists in the strategic allocation and use of resources in line
with policy objectives to consistent and understood sets of government activities
across time, sectors and government units.

Also, a sound budget structure coupled with consistent budget classification assists
in managing the use of funds from different sources towards the same purposes. If
allocations under a development budget are classified according to the same struc-
ture used for the recurrent budget, it allows for easy aggregation into a joint budget.
Similarly, if activities under a special fund, or through a separate entity set up by
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an act of parliament, with an independent source of funding, contribute to a func-
tional area of spending, a sound classification system will ensure that it shows up
in the government financial statistics. Thus, a sound classification system: facilitates
co-ordination between budgets arising from different sources of funding; assists in
providing a more comprehensive view of government finances for policy purposes;
ensures that the full cost of implementing a policy objective is made transparent,
even when funded from different sources; and aids competition between policies by
de-fragmenting their funding. The role of consistent classification in co-ordinating
spending under a dual budgeting system is discussed further below.

Control and accountability

During budget implementation, the classification of spending is necessary for ex-ante
internal control and ex-post external accountability. Central objectives of a classifica-
tion system would be to enable day-to-day budget control and administration and to
track compliance with legislative authorisation.

Internal control comprises checking proposed spending against the availability
of budget across different spending categories; for example, whether the proposed
spender has funds appropriated for the type of activity that is to be funded, albeit by
programme or types of input depending on the financial regulations. The recording
of spending in the accounting system is a further step towards accountability. If the
classification system does not allow these different dimensions to be captured and
made available through financial reporting, it compromises the ability of oversight
authorities to track spending against plans. At the same time, managers in govern-
ment require timely information on spending and revenue at different levels of
aggregation according to organisation and responsibility. This is achieved through
the financial reporting system, at the heart of which is the classification system. The
strength of the financial reporting system determines the incentives for managers to
properly perform their functions.

3.2.3 Requirements of a sound classification system
There are several core requirements that classification systems must fulfil if they are
to perform the functions set out above.

Consistency and comprehensiveness

First among these is that they need to be consistent and comprehensive; in other
words, classification rules must be applied consistently across all institutions of
government and over time within institutions, notwithstanding the source of funds
or purpose of expenditure. Common weaknesses in many countries’ classification
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systems, which compromise their ability to manage resources towards spending
objectives, are inconsistent categorisation of data (i.e. unclear distinction between
functional, economic and line-item classification), variable application of classifica-
tion systems across government, the exclusion of some institutions of general govern-
ment from the classification system and inconsistency in budget classification of
spending under the development and recurrent budgets.

An important instance of consistency is the need for using the same categories
between budget and accounting classifications. This requirement, which often is
not in place, is critical to enable the classification system to make clear the linkages
between different phases of the budget process. Budget and accounting financial
information is derived from two different operations in the budget preparation and
implementation process. Budget allocations in terms of standard budget classification
are the result of allocating the available resources into the budget structure through
the budget process according to their expected usage against policy objectives and
spending demands. Accounts classification, on the other hand, involves recording
every single transaction in detail by coding it along similar dimensions (including a
time dimension) against the chart of accounts” prescribed codes. These can then be
aggregated to higher levels corresponding to budgetary categories. The aggregation
of information from thousands of classified transactions then allows for intelligent
records of the use of funds against specific time periods. In a developed system, the
budget classification classes and sub-classes will correspond to accounting classes
along all the key dimensions, so as to operate as a check on whether spending plans
have been implemented and to assess the soundness of the plans in the real world.

A comprehensive and clear budget structure

The classification of financial information in line with the structure of government,
whether for budgeting or accounting purposes, results in suitably disaggregated
budget frameworks. These frameworks are used within the fiscal policy and budget
planning and implementation processes to manage the interface between economic
and fiscal policy across the public sector.

The United Nations System of National Accounts (SNA) sets out a standard frame-
work within which the different parts of government can be identified. This system
has been taken over into the Government Finance Statistics (GFS) framework. The
framework distinguishes between national and sub-national levels of government,
and between different types of government operation at each level, as described
below (and see Figure 3.2.1).

The public sector consists of all executive departments and government units of
the general government sector (central government plus sub-national government)
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and all public corporations that carry out the fiscal policies of the government. Public
corporations are market producers fully or partially owned by the state, financing
their productive activities by charging economically significant prices, whereas
general government units are non-market producers.

General government (the compilation of central, regional and local governments)
generally includes a central group of executive departments plus various judicial
and legislative bodies and government units. These may be agencies, commissions,
boards, operating authorities or other specially designated entities that are to some
degree accountable to or controlled by a government, but operate with considerable
independence.

A government unit is funded by raising taxes or levies separately from the main
budget, by engaging in economic activities in its authority or by receiving transfers
from the budget. Often, it is able to own assets and incur liabilities by borrowing
on its own account, and it usually has the authority to disburse at least some of its
funds in the pursuit of its policy objectives and to appoint its officers independently
of external administrative control. Non-market, non-profit institutions should be

. Figure 3.2.1: Analytical framework for identifying government institutions
in the public sector
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included in the general government sector, if the government determines the general
policy and programme of the institution.

Executive departments are the core units of government tasked with policy and
implementation functions. They are funded from the government budget, are staffed
by civil servants and are administered in line with public service regulations.

A social security fund is a government unit that operates and manages a social
security scheme. These social insurance schemes are imposed and controlled by
the government and cover the community as a whole or a large section of it. Social
security schemes involve compulsory contributions by employees and/or employers,
and government units determine the terms on which benefits are paid. The schemes
can cover benefits in cash or in kind for old age, disability, death, sickness, maternity,
work injury, unemployment and health care.

Government’s central budget framework should operate within a set of overall
fiscal frameworks that indicate fund flows, liabilities and borrowing requirements for
the wider public sector, for general government and for central government. A fiscal
framework for the wider public sector would capture fund flows and borrowing
requirements for general government and the public corporations. A comprehensive
general government fiscal framework would show all revenue and all expenditure
for central government and sub-national governments, whether the revenue and
expenditure is extra-budgetary (i.e. not appropriated under the main budget) or not.
This allows for a comprehensive view of government'’s fiscal operations.

The central (or main) budget framework would be a building block of the general
government framework and would show fund flows in and out of the main govern-
ment revenue fund. In turn, it would disaggregate into suitable categories across
several dimensions.

Inclusion of relevant dimensions
The classification system must allow government to categorise funds across the
dimensions dealt with below.

Organisation/administration (for accountability and responsibility). Firstly, for
accountability purposes, it is important that expenditures are classified according to
who is responsible. A sound administrative classification system will pinpoint which
institution of government is responsible for a spending item. Therefore, this type of
classification should be tailored to the organisational arrangements of government
and to different levels of responsibility and accountability in budget management.
This structure allows for the determination of who will be responsible for the spend-
ing of the funds and who will be accountable for the use of the funds. Several coun-
tries present expenditures by organisation, but not at the same level of aggregation
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for all institutions in government. While this may be appropriate for administration
and controls, it makes the assessment of running costs of the different entities a chal-
lenge.

Function (for historical analysis and policy formulation). A functional classification
organises government activities according to their purpose (agriculture, defence,
education, intergovernmental transfers, etc.) and is independent of the government’s
organisational structure. A functional classification provides for the analysis of
the allocation of resources among sectors and is important for monitoring macro
budget policy objectives (e.g. whether government is investing sufficiently in social
spending objectives across various institutions of government). A stable functional
classification is necessary to produce historical surveys of government spending
and to compare data across several fiscal years. Many countries have implemented
the United Nation’s Classification of the Functions of Government (COFOG) as the
standard functional classification, which facilitates international comparisons. The
2001 GFS, which is an International Monetary Fund (IMF) standardised framework,
incorporates COFOG. Other governments have a mixed sectoral/functional and
organisational classification, with the former operating as a top layer of the latter, but
this has drawbacks in that it does not account for instances where activities in one
ministry belong to a different functional classification or where, over time, ministries
have been created that include parts of a ministry that belonged to a different sector
in a previous dispensation.

Funding (source of financing). Expenditures should also be classified according to
funding source, which allows for differentiating between diverse sources of funds
and for tracking how funds from a specific source are used. This is particularly
relevant for countries receiving significant external resources. For example, in South
Africa, payments are financed according to voted funds, equitable share (transfers to
other spheres of government), conditional grants, statutory commitments and donor
funding; in Namibia, payments can be financed according to voted funds (recurrent or
development budget), statutory commitments, general budget support or earmarked
donor funds; in Kenya, the source of funds includes identification of which organi-
sation’s budget an expense is funded from, to allow for activities carried out by one
agency but funded from the budget of another to be accurately recorded.

Economic (for statistical purposes) and object (for compliance, control and economic
analysis). Classifying expenditures according to economic category is necessary for
economic analysis; for example, economic classification allows for a determination
of what proportion of government spending wages constitute, or the level of public
capital investment, which is crucial for policy formulation. Most countries have
adopted at least a GFS-consistent economic classification system. It is important
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to keep in mind that the GFS is not an accounting or financial reporting standard
but rather a standard framework for analytical reporting of fiscal statistics. In other
words, GFS concerns economic, rather than the accounting entity’s, performance.
Nevertheless, government accounts classifications and reporting standards should be
compatible for the generation of statistical reports, in order for one system to meet
both accounting and fiscal reporting needs.

Object or line-item classification is associated with economic classification. This
type of categorisation is important for budgetary control and monitoring, and ideally
should be compatible with GFS economic classification. For budget management
purposes, it is critical to closely track inputs, particularly in countries with a risk of
arrears generation. Line-item classification is often linked with strict ex-ante controls
and poor budgeting outcomes, primarily explained by the rigid management of
appropriations and exclusive focus on inputs instead of outputs.

Programme and/or activity (for allocating and tracking particular spending objec-
tives). Commonly, a programme is understood to be a set of activities with the same
objective. Some countries have set up a classification of expenditures according to
programmes and sub-programmes, indicating how expenditures would relate to
key government spending objectives. In some cases, a programmatic classification
has been set up in an attempt to implement elements of a more performance-based
approach. In other cases, “programmes’” have been introduced to increase the read-
ability of the budget. Not unrelated, a number of countries have introduced an activ-
ity-based classification. The primary objective of this method is to trace individual
costs back to primary objectives. It involves identifying activities within an organi-
sational unit or project, assigning resources to it, identifying outputs of the activities
and, subsequently, assigning activity costs to the outputs through cost drivers. Part
of the problem of ‘programme budgeting’ and activity-based costing is that on many
occasions they have been introduced as an add-on category without direct linkages
to the organisational arrangements of the government or the chart of accounts. This
problem is exacerbated when programmes encompass several ministries. In practice,
programme budgeting (and activity-based costing) implemented in this manner has
resulted in a lack of ownership, loss of accountability and the addition of a layer of
meaningless classification.

Mutually exclusive categories and a well-constructed chart of accounts
In order for the classification system to provide a single version of the truth, funding
categories within these dimensions should be mutually exclusive to the lowest level
of detail.

In capturing actual spending transactions from financial input documents, the
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accounting system utilises a detailed chart of accounts. The structure of the chart
of accounts normally has various levels of detail and analysis. The first few levels
provide the high-level information necessary for budgeting and accounting purposes;
no information is directly entered into these levels. The highest level of consolida-
tion takes place in the first level of the chart and generally covers three broad areas:
receipts; payments; and assets, liabilities and equity. Codes are used to identify types
of transaction.

The GFS system uses six high-level codes: all transactions starting with 1 relate
to revenue, 2 to expense, 3 to financial assets and liabilities classified by instrument,
4 and 5 to other economic flows, and 6 to stock of assets and liabilities. In addition,
expense transactions and transactions in non-financial assets can also be classified
using COFOG; code 7 would be used for such transactions and code 8 for classifica-
tion by sector. Digits are added to signify a lower level of detail. The organisation of
the GFS classification coding system is shown in Figure 3.2.2.

Reflection of gross allocations and transactions in the budget structure
Financial reports sometimes tend to use net items, rather than reporting the
gross transactions that make up the netted items. While ‘netted” items are usually
sufficient for macroeconomic analysis, they are generally insufficient for budget
formulation and management purposes. This is because certain inflows may offset
outflows during consolidation; for example, the debt-to-GDP ratio is usually calcu-
lated on a gross basis and is not reduced by the amount owed to the government
or by other assets held by it. Transparency may be compromised when transactions
are recorded on a net rather than gross basis, as it is a possible method to “disguise’
certain operations and their impact on the economy. A country’s budget structure
and financial reporting, therefore, should provide information on gross revenue and
allocations.

While a good classification structure with mutually exclusive categories and appro-
priate dimensions, which is applied consistently to all institutions of government,
is necessary for the system of classification to fulfil its functions in budget manage-
ment, it is clearly not sufficient by itself. Strong human resources capacity, clear rules,
supportive budgeting and accounting processes and continuous support from the
centre of government are also required to make and keep the system operational. A
classification system is never stagnant, with users on the ground facing new chal-
lenges every day in classifying diverse transactions. A strong grasp of strategic issues,
together with painstaking implementation and maintenance, is essential to continu-
ously ensure quality information in the budget process.
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. Figure 3.2.2: The classification coding system for GFS
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3.2.4 Designing, implementing and managing a classification system
This section reflects on some issues that impact on the design, implementation and
management of a classification system in the developing country context.
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Classification as a possible tool to address the separation of capital and
recurrent budgets

A distinction should be made between capital and recurrent spending for analytical
purposes, transparency and policy-making. This distinction is necessary to deter-
mine the operating costs of government. Capital spending generates a stream of
future costs and benefits and, therefore, is analytically different from expenditures,
the effects of which are felt for only a short period of time. Therefore, many countries
have developed a user-friendly practical guide to assist practitioners in deciding
whether a transaction should be classified as recurrent or capital.

Several countries operate separate recurrent and capital budgets, which in some
instances are not part of the same appropriation. When the process of budget
preparation is the responsibility of different entities and/or results in two separate
documents, it is referred to as dual budgeting. Dual budgeting makes an integrated
review of recurrent and capital spending difficult. The separation of recurrent and
capital budgets is commonly a feature in countries that are the recipients of substan-
tial volumes of external resources. Even when containing a significant share of
recurrent expenditures, donor projects are usually part of the capital budget, while
domestically financed programmes are designated to the recurrent budget. In the
CABRI pilot questionnaire on budget frameworks and classification, responding
countries reported that it is not necessarily the nature of the spending (recurrent
or capital) that determines whether an allocation is effected through the capital or
recurrent budget. Some countries use the capital budget as a vehicle for development
projects, or projects forming part of a longer-term development plan, or projects that
are donor funded.

In many countries, donor-financed programmes and projects are off-budget
completely and thus utilise very different classification and coding systems, making
integration and consolidation a particular challenge. Furthermore, in several coun-
tries, the recurrent budget and the capital budget use a different budget classifica-
tion — the recurrent budget is presented by line ministry, while the capital budget is
shown by function, programme and project.

The classification system can be a useful tool in addressing the separation of the
recurrent and the capital budget. When the recurrent and capital budget use the
same classification and coding system, it should be possible to consolidate the data
to get a unified information base. This has been done in Tanzania, where a recent
classification and chart of accounts reform ensured that classification of expendi-
ture is consistent between the capital and recurrent budgets, with only the source
of funding classification distinguishing expenditures for the capital budget from
expenditures for the recurrent budget. This, together with an increasingly integrated
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process related to single policy and funding frameworks, is paving the way for better
integration of the development and recurrent budgets, while retaining the possibility
of planning and funding differently for different purposes.

Similarly, in South Africa problems of constraints on treating capital expenditures
differently in the budget process — on account of having a unified budget without
mechanisms to plan for projects separately — are being solved through the classifica-
tion system. Large and important projects, particularly large infrastructure invest-
ments, may need to be monitored closely. Payments made may relate to different
functions and organisational classifications or even funding sources. South Africa
is introducing project identifier codes that allow managers to correctly report on
total payments for specific, cross-cutting projects; and all related spending would
be grouped as part of the project. Such coding enables transparency as it helps to
prevent ‘special projects” with a defined timeline from disappearing into the ‘base-
line’ of budget allocations. Codes related to such projects are temporary in nature. A
good information system should be able to integrate classification requirements that
were not anticipated during the design phase. In the case of special projects, a budget
manager could adopt an activity-based costing scheme to account for payments
involved. Temporary classifications, such as project identifier codes, should be
embedded in the chart of accounts and not be an additional stand-alone classifica-
tion. A ‘project’ should also be clearly and consistently defined.

Cash versus accrual accounting

Several countries are considering moving towards an accrual basis of accounting,
either completely or for a selection of public sector organisations. The central differ-
ence between the two accounting bases is the timing of the recording and coverage.
In principle, an accrual system is deemed to be better because it accounts for resourc-
es, and not merely for cash. In a cash basis of accounting, transactions are recorded
when cash is received or paid, and the accounting is restricted to monetary transac-
tions only. In the accrual basis of accounting, flows of transactions are recorded at the
time economic value is created, transformed, exchanged, transferred or extinguished.
Accrual accounting results in the recognition of accounts receivable and accounts
payable and accrued revenue and expenses.

Acquisitions of non-financial assets are recorded separately from expenses, and
the expenses of using those assets in operating activities are matched with the period
of their use rather than the period of their acquisition. In accrual accounting, all
resources are recorded, which permits the integration of flows with changes in the
balance sheet. Recording flows on the basis of accrual accounting will automati-
cally capture obligations, whether for paying principal debt or interest or for goods
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and services when the obligation accrues on account of the underlying activity or
transaction, rather than when the payment is made. Accrual accounting provides the
best estimate of the macroeconomic impact of government fiscal policy; with cash
accounting, the time of recording may differ significantly from the time of the occur-
rence of economic activities and transactions. The use of different bases of accounting
by individual entities within a level of government may involve different budgeting
and monitoring regimes, which makes the preparation of consolidated financial
statements difficult.

Robust classification for financial management information systems

The computerisation of public expenditure management processes should result in
improved recording and processing of government financial transactions, allowing
for prompt and efficient access to reliable financial data. It is not surprising, therefore,
that many countries have introduced information systems to manage financial trans-
actions in an effort to move from manual bookkeeping to automated processes.

A financial management information system should strengthen financial controls
and thus facilitate a full and updated picture of commitments and expenditures on
a continuous and timely basis. When formats and structures of financial reports are
embedded in computerised systems, it is no longer necessary to manually draw up
reports. In other words, a computerised financial management information system
can be an effective tool for co-ordinating and integrating the financial data as it
connects, accumulates, processes and provides information for budget management
purposes.

However, while many countries have introduced financial management informa-
tion systems, the envisaged benefits have frequently not materialised. Significant
costs are involved in the design, implementation and maintenance of such a system.
The introduction should be a component of a comprehensive public expenditure
management system and not a stand-alone project. Furthermore, a financial manage-
ment information system can only be effective if the underlying budgetary and
accounting systems are robust and well managed. The introduction of a financial
management information system makes it necessary to unify the codes and classifica-
tions (budget classification and chart of accounts). It should follow the full classifica-
tion of the budget and link the budget classifications with the standard functional
and economic classifications for the purposes of economic analysis.

3.2.5 Reform issues: getting from here to there
A good budget and expenditure classification system increases transparency and
accountability, allowing for greater scrutiny of public finances. Therefore, a degree
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of political will is a necessary condition for implementing and designing a budget
and expenditure classification improvement programme. An improved classification
system is unlikely to result in any significant benefits if the political principals are
disinterested in making real improvements in economic governance and increasing
the quality of service delivery. Public expenditure management reforms are a func-
tion of institutional change.

In deciding on a reform programme, it is important to consider what is desir-
able and what is realistically achievable. The design of reforms in the classifica-
tion system should start with the identification and review of any administrative
and technical constraints in the prevailing information structures and support-
ing systems. Inappropriately designed information systems can be an obstacle to
reforming budget and expenditure classification. Many classification improvement
programmes have suffered from the allocation of insufficient time to the design
phase of the programme; once implementation commences it is difficult to engineer
substantial changes. This is not to suggest that all eventualities can be foreseen early
on; however, it does mean that an information system should be able to integrate
classification requirements that had not been anticipated in the early design phase.

Classification system reform may take several years to implement, as it is an
exercise in change management. Change management can be defined as the process
of aligning an organisation’s people and culture with changes in organisational
strategy, structure, systems and processes. Embarking on a reform programme that
is disruptive has a high chance of failure. The process of change must be managed
by: ensuring that officials buy into the implementation of an improved system and
understand why its adoption is necessary; effective communication of the benefits at
all levels of government; adequate training throughout government; proper monitor-
ing of implementation; and addressing conflicts between old and new systems in a
timely fashion.

Implementing change: design and implementation of a new economic report-
ing format and a revised standard chart of accounts in South Africa

The Constitution of South Africa states that national legislation must establish a
national treasury and prescribe measures to ensure both transparency and expendi-
ture control in each sphere of government by introducing generally recognised
accounting practice and a uniform expenditure classification. The South African
public expenditure management system has undergone substantial reforms since
the mid-1990s. A key aspect of the reform process was to systematically improve the
timeliness, quality and usefulness of information on the allocation and use of funds,
both internally and externally, to improve public policy and funding choices and to
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strengthen accountability. At the same time, it was recognised from the start that,
while it is important to get the technical information systems and tools right, success-
ful implementation is as much about creating incentives for staff to implement and
adhere to new practices and procedures.

Before the start of the reform efforts, the South African budget was classified on
functional, line-item, administrative and programmatic lines. However, the quality
of the information was dubious, with many inconsistencies in the application of
standards. The line-item (standard item) classification was archaic and a hangover
from the earlier incremental, input-based system. The relations between budgeting,
accounting for funds spent, and reporting to the Auditor General were not clean-cut,
disabling the link between policy and actual spending, and ultimately undermining
the quality of oversight and accountability.

A key feature of the reforms has been the implementation support to line depart-
ments, which included working with departments to recode their transaction base
correctly, providing training programmes to financial management personnel and
a help-desk facility at the National Treasury. This was in recognition of the fact that
while careful design of the budget structure and chart of accounts framework is a
necessary input to improve the quality of the budget and financial information, it
does not guarantee that the departments responsible for recording the transactions
will apply these frameworks correctly.

In other words, change management was a key ingredient of the reforms and
was considered to be a multi-year project. Table 3.2.1 sets out the sequencing of the
reforms.

In the South African budget structure, expenditure information is first broken
down by government unit (national or provincial), then by vote (usually coincid-
ing with a main spending department at national or provincial level) and then by
programmes and sub-programmes within a vote. The programmes relate to the

. Table 3.2.1: Sequencing of the South African reforms

1998 Reclassification of existing expenditure items in line with GFS for compliance with Special Data
Dissemination Standards (SDDS)

1999 Modernisation of accounts to align with international best practices

1999-2000 New economic classification based on GFS
Roll-out from national budget through to provincial budgets

2000-2004 Development and implementation of the Standard Chart of Accounts to support the effectiveness
of the new Economic Reporting Format

2005— Rationalisation and refinement




CHAPTER 3

objectives of the line departments. Four broad categories of functional classification
are used in the budget structure — general government services, protection services,
social services and economic services.

The new format is in line with the 2001 GFS standard, thus enabling improved
international reporting. However, in order to take into account the specific nature of
the South African environment, certain modifications to the structure of the account
and the labelling of receipt and payment items have been made. The use of unclear
terms such as ‘other” and ‘miscellaneous’ is avoided, greater detail is included on
various transfer categories, and items are labelled more clearly.

South Africa operates a modified cash-based accounting system, with entries for
national budget data made in the period in which transactions are captured on the
financial systems, rather than when the actual cash flow occurs. As it is the inten-
tion to move towards accrual-based accounting in the future, the system has been
designed to cater for this.

There is direct alignment between the budget documentation and the financial
system, as the format of the tables for the Economic Reporting Format is the same as
for the Estimates of National Expenditure (detailed presentation of budget), tabled
on the same day as the Appropriations Bill. A detailed Standard Chart of Accounts
(SCOA), introduced in 2004, supports the new budget tables in the financial system.
Existing accounting systems and the data warehouse were revised to record informa-
tion in accordance with the new structure.

SCOA allows for information to be stored in such a structure and in such detail
that, without the need for time-consuming adjustment or analysis, it can be used
to report on the basis of approved programme areas for financial management
purposes and for national and provincial treasuries, and it enables the South African
Reserve Bank and Statistics South Africa to report in terms of the economic report-
ing format to meet the requirements of the IMF. Additionally, SCOA uses consistent
codes for the same activities to aid analysis and transparency, and thus eliminates
the need for reclassification. While government accounts continue to be on a cash
basis, additional codes have been set up to enable SCOA to deal with accruals when
introduced.

At the highest level, the chart reproduces the reporting tables exactly and is
then broken down to detailed posting levels. The accounts use four main segments
to identify transactions: fund, objective, responsibility and item. A fifth segment,
project, has been added to identify and track various kinds of projects at the national
and provincial level. This works on the basis of a project identifier that enables
management to track payments on particular projects even though they may relate
to a number of different items. SCOA is required to be used by all national and
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provincial departments, together with the trading entities under their control. It is
not directly applicable to other entities, but their financial results are consolidated for
national statistics on the basis of SCOA and the GFS system of economic reporting
that underpins it.

SCOA has up to 12 levels of detail and analysis. Levels 1 to 3 provide high-level
information that is required for budging and accounting purposes; no information is
posted to them directly. Level 4 provides further analysis for management purposes,
but is also used for high-level postings. The definitions for the main posting levels
(i.e. 5-12) are there to help classify the transactions within the new Economic
Reporting Format levels (i.e. 1-3). The introduction of SCOA resulted in the two
million posting items used by government departments in the past being condensed
into several thousand items, by eliminating those items that were duplicated or no
longer required. In the past, capital and recurrent expenditures were classified incon-
sistently; a decision tree has been developed to provide a practical guide for deciding
on whether expenditure is recurrent or capital.

While the introduction of the new Economic Reporting Format has been considered
a success so far, there are remaining challenges in going forward. Even though the
number of items has been condensed significantly, there is a danger of the number
spinning out of control again. Importantly, the benefits of the new system will fully
materialise only when the information is interrogated, analysed and used as a serious
input for decision-making. Nevertheless, a key reason for the successful roll-out is
that the reform designers acknowledged that implementation is an exercise in change
management and that disruptive change frequently results in failure. The process
of change was and continues to be managed by a strategy of focusing on instilling
a sense of ownership and commitment to change at all levels (from senior manage-
ment down to data clerks), through communication about the benefits and training of
6 000 role-players to date, monitoring implementation closely and addressing
conflicts between the old and new systems.

Improving the information base for tracking the uses of appropriations, presenting
the budget to the legislature and managing the budget has been a central element in
the South African public financial management reform programme. Its success can
be explained by the considered and phased approach taken in implementation, a
communication and training strategy that targeted all of those involved in record-
ing, collating and analysing financial data, close monitoring of implementation and
compliance. However, possibly the main reason for success has been that the design
and implementation of the new Economic Reporting Format and SCOA was inte-
grated with an overall strategy to make public finances more accountable, transpar-
ent and better targeted.
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3.2.6 Conclusion

A robust classification system is an essential tool in fiscal and budget manage-
ment. Many demands are made of budget and accounting classification systems.
Domestically, they assist in the management of public moneys towards priority
public goods and services by providing financial information in standardised, acces-
sible and comparable formats linked to events in the real world. They are essential for
effective economic and fiscal management (aggregating revenue and spending across
the public sector in useful categories) and an effective budget preparation process
(providing information on the proposed use of funds across several different cuts,
including by institution, type of spending, economic impact of spending and object
of spending). They enable budget control and management by ensuring that funding
is used in line with the purposes for which it was appropriated by legislatures, and
they enable the management of performance by standardising unit costs and linking
spending to programmatic objectives. Internationally, when in compliance with inter-
national standardised systems of classification and accounting such as the SNA and
GFS, they provide information on the fiscal operations of government in comparable
formats, which can be used by rating agencies, capital markets and investors, for
example.

Reforming classification systems and charts of accounts has become a standard
item of budget reform programmes. Several lessons regarding successful design and
implementation of classification reforms have been learnt.

Layers of classification should be integrated, should not duplicate existing systems and
should be linked to the accounting system. For example, implementing a programme
classification system that is not linked to actual budget appropriations through the
system of accounts could result in meaningless compliance exercises by budget
managers, rather than having a real impact on strategic budget management.

Reforming a classification system is not a quick process. Even if the design of the system
can be achieved relatively quickly, implementing the new system requires signifi-
cant training and refinement. If not all budget managers and recorders of financial
information are properly trained in the classification of every transaction they
encounter, even the best classification design will still produce low-quality informa-
tion. Similarly, a financial management information system is a tool rather than the
solution for improved financial management; it only functions well when supportive
institutional arrangements are in place.

A demand for information should be stimulated. It is essential that the new and
enhanced information that is generated by an improved system is comprehensively
utilised, not only by government policy-makers and budget managers, but also by
Parliament and outside stakeholders. Putting in place an improved system cannot
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predominantly be a supply-driven exercise — quality information for better budget
management and service delivery has to be demanded, continuously.

The domestic requirements of a classification system should not be outweighed by inter-
national standardisation. A robust classification system would mean that it is domesti-
cally appropriate, in the first place, rather than merely internationally standardised.
Careful design of classification categories and charts of accounts can ensure compli-
ance with international standards, by providing for mapping procedures at the
appropriate posting levels.

Classification systems and charts of accounts should have the flexibility to comply with
future demands. Space should be left when designing the frameworks for classification
systems to accommodate future categorisation demands, whether on the revenue,
expenditure or asset and liability sides.

Robust classification systems strike the right balance between detail and aggregation. A
classification system should provide enough depth to describe sources and uses of
funds in sufficient detail, but not in so much detail that the ability to aggregate infor-
mation into sensible categories is lost. This balance should be struck at the outset, and
maintained throughout the development of the system.

The institutional responsibility for classification system design and implementation should
be clear, and mechanisms for co-ordination between the budgeting and accounting require-
ments of the system should be developed. Accountants place demands on a classification
system that are different to the demands of budget managers. Efforts to reform
classification systems should pay attention to decision-making responsibility and
mechanisms for co-ordination, and trade-offs between these demands, to ensure that
systems are consistent across different phases of the budget process.

Classification systems and charts of accounts should provide only for appropriate account-
ing and economic data. In many instances, classification systems are changed to cater
for information demands that should not be included in financial systems (e.g.
payroll information or project management information). Including such information
in the classification system results in an unnecessary complication of transactions
and leads to misclassification. Such information should be maintained in appropriate
sub-systems with their own classification structures.



3.3 Member country practices:
insights from the pilot questionnaire

Alta Félscher & Mickie Schoch

During 2005, CABRI piloted the use of questionnaires to research member countries’
budget practices. The pilot survey focused on budget institutions — budget frame-
works, budget comprehensiveness, off-budget expenditure, revenue and expendi-
ture classification and budget documentation — as possible technical mechanisms to
manage budgeting complexity.

The pilot questionnaire borrowed from the OECD survey on budgeting practices
and procedures, which assists in a comparison of practices and procedures in OECD
and African countries. However, several questions were added that are specifically
applicable to budget practices in Africa, given the presence of donors, greater macro-
economic uncertainty and reforms.

A total of nine countries provided completed questionnaires: Angola, Ethiopia,
Guinea, Kenya, Mauritius, Mozambique, Nigeria, Rwanda and South Africa. This
summary of the questionnaire report provides a taste of the kind of information
arising from the survey that is relevant to the theme of comprehensiveness and
budget frameworks, revenue and expenditure classification and dual budgeting.
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3.3.1 Budget comprehensiveness

A comprehensive fiscal framework, a clear budget structure and a sound revenue
and expenditure classification system are all prerequisites for an effective budget
planning and management system. Even if revenues are raised and spending done
outside of the main budget framework (i.e. the framework that manages inflows and
outflows of the main revenue fund), a comprehensive fiscal framework or set of fiscal
frameworks draws together all sources of funding against all expenditure outlays
to offer a comprehensive view of public finances. A comprehensive framework for
budgeting will include all uses of public funds, notwithstanding source, flow or
instrument of use of such funds. This allows for the overall effect of government
fiscal operations on the macroeconomy to be considered in the fiscal policy process,
and ensures that all competing claims on government revenues are considered on an
equal footing in the expenditure policy process.

Three types of spending are often not captured or, if captured, not classified at a
detailed level in line with main budget financial transactions: spending financed by
extra-budgetary funds, spending that is financed by donor funds, and revenue and
spending at sub-national levels. The questionnaire included questions that probed
country practices in this regard.

Extra-budgetary funds, including donor funds

Most countries do not systematically include the projected impact of fiscal opera-
tions in the wider public sector in the budget process. At the same time, many types
of extra-budgetary fund flows are not included and, specifically, in 50 per cent of the
countries that reported receiving aid flows, less than 20 per cent of donor funds are
reported on-budget (see Figure 3.3.1).

Of the nine countries, six replied that not all funds that are appropriated outside of
the main budget for central and general government appear in the fiscal framework or
set of fiscal frameworks (see Figure 3.3.2). Angola and Nigeria replied that even general
budget support funds are not systematically included in the main fiscal framework.

Sub-national revenue and spending

All countries capture transfers to sub-national governments in their fiscal frame-
works. Of the nine respondents, however, three provide only the total transfer,
without any further information on the distribution across sub-national govern-
ments or whether the transfers are conditional or unconditional. On the other hand,
two of the respondents, South Africa and Nigeria, reported that their sets of fiscal
frameworks include information on the total transfers, the type of transfers and their
distribution across sub-national governments. (See Figure 3.3.3)
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. Figure 3.3.1: What percentage of donor funds is on-budget?

Not applicable
Not sure
0-20%
21-40%
41-60%
61-80%
81-100%

. Figure 3.3.2: What types of spending by the central government occur
in your country, but are not comprehensively included in the
fiscal framework or set of fiscal frameworks?

No answer
Other

Areas to be relieved

s ;
Other extra-budgetary funds
Domestic revenues on

development budget

Donor project and programme
funds outside gov accounts

Donor project and programme
funds through gov accounts

GBS donor funds

Thus, although there is significant coverage of transfers to sub-national level,
few countries include a view on general (national and sub-national) government
spending and revenue in their sets of fiscal frameworks. Of the countries where sub-
national governments have their own revenue sources, only half include these in a

general government fiscal framework. (See Figure 3.3.4)
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. Figure 3.3.3: Does the budget framework break down to show what
funds are transferred from the central revenue fund to
sub-national governments?

Total transfer, type of transfer
and distribution

Total transfer and distribution

Total transfer and
type of transfer

Total transfer

No information

. Figure 3.3.4: Is a general government budget framework provided that
includes sub-national governments’ own revenue, borrowing
requirements and expenditures?

Not appliccable
No

Yes

3.3.2 Budget classification

Budget transactions need to capable of being reviewed from the perspective of their
economic impact, form of appropriation, administrative control and purpose. A
recording and classification system that meets these needs is the foundation for the
presentation of the budget, final accounts and fiscal reports and for tracking appro-
priations and their uses during each phase of the budget cycle.

A budget and expenditure classification system provides a framework for policy
decision-making and accountability. Expenditures and revenues are classified for
different purposes — the preparation of reports that respond to the needs of the report
users, the administration of the budget and budgetary accounting and the presenta-
tion of the budget to the legislature.

The chart of accounts provides for the systematic coding of items used for classifica-
tion, budgeting, recording and reporting of receipts and payments within the govern-
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ment accounting system. It is a detailed framework that enables information to be
captured on individual transactions and aggregated in a meaningful way for report-
ing purposes. The chart of accounts enables information to be stored in such a manner
and in such detail that, without the need for time-consuming adjustments or analysis,
it can be used to meet a number of management and reporting requirements.

The questionnaire probed countries’ classification systems by asking questions
about the structure of the classification system, linkages between budget and
accounts classifications and the classification of on-budget and off-budget expendi-
ture, and government financial statements.

Structure of classification

All countries classify their expenditures by administrative or organisational unit, and
most categorise by function and economic classification as well, including a break-
down of capital and recurrent expenditure. (See Table 3.3.1)

The chart of accounts coding system reflects all of the classifications used in the
budget process in seven out of the nine countries. All but one country reported using
a decimal coding scheme to show the hierarchy of line ministry, general directorate
and division responsible for budget expenditures.

In four of the countries, funds are voted according to administrative unit and line
item. Two countries vote by administrative unit and programme and three use some
other configuration (e.g. administrative unit, programme and line item). No country
votes exclusively by programmes. Three countries also vote per programme unit, but
none does so exclusively. The lowest level of classification for which funds can be
shifted differs from country to country. (See Figure 3.3.5)

All countries reported that the basic concepts, classifications and definitions used
are valid across all government entities. In the majority of countries, the chart of
accounts allows for meaningful consolidation and a single ‘version of truth’.

However, only five countries reported that receipts and payments included in the

. Table 3.3.1: Classification of expenditures

Function classification

Economic classification

Line-item classification

Capital/recurrent expenditure breakdown
Administrative/organisational classification

Programme classification reflecting policy objectives

N &~ © ~N o oo o

Activity classification
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general government sector appear in the government account. (See Figure 3.3.6)

In the majority of countries, the government financial statement provides a
complete account of all transactions of various entities in the government sector (see
Figure 3.3.7). Rwanda reported that this was expected to improve as soon as a new
software application had been implemented.

. Figure 3.3.5: To what type of classification are funds voted in the
budget process?

Other configurations

Administrative unit and
programmes
Administrative unit
and line item

Programmes only

Administrative unit only

. Figure 3.3.6: Do all receipts and payments of all units included in the

general government sector appear in the government
account?
Yes
No
No answer
1 2 3 4 5 6

. Figure 3.3.7: Does the government financial statement provide a
complete account of all transactions carried out by
various entities that make up the government sector?

Yes
No

No answer
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In only one country does the accounting system provide a comprehensive cover-
age of all transactions; for the majority, the accounting system covers only domestic
transactions (see Figure 3.3.8). In countries where externally financed expenditure
is appropriated by Parliament, this creates problems. In Kenya, for example, the
majority of externally financed projects are included in the development budget,
whether they are managed through the government financial management systems
or not. On the accounting side, however, projects that are managed through separate
bank accounts and accounting systems are not captured in the government account-
ing system: the government of Kenya is then dependent on development partners
for information to report back to Parliament on spending against the development
budget. Delays in receiving and collating the information often result in under-
reporting of development expenditure.

All countries have introduced reforms to their budget classifications system, and in
all but one have reformed the chart of accounts over the past ten years. These reforms
have been fully implemented in six of the countries.

. Figure 3.3.8: Does the accounting system include all domestic and
externally financed transactions?

Domestic coverage is comprehensive but
externally financed transactions are
only partially covered

Comprehensive coverage of all transactions

Not comprehensive in either case

No answer

3.3.3 Defining and recording capital expenditure

The distinction between capital and recurrent expenditure is helpful for analytical
purposes, transparency and policy-making. This distinction is necessary to deter-
mine the operational costs of government. Capital spending generates a stream of
future costs and benefits and, therefore, is analytically different from expenditures
whose effects run out in a short period of time. It is important that capital spending
is clearly defined and consistently applied across organisations.

Six countries reported using the international Government Finance Statistics (GFS)
standard to identify capital expenditures. However, while all nine respondents
reported that government’s physical capital purchases would be classified as capital
expenditure, only five reported that transfers to sub-national governments for capital
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purposes would be so classified, and only three that research and development
would be classified as capital expenditure. Thus, while countries differ in the specific
criteria used to define capital expenditure, eight reported that they use well-defined
rules to distinguish between recurrent and capital expenditure. However, there is
great variation in how capital expenditures are financed (see Figure 3.3.9).

Only four of the nine respondents reported that they always reflected clearly on-
budget how expenditures are financed. Four of the countries reported that they
appropriate funding for capital projects incrementally each year until the project is
completed, while one appropriated the entire cost up front, and three did not follow
a general rule but reported that funding is determined on a case-by-case basis. One
country did not provide an answer. However, a total of six countries reported that
they do incorporate the recurrent cost implications of capital expenditure into the
budget, and two of these did so over the medium term.

In most countries, a substantial proportion of public investment programmes is
financed from donor resources. In half of the countries that responded to the ques-
tion (eight in total), this accounts for more than 40 per cent of total spending in this
area. (See Figure 3.3.10)

. Figure 3.3.9: Are some capital expenditures financed differently
from expenditures in general?

No
Yes, others

Yes, through donor funding

Yes, through earmarked taxes

. Figure 3.3.10: What percentage of capital projects is donor-financed?

81-100%
61-80%
41-60%
21-40%

0-20%
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3.3.4 Dual budgeting

For analytical purposes, capital and recurrent expenditures should be distinguished
from each other and their financing captured in the classification system, as probed
in the paragraphs above. However, in a number of countries, the further step is taken
to appropriate the capital/development budget separately from the recurrent budget.
This is known as dual budgeting, which makes an integrated review of recurrent and
capital spending difficult.

Seven of the nine responding countries reported that they appropriate separate
capital and development budgets. The exceptions are South Africa and Mozambique.
In five of the seven countries that have a dual budgeting system, both budgets are
prepared by the same ministry. Three of the countries that operate a dual budget-
ing system use the same classification system for the development budget as for the
recurrent budget. The classification system can be a useful tool in addressing the
separation of the two budgets. When the recurrent and capital budgets use the same
expenditure and budget classification system and coding scheme, it should be possi-
ble to integrate the data to get a unified information base.

However, different criteria are used to determine what spending should be in
the capital budget and what spending should be appropriated under the recurrent
budget. In most countries, the recurrent budget includes line items concerning capital
expenditure, although these are usually not project-related but involve the purchase
of physical capital. The questionnaire finally probed the bases on which expenditure
would be appropriated under the capital rather than the recurrent budget (see Figure
3.3.11). Most countries use multiple criteria to identify projects as entailing develop-
ment rather than recurrent budget spending.

. Figure 3.3.11: Number of countries using different combinations of
criteria to define when expenditure should be appropriated
under the development (capital) rather than the operational
(recurrent) budget

Only projects as identified by a
development plan

All development projects only

All development projects and a
development plan

Source of funding and all development
projects

Source of funding, all development
projects and a development plan
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3.3.5 Additional trends in member country practices

In addition to the questions covered in detail above, the questionnaire probed
member country practices regarding the structures and responsibility for co-ordina-
tion at the centre, how fiscal frameworks are determined and used in the budget
process, and budget documentation. A brief summary of significant trends in these
areas follows.

Co-ordination at the centre
o While most countries have a legal framework for budgeting, it is not always
comprehensive or followed; and while most have a clear and comprehensive
timetable for the budget, it is not necessarily adhered to.
o The central budget office is located in the ministry of finance in most coun-
tries, and has either a political appointee or a senior civil servant as its head.
However, in most countries it is headed by a senior civil servant.

Central government fiscal frameworks
o Central government budget frameworks are commonly used to co-ordi-
nate macroeconomic, fiscal and budget policies. Most countries have fiscal
policy processes, and fiscal frameworks are generally determined in a top-
down manner (i.e. targets for revenue and borrowing determine the overall
expenditure envelope).

o All respondents bar one employ rolling budget frameworks with a forward
time horizon, backed by multi-year macroeconomic and revenue forecasts.

o Most countries are subject to regional or international fiscal limitations, and
in most countries the IMF and World Bank are involved in setting the fiscal
framework.

o Most countries report managing uncertainty through conservatism in esti-

mating GDP and revenue and by having reserve funds in place to cushion
against uncertainty. However, few countries make explicit assessments of
contingent liabilities.

° The information sources for these frameworks are diverse, and most coun-
tries have four or more agencies or institutions involved in decision-making,
but in most countries, mechanisms exist to co-ordinate information into the
budget framework.

o In only two countries does Cabinet approve the fiscal framework.

o Most countries use macroeconomic models to determine key economic vari-
ables for budgeting; however, more than half of the respondents reported
that the method used to estimate current GDP is not always transparent
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Budget

and that future revenue, given current tax policy, is not modelled. Only two
countries allow independent review of key assumptions.

Most countries stick to targets for revenue and borrowing, and adjust expen-
ditures to absorb any shortfalls or overruns in revenue.

documentation

The trend of lack of comprehensiveness of budget information follows
through to budget documentation: few countries publish comprehensive
fiscal frameworks that include information on fund flows outside of main
budget appropriations.

‘Traditional’ budget information (e.g. on macroeconomic and fiscal policies
and outlooks and on tax policies) is still covered best in budget documenta-
tion. However, countries report publishing significant non-financial infor-
mation, particularly regarding macroeconomic and fiscal policy.

Most countries reflect their economic, administrative and functional clas-
sification of expenditure in budget documentation.

Most countries report that budget documentation, and the timetable for
its publication, forms an effective demand for information in the budget

process.
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Managing aid flows



4.1 Introduction

Many CABRI member countries have to manage significant inflows of external
resources — albeit in the form of development loans or grants — for public service
delivery. Historically, a substantial proportion of these resources was planned for
and managed outside of the main budget process, fragmenting the funding of public
services and making it more difficult to facilitate effective and efficient spending.
However, during the 1990s, new modes of aid delivery emerged as a result of shifts
in donor approaches to development aid.

Vivid debate on this topic arose mainly because the first wave of aid transfers
did not fulfil the intended effect. As a result, the focus has started to shift from
project-based and infrastructure-heavy assistance to the support of country-based,
comprehensive poverty-reduction strategies through new types of aid instrument
and architecture.

The argument was that the move towards programme-based approaches, empha-
sising partnership principles and channelling aid flows through government
budgets, should make the management of aid flows less complex for recipient coun-
tries. Benefits should derive from reductions in the transaction costs of aid, increased
predictability of funding and the strengthening of national planning and budgeting



MANAGING AID FLOWS

systems, all of which should facilitate progress towards the overarching goal of
poverty reduction.

However, there are also drawbacks to these practices, such as increased pressure
on the recipient government in terms of administrative requirements and negotiation
needs, particularly during the start-up phases. The shift towards the new modalities
is still relatively new and it is too early to comment conclusively on their contribution
to aid effectiveness.

The paper by Ann Bartholomew provides an overview of aid delivery and presents
findings on preliminary evidence from evaluations of the new aid modalities. This
suggests that some of the expected benefits are occurring and seem to be bringing
corresponding benefits for recipient governments, enabling them to better manage
their own budget processes and to strengthen aid co-ordination. However, the paper
finds some aspects of concern, such as evidence that conditionality related to general
budget support can result in unpredictability of budget funding, which, in turn,
affects fiscal discipline. These problems are not necessarily related to the aid instru-
ment itself but could be a consequence of donor behaviour that cuts across other aid
modalities as well.

The Ethiopian case study provides insight into the complexity of establishing
country-level institutions for effective harmonisation of donor funding. In the case
of Ethiopia, the process followed from the development of a comprehensive, govern-
ment-led aid policy and the painstaking putting into place of institutional building
blocks. Important lessons to emerge are: the need for political commitment in the
recipient country; accountability for and transparency in information, policies and
procedures; and sufficient internal capacity with regard to upgraded systems that
allow donor funds to be spent on the intended purposes. Fanos Habtewold and
Worku Ayele emphasise the importance of country leadership in establishing a well-
conceived institutional framework within which aid is received and administered.
However, they also highlight a gap between international donor commitment to
harmonisation and country-level concrete steps towards more aligned programmes
and less costly aid modalities.



4.2 Making aid more effective:
new modalities for development
assistance

Ann Bartholomew*

4.2.1 Introduction

This paper examines the management of aid flows in the context of new approaches
to aid delivery that emerged in the 1990s as a result of shifts in donor approaches
to development aid. New aid instruments were introduced such as general budget
support (GBS) and sector budget support (SBS), which were underpinned by Poverty
Reduction Strategy Papers (PRSPs) and other frameworks such as Performance
Assessment Frameworks (PAFs) and Medium Term Expenditure Frameworks
(MTEFs).

These new aid instruments were a reaction to the perceived weaknesses of previ-
ous aid modalities, more specifically projects and structural adjustment programmes.
They were new in that they consisted of a stronger focus on partnership, ownership
by recipient governments and increased donor harmonisation and alignment.
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This paper assesses these new trends in the context of the seminar theme ‘Managing
complexity: From fragmentation to co-ordination’; it examines the implications for
recipient countries of managing aid flows in this new environment and considers
the advantages and disadvantages of these new approaches. There is also a specific
focus on the preliminary lessons learned from the Joint Evaluation of General Budget
Support (IDD 2005), which is the first comprehensive evaluation of GBS.

4.2.2 Trends in aid management

There have been major shifts in the way that aid is managed and delivered, particu-
larly since the mid-1990s when there was a significant evolution in aid relationships.
This section of the paper begins by examining the experience of projects and struc-
tural adjustment lending, and assesses how the desire to overcome the weaknesses
of these aid modalities resulted in changes in development paradigms, from which
new types of aid instruments emerged. The evolution in development thinking and
aid modalities is set out in Table 4.2.1.

The experience of projects
For most of the post-World War Two period, projects were the principal modality for
delivering aid. This trend was underpinned by the belief that the main constraint to
development was a lack of investment, which could be overcome by projects chan-
nelling capital investment to developing countries. Concerns regarding fiduciary risk
could be overcome through parallel accounting and administrative systems, while
the focus on building physical assets allowed governments to point to the specific
outcomes from taxpayers’ money to reassure domestic constituencies that it had not
been wasted.

Increasingly, it became clear that the development process was more complex than
had previously been considered, and the disadvantages of projects became more
evident. These were primarily related to:

o high transaction costs of aid delivery, resulting from the heavy administra-
tive burden imposed on recipient governments;

o tying of aid, particularly of procurement, leading to inefficient public spend-
ing;

o donor priorities being imposed on partner governments, leading to incon-

sistency in overall policy and inefficient public spending;

o bias towards capital investment rather than public spending, leading
to imbalances between recurrent and capital spending and problems of
sustainability due to inability to maintain capital investments; and
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. reliance on parallel off-budget systems, thereby undermining the effective-
ness of government systems and the democratic accountability of partner
governments.

. Table 4.2.1: Evolution in development thinking and aid modalities

DEVELOPMENT PRIORITIES AID MODALITY

1950s Capital shortages (domestic and foreign Projects (mainly infrastructure) and programme
exchanges) aid (typically, balance-of-payment support through
Knowledge and technology gaps commodity loans) aimed at financial transfer

Technical assistance projects
1970s Basic human needs (BHN) Expansion of project aid to support social services and

rural development

1980s—  Macroeconomic stability Structural adjustment lending and sector adjustment
1990s Structural reforms lending in the form of programme aid, adding policy
External debt problems conditionality to balance-of-payment support

Later, programme aid became linked to debt-relief

initiatives (e.g. the Enhanced HIPC Initiative)

Mid- Building of core government systems New types of programme aid, including budget support
1990s Recurrent financing (GBS and SBS), pooling funds under sector-wide
Policy and institutional coherence approach (SWAp) arrangements, as well as pooled
Addressing fungibility issues technical assistance (TA)

Source: GRIPS (2004)

Working outside government systems also led to government institutions being
undermined and local capacity building being neglected. Similar criticisms applied
to technical assistance (TA) projects, and it was realised that more attention should be
paid to the fungibility of aid, in that as long as aid is fungible, overall policy priori-
ties, budget allocation and management remain important.

There were additional problems for recipient governments in a project-dominated
environment. Most Official Development Assistance (ODA) funding was off-budget
and, therefore, it was difficult for finance ministries to have a clear overview of aid
flows and activities being undertaken in sector ministries. This caused problems of
fragmentation and made it difficult for governments to take the lead in aid co-ordi-
nation.

It also became increasingly evident that there was a need to address other issues,
such as institutional, policy, social and human development aspects; and relation-
ships between donors and recipient governments had to be improved. This thinking
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was confirmed by studies like the World Bank'’s (1998) Assessing aid: What works, what
doesn’t and why, which found that aid effectiveness was dependent on the institutions
and policies of recipient countries. This was supported by subsequent studies, which
concluded that aid promoted growth in countries with good economic policy envi-

ronments, but was not productive in countries with bad economic policies (Burnside
& Dollar 2000; Collier & Dollar 2002).

The experience of structural adjustment operations

A similar experience occurred with structural adjustment operations in the 1980s
and 1990s, leading to the conclusion that they were not bringing about the expected
results. This was due to the approach underpinning the structural adjustment
programmes undertaken by the International Monetary Fund (IMF) and the World
Bank, which were designed to buy reforms and, because of this, were not effective
(Collier et al. 1997). Budget support (defined as quick disbursing funds) was given
on the understanding that governments would carry out a programme of struc-
tural reforms; this was normally accompanied by policy dialogue, which, in practice,
was focused on conditions that governments committed to undertake. Disillusion
emerged with this approach, as studies of the experience of policy conditionality
indicated that aid disbursed on the basis of a promise by partner governments to
undertake reforms was ineffective and undermined recipient government ownership
(World Bank 1990, 1992; Killick 1998; White 1999; Dollar & Svensson 2000).

In general, it was also acknowledged that ‘more conditionality cannot compen-
sate for weak government commitment or implementation capacity’ (World Bank
2005). These lessons convinced donors to pay greater attention to the policy envi-
ronment and willingness of recipient governments to implement good policy. This
led to donors shifting their focus onto countrywide strategies, poverty reduction,
ownership by recipient governments and partnerships, rather than conditionality.
A further implication for recipient governments was that there would be an overall
move towards ‘backing winners’ by rewarding governments with good policies and a
commitment to reform. This clearly provided recipient governments with a different
incentive and motivation for reform; it also meant that those with “bad’ policies could
expect reduced aid flows.

4.2.3 Current shifts in aid management practices

The lessons learned from the experiences with projects and structural adjustment
lending led to a shift in aid management practices. This resulted in a move to
programme-based approaches (PBAs) designed to encourage increased recipient
government ownership and accountability and greater harmonisation and alignment.
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Poverty reduction has become the primary objective of development assistance, with
the Millennium Development Goals providing the principal framework. This has
significant implications for the ways in which recipient governments manage their
aid flows and budget processes, as there have been changes both in how aid is deliv-
ered and in the frameworks within which it is organised. These issues are considered
more fully in the sections that follow, along with evidence from recent studies that
assess the effectiveness of the innovations in aid management.

Programme-based approaches (PBAs)

PBAs are a prominent strand of new thinking in aid management and aid effec-
tiveness. They have been designed to embody ‘partnership” principles, and can be
defined as:

A way of engaging in development cooperation based on the principle of coor-
dinated support for a locally owned programme of development, such as a
national poverty reduction strategy, a sector programme or a programme of a

specific organisation. (Lavergne 2003)

The characteristics of PBAs are that they incorporate:

o leadership by the host country or organisation;

o a single, comprehensive programme and budget framework;

o a formalised process for donor co-ordination and harmonisation of proce-
dures for reporting, budgeting, financial management and procurement;
and

o efforts to increase the use of local systems for programme design and imple-

mentation, financial management, monitoring and evaluation. (Lavergne
2003)

This means that increasingly aid flows are being put through recipient government
budgets and are using government systems for disbursement, auditing and report-
ing. On the one hand, this can have the disadvantage of increasing pressure on recipi-
ent governments in terms of administrative requirements and the time involved in
negotiating and engaging in dialogue with donors. On the other hand, the advantage
is that it should reduce the overall transaction costs of the budget process and utilisa-
tion of aid, as compared to a project-dominated environment. The main PBAs — GBS,
SBS and SWAps — are considered below.
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General budget support (GBS)

A new rationale for GBS, closely linked to the development of Poverty Reduction
Strategies (PRSs), emerged in the late 1990s. So-called ‘new’ or “partnership” GBS
(PGBS) focuses explicitly on poverty reduction, and it attempts to support nationally
developed strategies rather than imposing external policy prescriptions. The move
towards GBS was designed to overcome the weaknesses of structural adjustment
programmes, particularly the problems experienced under the previous approaches
to conditionality. GBS has been defined as:

A form of programme aid in which Official Development Assistance (ODA)
that is not linked to specific project activities is channelled directly to partner
governments using their own allocation, procurement and accounting systems.
General Budget Support (in contrast to Sector Budget Support) is not earmarked
to a particular sector or set of activities within the government budget. The
foreign exchange in GBS is usually accompanied by other inputs — a process of
dialogue and conditions attached to the transfer, technical assistance (TA) and
capacity building, and efforts at harmonisation and alignment by the GBS IPs.
(IDD 2005)

In recent years, there has been a significant shift by bilateral donors towards GBS, by
the World Bank through Poverty Reduction Support Credits (PRSCs) and by the IMF
through Poverty Reduction Growth Facilities (PRGFs). The objectives for provid-
ing PGBS (and the range of anticipated effects from PGBS) are very wide and are
expected to encompass the following main elements (see EC 2004; Lawson, Gerster
& Hoole 2005):

o to provide predictable increases in budget funding to partner governments;

. to promote ownership by partner governments over their development policies and
processes, by making available untied resource transfers to the national budget;

o to accelerate national development and reform processes in partner governments,
which might facilitate progress towards the overarching goal of poverty
reduction;

o to improve the effectiveness of partner governments in achieving positive service

delivery outcomes by focusing attention on the results of policy and spending
actions and increasing the level of scrutiny of results within governments,
parliaments and wider civil society;

U to strengthen national systems of planning, budgeting, control and oversight by
increasing reliance on national systems and by focusing dialogue, and
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potentially technical assistance, on their continuous improvement; and

o to reduce transaction costs associated with external finance, both by aligning
aid delivery systems to national policies and processes and by promoting
harmonisation of procedures with donors.

In order to guide the provision of GBS and to try and ensure that these objectives are
achieved, the OECD-DAC (2005) has produced guidelines on the provision of budg-
etary support, which identify four principles that are similar to those noted above:

o budget support should encourage partner countries’ ownership;

o budget support should help to maintain the performance and accountability
of partner countries’ public financial management (PFM) systems;

o the transaction costs incurred by recipients of budget support should be
minimised; and

o budget support should be delivered in a way that advances the predictabil-
ity of resources and reduces their volatility.

These guidelines also emphasise the importance of sound fiscal strategies, which are
critical to the effectiveness of GBS, as are poverty reduction strategies and govern-
ment-owned policies and alignment with a comprehensive country-led expenditure
programme.

Overall, it would seem that GBS has the potential to make aid co-ordination easier
for recipient governments, and it should strengthen the position of ministries of
finance, as funds flow through the national budget rather then being managed by
sector ministries. GBS should also give governments more leverage over donors in
terms of gaining greater access to information on donor activities and aid transfers, as
ODA is flowing through the budget. This should overcome the problems experienced
when projects predominated and most aid funds were off-budget.

Sector and targeted budget support

SBS is a financial transfer to the national budget of a partner government provided
in support of a defined sector programme (EC 2004). This means that dialogue is
focused on that particular sector, and a specific programme of reform and develop-
ment is agreed upon between donors and the government with specified results. The
objectives underpinning SBS are to widen government ownership over sector policy
and resource allocation decisions within the sector, to increase overall coherence
between policy, spending and results, and to reduce transaction costs. This process
may be further formalised through a sector programme entailing a sectoral policy
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document and overall strategic framework, MTEF and annual budget for the sector
and a co-ordination process among donors led by the government.

There is normally an additionality” requirement in sector funding, and this is
important in that the type of earmarking and reporting that is required has impli-
cations for how aid flows directed at sector budgets are managed. This has conse-
quences for the funding choices that governments make and for the way negotiation
and monitoring is undertaken.

Targeted and non-targeted budget support is often used where there is ineffec-
tive budget prioritisation due to spending constraints or an arrears or debt problem,
which undermines budget programming and management, or to assist in strength-
ening PFM skills and systems in specific government institutions. Again, there
are implications for partner governments, as the process requires identification of
the budget lines to be targeted, verification of spending against these agreed lines
through examination or audit, and procedures for disbursement of budget support.

Sector-wide approaches (SWAps)

SWAps emerged as a reaction to the observed weaknesses in project approaches and
were designed to enhance synergies and cohesion between projects within the sector,
as well as to strengthen dialogue and donor co-ordination and, as a result, to lower
transaction costs for the government. They are not an aid modality in themselves,
but rather a way of organising project approaches to increase donor alignment, and
to work within a sector policy and government expenditure frameworks. This means
that they can include a wide range of instruments, from a set of co-ordinated projects
to the provision of SBS and sector pooling fund arrangements.

SWAps usually include three components (GRIPS 2004):

o an approved sectoral policy document and overall strategic framework,
which define government priorities;

. an MTEEF for the sector; and

o a co-ordinated process amongst donors, led by the government.

More recently, some donors have begun to move from SWAps to GBS. GBS is
perceived to have the advantage of greater effectiveness and flexibility, as funds
are channelled through government systems rather than through pooled or trust
funds (Lawson et al. 2005). This means that SWAps are increasingly perceived as a
way to move from projects to GBS through a process of gradual integration of all
funding through the sector, bringing funds on-budget and developing a sector policy,
common procedures and expenditure frameworks.
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4.2.4 Current debates in aid management

Although recent innovations in aid management respond to the lessons learned
from previous aid initiatives and to the wider debate on aid effectiveness, there is
still disagreement on many issues that relate to these new aid management practices.
More specifically, there are three main areas that are the focus of current debates on
aid management:

o Instruments: the costs and benefits of moving away from projects to provid-
ing assistance through PBAs such as GBS and SWAps. This is related to the
fact that many of these approaches are still relatively new and their benefits
have not yet been proven in practice, although in theory they have the poten-
tial to be an improvement on previous aid modalities.

o Ownership and accountability: ownership and commitment of recipient
governments and the relationship between these governments and their
citizens. PRSPs have been one of the main mechanisms for focusing on these
issues to try and ensure greater recipient government ownership. The use
of conditionality is a related area where there is still disagreement on the
nature and extent of conditions that should be used.

o Donor practices: this is the extent to which donor practices undermine the
effectiveness of aid, and relates to the harmonisation and alignment agenda.

Part of the reason why discussion continues regarding these issues is that these aid
modalities are relatively new and project approaches still predominate in many coun-
tries. This means that there is not yet a substantial body of evidence that can give a
definitive judgement on the effectiveness of the new modalities and on whether they
meet the expected objectives, which are a stronger influence on the policy environ-
ment, enhancement of recipient government ownership and better coherence of aid.

Similarly, despite there being a consensus on the problems associated with condi-
tions relating to programme aid in the 1980s and 1990s, there is considerably less
agreement on how explicit conditions should be and what form they should take.
The same is true for the harmonisation and alignment agenda, in that although it
is generally agreed to be a positive initiative, there is less agreement as to how to
take it forward in practical terms, particularly in the light of bureaucratic constraints
imposed by country headquarters and the need to be accountable to domestic constit-
uencies. These issues are discussed in more detail below.

Harmonisation and alignment
Harmonisation relates to the process of unifying donor procedures and practices in
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order to ensure a common approach. Alignment refers to the fit of donor policies,
procedures and practices with national strategies, institutions and processes. The
concern for greater harmonisation stems from the realisation that multiple donor
requirements place a heavy burden on governments that often have limited capacity;
as a result, the project approach imposes high transactions costs. In contrast, as GBS
uses government systems, transaction costs should be lower as there is no need to
develop parallel systems, which should free up time and resources.

Alignment can be undertaken in two ways — with government policies and with
government systems. The PRSP approach has been fundamental in providing a
policy framework for donors to align with, and it allows donors to align their indi-
vidual programmes with the priorities established in the PRSP. This should then lead
to donors co-ordinating their programmes and, through this process, harmonising
procedures and documentation requirements. In principle, GBS should strengthen
alignment because it automatically aligns donors with government systems, and
alignment with government policies will occur if the performance assessment frame-
work is based on policies that are owned by the government.

This point is emphasised by the OECD-DAC (2003) good practice guidelines on
harmonisation, which focus on the need to ensure that aid management and co-ordi-
nation arrangements are tailored to a particular country’s needs and circumstances.
These principles were also outlined in the Rome Declaration on Harmonisation (High
Level Forum 2003) and strengthened in the Paris Declaration on Aid Effectiveness
(High Level Forum 2005). The Paris Declaration included commitments by donors to
strengthen ownership, harmonisation and alignment with an agreement by donors
to measure their success at making aid more effective by using a set of indicators
and targets.

These concerns relating to the behaviour and practices of donors are important as
they cut across the debate on aid modalities and have the potential to undermine any
form of aid modality used. They can also weaken recipient government accountabil-
ity, policy-making and effective implementation of plans. However, moves toward
greater harmonisation and alignment have the potential to greatly reduce the costs of
budget implementation for recipient governments by, for example, aligning commit-
ment and disbursement with government planning and budget cycles and relying
on government systems for cash management, procurement, monitoring, auditing
and reporting.

Conditionality

As noted above, the shift with regard to conditionality was a reaction to the difficul-
ties experienced in using traditional forms of conditionality, which were normally
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defined by donors. There was a realisation that they had been less effective than had
been expected and that domestic political factors are key in the economic and politi-
cal reform process. As a result, there has been a move away from buying reform to
agreement between recipient governments and donors on sets of milestones.

Embodied in this is the idea of ‘partnership’, which implies that common
approaches should be agreed on by donors and governments. The concept is outlined
by the Department for International Development (DFID) as follows:

Within a framework of partnership, both donors and country governments need
to agree on the purpose for which aid is given. This ensures that both parties
have a shared understanding of how aid will contribute to poverty reduction,
and can be held publicly accountable for delivering on their commitments.
(DFID 2005)

In terms of conditionality, the DFID is a good example of this new approach; it is
committed to promoting ‘a more equal approach in which donors do not impose
conditions but agree on benchmarks with partners” (DFID 2005).

Again, PRSPs have been an important part of this process by providing the basis
for what should be a partner government-owned strategy. New style conditionality
then focuses on institution building, strengthening democratic accountability and
transparency and encouraging sound macroeconomic and public financial manage-
ment. In practice, this means that policy-based lending has moved from short-term
economic management to more sophisticated medium-term reforms with an agreed
set of conditions supporting them.

This new approach to conditionality has led to GBS being designed with differ-
ing Performance Assessment Frameworks (PAFs) that are based on a mixture of the
approaches taken by the EC, the IMF, the World Bank and bilateral development
agencies when disbursing budget support and applying conditionality. There are
three main types of PAF that are being used for GBS (Lawson, Gerster & Hoole
2005):

o A common performance assessment framework, which provides joint
monitoring by all GBS donors and is used for management according to
commonly defined principles. Disbursement is typically according to indi-
vidual donor decision.

. The World Bank PRSC is used as the common assessment framework, which
is often supported by a memorandum of understanding outlining common
principles and the consultation process.
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o The IMF PRGF is the basis for monitoring progress and disbursement deci-
sions. This method is often supplemented by specific conditions for different
donors.

This indicates that there are still differing approaches to conditionality and that there
is not yet any agreement on a common or most effective framework, probably due
to the fact that the implementation of these approaches is very recent and there has
been no comprehensive assessment of them.” However, the way in which PAFs are
designed and implemented can have important implications for recipient govern-
ments in terms of predictability of disbursements and level of transaction costs. For
instance, if there is one set of conditions that all donors use for monitoring, then
this may represent less of a burden on governments than if different donors specify
different conditions. This then has transaction cost implications, and the number of
conditions in the PAF is related to this. The predictability of disbursement is another
issue, as failure to meet conditions can lead to delays in disbursements, which can
have major impacts on the national budget.

4.2.5 Assessment of experiences with new aid modalities

In theory, the move towards programme aid and, in particular, the use of GBS should
prove to have superior benefits for recipient governments and improve the manage-
ment of budget processes in contrast to other forms of aid. However, very few evalu-
ations have been undertaken of these new aid modalities, which means that it has
not been possible to make a definitive judgement on their effectiveness. This section,
therefore, surveys the evidence from studies undertaken thus far and assesses
the preliminary evidence on the effectiveness of GBS from the Joint Evaluation of
General Budget Support. This study is evaluating GBS in seven countries in Africa,
Asia and Central America and is the largest evaluation that has been undertaken of
GBS; consequently, it is expected to yield some useful contributions to the overall
debate.

Early experiences of SWAps and GBS

A study of GBS in Tanzania was undertaken by the Overseas Development Institute
(ODI) prior to the multi-country study. It found that the immediate effects from GBS
were very positive and that its main role had been to facilitate a nationally driven
reform programme. GBS could be linked to a large growth in discretionary spend-
ing and a major expansion of health and education services, but there were no signs
yet of improved efficiency in public spending or long-term constraints to the quality
of service being addressed (Lawson et al. 2005). Overall, the study concluded that



CHAPTER 4

although not all of the expected gains had been made, those that had emerged as a
result of GBS would not have been facilitated as effectively by other aid modalities.

United States Agency for International Development (USAID) undertook a study
of five countries in 2003/2004 to evaluate programme assistance with a focus on
GBS. It examined the perceived benefits of GBS and whether or not they had been
achieved. The five countries were Mozambique, Malawi, Nicaragua, Tanzania and
Timor-Leste. The study concluded that the host-country ownership of development
programmes had been strengthened through policy dialogue and improved account-
ability. Donor co-ordination and harmonisation had improved in most cases, but not
all. They also found that using performance targets rather than ex ante conditional-
ity increases predictability of funding, as assessments impact on future rather than
current disbursements. Transaction costs had not fallen but, in fact, had increased
due to the time dedicated to designing, managing and evaluating activities (USAID
2005). However, the study did not examine the transaction costs related to the budget
process and utilisation of aid, which would have been expected to fall, so it is not
clear whether transaction costs as a whole have increased or decreased.

Similarly, other studies of GBS and SWAps have found that there is little evidence
to suggest that GBS results in a lowering of transactions costs (Frantz 2004). This
is due to the initial time spent establishing processes and mechanisms, which is
confirmed by the World Bank and IMF (2004) who note that the process of establish-
ing joint monitoring frameworks is very time consuming. A joint donor evaluation
of programme aid in basic education found that for both SWAps and programme
aid there was a large increase in administrative work for the Ministry of Education
and Sports in Uganda, which resulted from a transfer of this work from donors to
the government (Netherlands MOFA 2003). However, again transaction costs related
to the budget process and utilising aid were not considered. On a different theme,
Frantz (2004) and Foster (2000) found that aid had become less predictable under
SWAps and GBS.

Joint Evaluation of General Budget Support

The Joint Evaluation of General Budget Support that is currently being undertaken
is designed to answer similar questions to the studies discussed above and to assess
the extent to which GBS meets its objectives (see section 4.2.3 of this paper). There
is considerable interest in the outcomes of the study, particularly in the context of
the ongoing debates regarding the effectiveness and mix of different aid modalities.
The evaluation assessed the experience of budget support in seven countries during
the period 1994-2004. These were Rwanda, Mozambique, Vietnam, Burkina Faso,
Nicaragua, Malawi and Uganda. The purpose of the study was “to evaluate to what
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extent, and under what circumstances (in what country contexts), GBS is relevant,
efficient and effective for achieving sustainable impacts on poverty reduction and
growth’.*

Although the time period spanned 1994-2004, the focus was on GBS since the end
of the 1990s, which represented the beginning of partnership GBS. The starting point
for the evaluation was to examine the inputs into the GBS process — finance, dialogue,
conditions, TA and capacity building, and harmonisation and alignment initiatives.
The evaluation then attempted to trace, through the flow-of-fund effects from GBS
funding, institutional effects and policy effects, in order to identify intermediate
impacts, outputs, outcomes and, finally, effects on poverty reduction. The main areas
that the evaluation focused on were:

° the relevance of PGBS;
° the effects of PGBS on

o

harmonisation and alignment,

o

public expenditures,

o

planning and budgeting systems,

o

policies and policy processes,

o

macroeconomic performance,

o

delivery of public services, and
° poverty reduction;

° the sustainability of PGBS; and

o the extent to which cross-cutting issues have been addressed through

PGBS.

The study also examined the impacts of PGBS on transaction costs, predictability of
funding, domestic accountability, allocative efficiency of public expenditures and
effectiveness of state and public administration.

Preliminary cross-country findings’

The length of experience of PGBS differs considerably amongst the countries includ-
ed in the study. Malawi and Nicaragua have limited experience, as PGBS in these two
countries only began in 2004, whereas in the others the process has been longer estab-
lished making it easier to draw more substantive conclusions. There are also wide
variations in the design of PGBS. For instance, in Vietnam and Uganda, the process
is led by multilaterals, whereas in other countries it is led by bilaterals. There is also
a contrast in the complexity of PGBS between countries such as Uganda, where there
are numerous parallel aid instruments, and Vietnam, where there is one instrument



CHAPTER 4

(a World Bank-led PRSC). What is clear is that in all countries PGBS has evolved over
time and is specific to the particular country context.

There are also noticeable differences in partner government attitudes to PGBS,
with some countries (e.g. Uganda and Rwanda) encouraging donors to shift towards
PGBS modalities and others expressing a preference for PGBS but being careful not
to discourage other forms of aid. For Vietnam and Nicaragua, PGBS is too recent for
the governments to have formed a specific preference.

The other preliminary findings relate to the expected benefits that it was assumed
would emerge from a PGBS approach. These are as follows:

o A new ‘partnership’ paradigm. It is useful to consider whether there is evidence
that PGBS does represent a shift to a new relationship based on partnership
and country ownership. The study found that in Uganda, Mozambique,
Burkina Faso and Vietnam there is evidence of a different relationship than
under structural adjustment. Indeed, in the first three countries there have
been pivotal changes in aid management relationships that have affected
non-PGBS relationships. However, the use of political conditionality in
some countries (Uganda and Rwanda) has caused delays in disbursement or
suspension of funds, which have been a source of tension between donors
and partner governments.

. Predictability of funds. Evidence on the predictability of donor funding is
mixed, with predictability being a problem in some countries but less so
in others. Often non-fulfilment of conditionality delays tranches, or donor
disbursements are delayed for bureaucratic reasons. There is clearly more
that donors could do to ensure greater predictability of funding, although
compared to projects, the disbursement record of PGBS has been favour-
able.

o Transaction costs. There is ambiguous evidence on transaction costs. Clearly,
by its nature, PGBS should lead to a reduction in the transaction costs of
the budget process and utilising aid, as funds are channelled through the
national budget. The start-up costs of establishing and engaging in dialogue
can be quite high for both governments and donors, although it is assumed
that these may well fall as the process becomes more established. Also, in
some countries the proliferation of PGBS instruments constrains the extent
to which transaction costs can be lowered.
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. Harmonisation and alignment. PGBS is resulting in alignment with govern-
ment systems and often has had indirect effects on other aid modalities.
Policy alignment was only possible when there were credible national and
sectoral strategies. In many cases, PGBS and associated dialogue and review
systems complemented and enhanced existing sector mechanisms, provid-
ing forums for addressing cross-sector issues.

U Public expenditures. In most of the study countries there are significant
flow-of-fund effects from PGBS, which have led to either increased public
expenditure or reductions in the budget deficit. These were found in all
countries apart from Malawi and Nicaragua, where the process was too
recent to discern an impact.

U Strengthening of policy and processes. There is evidence of PGBS policy
dialogue influencing policies and processes, particularly in Uganda and
Mozambique, whereas in Vietnam the impact is less on processes and more
on policy. This may well be because all three of these countries have strong
government ownership of the reform process.

U Macroeconomic performance. There is little evidence of PGBS contributing to
macroeconomic performance, apart from in Uganda and to a certain extent
Mozambique. This is unsurprising given that satisfactory macroeconomic
performance is often a prerequisite for PGBS. In some countries, PGBS itself
had a negative effect on fiscal discipline as a result of the suspension of PGBS
funds.

o Service delivery. All countries found some impact of PGBS on service delivery,
although the strength of this effect varied. Only in Malawi and Nicaragua
was no effect found.

o Poverty impacts. The study had difficulty in tracking distinct and separately
identifiable effects on poverty.

Overall, the study has found that, except for Malawi and Nicaragua where the PGBS
effects are too recent to evaluate, there are positive assessments of PGBS impacts,
suggesting that PGBS is an efficient and effective form of aid delivery. This is signifi-
cant as it indicates that some of the expected benefits of GBS are likely to be achieved,
which should bring corresponding benefits for recipient governments. On the other
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hand, there are some aspects of concern, such as evidence that GBS conditionality can
result in unpredictability of budget funding, which, in turn, affects fiscal discipline.
However, it should be noted that this is not necessarily a problem of the PGBS instru-
ment itself but could be one of donor behaviour that cuts across other aid modalities
as well.

Poverty impacts could not be identified, mainly due to the inability to distinguish
PGBS effects from impacts of other variables at this level or the fact that PGBS was too
recent to have had an influence. However, it should be noted that PGBS as an instru-
ment is unique in terms of the fact that it directly supports national PRSs.

4.2.6 Conclusion

In theory, managing aid flows for recipient governments should have become easier
since the introduction of GBS and SBS. As aid flows move on-budget, and donor
activities are aligned with government policies, this should improve the proportion
of external funds subject to the national budget and the government’s ability to match
public expenditures to national development priorities. Transaction costs of aid
management should be reduced and predictability of funding improved.

In practice, the case has not been definitively proven, because GBS is a relatively
new aid modality. What does emerge is that the evidence from the Joint Evaluation
of General Budget Support points to the efficiency and effectiveness of GBS as an
aid modality. However, it is unlikely to be effective in all cases, due to the need for
partner government commitment, credible policies that are owned and sufficient
capacity to implement policy and deliver services. There are also other issues that
need to be considered, such as the degree of fiduciary risk involved and the possibili-
ties for increased corruption, as well as the limits of PBAs due to capacity constraints
and problems with absorption of aid if there is a scaling up of ODA flows through
this mechanism.

Overall, it should be noted that budget support approaches are a relatively new
innovation, and currently represent a mutual learning experience for both donors
and recipient governments. In order for the potential benefits to be reaped, it is
likely that there will need to be further adaptation and change in donor and partner
government practices to ensure that key objectives are met.



MANAGING AID FLOWS

Endnotes

1 Ann Bartholomew was team leader for the Vietnam country case study for the 2005/06 cross-
country general budget support study and participated in the drafting of the synthesis report.
She is a principal consultant of Mokoro Limited.

2 Additionality means that SBS should generate additional funding in the sector, and is a response
to the fungibility problem. The objective is to ensure that SBS does not replace partner govern-
ment resources that would have been allocated to the sector.

A recent assessment of PAFs in GBS was undertaken by Lawson et al. (2005).

4 The study was commissioned by a steering group of donors, which includes Australia, Belgium,
Canada (CIDA), Denmark, the European Commission, France, Germany (BMZ), Inter-American
Development Bank (IADB), the IMF, Ireland, Japan (JBIC, MoFA), the Netherlands, New Zealand,
Norway, OECD-DAC, Spain, Sweden (Sida), Switzerland (SECO), United Kingdom (DFID),
USA (USAID) and the World Bank. The study was carried out by University of Birmingham,
International Development Department, with partners (Mokoro, Ecorys, DRN, NCG and local
consultants).

5 The findings are preliminary at this stage as the evaluation findings have not yet been formalised,

nor has the final synthesis report been submitted.
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4.3 Ethiopia: a case study

Fanos Habtewold & Worku Ayele

4.3.1 Introduction

Ethiopia is a federal state with a population, in 2004, of 73 million people. In
1992/1993, the government initiated market-based structural reforms, signalled by
an ambitious adjustment and reform programme focused on achieving the sustain-
able economic growth and medium-term financial viability that are perceived to be
essential for poverty reduction. In its development agenda, which concentrates on
the improvement of social welfare, the government recognises that poverty reduction
is not possible without sustained economic growth.

Against this background, multilateral and bilateral agencies have continued to
support Ethiopia’s development through Official Development Assistance (ODA).
International financial institutions have been responsible for the largest share of aid
to the country, followed by bilateral donors, the European Union and the United
Nations agencies. Ethiopia receives much less aid per capita (US$13) than other
developing countries.

The government maintains that the development of a well-conceived institutional
framework within which ODA is received and administered would significantly
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improve the impact of external assistance. The adverse effects of the proliferation of
donor projects have often resulted in overwhelming functional stress on the govern-
ment bureaucracy. It is maintained that the uncoordinated and un-harmonised donor-
by-donor and project-by-project approach that for a long time has characterised the
mode of external assistance in the country has created a burden on the government’s
capacity to meaningfully receive and manage aid. At the same time, the government
has recognised the need for capacity strengthening in a number of areas to ensure
that external assistance is better solicited, accommodated, managed, reported and
monitored, and that its effect/impact is maximised in the interest of poverty reduc-
tion and without incurring undue transaction costs. Donor harmonisation, therefore,
serves as a guide for the acquisition and utilisation of external funds.

4.3.2 Developing an explicit aid policy

The fundamentals of aid management in Ethiopia include:

. country ownership;

i the enhancement of partnership through dialogue, co-ordination, harmoni-
sation, alignment and information sharing;

o the focus of external assistance on poverty reduction;

o capacity building as an integral part of external assistance;

o direct budget support (DBS) as the preferred mode of external assistance;

o partnership with non-state actors; and

o predictability of donor flows and multi-year financial commitments.

Guided by these principles, Ethiopia has formulated a set of aid policies to guide
the country’s relations with donor countries and multilateral agencies. The policies
are centred on key issues in donor management — aid acquisition, planning, budget-
ing and financial management, reporting and monitoring, financial oversight and
accountability, technical assistance and dialogue and co-ordination. Each is discussed
briefly below.

Aid acquisition

The fight against poverty will be at the centre of development co-operation in Ethiopia.
All intervention in this area will be guided by a comprehensive framework for pro-
poor growth and poverty reduction. Ethiopia has committed itself to putting in place
structures and systems that will prepare the ground for the enhancement of external
resource inflows by raising, in the medium term, the country’s per capita ODA level
to the sub-Saharan Africa average. A shift in the profile of external assistance towards
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greater grant support is targeted. For the remainder of the portfolio, the country will
seek to minimise costs by strengthening and maintaining a coherent, prudent and
sustainable borrowing policy to ensure a favourable country rating. It is the govern-
ment’s position that, for the sake of efficiency, reduction in implementation transaction
costs and the enhancement of local ownership of development programmes, donors
ought to move towards DBS. However, in the interaction with its co-operating part-
ners, the government will remain open to different modes of assistance, including
projects, programmes and budget support.

Planning, budgeting and financial management

All external sources will be integrated into the government budget and, in this respect,
the government will strive to align the timing of donor pledges to the budget and
planning cycles and ensure that all aid that is negotiated is included in the country’s
financing framework. Donors are expected to provide relevant and timely informa-
tion on commitments and disbursements in order to ensure the predictability of aid
flows. Aid management should happen within the context of fiscal decentralisation,
which devolves financial autonomy from the federal to the lower levels of govern-
ment, a policy to which the government is committed.

Reporting and monitoring

The process of reporting and monitoring aid will be owned and led by the govern-
ment of Ethiopia. This implies that donors will assume less leadership responsibility
regarding the procedures, processes, timing and content of what is reported and
monitored. The Sustainable Development and Poverty Reduction Strategy Paper
(SDPRSP) will remain the primary reference point for guiding the reporting and
monitoring process in the country. All state-funded agencies and donors will capture
all forms and sources of funding and provide sufficiently disaggregated data.

Financial oversight and accountability

The government will support an effective auditing function to ensure that public
resources, including those originating from donors, are accounted for in a sound and
transparent manner. As far as possible, donors’ procurement procedures for their
supported projects and programmes in Ethiopia will be aligned to the principles and
procedures outlined in the Government Procurement Directive

Technical assistance

Ethiopia will continue to use technical assistants, who will work with national coun-
terparts to allow for easier transfer of knowledge and skills. Technical assistance will
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be integrated into the national framework of management, and the experts will be
accountable to local institutions and will fall under the country’s planning, budgeting
and human resource development systems.

Dialogue and co-ordination
The government of Ethiopia has committed itself to facilitating an effective multi-
level dialogue architecture in which it takes the leadership role.

4.3.3 Donor harmonisation

Donor harmonisation, the streamlining of engagement with donors, is an important
objective of Ethiopia’s aid management policies. The overarching objectives of aid
harmonisation are to reduce transaction costs and make disbursement of external
assistance more flexible and smooth, towards enhanced efficiency and effectiveness.
This means that harmonisation is not an end in itself. The following priority areas for
harmonisation have been identified:

. procurement;
o monitoring and evaluation; and
. financial reporting and disbursement.

Among the countries that have endeavoured to undertake harmonisation initiatives,
Ethiopia has been leading in many ways. It is a pilot country of the Strategic Partnership
for Africa. Also, it is a pilot for IMF donor budget support, with the poverty reduc-
tion strategy paper process and a country environmental analysis. In addition, the
World Bank, African Development Bank, European Union, Sweden and Canada have
expressed their willingness to provide DBS. Norway, Ireland and the Netherlands are
considering offering budget support. Many bilateral donors will use the IMF’s Poverty
Reduction Support Credit (PRSC) process to harmonise their assistance.

The agenda for harmonisation has been supported by progress on a number of
prerequisite institutional factors for donors to align their support with government
plans and programmes of development. These include the SDPRSP, which is analyti-
cally sound, strategically prepared, result-oriented and operationally focused. It has
won donor community credibility and acceptance of the need to enhance the volume
of per-capita aid. The harmonisation programme has covered crucial areas in the
SDPRSP. A policy matrix now strengthens the SDPRSP, and efforts are harmonised
towards increasing DBS and sector-wide approaches. However, the harmonisation
agenda also covers project-level operations and all modes of assistance, including
capacity building, analytical work and training.
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Harmonisation is fully anchored within the new development architecture,
including a high-level government-donor forum and in an aid development process
prepared by the joint Government-DAC Task Force on Harmonisation.

The government has also undertaken an upgrade its procedures, practices and
systems to world standards to ensure that donor funds are safe and spent on purpos-
es for which they are given. The financial calendar is comprehensive, so that donors
can extend their support with a high degree of predictability and consistency. The
calendar for budget support is now aligned with the national budget year and the
annual review process for the SDPRSP. DBS partners would be expected to provide
the government with early, specific and firm commitments of DBS to enable it to plan
its budgetary obligations on the basis of more predictable resource flows.

The monitoring and evaluation systems for the SDPRSP, including indicators,
have been initiated after thorough discussion with the donor community and other
stakeholders. An overarching joint conditionality and monitoring framework has
been established, with agreed conditions and indicators, and this has facilitated
harmonised DBS.

Finally, the political commitment for harmonisation has been sustained, allowing
for full realisation of the potential benefits of harmonisation and the establishment of
government leadership and ownership. However, donor commitment and support
for capacity building is vitally important for the smooth transition from donor-driven
practices, procedures and policies to country-driven policies and practices.

Some of the recent milestones in the harmonisation agenda are considered in more
detail below.

The Procurement Assessment Report (March 2003)

This report provides strong support for the government’s harmonisation agenda. It
analyses the country’s public sector procurement institutions, including the legisla-
tive framework and organisational practices, and indicates areas where improvement
is required to comply with world standards. Historically, substantial delays have
occurred in procurement due to cumbersome procedures and practices of the donor
community. The recommendations of the report were co-ordinated with donors such
as the EU, UK and Sweden, who are also engaged in procurement reform initiatives
with the government.

The Financial Accountability Assessment Report (June 2003)

Fiduciary responsibility is a central concern of donors in disbursing development
aid. Therefore, the discussion and completion of the financial accountability assess-
ment, which is primarily concerned with fiduciary matters, will facilitate progress
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in harmonisation efforts. The basic objective of this assessment was to highlight the
capability of the country’s financial management structures in both the public and
private sectors. The report defines the strengths and weaknesses of accountability
arrangements in the use of government and donor funds.

Intergovernmental Governance Review and Fiduciary Assessment

Critical to the provision of harmonised budget support on an annual basis is the
ability of DBS partners to verify systematic improvement in the general govern-
ment (i.e. including sub-national governments) fiduciary framework. Several diag-
nostic tools, for example the Country Financial Accountability Assessment and
the Public Expenditure Review (PER), have been prepared. However, the govern-
ment and donors have emphasised the need to find some mechanism under the
Intergovernmental Governance Review and Integrated Fiduciary Assessment for
a regular ‘light review’ or ‘stocktaking’ of the quality of the public sector fiduciary
framework.

The Joint Budget and Aid Review

The Joint Budget and Aid Review (JBAR) is a key element linking the government’s
own fiscal processes to dialogue with partners providing DBS. This instrument
replaces the PER. Given the JBAR and the establishment of a medium-term fiscal
framework, the government has exchanged ideas about the transition from project/
programme support to DBS with donors who are either providing or intending to
provide DBS. Since the government’s vision for DBS has been shared by the donor
community, it has encouraged those who cannot provide significant DBS to support
sectors via sector programmatic support, or earmarked budget support instruments,
in preference to providing project aid.

National Capacity Building Programme

In order to absorb increasing amounts of foreign assistance and transition processes
— and to steer the development process — a strong country capacity for planning,
management, monitoring and evaluation is required. This topic has been the subject
of lengthy discussions among donors and between donors and the government
of Ethiopia. If donors are to use the government’s systems, procedures and prac-
tices, the country’s capacity for absorption has to be developed and upgraded first.
Ethiopia’s Civil Service Reform Programme has been launched for this purpose.
Donors, including the Canadian International Development Agency, the United
Kingdom Department for International Development, the European Commission,
France, Germany (GTZ), Ireland, Italy, Netherlands, Sweden and the United Nations
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Development Programme, have committed themselves to finding a single-design
solution that reinforces the Ethiopian National Capacity Building Programme as
integral to harmonisation. Capacity development in public procurement, financial
management and in the health and education sectors will be supported by collabora-
tive efforts of donors.

Poverty Reduction Support Credit

Increasingly, donors have signalled willingness to harmonise their policies and prac-
tices around the IMF’s PRSC-II. It has been agreed that the government’s SDPRSP
policy matrix is the framework for PRSC assistance. However, given the size of this
matrix, it has been generally agreed that donors could identify specific actions and
indicators of particular interest to their respective agencies, and, on this basis, a
smaller matrix could be created for DBS dialogue.

The Annual Progress Report of the SDPRSP

The Annual Progress Report (APR) has been an important milestone on the road to
harmonisation and DBS. The objective of the APR is to provide domestic and inter-
national stakeholders with a summary report on implementation of the SDPRSP,
including key results and challenges. The release of budget support is contingent on
this annual report, and it has become a key element in the revised fiscal calendar.

Instruments for donor harmonisation, given fiscal decentralisation

Ethiopia is deeply committed to fiscal decentralisation and has created instruments
that allow for effective aid disbursement, given the intergovernmental set-up. While
foreign assistance and loans are negotiated by the federal government — the Ministry
of Finance and Economic Development (MoFED) is responsible for negotiations,
signing of agreements and debt repayments — in its intergovernmental system, block
grants, which include internal revenue and foreign assistance and loans, are allocated
to autonomous regional states. Regional states, in turn, allocate block grants to local
governments. Regional states are obliged to submit reports on the use of funds to
the central government. An offset system is applied for additional donor funds to
regional states; however, for specific-purpose grants by donors to regional states, the
offset system is not applicable.

The four disbursement channels that donors can use to channel funds are:

o Channel 1 — government formula-based budget disbursement including

own revenue, grants and loans. Management is the responsibility of each
level of government, executed through MoFED, Bureaux of Finance and
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Economic Development (BoFED) and Woredas (districts).

o Channel 1.5 — hybrid channel used for the Food Security Programme. It
bypasses BoFED to support programmes at lower levels.

. Channel 2 - funding direct to sector public bodies to use and account for
donor funds.

o Channel 3 — donors finance projects directly (sometimes, but not necessarily,
recorded in the government’s development budget).

Sector-wide approaches (SWAps)

Within this popular modality of aid delivery, health, education and transport part-
ners have been discussing arrangements such as pooling resources for technical
assistance in the health sector and comprehensive harmonisation in the transport
sector, where significant progress has already been made. Belgium, Ireland, Sweden,
the United Kingdom and the Netherlands have decided to harmonise support of the
teacher development component of the education programme with the pooling of
funds relying on Ethiopian government laws, regulations and procedures.

It will be some time before evidence of the impact of harmonisation and alignment
on the national economy can be measured conclusively. If effective, all other things
being equal, harmonisation should have a positive impact on economic growth,
employment, inflation, income distribution and the level of national savings.
Through the harmonised and aligned policy framework, total available resources
(including foreign assistance as a supplement to domestic resources) will be spent on
the key national priorities of sustained economic growth, productive employment,
agriculture-led industrialisation and food security, access to basic social services,
good governance and a strong democratic system, gender equality and HIV/AIDS.
Indicators in each of these areas can also be used to analyse and assess the impact of
harmonisation and alignment.

4.3.4 Lessons learnt
Four areas, each vitally important to initiating, planning and implementing donor
harmonisation and development, can be singled out for the lessons they provide.

Political will and commitment

The political will and commitment of the government is the backbone of the harmo-
nisation exercise. Harmonisation and alignment experience recognises that planning
and implementation at the country level is difficult and, therefore, requires high-level
attention and support. In the process of harmonisation and alignment, partnership
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and co-operation regarding aid relationships have changed substantially from a
donor-dominated environment of policy and operation to a government-dominated
environment. The necessity of building strong political support with proper vision is
a primary lesson of the Ethiopian experience.

Institution building

Harmonisation needs to be set up with the right institutions for constructive
dialogue, comprehensive planning and a robust implementation strategy. Aid will
only be converted into growth and poverty reduction when countries have a home-
grown framework for pro-poor growth. This should be supported by adequate local
institutions of planning, implementation, oversight and evaluation. When this home-
grown framework is absent, neither offering nor withholding aid will be effective in
supporting a country on a development path.

However, development partners are part and parcel of the harmonisation and
alignment exercise. Institution building needs to occur at the right time, with the
right purpose and in partnership with donors. The Ethiopian experience points
towards the establishment of a strong institutional architecture for harmonisa-
tion (e.g. a high-level government-donor forum) as a necessary step towards aid
effectiveness. Such a forum would need to be set up in a manner that fosters closer
dialogue, trust, transparency, honesty, foresight, flexibility, patience, mutual respect
and understanding. If strategic thinking around the objectives and goals of develop-
ment — around an instrument such as the SDPRSP - is backed by such a forum, the
fostered consensus becomes a springboard for equitable development and the focus
for donor support.

Wider participation and consultation

Two types of participation are important. Firstly, wider participation and consulta-
tion are imperative for successful planning and implementation in an exercise like
harmonisation and alignment. The Ethiopian government has used all opportunities
that were available to gain experience and to convey its case to the donor community
and the rest of the world. The government has participated in all national and inter-
national forums to widen its understanding and vision of harmonisation. Secondly,
it has also given unpredicted priority to obtaining inputs from within Ethiopia. This
has been done through a wider participatory approach, including consultation with
civil society and the private sector.

Data management
It is not realistic to embark upon a harmonisation and alignment exercise without the
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support and backing of a well-managed data and information system. More than 40
bilateral and multilateral donors are supporting in excess of 600 projects throughout
the country. While the government wanted to mobilise external resources, it faced
problems with respect to gathering, storing, processing, collating, analysing and
disseminating reliable information on the use of such resources, due to the absence
of a well-organised database and data-management system, where the support of
different donors and the status of donor-funded projects could be captured. This
information is essential for policy-making, planning and programme development.

4.3.5 Conclusion

Since mid-2002, the Ethiopian government has invested considerable effort in creat-
ing a supportive environment for harmonisation, in order to lower the transaction
costs of aid and to improve its effectiveness. Within a short period of time, the
government has accumulated in-depth knowledge about the benefits of harmonisa-
tion and alignment, has learnt lessons and ways of planning for it and has prepared
an agenda focusing on priority reform areas (e.g. aligning donor cycles with govern-
ment budgeting, reporting and monitoring and annual reviews).

In seeking to improve the quality and flexibility of aid, several donors now deliver
aid as DBS rather than project or sector investment finance. The government of
Ethiopia has indicated that reliance on government systems can enhance aid effec-
tiveness. However, older practices persist and several challenges remain, including
persisting conditionality and additional requirements, externally driven assessment
of aid, staff awareness and capacity constraints and declining donor assistance.

Despite the willingness of donors to move towards a fully harmonised system,
a wait-and-see approach is also prevalent. So far, donors have not come up with
a concrete and time-bound action plan to expand their share of the collective and
co-ordinated efforts. Instead, they emphasise the need for further dialogue sessions
and additional or new requirements. It is arguable that the global commitment to
harmonisation and alignment does not easily translate into country-level action. To
sustain the Ethiopian government’s enthusiasm, constructive steps need to be taken,
together with a firmly committed action plan from donors, to accelerate and scale up
implementation of the donor good-practice papers that are continuously produced.
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5.1 Introduction

Public agencies can be an efficient route to deliver key public services. If designed
well and managed under government institutional strength, they can bring about
better focus, enhance accountability and engender greater transparency in the
funding and delivery of discrete public services. Several reasons can drive the forma-
tion of agencies. In contrast to classical government departments, agencies can have
a sharper focus on implementation within a smaller area of activity; they can special-
ise. Greater ease in implementing private sector models for human resources and
functional management can improve effectiveness and even efficiency. It may also be
necessary for certain functions, such as electoral oversight or regulatory functions,
to be administered at arm’s length from political control, necessitating the establish-
ment of an agency.

However, experience has shown that agencies are also created for reasons that do
not concern the effectiveness and efficiency with which they are likely to perform
their functions. Agencies may be formed to access additional, earmarked revenues,
albeit through fees and charges or through the creation of extra-budgetary funds.
They may also be formed for the purpose of taking functions outside of the routine
scrutiny that applies to ordinary government spending ministries.
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Even where agencies are formed with better service delivery in mind, they often
add to the complexity of managing public finances. A quite common finding is that
increasing numbers of agencies mean decreasing transparency in public finances, and
lack of clarity on and overlap of roles and responsibilities. Large numbers of agen-
cies, particularly those funded outside of the central fiscus, make it more difficult to
achieve the comprehensive view of government revenue and spending necessary to
maintain fiscal discipline and engender contestability in the use of public resources.
Even where agencies are funded fully by the fiscus, transfers are not subjected to the
scrutiny applicable to ordinary ministries, and rules for using funds against budget
and the rolling over of funds may not apply or be applied as stringently. Ministries
of finance often find themselves providing emergency bail-out funds in the course of
the spending year to poorly managed public agencies.

These problems arise especially when agencies are established within fragile legal
frameworks and under conditions of institutional weakness. Assigning expenditure
responsibilities to public agencies can then result in unchecked, irrelevant and inef-
ficient expenditure; or worse, they can be instruments of political patronage and
corruption. Once created, agencies are difficult to reverse.

Discussion at the seminar explored the minimum institutional arrangements in
central government that are necessary to manage public agencies within the budget
process. Principles of budget comprehensiveness, transparency, accountability, a
strong legal framework, clear funding rules, a strong, sequenced and disciplined
budget process and the building of sufficient oversight capacity in line ministries
responsible for agencies came to the fore. The need for mechanisms of recourse when
agencies are not performing was also raised.

This chapter comprises the two inputs from the seminar: a paper by Olaf Merk, from
the Organisation for Economic Co-operation and Development (OECD) Directorate
for Public Governance and Territorial Development, and a brief case study of the
Kenyan experience. The Merk paper sets out a framework for understanding critical
principles in the creation and management of public agencies, and highlights the
pitfalls as evidenced in the OECD experience. Kubai Khasiani and Phyllis Makau
from the Kenyan Ministry of Finance share the history of creating public agencies
in Kenya and the problems they pose for effective public management, particularly
by fragmenting public finances, undermining competition for scarce resources and
complicating oversight. Both inputs emphasise the necessity for enforceable systems
of regulation, control and open reporting.
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9.2 The OECD experience:
benefits, pitfalls and management

Olaf Merk

5.2.1 Introduction

The purpose here is to establish under what conditions the decentralisation of func-
tions to agencies can prove to be a helpful tool. How can it work in increasing effi-
ciency in public expenditure? In order to answer this question, three other questions
need to be answered. What are we talking about? Why could it help? What are the
international experiences? Thus, the following structure is adopted below: defini-
tions and arguments in theory, evidence in practice and conditions under which it
can work.

5.2.2 Definitions

At least four different terms can be distinguished: decentralisation, spatial de-

concentration, functional de-concentration and market-type mechanisms.
Decentralisation is usually meant to indicate the delegation of public functions

to another level of government, such as regions, provinces or municipalities. Over
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recent decades, several public functions, some of them very substantial ones, such as
education and health, have been delegated to decentralised levels of government.

Spatial de-concentration is the delegation of ministerial functions to the regional
branches of a ministry. This has to be distinguished from functional de-concentration,
in which public functions are delegated to other publicly controlled bodies, such as
agencies.

A connected set of policy tools is summarised under the term market-type mecha-
nisms. Commonly used market-type mechanisms are outsourcing, public-private
partnerships and vouchers. Outsourcing implies delegating the responsibility for
implementing a public service to a private party. Public-private partnerships are
arrangements in which (part of) the financing, design, building, maintenance and
operation of public infrastructure is done by a private party; in this way, public risks
are shared with private parties. Vouchers provide a means of public financing that
introduces competition (and thereby markets) in public services.

Although different in nature, these policy instruments have many things in
common. The principal similarity is that they share a common objective, namely to
improve public service provision by trying to enhance the quality or efficiency of
the public services provided. The various policy instruments are also interconnected
in a way. They can be introduced or can occur simultaneously. So, for example,
the United Kingdom has de-concentrated public service provision, as well as a
considerable proportion of outsourcing and public-private partnerships, whereas
many Scandinavian countries combine de-concentration with decentralisation and
outsourcing.

The focus below is on the experience of functional de-concentration and outsourc-
ing in OECD countries, the aim being to find out under which conditions these policy
tools can be implemented.

5.2.3 De-concentration

Defining de-concentration

There are several forms of de-concentrated government, in contrast to the classical,
concentrated, ministerial departments. One form is that of departmental agencies,
which remain quite close to the ministry, fall under the responsibility of a minister,
are run by civil servants and rely on tax funding. In a more far-reaching form, de-
concentration can be represented by public-law administrations, which are partially
or fully legally separate from the state, have a mixture of public and private custom-
ers, have a staff that usually does not have exactly the same status as civil servants
and are funded only partially by taxes, the other sources of funds being fees and
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sales. The most radical form of de-concentration is represented by the so-called
private-law bodies, which are legally separate entities, have mostly private custom-
ers and private-law employment relations, and are funded mainly by sales revenues
(OECD 2002).

Arguments for de-concentration

Several arguments are advanced for using de-concentration as a policy instrument.
The most important argument has to do with efficiency. The idea is that an agency, in
contrast to a ministry, has a sharper focus on a certain domain or type of activity, so
that it can specialise. It usually has a smaller span of control and is able to separate
policy making, implementation and supervision. This ensures that enough time and
consideration are given to implementation and supervision, in contrast to a ministry
where the priority lies in policy making. De-concentration can also stimulate effi-
ciency because it might be easier to apply private sector management models than it
would be in a ministry.

Another argument for de-concentration is that some tasks need independence
from politics; this is especially true in matters of supervision and possible conflict of
interests. Other arguments that are used for de-concentration include the potential it
offers for building up a centre of expertise, and the advantages of a distinct identity
for the organisation and greater interaction with society.

The intellectual context of most of these arguments was formed by a school of
thought that increasingly came to see government bureaucracy as a bad thing. New
Institutional Economics’ literature asserted a preference for organisations with simple
and clear functions, in order to make it easier to align the incentives of officials with
public purposes and to reduce the scope for opportunistic behaviour (OECD 2005).

Occurrence of de-concentration
How many agencies there are in the OECD countries is not entirely clear. There
are no overall statistics on the number of agencies in OECD countries. It is evident,
however, that over the years there has been a huge increase in the number of agen-
cies. This is as true for the OECD as it is for several other regions, such as Central
and Eastern Europe. The United Kingdom, for instance, has created 131 new agencies
since 1988; and South Korea, 23 new agencies since 1999 (OECD 2005). As can be seen
from Figure 5.2.1, the increase in number of independent regulatory agencies has
been significant, especially since the beginning of the 1990s. With so many agencies
in place, meaningful conclusions and lessons can be drawn from the experience.
The main motivation for the initial use of agencies was their assumed efficiency,
but the evidence on this point does not seem overwhelming. Few studies have been
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conducted and only one, from the United Kingdom (HM Treasury 2002), establishes
that de-concentration encourages efficiency.

A quite common finding is that the increase of agencies has led to a decrease
in transparency. There might be too many agencies around, the division of tasks
between agencies, or between agencies and ministries, might be unclear and nobody
really knows who is responsible for what or who is doing what, so that in the end
the system gets blurred. Not surprisingly, this lack of transparency can lead to a lack
of accountability. When it is not clear who is doing what, it is equally unclear who is
to blame for what.

Since agencies operate at some distance from the ministries, they can less easily
be corrected when they do not perform as wished for. A government or ministry
does not always have the tools to ensure improvement of public service delivery in
the case of non-performance. It might even be difficult for a ministry to determine
whether there has been non-performance or not. Because agencies can try to control
the information that a ministry receives, undiagnosed non-performance can occur.
This happens when an agency does not function well enough, but the ministry is
unaware of the fact, due to lack of good information. This might be a more severe
problem than obvious non-performance; since the problem is not recognised, there is
no chance that there will be a solution.

While it might be acceptable to set up agencies for their ability to attract good and
talented staff, the downside could be that the agencies end up with employees
who are far better paid than civil servants. This can cause public outcry and, if

. Figure 5.2.1: Numbers of independent regulatory authorities
in OECD countries, 1926-2001
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unrestrained, inefficiency. A more radical consequence would be corruption. Since
procedures are not set and checked by the central government, corruption could go
unnoticed and unpunished for a longer period than would have been the case had it
taken place within a ministry.

Other setbacks have been observed. Once an agency has been formed, it is very
difficult to dismantle it later. Almost all agencies develop a built-in resistance to
change: they will not agree to abolish themselves. So, besides the official goal for
which they are established, there will always be the side-goal to continue to exist as
an institution.

Some observers have stressed that the creation and design of an agency should be
consistent with the national context: there might be a temptation to copy Western
examples that do not fit. Furthermore, the institutional constellation of an agency
might be less robust than that of a ministry; the interests of an agency could be
more easily ignored in times of economic downturn than would those of a ministry
(Beblavy 2002).

Conditions for de-concentration

The evidence from the variety of cases that have presented themselves over the last
few decades seems to suggest that some focus is needed when creating an agency.
Evidence indicates that the establishment of agencies should be focused on areas
where political independence is needed. These can be conflict-of-interest areas, such
as the oversight of elections; areas where independent judgement is important, such
as the decision to open national markets to certain medicines, or economic forecasts;
and regulatory oversight of areas where the government is an actor, such as postal
services and the telecommunications sector (Netherlands Ministry of Finance 2003).

In general, there are conditions that should apply to the institutional framework and to
the agency itself. The institutional framework is the collection of institutions that together
provide the correct checks and balances in order for an agency to be effective. The primary
institutional condition is the existence of a sound legal system. The establishment of an
agency creates a formal structure, in which rights and obligations become more explicit
and legalistic. In the final instance, when an agency is not functioning at all, a ministry
should have the authority to approach the courts to achieve its objectives.

Another condition is that there should be sufficient administrative capacity within
the ministry. Creating an agency requires civil servants who are able to monitor what
the agency is doing (or avoiding doing). Although the creation of an agency involves
the transfer of responsibilities, it also leaves the ministry with a new kind of steering
responsibility, and its civil servants should have the capacity to manage these rela-
tionships (Schick 2002).
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Connected to this is the presence of sufficient control mechanisms. If they are
lacking, the central government has no guarantee that the required results will be
achieved; in such a situation, it would be better not to transfer responsibilities.

Considering these necessary conditions, it might be preferable not to engage in a
drastic movement to de-concentration. Instead, a period of phasing in, during which
agencies could be created gradually, would be advisable.

An additional factor is what can be described as ‘national culture’. This is to stress
that the national context might provide varying degrees of institutional trust, which
could be essential for an agency model to work. The high importance that is given
to honesty and moral decency in Scandinavian countries (at least as far as the tables
of Transparency International can be used as an indicator), and, as a consequence,
the higher probability that things will be done as agreed, might explain why agen-
cies provide efficient organisational models in these countries, but not necessarily in
countries where these values have less practical significance.

There are further conditions that seem necessary for the organisations concerned
to abide by. Agencies should have clear objectives, without functions that overlap
with other government bodies. They should provide measurable services, so that the
outputs or outcomes of an agency can be seen. For this to be transparent, there needs
to be a cost-price model and a system of evaluation.

5.2.4 Outsourcing

Defining outsourcing

As mentioned above, outsourcing means the delegation of the implementation of
public services to private parties, who usually compete with each other to get the
assignment, either by tender or by another procedure. So far, outsourcing has been
done in three different of domains. The first is that of blue-collar support services,
the domain of canteens and cleaning services, functions that usually do not belong to
the main activities of a ministry, that are not too complex, that are relatively easy to
measure and that, consequently, can be outsourced without too many problems.

The second domain is that of high-technology support services, which can be
within the field of information technology or human resources management, for
example. These functions are more complex and less measurable, but still not a main
activity of a ministry and, thus, quite commonly outsourced.

In some countries, outsourcing has extended to a third domain, that of core
government activities, such as the running of prisons. This kind of outsourcing is
more controversial, as the responsibility for a core government task is delegated
away from the ministry.
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Arguments for outsourcing

The arguments in favour of outsourcing are comparable to those for agencies. The
main argument seems to be the desired reduction of costs that could be achieved by
competition among suppliers as part of the outsourcing process. Another argument
is the access to expertise that could be tapped by outsourcing. A third, and similar,
argument assumes that outsourcing and public service provision by private provid-
ers could be a substitute for poor government service.

Evidence on outsourcing

Although no comparable statistics exist on outsourcing, an indication can be derived from
the amount of goods and services being purchased, as opposed to those provided by the
ministry itself. Although this might overstate the extent of outsourcing, it still can serve as
a rough estimate of national practices. Such an overview is given in Figure 5.2.2.

What is remarkable is the huge variety between different OECD countries: the
proportion of outsourcing ranges from 20 per cent to 80 per cent. The countries that
seem to outsource most are the Anglo-Saxon countries (such as the United Kingdom,
United States and New Zealand), as well as Scandinavian countries (Norway and
Sweden). The OECD countries that seem more wary of outsourcing are the continen-
tal and southern European countries.

There are several studies that confirm the realisation of cost savings as a result
of outsourcing. The highest cost reductions have been recorded in the US (33 per
cent), but substantial cost savings have been found in other countries: 25 per cent in
the UK, 20-25 per cent in Iceland, 5-30 per cent in Denmark and 15-20 per cent in
Australia. There are fewer studies on the improvement of services after outsourcing,
but the existing study on the US shows a substantial service improvement of 25 per
cent (OECD 2005).

As with de-concentration, there are several concerns connected to using outsourc-
ing as a policy tool. First of all, outsourcing can raise the issue of who is responsible
and accountable for the provided service.

A second concern could be the costs resulting from changes in public preferences.
The civil service might be more flexible in realigning its internal priorities than a
contracted private provider would be; there is some evidence that changes in public
preferences tend to result in the renegotiation of contracts and higher public costs.

A third concern could be dependency on the contractor; especially when the
contract has a long time frame, the expertise and knowledge at a ministry might
decline, as might the alternative of providing the service in-house. This increasing
dependence could encourage the contractor to raise the price of the service. Connected
to this concern is the loss of public information that might result from outsourcing.
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. Figure 5.2.2: Outsourcing, purchase of goods and services
versus in-house provision
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Since some of the outsourced functions involve large databases, outsourcing might

mean that the updating of data is no longer done by the ministry, resulting in a loss

of information available to it.

A further concern is the transaction costs that are involved in negotiating and

concluding outsourcing contracts, which can be very complex. The resources and

energy invested in getting a good deal could have been devoted to the task itself had

it not been outsourced. Not surprisingly, there are many principal-agency problems

connected to outsourcing. The ministry does not have the market information that

the private provider has, and this lack of information might put it at a disadvantage

in negotiations with the provider.
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Conditions for outsourcing

Some of the same conditions necessary for de-concentration are required for
outsourcing. One of the important institutional factors is the existence of a sound
legal system. Since outsourcing, even more so than de-concentration, is based on
a contract between a ministry and another party, it is essential that the obligations
under the contract can be enforced by the judicial system.

Another essential institutional element is effective competition in the market for
the goods and services that the private party provides. If there is no competition, a
ministry does not have a real alternative solution and would thus pay a price higher
than it would have in a competitive market. In such a case, it would be better for the
good or service to be provided by the ministry itself.

There are also some necessary conditions linked to organisational capacity within
a ministry. First of all, outsourcing requires the existence or enhancement of commer-
cial skills within the ministry, since negotiating contracts is not necessarily a core task
of a civil servant. In order to obtain the benefits of outsourcing, it is very important
that staff are sufficiently competent to secure them contractually. This has implica-
tions for the human resources management of a ministry; it is probable that more
people with commercial skills will have to be recruited and that additional training
will have to be given.

Outsourcing needs a clear description of outputs and outcomes. Furthermore, it
has to be apparent that people will be treated equally by the private provider. This
might pose difficulties because it could impinge on the autonomy of the private
provider to use whatever instrument it chooses to reach the desired outputs. There
should be no weakening of the power that clients have accumulated over the years to
complain and obtain justice in the case of poor service, through redress mechanisms,
ombudsmen, and so on.

5.2.5 Conclusions

The experiences in OECD countries with de-concentration and outsourcing are
mixed. When looking at the research that has been published on the subject, there
seems to be more evidence for the effectiveness of outsourcing than for de-concentra-
tion. Furthermore, each appears to be desirable only under strict conditions, for both
the institutional framework and the internal organisation within a ministry itself.
The crucial question is whether countries meet these conditions. The alternative is
to rely on a professional civil service for providing goods and services. At the same
time, however, a well-capacitated civil service is necessary for de-concentration and
outsourcing to be effective — these strategies rarely offer a viable alternative if the core
systems do not work well.
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9.3 Kenya: a case study

Kubai Khasiani & Phyllis Makau

Decentralisation of public functions to public agencies in Kenya can be traced back
to both before and after independence. Prior to independence, substantial activities
of the colonial government were delivered through public entities and bodies. This
was expanded following independence in 1963. The expansion was due mainly
to the fact that the objectives for which the colonial government established these
entities had not changed, and as the government grew in response to the need after
independence to take services to all the people of Kenya, so did the use of public
agencies expand.

There are various explanations for the increasing role of the state in providing serv-
ices through public agencies during the early years of independence. First, there were
very few indigenous Kenyans who had the capital to undertake big projects. Second,
the private sector was not sufficiently developed to take over some of the functions
best suited to it. Third, the government wanted to use these agencies to promote
regional development and deliver goods and services to areas that private markets
would otherwise fail to reach. Fourth, there was a deliberate attempt, through the
Kenyanisation policy, to use these agencies to empower Kenyans economically, espe-
cially by using agencies as an avenue to create jobs for the growing population. Fifth,
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the socio-economic ideology of African socialism at the time gave the government a
high level of command over economic and commercial activities.

It can also be argued that one of the forces behind the establishment of agencies
was the concerted drive to maintain a high degree of public control over national
resources. According to Sessional Paper Number 10 of 1965 on African Socialism and
its Application, the agencies were also seen as vehicles of development, especially
those created for serving regional areas. By the late 1980s, there were more than 200
public agencies and over 100 bodies engaged in the provision of public services and
goods. Many of these agencies and bodies were drawing funds either directly from
the exchequer or indirectly in the form of transfers or subsidies from the government,
such as tax exemptions and guarantees of access to both international and domestic
credit markets.

5.3.1 Types of public agencies and bodies in Kenya
There are mainly three types of public agencies in Kenya:

o There are autonomous bodies that are completely de-linked from the central
government and which produce goods and services. These agencies are
established through an Act of Parliament. However, they either receive
direct subsidies from the government through the exchequer or are exempt
from certain taxes. Such bodies have complete authority to decide on prices
for their services or goods, without recourse to the Treasury. These agencies
provide power, printing services and education materials, for example.

o There are semi-autonomous bodies that are established either through an
Act of Parliament or through a government decision and which are created
to provide specific services. Such bodies mostly depend on the exchequer,
they do not have full authority from the government to levy fees or to
increase their operations and always have to obtain authorisation from the
Ministry of Finance.

o Then there are funds established through an Act of Parliament or through
government administrative rules, which are not fully autonomous but
can charge for their services and use the proceeds for their operations.
Examples are the Health Fund and the Veterinary Fund. There are others in
this category that may not charge any fees but fund their activities through
earmarked revenues; for example, the Constituency Fund, the Fuel Levy
Fund, the Petroleum Levy Fund and the Electrification Fund. Generally,
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these bodies are not forced to compete for resources through the annual
budgetary process. Therefore, they have some independence in operational
status, with fewer restrictions and less oversight than ordinary government
institutions subject to the budget process.

All these entities are commonly overseen by a management board to which they

are accountable. This board is normally appointed by the government and includes

representatives of relevant ministries. The chairperson of the board usually serves in

a non-executive capacity.

5.3.2 Justification/objectives for setting up public agencies and bodies
Independent agencies are still being created in Kenya, despite recent calls for ration-

alisation

of such bodies. While operational effectiveness and efficiency are often the

driving force behind the creation of these bodies, the following reasons also prevail:
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To provide better service to all the citizenry. The Kenyan government has
remained centralised since independence, with ministries providing services
to the citizenry. Decentralisation is seen as a framework for enhanced service
delivery through localised provision and accountability.

To offer incentives to raise more resources. The setting up of public agencies
in Kenya was also in an effort to increase the resource base. The establish-
ment of the Veterinary Fund and the Health Fund was part of the introduc-
tion of cost sharing in the agriculture and health sectors; thus, these agencies
are able to charge for their services, collect fees and, consequently, improve
their operations.

To attract and retain professional and skilled personnel. As the central
government continued to expand, the remuneration or the terms and condi-
tions of service of its personnel were eroded. Some of the specialised areas
started losing their professionals to the private sector; as a result, in some
cases, certain agencies had to be created so that they could attract and retain
these professionals, outside of the central civil service, often with far better
remuneration structures.

To secure funding. Some of these agencies are funded through earmarked
revenues, and often the percentages are set in the Acts of Parliament that
establish them. Where they provide a service, they are allowed to collect
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and retain their revenues. Frequently, these agencies have been justified as
a means of securing certain public services against undue political inter-
ference, and of shielding them from the ordinary ups and downs in the
fortunes of government resources. Thus, their funding is predictable and not
restricted by the central government. In a few cases, these entities become
vehicles for donor funding, when donors consider the central government
too bureaucratic and poor in governance.

5.3.3 Complexities of public entities, agencies and hodies

The creation of independent agencies has added to the complexity of managing
public services. The fact remains that these bodies are providing services that are part
and parcel of central government operations. The complexities in the management of
these agencies have included:

o Burdening the exchequer. Substantial resources, including earmarked
revenues and subsidies, are transferred directly to these agencies to fund
their operations. In some cases, there is exemption from taxes; for example,
agencies engaged in the printing of educational materials are exempt from
corporate taxation. There are also those that, due to mismanagement, have
not been able to pay their statutory deductions, including the servicing of
their debts. The total burden on the exchequer is estimated to be more than 2
per cent of GDP and more than 20 per cent of the total budget. In all circum-
stances where they incur liabilities and fail to meet them, the exchequer is
expected to take on the liability. This is often unpredictable, as the operations
of the agencies are not always part of the central budget process, and over-
sight is often inadequate.

o Duplication of activities. Some of these organisations had specific mandates
when they were established but, as the government expanded and new
policies were adopted, their functions were often not adjusted. For example,
the regional bodies set up in Kenya to take development to the rural popu-
lation duplicate the role of the Ministry of Agriculture, which has similar
programmes in rural areas. The creation of agencies also does not neces-
sarily mean leaner central government ministries; therefore, instead of
generating greater efficiency, they frequently contribute to the bloating of
government operations.

o Limited accountability. Some of these agencies operate outside the budget
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Having
Kenya e

process with revenues that do not pass through the exchequer, as most of
them collect and retain their own resources or have earmarked revenue
disbursed directly from collection. Therefore, these funds are not part of the
government’s overall planning and prioritisation process. Thus, they are not
subject to the standard controls and procedures applicable to other public
resources: the scrutiny to which a one-line transfer is subjected is not the
same as that given to a detailed budget.

Limited financial skills capacity. These agencies are managed through
boards often appointed by government and which may not be fully conver-
sant with the complexities of public financial management. Also, due to the
limited financial skills in these organisations, the Ministry of Finance has to
allocate its own personnel to the functions of reviewing the detailed finan-
cial operations of these agencies.

Inflexibility within the central government to shift resources, in particular
the earmarked resources. Some of the agencies get a percentage of revenues,
which reduces the ability of the government to implement a framework of
prioritisation and trade-off in the allocation available resources. On the other
hand, the criteria for the earmarking of these revenues for agencies may be
due to political patronage.

There is often no exit plan when the funds or bodies established are no
longer relevant, in which case it may take time before operations are eventu-
ally discontinued. In the meantime, funding their operations, albeit through
transfers or earmarked revenues, is allocative inefficiency.

Since the entities are outside the central government, they easily fall victim
to political patronage and control, with their employment policies not being
honoured as the politicians use them to reward their cronies. Decentralisation
without an appropriate fiscal framework only results in a strain on scarce
national resources, and may not necessarily spur economic development;
more often, it is an additional cost on non-discretionary expenditures.

realised the costs and complexities of these agencies, the government of
mbarked on a reform programme aimed at reducing the burden on the

exchequer by winding down some of these agencies and privatising their functions.

Despite the negative experience with a number of agencies, granting public institu-
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tions more financial independence has improved their financial health; for example,
universities are now meeting 30 per cent of their requirements through their own
income-generating activities.

A key inadequacy in the management of these agencies is the lack of a compre-
hensive policy and regulatory framework to govern the circumstances under which
particular types of agencies can be created, what the processes are for creating them
and under what sets of rules different types of agencies should operate. Together
with a focused programme of capacity building for their management from central
government, and a clear set of rules for their management and oversight in the
annual budget process, such a framework is critical to ensure that the continuation of
agencies is efficient and contributes optimally to the effectiveness of the government
in addressing key development goals.
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6

Policy, budgeting and oversight:
the role of the legislature



6.1 Introduction

Several CABRI member countries are experiencing pressure for greater involvement
of the legislature in the ex-ante budget process. The Ugandan Parliament passed legis-
lation in 2001 that redefined and strengthened its role by, inter alia, demanding more
information at an earlier stage. In South Africa, the Constitution gives Parliament
the right to amend budgets, but requires Parliament to pass legislation setting out
a procedure for such amendments. Pressure for this legislation to be enacted is
rising; in the meantime, dedicated sector committees are using improved in-year
flows of information on actual spending to challenge the executive on performance.
In Zambia, the legislature has used a more programmatic classification structure
to challenge the executive’s allocation decisions, causing funds to be reallocated to
priority spending areas. In Tanzania, the legislature plays an active part in review-
ing past performance for future budget decisions through its participation in the
expenditure review process. In Ghana, the legislature was instrumental in channel-
ling public discontent about new consumption-tax proposals. These are but a few
examples from member countries.

Parliamentary activism would impose additional burdens on an already congested
budget process. In addition, many associate it with significant fiscal risk and wastage
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through demands for spending on sometimes unaffordable and often less-effective
and less-efficient, but politically expedient, programmes. The two essays in this
chapter illustrate that this does not necessarily have to be the case. As with execu-
tive budget processes, the incentives in public budgeting allow individual actors to
overestimate the benefit of their proposed spending against the perceived cost. This
is addressed if the parliamentary budget process is designed to co-ordinate claims on
spending in such a way that individual claimants are forced to take the real budget
constraint into account.

Indeed, greater risk is associated with not allowing a meaningful role for Parliament
in the budget process. The legislature’s role as a check on the excesses of the executive
emerged out of its gaining power over the purse. In all democratic constitutions, the
legislature is still a critical pillar in the division of power between the branches of the
state, but its role in budgetary matters has waned over the centuries. The recent trend
towards a greater role for the legislatures of CABRI member countries is not isolated:
more than a quarter of the countries in the world have revised their constitutions
over the last 15 years to give Parliament more say. This has been driven partly by the
recognition that Parliament is a necessary link in the accountability chain and plays a
significant role in demanding policy accountability and performance from executive
office holders and managers.

This chapter’s theme essay by Alta Folscher sets out options for designing a role
for Parliament that allows it sufficient oversight, while managing the risk of ill-disci-
plined parliamentary action leading to excess spending, or Parliament becoming a
conduit for narrow, ineffective spending demands. In the Uganda case study, Ishmael
M Magona of the Uganda Ministry of Finance and Planning illustrates that there are
real public finance benefits to be derived from a co-operative relationship with an
empowered Parliament.
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6.2 A balancing act:
fiscal responsibility, accountability
and the power of the purse

Alta Félscher

6.2.1 Introduction
Vertical, or public, accountability (i.e. being answerable to stakeholders outside
of the executive) is a necessary component of any public financial system. While
various formal rules supporting good budgetary outcomes may be in place inter-
nally, such as the use of ceilings, commitment controls, accounting rules and audit
requirements, public accountability is necessary to ensure that budgetary actors in
the system comply with these rules (Schick 1998). Without a functioning system of
public accountability, horizontal, or internal, accountability is weakened and budget-
ary outcomes are compromised in terms of fiscal discipline and effective and efficient
spending.

Vertical accountability is a function of the institutional arrangements within
the executive. Functional levels of transparency require that accurate, accessible,
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comprehensive, regular and timely information is provided throughout the budget
process. The processes supplying and demanding such information should be insti-
tutionalised if the executive is to be held to account systematically. At the same time,
institutionalised mechanisms (points of interface) are required through which infor-
mation to, and feedback from, external stakeholders can be effectively channelled,
such as tabling the budget in the legislature or a process for receiving and acting on
Parliament’s recommendations following audit reports.

This is the supply side of vertical accountability. In order for accountability to
ensue, there should be an operative demand side as well — stakeholders outside of
the executive who have an active interest in the information provided and who take
meaningful steps to make the executive answerable. The legislature is the institution
of state through which such accountability is put into operation.

Thus, an effective legislature is a necessary building block in a properly func-
tioning public finance management system. The institutional arrangements within
the executive should supply information and provide meaningful access, and the
institutional arrangements of the legislature (e.g. legal frameworks, organisational
structures and capacity) need to generate the necessary will to demand an effective
voice in budget making and implementation.

In practice, many systems have evolved that treat the legislature, at best, as a
necessary but largely meaningless step to turn the budget into a legal instrument of
control (and, at worst, as a threat to budget discipline and integrity) and a compli-
ance ‘checkpoint” in the required audit process. In many CABRI member countries,
however, the legislature is flexing its constitutional muscles. This essay argues the
case for why such displays of interest should be welcomed and attempts to provide
an overview of the institutional building blocks required to facilitate a constructive
role for the legislature and to ease the co-ordination burden that comes with a more
meaningful legislative budget phase.

The concern here is largely with the potential role and institutional arrangements
for the legislature’s oversight of the executive’s policy direction ex ante (in other
words, before the spending year begins). Clearly, the legislature’s role ex post is of
equal (some would argue, greater) importance; this role is more readily accepted by
the executive and causes less concern in terms of co-ordination. Moreover, the link-
ages between having an effective role ex post and sound systems for an effective role
ex ante are not always well constructed. That is the terrain this essay explores.

6.2.2 Legislatures, democracy and the power of the purse
Viewing the role of the legislature in terms of its contribution to the internal efficiency
of the public finance system is a narrow perspective, although it is one of particular
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relevance to senior budget and planning officials. It is useful also to consider the
broader context in which a functioning public finance system is a necessary compo-
nent of good governance, and an effective legislature is an essential part of the checks
and balances on state power.

Governance can be defined as the exercise of political, economic and administra-
tive authority in the management of a country’s affairs at all levels. Good govern-
ance may be thought of as a system in which the exercise of such authority is set up
so that power is divided constructively across the institutions of society (including
the organs of state, civil society and the private sector) and is prevented from being
usurped by any singular institution, thereby minimising the risk of it being abused.
Participation, transparency, accountability, the rule of law and equity are instru-
mental to good governance. A public finance system — the system whereby a society
decides what level of resources should be made available to fund what public goods
and ensures that the funds are used as indicated — contributes to good governance
across all dimensions if it is participatory, transparent, accountable and equitable
and adheres to the rule of law. This means that Parliament should be included, not
marginalised.

Parliament is a vital organ of state, balancing the power of the executive and the
judiciary in the exercise of authority. Denuding it of meaningful power over the
purse (however troublesome this may be for an already congested budget process)
will detract from its ability to fulfil this role, and may undermine the establishment
of developmental democracies.

How the executive and the legislature coexist in the division of checks and balances
and the sharing of power is determined by the structure of the state and the political
system, the state of politics and the formal and informal institutional arrangements
that have evolved historically in a country.

Both the structure of the state and the formal political system are founded on a
country’s constitution. Broadly, two types of system for sharing power between the
executive and the legislature can be discerned — presidential systems and parlia-
mentary systems. In a presidential system, power is formally divided, with the
executive being elected separately from the legislative branch of government. In a
parliamentary system, power is formally shared and the executive is formed out of
members of the legislature. Usually, legislatures in presidential systems are more
influential in determining the level and distribution of public taxes and spending. In
parliamentary systems, the constitutional principle that disagreement between the
legislature and the executive on the budget would equal a vote of no confidence and
bring down the government means that the incentives for members of the legislature
and the executive are aligned to avoid such disagreements. It is in such systems that
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notions of parliamentary checks and balances on the state’s power to raise taxes, and
oversight of the executive’s spending of those taxes, can turn out to be little more
than paper ideals.

Notwithstanding the underlying system and its organisational structure, demo-
cratic legislatures fulfil a set of core interrelated functions, all of which are relevant in
considering their role in the budget process (OECD 2001). Firstly, legislatures represent
the interests of the electorate and, as such, are an important check between elections
on whether a government'’s policies, as expressed in the budget, are in line with the
needs and priorities of its acknowledged principles. Secondly, legislatures make laws
that set the formal rules for a society, in accordance with the nation’s policy priorities.
Clearly, there are conflicting interests in any nation, resulting in conflicting policy
priorities. In principle, through its functions of representation and law-making, the
legislature is where the public reconciliation of conflicting interests and different
agendas takes place. Insofar as the budget is the ultimate expression of a reconcilia-
tion of different interests within available resources, the legislature’s approval of the
budget is a critical annual process in the legislature’s mandate to make laws. Thirdly,
the legislature has the function of oversight, on behalf of the electorate, of the execu-
tive’s actions in policy making and implementation. Once again, the budget process
is the primary vehicle through which the legislature exercises this function.

In fact, the development of the legislature as an institution providing a check on
the powers of the executive is interwoven with the development of parliamentary
control over what taxes may be raised and how those taxes may be spent (Schick
2002; Stapenhurst 2004). The evolution of this power of the purse dates back to medie-
val times when the English monarch, King John, agreed with the barons in the Magna
Carta that no taxes would be raised without their consent. While the king originally
still had full say over where taxes would be spent, over the centuries Parliament
negotiated further concessions in exchange for voting additional taxes during times
of royal need and providing parliamentary support for political and religious battles;
for example, the concession that money may only be spent for authorised purposes
and that the king’s own money should be kept separate from tax income (Schick
2002).

From controlling the crown to pork-barrelling
In England, the power of the purse, including its transfer from the crown to an
elected executive, evolved over time. In France, a similar battle for control over public
resources raged, but it required a revolution to finally break the power of the crown
and to establish the principle of control by representatives of the people.

Yet parliamentary systems today are characterised by legislatures that are weak in
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terms of their role in the budget process. Schick (2002) and Wehner (2003, drawing on
the work of Krafchik) identify several reasons for this decline in power.

Firstly, the parliamentary traditions that evolved were in the interest of the legis-
lature at the time of their invention, but have lost their appropriateness as circum-
stances changed. However, these practices are so entrenched that their relevance to
modern-day public finance management is rarely questioned and, if questioned,
difficult to change. For example, in Westminster-styled parliamentary systems, the
budget is often approved several months after the start of the budget year, in effect
meaning that parliamentarians approve spending that has already commenced. Even
if rules are in place to prevent new spending proposals (over the previous year) from
being implemented, when Parliament annually votes the bulk of funding, spend-
ing will go ahead without parliamentary approval. This parliamentary tradition (in
terms of which Parliament only approves spending proposals that come from the
executive and does not formulate its own) derives from mechanisms deployed over
centuries to force the crown to spend more of its own money (more economically)
rather than tax the population.

A second set of reasons concerns the marginalisation of Parliament in fundamen-
tal decision-making processes. The budget is probably the most important policy
vehicle for government — it is the instrument through which government makes
choices about what its real priorities are and how they are ranked. For a long time,
the budget was thought of as merely the technical expression, in financial terms, of
policy made elsewhere and as a tool to deliver financial objectives and produce the
public accounts. It was only over the past few decades that the role of the budget
process in making policy became fully appreciated. By then, however, the role of
Parliament as an institution had been sidelined: while it still approved the budget,
the process of doing so had become a hollow ritual, focused on appropriation for
purposes of control and restriction rather than in terms of policy, accountability and
government performance.

One contributing factor towards this was the rise of organised political parties,
which set the legislative agenda and force legislators to vote according to the party
line. In coalition governments, for example, trade-offs are negotiated between politi-
cal parties behind the scenes at the start of the parliamentary session, diminishing
Parliament’s role in making laws and in exercising oversight. Also, the rise of interest
and pressure groups means that agreements about resource allocation are reached
outside of Parliament, making it difficult for parliamentarians to introduce changes
that represent their constituents” needs. Schick (2002) draws a distinction between
pluralist and corporatist democratic societies. In the former, the large number of
narrowly defined interest groups means that decisions are made on the margin; the
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demands of individual interest groups can be satistied by a little less tax or a little
more spending, detracting from the formation of a comprehensive view of public
finances. In the latter, larger pressure groups are formed around collective interests
(e.g. labour or the private sector), and institutions outside of Parliament negotiate
agreements that are then simply ratified in the parliamentary processes.

A third set of reasons concerns the growth in the size of the state and the complex-
ity of its structures, financing mechanisms and expenditure agendas, which make
it increasingly difficult for parliamentarians to get a comprehensive picture while
assessing the marginal social cost and benefit of individual spending and taxing
proposals. As governments have grown, their bureaucratic institutions have become
more complex. Budgets are determined and implemented through professionalised
and frequently huge government bureaucracies and bureaucratic processes that are
difficult to penetrate. The proliferation of arms-length agencies, boards and commis-
sions in recent decades has added another layer of complexity to the practice of
parliamentary oversight of budgetary decisions and their execution. Of course, the
tradition of executive secrecy in budgeting has not helped.

The expansion of government services has meant not only that bureaucracies have
grown impenetrable, but also that voters (rather than the crown) are increasingly
benefiting from public services. While Parliament’s early task was relatively simple
and focused on restricting the burden placed by executive spending on the pockets
of the people, its task is now far more complex; it needs to weigh the distributional
burden against the distributional benefits of spending. It is sound budgetary practice
to pool spending proposals in a comprehensive, periodic budget for a consistently
fixed time period against an assessment of the available revenue for the same period.
This supports fiscal discipline, policy contestability, redistribution and efficiency.
However, it does make it more difficult to assess the marginal cost and benefit of
individual proposals. Schick (2002) points out that earlier parliaments made appro-
priations long before governments budgeted. While such piecemeal approvals had
a cost in terms of overall budgetary outcomes, it was much clearer what was being
proposed and who would pay for it.

Schick (2002) argues that voters may not always want parliaments to restrict
spending in order to limit taxation, since those who benefit from spending, often
the majority, may not carry the burden of paying for it. Similar to legislatures, voters
also face the difficulty of calculating the trade-offs between what they pay in tax
(given the complexities of tax structures and intergovernmental systems) and what
they receive from spending programmes. While the principle of no taxation without
representation led to the rise of parliaments, the effect of representation without
taxation may be detrimental to parliamentary power; the incentive then would be
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to not take a comprehensive view and turn down spending proposals because they
are inefficient or even ineffective, but rather to approve them. In addition, the main
growth in spending over the last 50-100 years has not been through tightly author-
ised spending on limited activities, but rather spending on entitlement programmes,
often established under laws that operate outside of the main budget process.

A fourth set of reasons concerns the public finance impact of representational
political systems. The work of Von Hagen has been influential in this regard. Von
Hagen (2005) is concerned with the nature of public spending as a narrative in which
some people spend other people’s money, often even on a third group of people. This
disconnection between the cost and benefit of public spending means that voters can
reward politicians for targeted policies that benefit them, but for which they do not
have to bear the full cost. Thus, politicians can use the public purse strategically to
reconfirm their election to office. Schick (2002) points out the tension between this
incentive on parliamentarians as individuals to promote their own careers or the
interests of their constituents, on the one hand, and their role as members of a collec-
tive institution with the interest of the making sound, coherent laws, on the other.

This common-pool property of public finance, where each individual would seek
to maximise his or her personal benefit from the common resource pool without
fully perceiving the long-term cost of their combined actions, has operated to give
legislatures the bad reputation of being a high risk for pork-barrelling budgets and
breaking fiscal discipline, either in pursuit of electoral interests or in pursuit of
parliamentarians’ private gain. There are many examples of parliamentarians acting
as agents for particular interests (especially in pluralist societies where there are
many small interest groups) or only being interested in the short-term gains of their
constituencies, leading to a multiplication of claims on the budget, collusion between
individuals within parliamentary processes to approve those claims and a gradual,
incremental increase in spending, taxes and borrowing. To put it simply, there are
histories of parliaments that are less concerned about using the power of the purse
to oversee the executive’s proposals for spending in the long-term interest of the
nation than they are in adding to those proposals the financial impact of their own
short-term interests. The recent example of the Kenyan Parliament refusing to pass
the supplementary budget unless concessions were made to increase the personal
allowances of parliamentarians is a case in point (the negotiated compromise, after a
significant public outcry, was that ministerial allowances would not be financed by
the parliamentary budget, which was the second demand).

Of course, none of these reasons on its own or in combination is sufficient to argue
that the legislature should not play a role in budgeting. Traditions can and often
should be changed in the pursuit of better budgetary outcomes, even if it means
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reorganising the full budget calendar. Institutional arrangements should be such that
Parliament’s role in negotiating trade-offs between interest groups adds to the likeli-
hood of better outcomes. Fiscal and budget transparency, the parliamentary budget
process and the institutional arrangements around accountability chains should be
such that Parliament has both a comprehensive view to assess the marginal cost and
benefit of spending proposals and the technical expertise to do so.

It is easy to forget that in a democracy, whether a presidential or parliamentary
one, marginal decisions in the executive are also driven by politicians, subjected
to the same political incentives as parliamentarians. There are far more examples
of spectacular public finance collapses being driven by poor, short-term executive
decision-making than by parliamentary decision-making (partly, of course, because
few parliaments have the power in practice to have such impact). It is not difficult
to see that if Parliament, backed by sufficient technical expertise, retains its role as
an effective check and balance against executive short-term largesse, the division of
power within the state would operate better to enrich the debate, point out dangers
and restrain deficits.

A new millennium

The pendulum is swinging back. An Organisation for Economic Co-operation and
Development (OECD) survey of parliaments conducted in the late 1990s highlighted
that an increasing number of countries are assigning more active roles to the legisla-
ture in budget processes. While the changes may not directly increase the power of
the legislature, they may improve the quality of discussion, impacting on the wider
political context. Trends include the following: some legislatures now vote budget
totals before considering the distribution of spending, allowing a greater voice in
fiscal and economic policy-making; many legislatures have created specialist budget
committees with the expertise to engage with budgets (these committees are backed
by legislative support staff, often with dedicated offices for budget committees);
much more and much better information is forthcoming from the executive on
spending proposals and implementation; and legislatures are more active not only
in approving budgets, but also on the monitoring and audit side.

Recent changes in African practices concerning budgets and parliaments reflect
similar trends: improved budget documentation, containing more information in
terms of comprehensiveness and frequency, and better classification systems have
improved discussions in parliaments; parliaments have become more vocal in their
oversight roles, demanding changed systems or holding members of the executive
publicly to account through strengthened committees; and parliaments have become
more effective in channelling voter discontent with fiscal decisions.
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The reports on the OECD survey (1998 and 2001, the second containing results
of a wider survey including non-OECD countries) and several other authors, such
as Schick (2002), Stapenhurst (2004), Wehner (2003) and Kunas (2002), talk about a
continuum of legislative activism. On the one hand, modern legislatures are very
active, often in presidential systems (e.g. in the United States where the Congress has
constitutional powers and the technical resources to make its own budget propos-
als). On the other hand, they can be very inactive, usually in parliamentary systems.
In either system, the prevailing political context is an important variable. When
there is a single-party majority government in a parliamentary system or when both
the legislature and the executive are controlled by the same party in a presidential
system, there is less legislative activism, given constitutional powers. However, when
there is a coalition government in place or where different parties control different
branches of the state, legislatures are more active.

6.2.3 Building better public finance institutions

Countries face a critical choice regarding which road to take for legislatures to express
the greater demand for legislative action. The wave of public finance management
reforms affecting the full cycle of policy, budget, implementation, audit and evalu-
ation creates opportunities to address the role of the legislature in this cycle in the
interest of better development outcomes. There can be little doubt that given the
primacy of budgets in determining the nature of governments, a changed role for
the legislature in the budget process will eventually alter the underlying relationship
between the legislature and the executive.

There are several dimensions to the choice, some of which have already emerged
from the discussion above. Primarily, legislatures need to choose between a system
that is fundamentally in conflict with the executive or one that acknowledges the
tension, but which embraces co-operation towards the shared objective of improving
the outcomes of spending. Linked to this is the choice as to whether the legislature
wants to be an institution that remains a powerless instrument of financial control,
or an institution that is engaged in the budget process. If it is the latter, the choice
is between making budget policy (i.e. proposing new spending options), either in
conflict or in a participatory manner with the executive, and playing an active role
in policy accountability and performance. The choice is whether the legislature will
attempt to duplicate or take over the executive’s role of drafting and implementing
the budget or whether its role will be primarily one of oversight of executive action
(see Box 1).

Of course, there are trade-offs between these roles. Parliament’s role in the budget
process is best conceptualised against the budget cycle, from policy planning and
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Mo

Parliamentary action in action

In Kenya, the government has introduced a constituency development fund through standing
legislation, the aggregate level of which is set to a percentage of GDP. The fund is allocated to
constituencies outside of the budget process, and within constituencies by constituency devel-
opment committees chaired by the sitting member. The implementation of the fund is managed
separately from the budget.

While there are good arguments for locally based development funding, the way in which
this fund is managed creates several classical budgeting problems. Firstly, the allocation of
funds to constituencies is not viewed in terms of all the claims on national resources. In voting
for the system, parliamentarians did not have a comprehensive view of the impact on public
finances and the opportunity cost involved, which allowed for a focus only on the social bene-
fits that would ensue, without measuring the social cost (and social opportunity cost). In early
2006, there were already demands by parliamentarians that the allocation should be doubled;
however, such a move would effectively absorb all the domestic resources that are currently
available for investment in development.

Secondly, projects undertaken at community level with the funds are not integrated with
the budget, and economies of scale are not accessed. Two neighbouring constituencies may
both build secondary schools, which will not only have an unacceptably high unit cost when
finished, but may not even have teachers and text books because either the linkage was not
made or the aggregate impact of many constituencies building schools constitutes an unsus-
tainable recurrent budget.

If the fund had been set up in an established institution with sound legislative public
finance practices, these potential negative effects could have been prevented.

preparation (currently, predominantly the domain of the executive, particularly in
parliamentary systems), through legislative approval, to budget execution and finally
evaluation and audit. There are trade-offs involved in participation during these
phases: a legislature that actively contributes towards budget making during budget
preparation is compromised when it comes to oversight of the resulting proposals
in the legislative phase; similarly, a legislature that makes budget policy through the
introduction of spending proposals, or amends proposals significantly during the
legislative phase, is compromised when it comes to holding government accountable
for the results achieved with spending. It would be far too easy for government to
argue that it was unable to achieve the objectives set because Parliament significantly
altered its financial plan.
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The executive’s choices regarding the supply of information and points of entry
for legislative action, and the legislature’s choices of institutional arrangements for its
budget process, will determine whether, given a particular constitutional structure,
the effect of Parliament’s role is one of stabilising and enhancing the pursuit of the
development goals of public finances, or one of disrupting fiscal balances, growing
deficits, ineffective and inefficient spending and unsustainable levels of government
debt.

There are sound reasons for senior budget officials and ministers of finance to
be wary of active legislatures. Executives have superior access to information and
arrive at the budget proposals after months of analysis and negotiation. An active
Parliament, especially one that is not supported by dedicated capacity, or where the
committee system does not encourage the development of members' capacity, intro-
duces risk into the system. This risk takes several forms.

Firstly, parliaments, parliamentarians and parliamentary committees may be
vulnerable to lobbying, whether by external interest groups or by spending minis-
tries; for example, line ministries that have been turned away by the executive for
good policy and public finance reasons may use their dedicated committees to get
proposals funded.

Secondly, an annual budget cycle is already a very short period in which to plan
and implement public programmes. In principle (and in practice), ministries wait for
final approval before starting this cycle. Medium-term expenditure frameworks have
been introduced to promote funding and policy predictability and a medium-term
outlook for public planning and spending. If parliaments are going to make last-
minute fundamental changes, the loss of policy and planning predictability could
have an adverse impact on implementation.

Thirdly, there is the risk that parliaments may set out a legislative budget process
that is at odds with the public finance management vision; for example, executive-
driven reforms may have the aim of giving managers greater discretion in exchange
for their accountability for results, whereas a legislature, in constructing a new role
for itself, may be more interested in directing and controlling the details of the inputs
chosen.

Finally, the ubiquitous risk is that Parliament’s impact on the budget (in the inter-
est of specific sectoral development objectives, for example) may be at odds with the
executive’s macroeconomic and fiscal policy stance.

Despite these risks, it is desirable that Parliament has an effective role in the
budget process. One way of limiting the risks is to design a role for Parliament that
is primarily about oversight of implementation, with very limited powers to make
or amend budgets ex ante. On the face of it, this would fit well with a role focused
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on strengthening accountability and the incentives for performance by managers.
However, experience has shown that in the absence of powers to affect the funding
that line ministries receive, Parliament’s oversight of implementation is compro-
mised. Parliament’s contribution to ex-post accountability will be limited to the public
shaming and blaming effect of calling officials to account for things gone wrong,
unless it is accompanied by the threat of interference in future years. When officials
know that a call to account for spending transgressions is a first warning that may
lead to changes in a department’s funding, parliamentary committees gain some
effective bite. This is particularly true of parliamentary systems with large single-
party majorities; the parliamentary check on executive exercise of power generally
remains weak without an effective right to engage and amend the budget.

What then are the institutional arrangements that need to be in place to balance
Parliament’s right to affect and oversee the budget against the risk of its engagement
affecting budgetary outcomes adversely?

Ex-ante substantive rules

One set of instruments involves setting ex-ante rules that limit the effect Parliament
can have on the budget. Unfettered amendment powers would allow Parliament to
increase and reduce expenditure and revenue, and to change the fiscal deficit. This
would mean that Parliament would have final control over fiscal policy. Many parlia-
ments across the world have chosen to limit their powers substantively; for example,
by not allowing amendments that would change the deficit.

In principle, parliamentary decisions can have four types of effect: firstly, they can
merely adjust the distribution of expenditure (or adjust budget allocations); secondly,
they can also adjust the distribution of the tax burden (or adjust tax policy, but not
affect the balance between expenditure and tax); thirdly, they can affect fiscal policy
narrowly (altering the balance between revenue and expenditure); and, finally, they
can affect fiscal policy broadly (increasing or decreasing borrowing requirements
and the debt burden). Parliament needs to decide where it should set the limit as to
the public finance policy areas that its amendments affect. A brief review follows of
a few options deployed elsewhere.

Adjusting expenditure only. Rules that allow adjustments to expenditure only either
permit no adjustment to the fiscal balance or leave it to the executive to balance the
budget. In other words, if Parliament adjusts expenditure downwards, the executive
would have the choice of either reducing borrowing or reducing the tax burden.
Three versions are commonly used, in terms of which Parliament:

U May adjust expenditure upwards or downwards.
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May not adjust expenditure upwards, but can adjust it downwards. This
would mean that Parliament can use its amendment powers only to reduce
spending department budgets.

May only adjust on a “pay as you go’ basis (similar to the balanced budget
rule considered below, except that increasing the revenue side of the budget
is off limits). Parliament can adjust expenditure upwards or downwards, but
can do so upwards only if it cuts expenditure elsewhere. If it reduces expend-
iture, it is up to the executive to reduce the deficit or reduce revenue.

Adjusting both expenditure and revenue. Parliaments are allowed to adjust both revenue

and expenditure, and this capacity may or may not be subject to further limitation.

Common models of this option are:

A balanced budget. When a balanced budget option is exercised, Parliament
can reduce and increase both expenditure and revenue, as long as the deficit
remains the same. This means that Parliament can increase expenditure,
provided it is willing to reduce expenditure in another area or to increase
revenue. This option allows Parliament some room to adjust fiscal policy,
but means that the executive sets the limit on borrowing and determines
debt policy.

A reduction in revenue and expenditure (affecting fiscal policy). Under
this rule, Parliament may choose to reduce expenditure, but then also
has the option of choosing where to make the countervailing reduction in

revenue.

Other substantive limits. Some countries deploy limits, not by restricting what

Parliament may do in terms of adjustments, but by setting criteria that the adjust-

ments must fulfil. Such criteria include:
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Fiscal rules. This option involves not setting limits on the kind of amend-
ments that can be brought, but adhering to rules for the fiscal outcome of
decisions. An example of this is the European Union Maastricht rules, to
which parliaments are subject. The option need not necessarily be exercised
through the enactment of separate fiscal rule legislation; it may be expressed
in the legal instrument regulating Parliament’s role, or in other legal instru-
ments requiring Parliament to pay due consideration to macroeconomic
policy objectives or to prudent macroeconomic management (such as New-
Zealand’s fiscal code). The requirement may also simply be that Parliament’s
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amendments must comply with the ‘golden rule’ that net borrowing may not
exceed net capital investment in any budget cycle.

o Rules limiting the expenditure effects of amendments. Another substan-
tive limit, which is in line with several of the principles discussed above, is
that Parliament can make any amendment, but should not introduce new
spending proposals, other than on the basis of existing legislation. This
would prevent parliamentarians from bringing narrow-interest proposals,
and would significantly reduce lobbying pressure on Parliament, without
limiting the kind of amendments that can be made. Parliaments may limit
themselves to considering the affordability, efficiency and effectiveness
of proposed spending, focusing on past underperformance and spending
proposals that are not in accordance with stated policy priorities.

Many parliaments use various forms of these ex-ante rules, which restrict what type
of amendment power the legislature has. Table 6.2.1 provides a sample.

Ex-ante rules, however, often do not succeed over the long term in limiting the
potentially adverse effects of parliamentary action (Von Hagen 2005; Stapenhurst
2004). This is true particularly if they are not backed by an effective parliamentary
process that forces parliamentarians to take a comprehensive view of the budget,
noting the full social cost of individual spending and tax proposals. Stapenhurst
(2004) cites the example of Brazil. The Brazilian congress may adjust expenditure

- Table 6.2.1: Amendment powers, by country

COUNTRY AMENDMENT POWERS
Australia Members may reduce revenue and expenditure
Germany All amendments are allowed, but the deficit may not exceed total capital expenditure (subject

to EU deficit requirements)

India Members may vary revenue and reduce expenditure
Mali Balanced budget requirement (no increase of deficit)
Philippines Amendments may not result in increase of total expenditure; increases must be financed by

corresponding cuts elsewhere

Poland Balanced budget requirement (no increase of deficit)

Sweden Unrestricted (subject to EU deficit requirements)

UK Members may reduce revenue and expenditure

USA No constitutional limit on amendment powers (scope of amendments determined by Congress)

Source: Hickey & Wehner (2000)
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only, and then according to the pay-as-you-go rule. However, a loophole allows it to
adjust revenue if it finds that the executive has made errors or omissions. To mitigate
potentially negative consequences, the committee charged with budgeting matters
has now set absolute limits by restricting the number of amendments that members
can make and putting a money limit on the amount of each amendment.

Process rules

Countries may choose to make parliamentary amendment powers subject to process
rules, which have the effect of disciplining the number, value and type of amend-
ments that can be made. Many parliaments have substantively unfettered powers
already, but remain passive on account of the process requirements for making
amendments. Process rules include the following.

Executive veto. An executive veto means that the legislature may propose amend-
ments, but that the final decision to accept or reject them is left to the executive. If the
executive rejects an amendment, the process may revert to Parliament for reconsid-
eration, where the amendment may be passed again, but only with a greater major-
ity, or the veto will stand, but it may be required that the executive issue a statement
explaining its disagreement.

Time limitations. Rules could limit the time that Parliament has to consider the
budget. Krafchik and Wehner (2000) highlight the very limited time available for
the legislative budget process as a key variable in determining how meaningfully
parliaments engage in the budget. Limiting parliamentary time may also result in
low-quality adjustments, particularly when the political context encourages parlia-
mentary action but there is insufficient time to consider the consequences properly.

Ceiling limitations. Another option is to design a parliamentary budget process
that mimics the incentives operative in a medium-term expenditure process, where
ceilings are used at various levels to enforce prioritisation in line with policies.
Alternatively, the rules may limit the proportion of the budget for which amend-
ments can be proposed (e.g. amendments should be within a 20 per cent margin
of the proposed vote ceiling). This could be subject to a substantive limit rule (e.g.
only changes to expenditure may be proposed within the existing ceiling) or in an
environment of unfettered powers. If it is the latter, a proportion-of-budget limit on
amendments can facilitate greater discipline in the parliamentary process, without
limiting the public finance policy areas that Parliament can address.

Information-sharing requirements. Good information can support rational decision-
making. If the parliamentary process requires that all stakeholders be heard before
amendments are introduced, parliamentarians are under greater pressure to make
more objective decisions.
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Voting rules. Lastly, voting rules can make it more arduous for parliaments to adopt
amendments that have greater fiscal impacts.

A disciplined budget process

As is the case with the executive, the policy effect of parliamentary decisions on the
budget is a function of the quality of the process that determines those decisions.
As explored above, the core of the common-pool problem of public budgeting is
that money from a general tax pool is used to finance distributive policies that
benefit particular groups in society. Individual parliamentarians (or committees)
may assume that an increase in public spending on targeted policies will allow their
constituencies (or majority interest groups) additional benefits at only a fraction of
the total cost. As a result, the incentive is to ask for more public services than would
have been the case had the true budget constraint been fully realised (Von Hagen
2005). A significant purpose of a parliamentary budget process, therefore, would be
to reduce excess spending by ensuring that decision-makers realise the true budget
constraint.

Krafchik and Wehner (2000) and Kunas (2002) approach the question of what the
objectives of a good budget process should be from a slightly different angle; namely,
by asking what institutional arrangements should be in place to ensure that parlia-
ments play an effective role in the budget process (by being able to make amend-
ments that have meaningful social consequences).

From both of these perspectives, it is clear that the institutional and process design
for Parliament’s engagement with the budget is a serious consideration for the overall
public finance management system. There is broad international experience about
the key institutional arrangements that need to be secured to ensure that public
spending is affordable, effective and efficient (assuming that Parliament would have
similar objectives). The principles of a disciplined process that sequences individual
decisions, of deciding on ceilings before making individual expenditure choices, of
balancing discretion in decision-making with accountability for decisions, of the role
of good information and of the need for comprehensiveness, contestability, flexibility
and predictability are all widely accepted elements of a good budget process. The
design of a parliamentary budget process should pay attention to these principles. A
few key variables are discussed below.

Location of amendment powers

Krafchik and Wehner (2000) found that where dedicated committees consider
amendments, the likelihood of the amendments being meaningful is higher. Where
amendment powers are located on the floor of the house, the debate takes on a politi-
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cal, rather than technical flavour, and the opportunity of proper oversight of execu-
tive budget proposals is lost.

The OECD surveys (1998, 2001) recorded a rise in the number of dedicated budget
committees. In principle, this has merit because it de-fragments and centralises the
parliamentary budget process, allowing greater opportunities for the true budget
constraint to be realised. On the other hand, dedicated sector committees, dealing
with sector issues all year round, may have a better grasp of amendments within
sectoral (or departmental) ceilings. A parliamentary budget process, therefore, needs
to sequence decision-making and the flow of information so as to co-ordinate the
amendment decisions of committees and to induce them to take a comprehensive

view.

Sequencing of decision-making

The issue of sequencing arises even earlier. Many parliaments have adopted a system
whereby the fiscal framework is voted before individual spending and tax amend-
ments are considered. This means that parliaments impose limits on themselves in
terms of which trade-offs need to be negotiated. An option is for portfolio committees
to be given the mandate to consider amendments within the sector ceilings, but for
amendments that require an increase in spending to be referred to the central dedi-
cated budget committee for consideration.

Information flows and participation

The quality of information before the legislature when making decisions is criti-
cal. This includes ensuring, on the one hand, that the executive is required to make
submissions on proposed amendments and, on the other hand, that Parliament has
the power to demand from the executive information that is relevant to budgetary
issues.

Parliament may also be required to hold public hearings before proposing and
deciding on amendments. This may improve the breadth and/or quality of informa-
tion that is before it. For example, public hearings could provide information on the
likely effectiveness of new spending proposals, or on progress with the implemen-
tation of a programme. The OECD surveys highlighted an increase in parliaments
consulting with civil society (in the broad sense) during parliamentary budget
procedures.

An equally critical aspect is that information deriving from the workings of audit
committees, and parliamentary oversight of in-year implementation (e.g. annual
reports, public expenditure reviews and actual spending reports), should be taken
into account when amendments are proposed or when Parliament is faced with
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spending ministry pleas for additional money. This will have the effect of improving
the quality of both ex-ante decision-making and ex-post accountability. In the German
Parliament, for example, the audit committee is a sub-committee of the budget
committee, allowing for a strong link between parliamentary action in the budget
phase and in the audit phase of the budget cycle.

Parliamentary committees tasked with budget scrutiny should also participate in
the consideration of other laws with fiscal impact. Many public finance management
systems now require all bills to include a memorandum on the fiscal impact of the
proposed legislation. While the budget committee cannot be involved in the scrutiny
of all bills, it can have powers regarding bills that propose the raising of monies,
whether through levies, taxes or charges. This will ensure that such proposals are
considered in the context of overall affordability, spending effectiveness and tax
efficiency.

Parliaments should be empowered to undertake their own investigations of spend-
ing ministry effectiveness and efficiency; this would allow for greater insight and
expertise during the consideration of spending proposals. Some countries, for example
Tanzania, already include the legislature in public expenditure review processes.

Parliamentary capacity

Budgets are highly technical financial and policy tools. The executive is usually
staffed with the level of expertise necessary to make budgetary decisions and manage
their implementation. Parliaments, on the other hand, especially those that are weak
and ineffective in the budget process, have very little capacity for meaningful budg-
etary scrutiny. Should Parliament’s role in the budget process be geared towards
improving budgetary outcomes, it must have access to the requisite capacity. Several
parliaments have opened budget offices with permanent, dedicated research staff
(see the Uganda case study below). Others have set up systems, often in combination
with budget offices, that facilitate the specialisation of members in specific areas. In
some parliaments, certain members of the budget committee become ‘rapporteurs’
on sectors, developing a deep understanding of sector issues over the years. The
internal organisation of the budget committee, its relationship to other committees
and the processes that it undertakes are of critical importance in setting the context
within which capacity can grow. In this regard, it is also important that committee
membership remains relatively stable.

6.2.4 Opportunities for legislative action
In conclusion, the modernisation of public finance management systems requires the
modernisation of the role of the legislature. Important current budget reform foci

149



CHAPTER 6

create opportunities to enhance the role of legislatures in the interest of spending
affordability, effectiveness and efficiency; and these should be taken up in the para-
digm within which legislatures approach their role.

Firstly, legislatures have an important contribution to make in shifting the focus of
oversight from inputs (although that remains important) to the outputs and achieve-
ments of spending. Through relating the use of amendment powers to policy effec-
tiveness and efficiency, making connections between ex-ante and ex-post oversight,
and setting or approving frameworks for performance, legislatures can play a critical
role in budget outcomes by demanding performance first.

Secondly, and related to the first point, reforms to classification systems (see
Chapter 3) and the rise of monitoring and evaluation frameworks and instruments
now present information in ways that make it easier for legislatures to hold the
executive to account for policy achievement and performance.

Thirdly, the introduction of medium-term expenditure frameworks has opened up
new possibilities for legislatures to take a medium- to long-term view of policy effec-
tiveness and sound financial planning against policy priorities. There is plenty of
opportunity to influence the quality of budgetary decision-making (and to demand
proper forward planning and meaningful projections from the executive) long before
amendment powers would need to be used.

Overall], the legislative budget process should be designed with the same care that
is taken with the executive budget processes. It should be disciplined and transpar-
ent, operating under clear rules with optimal information flows and accountability
for decisions made. While the legislative budget process may cause conflict with
the executive, it is in the interest of the ministry of finance to maintain a co-opera-
tive relationship with Parliament; as the role of the central budget office shifts from
control and constraint to that of demanding policy accountability and performance,
its key ally can be the legislature, which usually has a constitutional mandate of over-
sight. Many countries, including Uganda, Kenya, Tanzania and South Africa, have
already shifted from traditions of secrecy and exclusion during the drafting process
to an open approach, where legislatures are exposed during drafting to key policy
questions and decisions. Parliament has a crucial function in guiding the strategic
direction of policy and in holding government to account. Embracing an active legis-
lature, while ensuring that the institutional arrangements are in place to optimise its
role, paves the way to better budgetary outcomes.
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6.3 Uganda: a case study

Ishmael M Magona

Uganda has made significant progress in enhancing the credibility of its policy-
making and budgeting processes. This has been achieved through increased involve-
ment of key stakeholders including the private sector, civil society and the legislature.
Bringing on board the legislators has not been an easy task and there are still several
difficulties that must be overcome for the country to fully enjoy the benefits of their
participation.

6.3.1 The Ugandan legislature

The Ugandan Parliament derives its mandate and functions from the 1995 Constitution
of the Republic of Uganda, which provides the overarching framework, rules and
procedures for policy making, budgeting and the oversight function of the legisla-
ture. The legislature in Uganda primarily plays an oversight role, through:

o passing laws for the good governance of Uganda;

o officially debating and enacting the budget;

o scrutinising and monitoring implementation of government policy and
programmes;
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o ensuring increased transparency and accountability; and
o representing the interests of individual constituencies.

Over the years, the legislature has evolved in structure and composition to suit the
political, social and economic environment prevailing in the country. The present-
day Parliament has just over 300 members: 214 constituency representatives, 56
district women representatives, 10 army representatives, 10 ex-officio members (the
vice-president and ministers) and 5 representatives of each of the disadvantaged
groups, namely the youth, persons with disabilities and workers.

Due to the ‘movement’ type of governance (in which parties do not exist officially)
that has characterised Uganda’s politics for nearly two decades, official figures on the
party balance of parliamentary seats are not available. However, anecdotal evidence
suggests low representation of the opposition in Parliament. This situation is likely to
change greatly with the multi-party system, come the elections slated for early 2006.

In the movement system of governance, Members of Parliament (MPs) are elected
on the basis of their ‘individual merit’ rather than through a party structure. This
implies that when they engage in the policy and budget-making processes, they
represent their own views and those of their constituencies, since the movement
government has no comprehensive party-line positions across a large number of

issues.

6.3.2 Involvement of the legislature in policy-making processes

The active involvement of the legislature in policy-making processes dates from the
mid-1990s when government technocrats, led by the Ministry of Finance, Planning
and Economic Development (MFPED), sought the participation of MPs in the formu-
lation of the Poverty Eradication Action Plan (PEAP), which is also Uganda’s Poverty
Reduction Strategy Paper (PRSP).

The active and early involvement of parliamentarians in the planning process was
vital for three key reasons: firstly, there was the need to ensure that the varying inter-
ests of the constituencies in the country were properly reflected in national plans;
secondly, it was necessary that parliamentarians became aware of the main policy
issues underpinning the budget that they enact; and, thirdly, it was important to
make parliamentarians part of the group seeking solutions to key policy implementa-
tion bottlenecks.

In the initial years, only a few MPs participated in the planning processes; the
others either were disinterested in activities that they considered to be outside
their core business or had extremely busy schedules. There was a general lack of
know-how within the government on how to involve the MPs effectively. Innovative
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approaches that gradually led to the increased involvement of MPs in the planning
processes included focused half-day consultative workshops exclusively for them,
increased dissemination of summarised policy and budget documents to Parliament
and the targeting of specific sessional committees.

However, at the beginning of 2000, we noted that it was not sufficient to involve
MPs only in the planning processes; they needed to be part of the budget process as
well if they were to be able to make informed choices in determining budgetary allo-
cations to different national priorities. This realisation coincided with Parliament’s
increased assertiveness and demand to be more involved in the budget process
adequately in advance of the budget being tabled for consideration and enactment.

6.3.3 Involvement of the legislature in the budget process

Prior to 2000, the budget was drawn up largely by government ministries led by the
MFPED, with limited participation of other stakeholders. This made the budget less
credible, as some of the priority concerns of specific sections of the population were
not well reflected in the budgetary allocations. The situation has improved since
then, with the enactment of the Budget Act in 2001, which provides for and regulates
the budgetary procedures for a systematic and efficient budgetary process.

The budget process

Since the enactment of the Budget Act, the budget-making process has become more
open, transparent and consultative, involving a cross-section of stakeholders, includ-
ing Parliament, Cabinet, line ministries, local governments, the private sector, non-
governmental organisations and development partners. These stakeholders have an
opportunity of early and continuous involvement in the setting of priorities and the
monitoring of public expenditure for social and economic development.

On the basis of the Budget Act, the budgeting process follows consultative proce-
dures that are implemented every year. These are outlined below.

A National Consultative Meeting is held in October or early November at which all
stakeholders including the MPs are given a chance to deliberate on the Medium Term
Expenditure Framework (MTEF) and the Macroeconomic Framework and to raise
issues that impact on resource allocation over the medium term.

Local Government Consultations start in November, providing local governments
with an opportunity to raise pertinent issues that have implications for policy as well
as for the overall resource envelope.

Sector-level Consultations provide Sector Working Groups with input to enrich
their sectoral plans and budgets and to rationalise resource allocation targeting
key poverty-reducing activities. Each sector submits its Budget Framework Paper
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(BFP) to the MFPED by 31 December, and these are merged into a National Budget
Framework Paper (NBFP).

Ministerial Consultations are held for the sector ministers to meet with the Minister
of Finance to agree on critical policy and resource allocation issues. The NBEFP is
refined on the basis of these meetings and then submitted to Cabinet in March for
agreement on the sector expenditure allocations.

Parliamentary Consultations then take place. The Budget Act requires the President
to prepare and lay before Parliament the Macroeconomic Plan and Indicative
Framework not later than 1 April in each financial year. Parliament is given one and
half months to deliberate on the NBFP.

Within Parliament, the Speaker commits the indicative allocations to the Parliamentary
Budget Committee and to each relevant Sessional Committee. The rationale for this is
to enable Parliament to undertake a detailed review of the indicative allocations and
make recommendations where necessary. The recommendations are submitted to the
President on 15 May for consideration. The input of Parliament is used to finalise the
budget and the budget speech, which is read on or before 15 June of every year.

Following the reading of the budget speech, Parliament approves the Vote-on-
Account covering expenditures for the first four months of the financial year as
it debates the draft estimates. It can then make variations or amendments to the
appropriation of funds that may not have been directly addressed in the final budget
presented by the Minister of Finance.

In case of dissatisfaction with any aspect of the budget, Parliament (through
its committees) exercises its power and authority by calling on public officials
(including ministers) to clarify matters and provide the necessary information and
documentation. On several occasions, ministers and officials from the MFPED have
been summoned to explain the rationale behind the inter- and intra-sectoral alloca-
tions, and it is on the basis of the explanations given that Parliament decides what
the optimal allocations should be to various national priorities. This has made the
MEFPED more alert and professional in scrutinising the budget allocations and
ensuring that the right priorities are addressed before the budget is submitted to
Parliament for consideration.

6.3.4 Capacity enhancement

The Budget Act contains several provisions that require both the MFPED and the
legislature to do things differently in order to improve budget efficiency and effec-
tiveness. This has put pressure on these institutions to step up their capacity in all
aspects that relate to the policy-making and budget processes.
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The Ministry of Finance, Planning and Economic Development

Within the MFPED, the introduction of the Integrated Financial Management System
(IFMS), results-oriented management and output-based budgeting, as required
under the Budget Act, has necessitated that all officers in the ministry are trained in
all these aspects in order to enable them do a better job. In addition, computerised
packages have been introduced to enhance and speed up the interaction between
central and local government. The ministry has found it necessary to prepare a long-
term expenditure framework to enhance its forecast of revenues and expenditures in
relation to the expected outcomes within a long-term horizon.

To enhance communication between the MFPED and the legislature, the ministry
prepares various budgeting documents and provides Parliament with them well in
advance to keep the legislature informed of the key emerging policy issues in the
country. The enhanced capacity within the MFPED has led to an improvement in the
whole budgeting process and the budget content, in terms of being more focused on
the desired outputs and outcomes as they relate to the PEAP.

Parliament

During the past four or five years, Parliament has put considerable effort into
strengthening its own institutional capacity in support of law making and budget
preparation and monitoring, in order to comply with the new requirements under
the Budget Act and to become more effective. The capacity enhancement measures
include the following.

The Parliamentary Budget Committee and Budget Office
In line with the Budget Act, Parliament now has a Budget Committee as a standing
committee, with all chairpersons of the other committees as ex-officio members. The
Committee specifically scrutinises the preliminary estimates and the macroeconomic
plan, reviews the national budget and compiles amendments, which are referred to
the appropriate committees.

In executing its duties, the Budget Committee is supported by a Budget Office. The
Budget Office consists of budget and economic experts whose specific roles are to:

o provide budget-related information to all committees;

. submit reports on the economic forecast, budget projections and options for
reducing the budget deficit;

o identify and recommend bills that provide an increase or decrease in
revenue and the budget;
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. prepare analytical studies of specific subjects; and
o give general advice on the budget and national economy:.

The work of the Budget Committee and Budget Office has increased the analytical
capacity of MPs as well as increasing their access to key information needed in the
budget process. This has led to improvements in the quality of debate in the house
and speed with which matters are expedited. Officers of the Budget Committee and
Budget Office have a close working relationship with the MFPED, interacting almost
on a daily basis to discuss key policy issues and to access key budget documents and
information as well as recent research findings.

Legislative support services

In the law-making area, there are trained members of staff who collectively are used
by MPs to assist in writing and tracking legislation. The staff provide a legislative
research and information service. Since coming into operation, these services have
been heavily utilised by many MPs to do research on a number of topics and to

support legislative initiatives.

The committee system

There have been important developments in the committee system, particularly in
the area of budgeting. An effective system of dividing legislative labour to encour-
age specialisation, to assist in majority consensus building and to address the more
specialised needs of constituents has been promoted, thus improving the efficiency
and effectiveness of the legislature. Parliament is using its sessional committees,
whose mandate is to oversee the budget, to monitor spending and performance of

government programmes.

Increased interaction with civil society

Parliament has established an open working relationship with civil society organi-
sations (CSOs), in order to support the legislature in the planning and budgeting
processes through the provision of up-to-date information on service delivery and
the impact of government programmes. CSOs are Parliament’s allies in holding the
government accountable, making the budget more effective and contributing to the
capacity and knowledge of the legislature. For CSOs, the legislature is a primary
channel for influencing budgetary decision making. Some CSOs have provided
budget training to the legislature and have produced accessible guides to the budget
process.
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Parliament’s effectiveness

The increased involvement of Parliament in the policy-making and budgeting proc-
esses has led to positive outcomes in terms of improving fiscal discipline and budget
efficiency and effectiveness, albeit with some challenges. Armed with adequate infor-
mation on the performance of the budget and the impact of government programmes,
several steps are being taken to improve budget efficiency and effectiveness:

o mechanisms are being put in place to increase transparency and account-
ability within the public sector to enhance the reach and value for money of
public services;

o rules and procedures that curb excessive borrowing have been introduced;

° a commitment control system is being promoted across government to
ensure that expenditures are within the available resource envelope; and

o Parliament has introduced stringent measures to effectively manage the
release of funds within the agreed ceilings — the funds are released by the
MEFPED in accordance with the limits set out by the Appropriation Act,
and where a supplementary budget is needed, it has to be approved by
Parliament.

In the area of accountability and audit, accounting officers are required to produce
accounts, which are consolidated for audit purposes. The accounts are prepared in
accordance with the Public Finance and Accountability Act of 2003 and the Local
Government Finance and Accounting Regulations of 1998. The Auditor General audits
the accounts and submits a report to Parliament. The Public Accounts Committee of
Parliament then ensures that all queries raised in the report are addressed by the
spending units concerned.

Parliament’s increased effectiveness is also reflected in the way it is striving to
improve the links between planning, budgeting and service delivery. The legislature
continuously advocates for reallocations to reduce spending in areas that do not
contribute directly to improved service delivery and poverty reduction. The MPs are
also advocating for the following changes:

o eliminating wasteful spending and low-priority activities from the budget,
thereby maximising value for money and efficiency in spending (e.g. reduced
dependency on donor inflows and rigorous prioritisation of government
expenditure on public administration, which takes a relatively large share
of the budget, is needed);

o ensuring that the NBFP is increasingly outcome-oriented;
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o increasing the effectiveness of the commitment control system to reduce the
stock of domestic arrears;

o rationalising expenditure and improving accountability within the defence
sector;

U limiting supplementary expenditures that are a major source of budget

disruption; and
. improving linkages between the PEAP priorities and the budgetary alloca-
tions.

6.3.5 Conclusion

In spite of the increased involvement of the legislature in the budget process, there
are still some challenges. It is not uncommon that, due to social and political pres-
sures, funds are sometimes shifted to purposes other than those for which they were
approved.

The oversight demands on the legislature are challenging because budget cycles
overlap. Simultaneously, the legislature might be approving one budget, monitoring
the implementation of a previously approved budget and considering audit reports
of the already implemented budget. These pressures sometimes make Parliament
less efficient in scrutinising the budgetary allocations, let alone having sufficient time
to participate effectively in the budget process.

Based on Uganda’s experience, these challenges can only be overcome gradually
as we strengthen the capacity of the legislature and its interaction with the budget-
ing process by: increasing Parliament’s research capacity in budget issues; increasing
Parliament’s access to comprehensive, accurate and timely information on different
policy and budget issues and audits; strengthening the system of specialised commit-
tees; and allowing sufficient time for legislative scrutiny of draft budgets.
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Angola: a contribution to the debate



1.1 Introduction

Public finance management reforms never occur in a vacuum. They are a reaction to
public institutions that developed within a specific political and economic context
and which subsequently have become dysfunctional in the pursuit of a state’s new
development objectives. At the same time, they are often coupled with broader
economic reforms and occur within a particular political economy and within sets
of bilateral and international financial, economic, trade and political relationships,
which may influence their design and implementation. The essay on Angola address-
es the political, social and broader economic context of public finance reforms in the
country. It draws upon historical perspectives on economic development in Africa
and on the country’s own experience. It illustrates how economic structures and
governance systems have been directly linked to the platform of natural resources
and social relationships in Angola and in Africa generally.

The Angolan paper was a voluntary contribution to the 2005 seminar. It was not
part of the formal programme and was presented during a lively evening seminar
session convened for the purpose. It stimulated much debate and introduced themes
that were brought into the subsequent formal and informal discussions during the
seminar. CABRI welcomes this initiative by a member country to use the network as
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a platform for debate amongst peers and, therefore, is pleased to include the essay in
this 2005 seminar resource materials volume.
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1.2 Economic reforms in Angola in
the general context of Africa

Dr Adriano Neto & Dr llda Jamba

This paper will firstly discuss reforms that have been undertaken in Angola, given
its historical background, and then it will discuss the effects of these reforms and
point out future challenges that the country is facing. The study will conclude with a
broader analysis of the political and economic situation in Africa.

7.2.1 Economic reforms in Angola

The current political environment

After end of the 27-year civil war, the process of consolidating democratic institu-
tions has shown good results, especially with the ruling party revealing its agenda
for the next elections in 2006. The Angolan government has outlined several goals
that will aid economic and social reconstruction, amongst which are the eradication
of hunger and poverty. Other goals include capacity building for state institutions as
well as ensuring sound state administration and the administration of justice across
the whole country.
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A brief historical background of Angola
In 1482, Angola was discovered by Portuguese explorers and became a link in trade with India
and Southeast Asia. Later, it was a major source of slaves for Portugal’s colony of Brazil.

In 1975, following a 14-year war of independence, Portugal finally granted independence to
Angola. No period of peace followed, however, as the National Union for the Total Independence
of Angola (Unita) disputed the ascendancy into power of the Popular Movement for the
Liberation of Angola (MPLA). As a result, civil war broke out almost immediately.

With the fading of the cold war and the withdrawal of Cuban troops in 1989, the MPLA
began to make the transition to a multiparty democracy. Free elections took place in 1992, with

the serving president José Eduardo dos Santos and the MPLA beating Jonas Savimbi and Unita
at the polls.

There were four years of relative peace between 1994 and 1998. In 1997, it was agreed
that a coalition government with Unita would be implemented, but Savimbi violated the accord
repeatedly by refusing to give up his strongholds, failing to demobilise his army, and retaking
territory. As a result, the government suspended the coalition rule, and civil war spread across
the country again.

In 2002, government troops killed Jonas Savimbi and, on 4 April that year, rebel leaders
signed a cease-fire deal with the government. This was the end of the civil war.

Although peace finally seemed secure, more than a 500 000 Angolans were facing starva-
tion. Thousands of refugees returned to their country in 2003, but their prospects remained
doubtful. Today, Angola is the second-largest oil producer in sub-Saharan Africa, yet its people
are among the continent’s poorest.

The government has also been intensively engaged in diplomatic initiatives to expand
the country’s international relationships and to diversify its economic partnerships.
Contacts have been strengthened with South Africa, China, Brazil and Israel. China
is Angola’s second-largest petroleum export destination and one of the key financiers
of the government’s plan for infrastructure development.

The global increase in petroleum prices and the ease of obtaining bilateral finance
credit (mainly guaranteed by the petroleum revenue) eliminated pressures for an
agreement between Angola and the International Monetary Fund (IMF). While the
IMF is positive about Angola’s future and has paid tribute to the progress in its
economy, the relationship between the IMF and the Angolan authorities has cooled.
At present, there are no prospects of a traditional financial support programme.
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However, developments have taken place that indicate the return of a supportive
relationship between Angola and the IMF.

Currently, the Angolan authorities are more inclined to resort to a new IMF aid
instrument, involving presenting to the IMF a plan with policies that focus on
achieving economic stability. The country will not seek financial support from the
institution, but rather economic advice and IMF assistance in monitoring the plan’s
execution. In this way, the risk of interference, which, according to the Angolan
authorities, is always associated with a traditional financial support programme, is
diminished.

Economic reforms and developments

The models adopted by Angola after independence were in line with those followed
in the international arena. In 1975, Angola was identified as believing in a strong state
that would solve all the social and economic difficulties faced by the society. By 1990,
however, following international trends brought about by globalisation, the country
adopted the fundamental ideas of a multiparty political system and a market-orient-
ed economy, together with the processes of political and economic liberalisation that
remained in line with the phenomenon of globalisation.

Since 1990, with the support of bilateral and multilateral donors, Angola has
implemented a series of initiatives aimed at reforming its public administration. In
1996, with assistance from the United Nations Development Programme, the country
launched a Programme for Institutional Reform and Administrative Upgrading,
which focused on decentralising and modernising public administration, and reduc-
ing its level of bureaucracy. The more effective programmes turned out to be those
that focused on improving public services. In 2002, the Programme for Institutional
Strengthening of the Public Administration was implemented. Subsequently, in
the administrative scope of the Ministry of Finance, budgetary procedures were
established and put forward as ‘golden rules’. These were in accordance with the
universally accepted principles for good management of public finance, particularly
emphasising the principles of transparency, accountability, discipline and financial
equilibrium. Given scarce resources, justification of public expenditure also became
a central feature of the budget process.

The year 2003 is generally considered as marking the beginning of a new era,
closing the cycle of 27 years of war, and presenting some achievements through
the economic reforms, especially with regard to monetary and exchange policies.
Considerable stability in the currency markets and a revalorisation of the national
currency were achieved. The following were key positive indicators:
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o a slowing down of inflation rates (annual accumulated inflation dropped
from 116 per cent in 2001 to 106 per cent in 2002 and 76 per cent in 2003,
and since 2003, it dropped further to 31 per cent in 2004 and 20.5 per cent

in 2005);
o greater stability in exchange markets; and
o increasing confidence in the national currency.

Stabilisation and development of the financial system

The Angolan financial sector (consisting mainly of credit bank institutions) has also
shown signs of growth and improvement in terms of upgrading its systems and
synchronising its regulations with those on the international scene. The implementa-
tion of the ATM machine sub-system also marked an improvement in the payment
scheme, which now covers payment operations processed through electronic cards
that are valid or accepted throughout a network of ATM machines and debit-card facil-
ity terminals. In addition, the economy has witnessed a healthy increase in competi-
tion due to: the opening of a greater number of credit institutions; the expansion of the
compulsory reserves for long-term deposits; and the liberalisation of currency sales
for exporters (through a mechanism of resources linked to import operations) and for
individual residents (who do not have to submit proof of shipment).

Capital markets were established with the negotiation of treasury bills, consti-
tuting a landmark development in the financial system, and the Central Bank
strengthened its role in foreign exchange markets. Co-ordination between fiscal and
monetary policy resulted in simultaneous enforcement of fiscal discipline and restric-
tions on money supply. This contributed greatly to the easing of inflation. The fiscal
deficit decreased by two percentage points in 2003 (from 9 per cent in 2002). The goal
for 2004 was 4 per cent. Public expenditure for that year had a primary surplus of
1.1 per cent of GDP, and estimates for 2005 leaned towards an even higher surplus
of 3 per cent.

A key instrument in achieving fiscal discipline was the introduction of cash budg-
eting. Whereas previously spending departments and agencies were funded through
monthly guaranteed releases of cash against budget, they now had to justify their
planned expenditures quarterly and were given cash releases in line with actual
government revenues. A peculiar feature of Angolan budget execution, however,
remains taking on expenditures on commitment and delaying payment internally.

A considerable change has been seen in public investment behaviour; between
2002 and 2003, it more than doubled (an increase of 115.6 per cent), which testi-
fies to the government’s real engagement with the urgent rehabilitation of physical
infrastructure that is vital in order to foster economic growth. Given the easing of the
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fiscal situation, there is some argument that the current level of investment can be
increased even further (in the interest of long-term growth and poverty eradication)
without causing short-term macroeconomic deterioration.

The highlights of future developments of the Angolan economy include a struc-
turing of the national economy and integration of the different sectors in systems
that anticipate better distribution of realised earnings, and placing greater emphasis
on job creation for the Angolan people. A more detailed report on future reforms is
outlined in the next section.

The prospects for future reforms and changes

For the period 2005-2007, it is anticipated that annual economic growth in Angola
will reach an average of 18 per cent. Simultaneously, inflation should continue to slow
down, reaching 5 per cent in 2007. The basis for this impressive scenario, which will
place Angola amongst the higher growth-rate economies, lies in the expansion of the
petroleum production sector. As for the non-petroleum related sectors, expectations
are more modest, in spite of the presence of diamond deposits and resources poten-
tially related to agriculture. It should be noted that forward projections of economic
growth in Angola are subject to limitations in the current statistical base. Therefore,
they should be seen as indications of a trend. However, there are several projects and
programmes that the government has undertaken (or is planning to embark upon)
that will support outcomes in line with the projections.

Firstly, the successes of the public finance upgrade programme, which includes
modernisation of customs services towards greater fairness and predictability and
fiscal reforms, underpin continued good results. Soon a new law, the Accounts and
Auditors Act, will come into force, stipulating compulsory auditing of companies’
accounts systems, which will contribute to improved tax administration.

The further modernisation of budgetary and financial management methods
is perhaps the greatest challenge the Angolan government has taken upon itself.
Amongst other initiatives, a modern budget structure has been introduced to reflect
the consolidated budget of the public sector (combining the budget of the central
state administration, autonomous institutions, funds and public enterprises). A
treasury single account is in operation and transactions involving treasury bonds
have been rationalised and made transparent. These operations are underpinned by
efforts to improve the relationship between the National Treasury and the Central
Bank in order to ensure that undesired monetary effects do not reflect on the financial
performance of the state budget. A decree is also in force regulating the procurement
of goods and services by the state, which is receiving bilateral support from the
government of Norway and technical assistance from the IMF and the World Bank.
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Secondly, there are programmes aimed at diversifying growth and enhancing it
in other economic areas. Structuring sectors for a new domestic economy — energy,
the processing industry, agriculture and construction — will gradually increase their
share of participation in the GDP: 28.7 per cent in 2005, 31.7 per cent in 2006 and 34.9
per cent in 2007. The combined effect of growth in the petroleum and gas industry
and other sectors is that GDP per capita is expected to expand from US$1 400 to US$1
900 per annum between 2005 and 2007 in nominal terms.

However, there are still limitations in the economic and social developments of the
country. For example, there have been no substantial changes in the composition of
public expenditure investment towards the health and education sectors, or towards
implementing a medium-term macroeconomic plan or the relinquishing of foreign
finance through the access to petroleum-secured loans.

In summary, the optimism that might arise with regard to the Angolan economy
results essentially from the impact caused by the rise in petroleum prices, which
caused greater acceleration of the GDP, higher fiscal earnings, the possibility of
reducing foreign debt and the controlling of inflation. Prospects for the develop-
ment of sectors other than petroleum, improvement in inflation rates or growth of
monetary reserves showed very little change.

7.2.2 Economic reforms in the general African context

Economic reforms and developments in Angola should be seen in the general African
context. As is the case with many other African economies, Angolan economic devel-
opment and its relationships with other states are dominated by its rich natural

resources.

Centralising regimes: origin and economic reasoning

Despite the struggles for independence having had different effects on different
countries, the states of Africa share many characteristics that have deeply marked
the post-independence period. The most outstanding of these is economic depend-
ence on natural resources, which makes the countries extremely vulnerable to world
market fluctuations and to climate changes. This dependence occurred mainly for
historical reasons.

Firstly, the economic structures inherited from colonialism were essentially direct-
ed towards the production and extraction of basic raw materials. Secondly, after the
disappearance of the colonial systems, the economies did not have an autochthonous
class of entrepreneurs that could respond to world market changes and lead the
necessary economic diversification. There were few Africans who were owners of
capital companies, with access to the markets and with the technological capacity
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for competing internationally; and the infrastructure itself created obstacles to the
development of markets. The lack of an African class of entrepreneurs led to the
creation of alliances with foreign companies that remained in these countries after
independence, in order to preserve economic growth during the transition period.
Thus, after independence, the pillars of these economies were mainly foreign mining
and agricultural companies.

In this context, four main strategies for wealth accumulation dominated the
economic structures in the region:

o state capitalism;

o a monopolistic production regime;

o public regulation of grassroots agriculture, and
. large agricultural plantations.

With the state at the centre of economic development, state capitalism based on
revenue became the key form of capital accumulation in the mining, agricultural and
energy sectors. With state control expanding over these sectors of natural resources,
governments ensured a permanent influx of revenue to finance their development
priorities.

As states became aware of the need for economic reform programmes, reserves of
natural resources played a role in what programmes were adopted and how these
programmes were implemented.

Natural resources, economic reforms and African reality
As far as the political economy point of view is concerned, the relationship between
economic reforms and natural resources can be summarised in two basic questions:

. In what way do economic reforms alter the position of the economic agents
in terms of the control of resources?

o Through which political and economic processes or relations are the trans-
fers of the control of resources made?

All the economic reform programmes that have been implemented in African econo-
mies contain basic elements of the so-called Washington Consensus or neo-liberal
economic paradigm. The latter constitutes the reasoning of the global economic
policy driving globalisation. The Washington Consensus has the following presup-
positions:
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. the market is the only means for allocating resources — if there are structural
distortions in the economy, such distortions are caused by public interven-
tions;

. the private initiative is the only one capable of rationally using the resources,
because the economic agents try to maximise their use and act in compliance
with the rational expectations; and

. there is freedom of circulation of the resources within and outside the
country.

Based on these presuppositions, the neo-liberalism movement believes in:

o reducing the state’s role as an economic agent and stimulating private
economic agents to become the driving force of the national economies;

U dismantling domestic barriers to the international flow of goods and capital
so that export-oriented growth can lead to national and global economic
expansion; and

U national institutions, including the legal codes, the regulatory systems
and the regimes of ownership, need change in order to support economic
reforms.

These recommendations and the subsequent reforms enhanced open-economy oper-
ations in states rich in natural resources. Yet despite positive expectations, the results
had contrary effects. Social imbalances increased at national, regional and global
levels, constituting a direct challenge to the approach and the international financial
institutions (IFIs) associated with it.

Notwithstanding, it is only fair to acknowledge that economic reform programmes
enabled such countries to launch a process for the transfer of control over natural
resources from the state to private economic agents. The first step in such transfers
was towards foreign companies, which offered considerable investment capacity
and afforded wide access to international markets. Concessions were also granted to
national economic agents for the exploration of natural resources, but on a smaller
scale than with foreign companies.

These changes were driven mainly by conditions attached to support programmes
agreed to with the IFIs. The privatisation of natural resource sectors became a key
goal for reform programmes, supported by the provision of guarantees for the
private sector. Thus, the IFIs were instrumental in the conceptualisation of a new
institutional framework for economic policy.

However, problems relating to the redistribution of wealth soon arose in the affected
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countries. This made the IFIs integrate a political dimension into their approach, from a
rejection of political influence over structural reforms, to an acceptance of the political
complexities of economic reform, leading to the current and more normative approach,
which leans towards the fostering of good governance.

According to Michel Camdessus, former IMF Director-General, to achieve good
governance one should ‘maximise government’s financial operations transparency
and create systems that minimise the possibility of making ad-hoc decisions that
privilege the treatment of persons and organisations’. These are the principles that
now underpin governments’ relationships with the IFIs and serve as criteria to grant
or refuse developing countries” access to financial resources from the international
community. In effect, countries are forced to adopt market-oriented economic struc-
tures, leading to:

o The end of monopolies in key economic sectors. Policies are designed to put
an end to monopolies, at both state and private level, in order to free key
economic sectors and distribution mechanisms.

o Curtailing state capitalism and encouraging market-oriented wealth accu-
mulation. This can be achieved through the privatisation of public enter-
prises, dismantling of business centralisation, opening of markets to private
investors and eradication of other various situations involving revenues and
government agencies.

o Increasing the relevance of rural areas compared to urban areas. This objec-
tive may be achieved by a series of fiscal reforms aimed at reducing subsidies
for urban workers, by the lifting of explicit and implicit taxes on agricultural
products and by improving the services rendered to rural populations.

The objective of these changes suggested by the international community is to
increase competition amongst the various agents and economic groups, and to lead
governments to adopt more transparent mechanisms to settle conflicts of interest. As
the critical competing economic groups emerge, centralised systems for economic
decision-making become more and more inadequate to manage the new economic
dynamics.

The basic idea behind the concept of good governance is to establish institutions
and regulatory systems that are capable of running effective markets. Transparency
and stability in economic interaction are key aspects of good governance. It is still
not very clear how markets would be compelled to execute priorities and strategies
defined by society.

Initially, the IFIs believed that reform implementation consisted mainly of apply-
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ing a set of neutral economic instruments aimed at creating more efficient economies,
increasing productivity and encouraging competition. The instruments that were to
be used to achieve this were designed to increase general social well-being. Any costs
associated with the reforms were regarded as provisional and soon to be outweighed
by the gains. The concept of neutrality soon collided with the phenomenon of the
political complexity and social impact associated with the implementation of reforms
in sub-Saharan Africa, South America and Asia at the end of the 1980s and beginning
of the 1990s.

At that time, the big wave of democratisation in Africa made the IFIs think that
these new regimes offered a better opportunity for implementing economic reforms,
because they were chosen by a popular vote and had a clear political mandate.
However, due to the instability of most of these democratic regimes and the pres-
sures from different interest groups, they became unpredictable partners in the
implementation of the economic reforms. Issues not directly related to the imple-
mentation of macroeconomic policies, but to social justice (with the dynamics of
the rural sector and with the role played by the different ethnic, social and cultural
groups) rapidly affected reforms. There was no way to deny the political realities in
the economic reform process.

World Bank Vice-President Ernie Stern summarised this when he stated the
following;:

We emphasize enough that economic reforms represent a vast redistribution of
the economic power and, subsequently, in many countries, the political power.
These are not neutral changes. They do not happen easily or just on their own.
The political predicament implicit with economic reforms took considerably
longer to be implemented in some countries. I believe that, if the World Bank

does not understand the process, it cannot provide further assistance.

One can say that during certain periods the African economy lost track of reality
and remained in a virtual universe of economic formalism and romanticism, increas-
ingly moving away from the reality of procedures peculiar to production, distribu-
tion, consumption, accumulation and sharing. This has had consequences at the
political level, as much as politics have impacted on economic reforms. Thus, from an
economic perspective, one must refer to many different ‘Africas’ in terms of develop-
ment and political stability.

Firstly, the Africa of tumults; condemned to a vicious circle of civil war, this is
the area of violent economy with its own rationality and search for wealth, with
the warlords in control of drug trafficking and diamond and petroleum smuggling.
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Frequently, this entails vast vacant areas around mining sites and oil wells that are
controlled by armed groups financed by such activities.

Secondly, the relatively stable Africa; although not yet achieving a high rate of
development, but with a favourable political and institutional environment, these
states are able to impose juridical rules on companies in order to ensure a stable macro-
economic system within the prescribed fiscal policy and balance in public finance,
together with a restrained rate of inflation and an exchange rate that is attractive to
local producers. In such countries, public authority is capable of carrying out reforms
in the areas of health and education, of implementing programmes to promote urban
employment and of improving transport, while adopting policy guidelines that aim
to increase real productivity to support established companies.

Thirdly, the emerging Africa; this covers the countries showing rapid growth rates
and experiencing significant transformation processes. These are the countries in
West Africa, in the triangle demarcated by Ivory Coast-Mali-Burkina Faso and, on the
other side, Ghana and Benin. In the north of Africa we have Tunisia as an example.
In Southern and East Africa we may point to South Africa, Botswana and Uganda,
which have been showing positive and increasing growth rates since 1997.

Over and above these groupings, there are some trans-cultural economic networks,
which escape the control of African states, while living in parallel economies and
crossing borders with their own logistical means and possessing their own systems
of monetary circulation.

7.2.3 Conclusion

There are very specific political-economy issues concerning countries with economies
that rely on natural resources, which need to be addressed in order to consolidate the
political processes of such countries and ensure development, notwithstanding their
differences, at democratic, cultural and traditional levels of public administration.
In spite of disparities between economies, a key set of government initiatives can
contribute to creating a political economy that is anchored in transparency, account-
ability and good governance:

o A clear and articulated structure of targets and reliable legislation, which
helps the government and its partners to attain the results that the citizens
are fighting for and which balances the need for government oversight and
facilitation with economic freedoms.

o Leadership exercised by politicians and officials in order to achieve such
result-oriented governance. This requires the reform of government decision-
making processes and changes in the bureaucratic culture to support the
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development of horizontal policy. The impetus for such change must come
first from the government policy-makers and the central agencies.

o However, leadership alone will not suffice to transform the governing
processes. It becomes important to transform the governing processes and
to create structural incentives so that the independent departments can co-
operate thoughtfully.

o Another important aspect is the circulation of results. This permits the
governing departments and their partners to review their performance and
refine their initiatives as time passes. In addition, the circulation of results
can create an incentive for these agencies to remain focused on the goals of
the society, as citizens remain engaged in policy and governing processes.
Over time, this can only serve to increase the government’s legitimacy.

While the central government has the right and duty to define the state’s orientation
and its goals, the executive agencies’ frontline needs to operate locally, with knowl-
edge, capacity and the practical networks necessary to attain successful reforms. The
processes should work in both ways. The centre needs to learn from the localities
about implementation, and the local institutions need to learn from the centre about
commitment to the goals of reform. The protectionist system of budget categories is
the most severe limitation to extending the benefits of interaction and collaboration
amongst government agencies. It is what helped in creating the fragmentation that
now motivates collaborative efforts and it is what blocks these successful efforts in
the implementation of programmes.
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The African-led network of senior budget officials, the Collaborative Africa Budget Reform Initiative
(CABRI), held its second successful Budget Reform Seminar in Maputo in November/December
2005. The seminar’s theme, Managing complexity: From fragmentation to co-ordination, explored
the main drivers of complexity in developing country budget management, and highlighted country
experiences in managing fragmentation and congestion in the budget process.

CABRI’s membership is open to all African countries. As a learning network, it starts from the
notion that African practitioners have a wealth of knowledge and experience that should be tapped
and shared towards a common understanding of how good public finance systems can support the
achievement of development goals.

This volume, the second in the set of CABRI publications, helps to realise this goal by presenting
the theme essays and country studies that formed the basis of the discussions at the seminar.
Critical issues of modern public finance management in developing countries are included, such as
managing public agencies and aid flows, the role of the legislature and reforming classification
systems.






