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Section 0.1. The Role of the Statein Market Economies
(a) Market economies

For morethan a century, the basic structure of amarket economy is conveniently represented by the
well-known “economic circular flow”, aminimal version of which appears on Figure 0.1. Households
on the one hand, business firms on the other are considered to have each their specific individual
private activities, namely consumption of goods and services and supply of factor resources (labor,
capital) for the former, production of goods and services by means of factors of production for the
latter. In addition, these two categories of agents interact through private exchanges on product and
factor markets, by demanding the goods and/or factors they need against supplying the goods and/or
factors they are willing to offer.

Logically, thisstructure can operate on the basis of privateinitiative alone, without any state. Yet, in
all market economies of theworld, the state is present in almost all components of the economic circu-
lar flow, intervening to support or to regulateit, to supplement it, and to redistribute its outcome?. This
iswhy we locate it in the middle of the picture.

Figure0.1 - Theeconomiccircular flow
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1 Inthisdiagram and itstwo extensions below, al arrows represent flows of commaodities, i.e. goods and servicesin the
upper part, and factors of production (labor, land and capita) in the lower part. Money, the means of exchange, circu-
latesin the opposite sense.

2 In these three respects, the role of the stateis said by many authors to remedy the “market failures’.
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(b) The Sate

What is the state made of ? Everybody recalls the three well-known power categories: legidative,
executive, and judiciary, idealy strictly separated according to most received political philosophies.
All three have economic aspects, and we shall call " public sector” activities the economic dimension of
all state activities, be they legidative, executive or judiciary.

A useful way to describe the structure of the pub-

Figure 0.2 The public sector (Source: IMF, GFS 2001) !ic sector in this perspective isto show the unitsit
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(c) The Economic Role of the Sate and Its Objectives

What doesthe public sector do, and how doesiit interact with the economic circular flow? From
that viewpoint, there are two basic facets to the state’'s activity:

» To supply public services (public output) and to provide social protection to individual s through

transfers (see &~ onthediagram).

Both entail expenditure: to cover the cost of the inputs of public production, and of the transfers

* To finance these expenditures by raising revenues, in three main forms:
(i) Taxes

(i) Feesand Charges
(iii) Borrowing (Sge sesresrsssesenad )
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Figure 0.3 - Public expenditure in the economic circular flow
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Figure 0.4 - Public revenue sourcesin the economic circular flow
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Taken together, these two facets, called for short “expenditure” and “revenue’ constitute what is
called “Public Finance’, a branch of economics.

What are the objectives pursued by the state’s activity? The answer to this basic question comes

from the citizens themselves through their votes, at least in democracies. It is indeed not the role of
economic science to choose the objectives of society.
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However what this discipline can do is to help making these objectives explicit, given that the
channels of expression of society’s preferences are quite complex. In that respect, thereistoday afairly
wideintellectual consensus on the following four-dimensiona description of objectivesfor the statein
itsinterventions in the economic circular flow, namely: efficiency, equity, stability, and growth. These
being given, it isthetask of public finance, within economics, to show and explain how to make use of
the nation’s resources to best serve them.

(d) From Public Finance to Public Expenditure Management: What is at Stake?

The importance of public finance can hardly be overestimated. It hasindeed a direct impact on the
well being of most citizens through the many functions it fulfills: provision of social protection and
health programs, access to public services like trangportation, justice, police services, environmental
protection, fostering business confidence, a.s.0.2. It aso plays a major role in the preparation of the
future of our societies, trough public investment in infrastructure capital, as well asin human capital
through education.

Notice that these functions exerted by the state are not a substitute for individual initiatives, di-
rected at the market. The essence of economic well being and prosperity of our societies comes indeed

Box 0.1 - Failure of the state in a SDE
An example of the economic consequences: Solomon Islands

Solomon Islands’ (population of about 500.000) macroeconomic performance deteriorated markedly following
the outbreak of ethnic tensionsin mid-1999 between the indigenous majority on Guadal cana harbour against migrant
workers from theisland of Malaita, and the subsequent military coup in June 2000. By late 2002, the conflict had led
to adestruction of basic infrastructure, atwo-thirds reduction in exports, a25 percent contraction in GDP and halving
of fiscal revenues. Private business closed, due to security concerns and lack of confidence, including the complete
closure of gold and palm oil concerns and partial closure of fish-processing plant.

Successive governments were unable to contain expenditures which led to a rapid expansion in the wage bill,
especialy for police officers and large “ compensation” paymentsto militants from Guadalcana (alarge proportion of
the these payments were secured from the government by force). These pressuresled to thefiscal deficit rising from 4
percent of GDPin 1999 to amost 10 per cent in 2002 (compared to the budget’s target of 3 percent).

This deficit was initialy financed from the banking system, with government debt increasing to amost 100 per
cent of GDP, two-thirds of which was external debt. After the statutory limit on the central bank credit to government
had been breached, aswell asthewillingness of commercia banksto purchase government securities, thefiscal deficit
in 2002 wasfinanced by anincreasein arrears. Thisresulted inasharp compression of all non-wage expenditures. The
quality of public expenditures deteriorated significantly in al sectors, including education, health and devel opment,
and later on frequent strikes by public servants occurred dueto large salary arrears.

The situation continued to deteriorate, up until the arrival of a multinational intervention force (RAMSI: the
Regional Assistance Mission Solomon Islands) in mid-2003, dueto the government’s continued inability to restore law
and order and lack of commitment to implementing fiscal discipline. In particular, stopping the significant “leakages’
in the revenue collections and public expenditures.

3 For acomprehensive view, see below the “functiona” classification of expenditure.
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from the goods and services produced by private activity*. Those provided by the state® are comple-
ments to them, but not substitutes: the state isill adapted to take over their provision, as the world has
learned from the major government failure represented by thefall of centrally planned economiesat the
end of the twentieth century. For private goods, the state does better in encouraging and supporting
private activity.

There are thus two dimensions to public finance: on the one hand ensuring the provision of public
goods and achieving redistribution, on the other hand encouraging and supporting private activity. That
both are important, and equally so, is perhaps best illustrated by considering what happens when the
stateis“badly” run. There, one can see how the state can impede growth, how it can increase injustice,
and how it can go asfar asliterally destroying prosperity.

While these considerations point to the importance of public finance, they do not imply that
what the state has to achieve comes out automatically. Many obstacles are in the way between just
stating universally accepted obj ectives and seeing them implemented in the actual daily life of acountry.

Rules of behavior must be formulated to ensure that actions taken by civil servants in the name of
the state conform with the objectives, and institutions must be set up so as to give the behaviors a
framework conducive to the desired outcome.

Thus, public finance in action necessitates governance, in the sense of stating rules of behavior and
designing institutional architectures adapted to these rules. Thisis precisely what we shall do in this
course for the management of public expenditure.

In the case of SDEs, there are some specific reasons to attach importance to public finance and in
particular to the managerial aspects of public expenditure:

* The state is most often the main employer in those countries.

* Public expenditure and revenue collection are often the only instruments of economic policy
available to these countries.

» The budget as a whole may be taken as an expression of national identity and of independence,
and rightly so.

» The quality of public expenditure management is a factor of prestige for the country’s civil
servantsin international spheres.

4 Often called “ private goods’.
5Whichinturn are called “public goods’.
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(e) Public Expenditure Management in Small Developing Economies. A Special Case?

In this course, we address ourselves to a particular audience: civil servants, and graduate students
who intend to use in small devel oping economies the skills herewith acquired. We shall therefore take
our examples mainly from such economies. Typically, we consider as“small”, countrieswith less than
5 million population®, and as*“ developing” countrieswith lessthan US$ 5,000 GDP’ per capita®, these
numbers being those of around the year 2000. These are not strict bounds however, and other criteria
will sometimes be used freely.

Asto topics, we see no need to a priori restrict the material to be covered. The reason isthat since
we confine ourselvesto an elementary level, we need to focus on the basics of state intervention. Now
these basics are determined neither by the size nor by the development level of any country. They are
instead genera principles, which directly derive from the logic of democratic government for the po-
litical part and from the logic of resource allocation for the economic part. We do not intend to revolu-
tionize these bases.

Instead, we shall rather devote a specia attention to those components of public expenditure man-
agement® for which experience teaches us that they are systematically problematic in SDES, and we
shall provide abundant illustrative examples of that.

Section 0.2. A closer look at public expenditure

Let us now consider the importance of the public sector in numbers, and focus on public expendi-
ture (PE). There are two standard ways to measure the PE of a state: in aggregate and in disaggregate
form.

(a) Public Expenditurein the Aggregate

The grand total of the expenditures of the state over one year, expressed in monetary units of the
country, isthefirst and obvious measure to consider (see column 6 of table 0.1 for aset of SDE assem-
bled essentially on the basis of accessibility in IMF's statistical documents).

Although these large numbers are important from an accounting point of view, it ishowever diffi-
cult to see what they mean if they are not put in relation with other characteristics of the country, for
instance population size, or geographical size, or GDP, that is, size of the economy. The economically
most meaningful of thesethreeisthethird one. Indeed, aswe have seen above, the activities of the state

6 Theworld average being about 26 million and the median 4.3 million.

7 Henceforth GDP.

8 The world average being US$ 7,081 and the median US$ 4,600 according to data compiled by DOWLING 2002 data.
Throughout the course, references are indicated by the name of the author in capitals followed by the year of publication.
All bibliographica details are collected at theend of the course text.

9 Henceforth PEM.






Figures05a and 05b - Does country size matter for citizens’ welfare?
Some devel oping countries (Figure 05a)

Some developed countries (Figure 05b)




are embedded in the economic circular flow, from which they take a share (the inputsin public produc-
tion, and the taxes) and to which they contribute a share (the outputs of public production and the
transfers). The PE/GDP ratio measures precisely this share, and thus yields a numerical evaluation of
the importance of the public sector vis-aVvisthe economy in which it is operating. Thisisthe rationale
for column 7 in our table.

This quantitative, single number measure immediately prompts the question: does a larger state
serve better the society’s objectives of efficiency, equity, stability and growth than a smaller state? In
other words, does the size of the state matter for the people’s well being?

To answer this question let us measure well being in a nation in terms of its national income per
capita (we shall useits quasi-equivalent of GDP per capita), and relate it with the just defined PE/GDP
measure of the size of the state. The datain Table 0.1 (columns 4 and 7) and the accompanying Figure
0.5a show that the two measures do not correlate well at all. A similar computation made for 22 devel-
oped countries, using datafrom AFONSO, SCHUKNECHT and TANZI 2003, isequally unconclusive
(see Figure 0.5b). Thus, numbers do not establish that larger governmentsimply larger welfare of the
citizens.

However, using just these two single numbers (PE as % of GDP and national income per capita) is
probably too rough a method to characterize the complexity of human well-being and its causes. More
detailed knowledge of what the expenditures are made of ishighly desirable. Thiscallsfor disaggregated
approaches of PE to which we now turn.

(b) The Components of Public Expenditure

Two well established approaches are available: a disaggregation of public expenditures according
to their purpose and a disaggregation according to the nature of each expense. We consider them each
inturn.

Table 0.2 — GFS Yearbooks' classification of expenditure by function
List of functions

1. General public services 9. Fue and energy

2. Defense 10. Agriculture, forestry, fishing & hunting

3. Public order & safety 11. Mining & mineral resources, manufacturing,
4. Education & construction

5. Hedlth 12. Transportation & communication

6. Socia security & welfare 13. Other economic affairs and services

7. Housing and community amenities 14. Other expenditure

8. Recreational, cultura & religious affairs




Numerical illustrations of this disaggregation of PE, called the “economic classification” are post-
poned until Module 2, where we shall see that an extensive use of it is made in the process of budget
preparation.

» Thedisaggregation of public expenditures according to their purpose is microeconomic in spirit,
in the sense that it invites questions of resource (re)allocation between the identified functions.
Technically??, it is called aclassification according to the “functions’ exerted by governmentsor,
for short, the “functional classification”.

The classificationisin 14 categories, which arelisted in table 0.2. A statistical illustration for our
SDE sampleis provided*?in Table 0.3.

Theinterest of thisway of looking at public expenditureis threefold:

* to know therelative importance of the various areas of activity within the public sector (see Table
0.3 and Figure 0.6);

* to enable one to make comparisons over time for each category of expense and thus reveal the
evolutions (see Table 0.4 and Figure 0.7);

* to enable one make to comparisons in space, between countries (see Figure 0.8).

Detailed examination of these datarevealswhat the governments’ policiesarein the various sectors
of the economies, what they have been in the past, and, by comparison with other countries, what they
might have been’s.

» The second disaggregation of public expenditures, according to the nature of each expense, is
constructed so asto be taken up in national accounts. It is therefore macroeconomic in spirit. Theidea
involved hereisto represent the government’s activitiesin terms of (i) their cost to the nation in terms
of wages paid, use of goods and services bought, consumption of capital and interests paid, and (ii)
transfersof all kindsto individuals and organizationsthat are achieved through the state’ s social protec-
tion programs.

Theinterest here isto see the relative weight of each of these components of the public sector vis-
a-vis the economy taken as awhole, in terms that are those of the national accounts.

10 That is, using the terminology of Gover nment Finance Statistics Yearbooks (hence forth GFSYs), apublication from the
International Monetary Fund (IMF) to which we shall introduce the reader in more detail in Module 2.

11 These are the categories used in the GFSY 2002 as well as for al preceding years. The GFS Manual dated 2001 an-
nounces (pp. 76 and 182-3) aredefinition of thisclassificationinto 10 categories. It hasbeen used for thefirst timein GFSY
2003 in country data presentation, but in atoo incomplete way to be useful for our present purposes.

12 Thefunctionsl (Genera Public Services) and 3 (Public Order and Safety), which are merged in theworld table used here
are distinguished in the detailed country tables of the Yearbook.

13 Two remarksfor after the course: (i) The functiond classification of expenditureisto be related with one of the budget-
ing techniques that will be dealt with in Module 2, namely: Program Budgeting. This technique does indeed focus on the
outputs and outcomes of the public sector’sactivities. These are naturally described in terms of thefunctional classification.
(if) Similarly, it is always useful that public investment projects, often evaluated and decided on the basis of Cost Benefit
Analyses, be considered within the category of thefunctional classification to which they belong, so asto appreciate whether
public resources are judiciously allocated among the many functions that the public sector is supposed to fulfill.






Figure 0.6 - Expenditure by function illustrated in termsof percentages of total expenditure
for some SDE in % of total expenditure
Source: Table0.3







Figure 0.7 — Typical policiesover time of some countriesfor some functions
in % of total expenditure

Source: Table0.4




Figure 0.8 —Intercountry comparison of expenditurefor some functions
in % of total expenditure
Source: Table0.3




Section 0.3 The Budget

Institutionally, in al democratic countries*, al what we have dealt with so far is assembled into
one basic and global document, called the budget of the state. Therefore, thisdocument constitutes the
corner stone and main object of study in this course.

(a) Definition

The budget of a state is an official document containing the detailed specification and numerical
evaluation of all expenditure decisions and all revenue collection actions that the state is entitled to
take, during awell-defined period of time.

Thus, the budget covers both expenditure and revenue actions. The period of time is usually one
year.

(b) Actors

» Who preparesthe budget?A specialized branch of the executive within the Ministry of Finance®,
referred to in this course as the Budget Department.

» Who decides on it? The top of the executive (Government, acting collectively) proposes it and
the legislative (Parliament) givesits approval.

* Who executes it? Line ministries, other spending agencies, that is, individual units of the
executive.

* Who monitorsits execution? The Government itself, through regular internal compliance audit-
ing done by a central agency (e.g. the Treasury), who reports to the executive. Outside of the
Government, independent external auditing occurs through the Auditor General’s Office, who
reports annually to Parliament.

» Who evaluates and sanctions its outcomes? Parliament and ultimately the citizens, through the
information channeled by the media and through the electoral process.

(c) Principles

In al public finance texts one finds listed a series of “principles’ that the budget should comply
with. They are more traditional than legal, and their justification essentially derives from the internal
logic of the budget exercise rather than from any formal law. Not complying with them renders more
difficult the functioning of the state. Therefore, many countries do include some or all of these princi-
plesin their constitution and/or in their organic budget laws.

14 and even in non democratic countries if the local rulers do at least minimally care about the use of the resources over
which they have command.
15 Henceforth: MoF



The budgetary principles we retain in this course'® are the five following ones:
i.  Annuality: Thebudget is prepared every year and itslegal validity extends over one year only.

ii.  Unity: The consolidated presentation of all revenues, expenditures and financing requirements,
covering all government agencies operations constitutes an inseparable whole presented as such
to Parliament.

iii.  Universality: All resources should be directed to a consolidated fund from which resource allo-
cations are made based upon stated government policy priorities. Earmarking (to be discussed
later)

iv. Specialty: Every individual expense or revenue item should be spent or collected only for the
purpose for which it is mentioned in the budget.

v.  Transparency: Thebudget isadocument made public, wherethe sourcesof all revenuesand the
purpose of all expenditures are clearly stated.

We shall often call on one or more of these principles to explain, justify or recommend specific
budgetary procedures. Also, as each one of them has exceptions, we shall mention these whenever
necessary.

Section 0.4 The Challenges of managing public expenditure: Plan of the course

With the background that was just covered, we are now equipped to face the challenges ahead of
us. They are five-fold, of which we have naturally made the titles of the successive chapters of this
Ccourse:

1: Framing the budget exercise
2: Budget preparation

3: Budget execution

4: Monitoring and Control

5: Evaluation

16 The number of principlesisnot standard.



