Public Expenditure Management in Small Developing Economies

Case study part of the course

Warning: The case study isnot a substitute for the text of the course. It isnot an introductiontoit either.
Sudying the course should begin with reading the text and listening to the lectures. Only then can the
case study usefully serve as a meansto check the correctness of one’s acquired knowledge and under-
standing of the course’s material.

Country: PACIFICA, asmall developing economy somewhere on earth.

Currency:“doro”, issued by the country’s central bank. Currently: 2 doros/1US$; 2.5dorog/1€.
Fiscal year: year t (1 January - 31 December)

Popul ation: 800.000 inhabitants

Main economic activities:

* Mining 5% of GDP (asingle state owned enterprise)
* Fishing 10% of GDP

* Agriculture 35% of GDP

* Textiles 15% of GDP

» Services 10% of GDP

* Redt: 25% of GDP

» GDP 1,417 min doros

Geography: Half the country is mountainous, the other half flat, with good access to the ocean. Five
cities, of which two are in the hills. One large harbor. The capital islocated 25 kms from it.

Political situation:
» Two main parties, the People’'s Welfare Party (PWP) and the People’s Progress Party (PPP).
» Elections have been held in March of year t-1 and a new government has quickly been put in
place.
In view of the recurrent natural disasters hitting the country, both parties have promised the electorate
to include a contingency in the budget for year t.

The students are invited to deal with the main phases of abudget cycle by doing the following:

(i) during year t—1, prepare the required budget for year t ;

(if) during year t, follow and control the execution of this budget throughout the year ;

(itf) duringyear t+ 1, report and audit on the budget of year t on the basis of the background information
that follows. The case therefore isin three parts.

Two alter native scenarioswill be considered:

ScenarioA : the PWP haswon the el ections and formsthe government. The budget for year t should be
the expression its political priorities, and executed accordingly.

Scenario B : the PPP has won the el ections, a PPP government isformed, The budget for year t should
be the expression its political priorities, and executed accordingly.
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PART 1. Preparing the budget for year t.

1.1. The macroeconomic outlook

The following information is made available on aregular basis by the government’s statistical office:
» The GDP of the country, estimated for year t-1 at 1,417 min doros. Over the last five years, the
annual rate of growth of the GDP has been 10% nominal, implying 4% in real terms and 6%
inflation.
* Population is expected to keep an upward trend of 0.5% per year
* Activity in the various sectorsis expected to evolve as follows:
* In the mining industry: slowly declining.

In the textile industry: sluggish.

In the fishing sector: stable.

In the agriculture sector: stable.

In the service industry: expanding fast.

Unemployment is severe: currently 9%, following an upward trend that has started five years ago.

Inflation has dightly come down lately. In year t—1 it is expected at 5%.

» There will be ageneral increase in wages of 8% (in public aswell asin the private sector),
resulting from a decision taken by the previous government.

» The central bank’s monetary policy aims at keeping interest rates unchanged in year t.

» The exchange rate of the doro is expected to stay constant at the current level.

* The International Development Bank iswilling to support the government under a 20 million
dorosloan, intheframework of its poverty aleviation program. Theloan carries agrace period of
10 years and could be released in two tranches of ten million doros each in yearst and t+ 1.

» The budget deficit for the current year t—1 is 6% of GDP.

» The amount of the country’s public debt is currently 55% of GDP, half of it held by domestic
lenders, half by foreign lenders.

TASK 1.1

Enter in thisoutlook other elementsthat you believe the government’s statistical office should provide,
S0 as to enable the administration to develop correctly a budget along the lines of one or the other
scenarios described below

(Before fulfilling this task, go and read about the aternative fiscal strategiesin section 1.2).
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1.2. Description of the alter native fiscal strategies

Scenario A (PWPin power).

Motivation:

1

Unemployment has been rising steadily and could exceed 9 per cent of the labor force (which is
about 500.000) by the end of year t, reflecting problemsin education and training as well as labor
market rigidities. Recent censusindicates that the unemployment is concentrated among the young.
Almost two-thirds of the unemployed are below age 24 and one-third of that group has never
completed primary education. More than two-thirds have never had any employment experience.
Several public health problems have arisen over the past years, duein alarge part to the degradation
of sanitary conditionsin urban areas. This has a so resulted from consi derable migrations by popu-
lations of the countryside to the suburbs of the main cities. Thereare 5 main cities, with populations
of 150,000; 60,000; 40,000; 30,000 and 20,000 respectively.

Strategies (decided at the political level, right after the elections):

1.

2.

3.

The PWP government viewsthe datain 1. above asafailure of the education system, which should
be improved so asto upgrade skillsin the labor market. It therefore wants to embark on a compre-
hensive reform of primary and secondary education and vocational training. Its program includes
hiring of teaching personnel to allow for less crowded classes, of administrative personnel to better
manage the schools, the construction of several new schools, as well as the systematic and more
careful execution of maintenance works in the existing schools.

A substantial upgrading of the sewage system in al urban areas is chosen as another priority, so as
to tackle the public health problems that plague the cities.

To finance these two top priorities, the government has not yet very elaborate proposals. It consid-
ersthat the staff of the MoF, in cooperation with other ministries concerned by these projects,
should be able (i) to cost these projects; and (ii) to make proposals on financing modalities that
could interest the International Development Bank. Your suggestions may of course be accepted or
rejected by the authorities.
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Scenario B (PPP in power).

Motivation:

1.

2.

Sluggishness of activity in the textile sector is due to alack of interest by small private entrepre-
neurs.

The services sector isbooming, but necessitates much better infrastructural support to avoid satura-
tion as well as more skilled manpower.

The party considersthat the Stateisill prepared for running an industrial businesslike animportant
mine. The government therefore will privatize the Pacifica Mining Corporation, that is, the firm
will be sold and the concession to exploit the resource will be granted by auction for successive ten
years periods.

Fishing is technologically lagging behind. Thereislittle future in it with the outdated techniques
used by the local fishermen. Also, more room should be | eft to international competition through
opening national waters more widely to foreign fishing companies.

Agricultural products are currently sufficient to feed the local population. However, given there
markable quality and uniqueness of some products, the sector could grow considerably by devel op-
ing exports. Thereis, however, hardly any trade infrastructure.

The current amount of the deficit isunsustainable. If not reduced in the monthsto come, it will lead
to upward pressures on interest rates.

Strategies (decided at the political level, right after the elections):

1.

Capital investments in public works infrastructure will be launched, which include increased ca-
pacity of the harbor, modernization of the airport, construction of several motorways between the
capital, the airport and the harbor. A special budgetary framework will be set up to follow the
execution of that program.

The means and the organization of the ministry of foreign trade will be expanded, so as to promote
avigorous development of exports of agricultural and textile products.

User charges and fees will be introduced or increased in several public sector activities (public
transport, airport facilities use, postal services), requiring them, at least, to break even and prefer-
ably make a profit. Similarly, concession rights to natural monopolies like local telephone, water
distribution, radio and television companies will be raised.

Sufficient resources should be generated each year from the strategy itemsin 3 to limit recourse to
domestic financing.
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1.3. Actual preparation of the budgets

(&) Consider first with some attention the budget (in GFS format) of the preceding years, that is, the
budgets of yearst-1 and t-2, as given in Table C1 hereafter.

Task 1.2
Supposefirst that all ministries and spending agencies are receiving the circular letter with the follow-
ing instructions:
1. Therewill be no new policy in year t. Just a continuation of last year’s (t—1) policies.
2. Writethe budget for year t that isimplied by this*“no policy” rule, that is, fill out anew Table
C1 and cdl it the “No policy budget for year t”.
3. Prepare also forward estimates under the same principle (thus, fill up the next two columnsin
your new Table C1

(b) Consider next scenario A (of PWP government)

Task 1.3
1. Identify thelinesof the Table C1 where new appropriationsfor year t should be specified. These
appropriations should reflect the fiscal strategy of the PWP government.
2. Evaluate numerically these appropriations and enter the figuresin column t of still anew Table
Cl that you have created for that purpose.
3. Fill out therest of this new Table so as to have a complete budget for year t, that you call
“Scenario A budget for year t”.

Task 1.4
Assuming that the PWP government remainsin power until the next elections, prepare forward
estimates for yearst+1 and t+2 in the form of two more columnsin the new table with the
scenario A budget for year t. Provide awritten justification for each one of them.

Task 1.5
Consider one of the“revenue and grants’ lines (e.g. line 5.1, or line 8) and go to the details of that
linein the GFS classification of revenues. Do enter there detailed appropriations that sum up to
the number you have entered for that linein Task 1.3.

Task 1.6
Consider one of the “expenditure and lending minus repayments’ lines (e.g. line 1.1, or line 4)
and go to the details of that line in the GFS classification of revenues. Do enter there detailed
appropriations that sum up to the number you have entered for that linein Task 1.3.

Task 1.7
Consider the fiscal balance that you have derived from Tasks 1.3 and 1.4. How will you finance
the deficit? If the deficit cannot be financed, reconsider tasks 1.3 and 1.4.
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(c) Consider further scenario B (of PPP government)

Task 1.8
Given the result of the exercise donein Task 1.2, check whether or not the overall objectives of
the PPP are met, and discuss the implications of the answer.

Task 1.9
Identical to Task 1.3 and produce a“ Scenario B budget for year t”, except that when computing
the overall balance, it should match the macroeconomic deficit objective stated in the strategy
(5%of GDPinyeart, 4% inyear t+1, etc.). If not, make a proposal that will meet the objective.

Task 1.10
Identical to Task 1.4, with the same constraint asin task 1.9.

Task 1.11
Identical to Task 1.5, with the same constraint asin task 1.9.

Task 1.12
Identical to Task 1.6, with the same constraint asin task 1.9.

Task 1.13
Review the overall feasibility and consistency of the Scenario B budget for year t.
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PART 2. Following the execution of year t's budget.

2.1 Dueto anatural disaster that took place during the month of December of year t-1, the Government
was unable to finish the preparation of the budget for the upcoming year t and to submit it on time
to Parliament for approval. It will only be ready by February 15.

Task 2.1

Write down the “provisional budget” that the government has to submit to Parliament at its earliest

possible meeting in January in order to be able to makeits payments and pursue its activities activities.

Explain how you would proceed.

2.2 Threemonthsafter the beginning of the budget year, animportant error has been observed in thetax
revenue forecast. Thereason is that the tax department has failed to make the right level of refunds
on the VAT in t—1 and massive returns are now due, which will lead to a severe downward revision
of the expected net VAT proceeds.

Task 2.2

What procedure should be followed to deal with this problem?

2.3 The state owned Pacifica Mining Corporation has a considerable amount of debt, issued partly at
home and partly abroad, in both cases with the guarantee of the State. As business conditions have
gotten worsein theraw materiassector, thefirmisin difficulty and the creditorscall onthe govern-
ment to be reimbursed. The government decides to take over the debt.

Task 2.3

- Identify which line(s) of the budget are concerned by this decision

- What kind of adjustment(s) (give numbers) will be needed for the rest of the budget year?

2.4 During the year, the victims of the natural disaster start begging for emergency help (food, medi-
cines and shelter) from the government.

Task 2.4

Explain what the implications are from the budget execution point of view. Specifically, deal with the

following points (hint: go back to the six stages process of the payment process and weigh their rel-

evance in view of the emergency):

- Towhich lineitem of the budget must that be imputed?

- Can payments be made immediately, and how?

- Issome authorization necessary and, if so, which ones?
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Although both governments react to the situation, each does it differently.

2.5 Under scenario A, Cabinet quickly decides to grant a support, in spite of the uncertainty on the
amount involved. It islater discovered that the amount exceeds the contingency reserve appearing
in the budget.

Task 2.5

At what stage of the budget execution processisthis problem likely to arise?

How is the MoF going to handle that situation?

2.6 Under scenario B, Cabinet decidesfirst to offer support for an amount just equal to the appropria-
tion in the contingency reserve. However, strong protests in the population lead the Minister of
Financeto allow for alarger support, provided that cuts equivalent to the amount beyond the con-
tingency are made in other parts of the budget.

Task 2.6

The Minister instructs the MoF administration (that is, you!) to make proposals for such cuts. Make

your proposalsin the format of anew Table C1, and justify them.

2.7 Mid year review.

Task 2.7

In light of the various tasks you were asked and the difficulties faced by the government, summarize
themainissuesthat arelikely to emergefrom thereview. How will you deal with theinformation? Who
will have accessto it? Does the government need a revised budget for the remainder of year t ?
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PART 3. Controlling, reporting and auditing on year t's budget.

3.1 "The authorities have been embarrassed by a scandal in the Ministry of Agriculture. The newspa-
pers haverevealed that procurement of vast quantities of fertilizers has been plagued with fraud. An
official inquiry has shown that some senior officials wereinvolved, but also that there had been
some failuresin the system of controlsinside the Ministry of Agriculture. The Minister of Justice
has “redistributed” the accused officials to other departments, but has asked you to propose a way
to improve the situation.

Task 3.1

The PWP would like you to streamline procurement procedures and the system of controls. Thisis
likely to involve hiring anumber of auditors, and therefore, will have animpact on the Budget for year
t+1. Similarly, the Ministry of Justice has taken the opportunity to raise the issue of low wages for
judges. The Auditor General, whose officials had helped identify the problem asks for more resources
aswell. You must draft a plan and cost it. You will also have to argue the increase in the wage bill with
the Minister of Finance, who fears the impact on the deficit.

The PPP responded to the situation by introducing incentives to make sure that senior officialsin the
Line Ministries are more responsible for the work done. Although the country is not ready to moveto
program or output budgeting, you are asked to introduce afew measures that would increase responsi-
bility in an attempt to reduce the likelihood of corruption. Also, it has rebuffed the attempts by the
Auditor General toincreasethe staff and their salaries by suggesting that the audit functions be outsourced
to the private sector. The Minister has announced that thiswould make available officialswho could be
used to strengthen internal control. How would you implement the proposal ?

Discuss the pros and cons of the two proposals.

Task 3.2

Think of a case of corruption in your country. What has beenits implications for the state’s budget?
How could it have been avoided? What sort of punishment and incentives would you recommend to
minimize the risks of corruption?
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Table C1 -- GFS presentation of Pacifrica's budget
Year 2| 1 || ¢ || w1 2
ActualEstimated| Budget ||Estimate | Estimate
Doros millions! millions millions|| millions millions
Al Total Revenue & Grants 1983 2293
R S R







