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Section 2.1 Introduction

(a) Budgeting and planning

For an economist, the central function achieved by the budget at this preparation stage is exactly
what his discipline is about, namely resource allocation1 . Not the resources of the whole economy, of
course, but those that the state has command over; and we have seen above, in the introductory Module,
how large an amount they can reach.

Resource allocation to satisfy which needs, to pursue which ends? This is the first question to be
answered at this juncture. Of course, the needs and ends of the citizens. Who is to determine them? In
democratic states, the citizens themselves, through their votes and the results of the electoral process.
Elected representatives are to express collective preferences, and policies formulated and implemented
by governments are supposed to respond to the so expressed preferences. Policies are thus the starting
point of the budget process, and the main inspiring source of the budgetÕs contents.

But, unlike the budget appropriations, policies are not necessarily limited to a one-year horizon:
each policy has its own time span, which may be shorter or longer. To bring consistency in the picture
at this stage requires some form of planning, where a medium to long-range view of the future is taken
and all policies envisaged are brought together.

Policies are of course an essentially political matter. Actually, they are most often conceived of
outside the state, that is, in political parties, in think tanks or in movements of opinion2 . Planning
therefore is also an exercise in political bargaining, which ends up with a statement of what the priori-
ties of the government are.

Some of this always takes place, at least informally, at the moment of cabinet formation after elec-
tions. However many countries have established a formal institutional framework for the planning
exercise to be permanent, or more exactly permanently updated3 . The political bargaining is thereby
supplemented and potentially enlightened by appropriate preparatory studies of technical character.
Another advantage of such a planning institution is that it can be given the task to review progress, if
any, with the existing policies and programs and on that basis, propose changes or additions to the
existing policies.

International experience demonstrates that the integration of policy, planning and budgeting is an
essential factor in contributing to good budget outcomes at the macroeconomic, strategic and opera-
tional levels. They ensure that expenditure programs are driven by policy priorities and disciplined by
budget realities.

1 Recall the universally accepted definition of economics: the science of allocating scarce resources to satisfy multiple
needs and ends.
2 There are policies that do find their origin in within state initiatives, a major one in Europe being the recent enlargement
of the Union, initiated and decided by Governments in the early nineties and completed in 2004 . However, these are more
exceptions than the rule
3 An early and quite successful example in France has been the Commissariat GŽnŽral du Plan, instituted in 1945.



 (b) Legislative framework of budget procedures

From a legal point of view, what is at stake with the preparation stage of the budget is essentially
procedures, the design of which is closely related with the economics that was just dealt with: ÒgoodÓ
procedures are those which permit ÒgoodÓ allocation of resources.

The legislative framework for these procedures is typically provided by three categories of legal
documents:

¥ The constitution, which vests the power to make laws for the State in Parliament. It also sets out
how these powers are to be exercised through the enactment of Bills and may set out the general
responsibilities of the government, including the obligation for the executive to periodically prepare
a budget, and submit it to parliament for approval by vote. Without this approval vote of a budget,
all actions of either revenue or expenditure nature that the executive might take would be
unconstitutional and thus liable for cancellation by courts.

¥ The organic budget law, which essentially contains the overall architecture of the budgetary
process. By this law, the parliament imposes on the executive the rules relating to the role and
responsibility of key players (MoF, Departmental secretaries, etc.) in the preparation and execution
of the budget, its contents, the timing of its presentation to Parliament, the requirements for
amending the approved budget, as well as external audit requirements.

¥ Various financial regulations, finally, established by the executive itself and approved by
Parliament, to correctly implement at the administrative level the budget preparation obligations.

 (c) Budget documents

For a budget to serve its purpose, no matter in which state, developing or developed, six basic
components of the budget documentation are considered essential. These are:

1. A consolidated aggregate overview.

2. A summary presentation of the expenditure allocations in terms of the functional classification4 .

3. A detailed statement of the forecasted revenues from all sources

4. A detailed statement of all expenditure allocations to agencies/programs in terms of the
    economicclassification.

5. A detailed statement on the financial treatment of any deficit or surplus.

6. A summary of the new policy measures introduced by the budget.

4 Remember the ÒfunctionalÓ and ÒeconomicÓ classification introduced in the Introductory Module.



The inclusion of the following supplementary components are seen as highly desirable for provid-
ing a comprehensive understanding of the contents of the proposed budget:

7.A statement on the economic outlook.

8. A statement on the fiscal strategy.

(d) Budgeting techniques

Over the past twenty years or so, there has been a gradual evolution in the techniques used in public
sector budgeting in countries such as Australia, New Zealand, Singapore and OECD countries where
the focus has shifted from input controls to program performance. Over the past few years, a greater
performance focus is also being adopted in a number of PICs. Whilst the three key forms of this evolu-
tion are often referred to differently, they can generally referred to as: Line-Item Budgeting; Program
Budgeting; and Performance Budgeting.

Line-I tem Budgeting is based on specifying and controlling inputs - for example, the number of
staff and the type of goods, services and assets required for the operation. Parliament approves budget
appropriations for each agency at the Òline-itemÓ level - for example salary and wages, travel, mainte-
nance, purchase of vehicles - which are often referred to as the expenditure categories.

This approach is associated with tight central expenditure control and compliance oriented man-
agement. This is often effective where there is weak financial management capacity in line-agencies,
both human and/or systems related. However, it does not provide any linkage between resource alloca-
tions and the objectives of government expenditure or, for that matter, consideration of the efficiency or
effectiveness of that expenditure.

Rather, the focus of budget allocation decisions tend to be at the micro level and short term. In
addition, as the financial management capacity of government develops, such an approach signifi-
cantly limits the ability of managers to actually manage and make the necessary resource allocation
adjustments in response to changes in the operational environment as they arise.

Program Budgeting emphasizes the objectives of government programs and endeavors to link
program goals, objectives and resource allocations. It is also associated with the specification of pro-
gram performance indicators (or targets) against which program performance is measured by govern-
ment.

Appropriations are made to programs and/or sub-programs, often at the level of a limited number of
aggregated expenditure categories (e.g. salary and wages, goods & services, capital) Ð similar in the
spirit of economic classification of state operations. This provides managers greater flexibility to real-
locate resources without seeking central approval.

However, a major weakness of program budgeting arose from the fact that in its purest form, pro-
grams do not necessarily align to the organisational structures. A number of units, including from
different organisations, may have varying degrees of responsibility for contributing to the program



delivery. This creates obvious difficulties associated with the allocation of resources and most impor-
tantly, the accountability for the program performance. Therefore overtime, countires have tended to
redefine the scope of programs in accordance with organisational responsibilities.

Performance Budgeting is a further refinement, with an emphasis on specifying outputs: that is
deliverables; and outcomes: what is to be achieved. Appropriations are made to organizational units for
a limited number of specified outputs, the delivery of which should contribute to achieving the program
outcome. Similar to program budgeting, performance measures and targets are specified as a tool for
assessing how well an agency is doing in delivering its outputs and progress towards achieving the
outcomes.

The management philosophy of both program and performance budgeting is based on increasing
levels of devolution of authority to managers, in exchange for increased accountability. However, the
experience of all countries has been that the specification of appropriate and measurable program out-
comes/outputs is a challenging and resource intensive task - requiring refinement over many years.

SDEs are at various different stages in this evolution, many exhibiting characteristics of the first
two and a fewer number, in the early stages of the third. However, when considering which form is
most appropriate for any particular country and the sequencing, it worth noting an often quoted obser-
vation5

 
of lessons learnt from the financial management reforms in OECD countries, which highlighted

the need to:

¥ Foster an environment that supports and demands performance before introducing performance
or outcome budgeting.

¥ Control inputs before seeking to control outputs.

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

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

That is, the focus should be on ÒGetting The Basics RightÓ rather than any particular technique.
Likewise, establishing an effective performance management framework, with appropriate incentives,
rewards and sanctions, is the key driver of achieving better program performance.

5 Alan Schick, Getting the Basics Right, presentation to the World Bank Staff, March 1998. Although Schick presented 10
points, only those specifically related to the budget are listed here.



Section 2.2 The budget at a glance

In every country, the state budget is inevitably a very complex document, due to the number and
variety of roles played by the state in our modern societies. In addition, because the budget is one of the
major forms of expression of national autonomy and independence, all countries in the world have
chosen by themselves which form and which structure to give to that document. The result is that it is
a difficult task of comparative budgetary law to attempt presenting a synthetic view of actual budgetary
processes covering several countries; and the group of SDEs we are interested in here is no exception in
that respect.

But our purpose in this course is not one of comparative law: it is economic and managerial, that is,
we aim at presenting the student with ideas and courses of action in the civil service that are justified in
terms of resource allocation and effective implementation.

A framework within which any stateÕs budget can be given a structure enjoying these two qualities
is available from the work done in this area for more than three decades by the Statistics Department of
the International Monetary Fund under the heading of Government Finance Statistics (GFS). In par-
ticular, a methodology has been designed there, which tends to be adopted by many countries because
of its rigorous economic logic and effective implementability.

As noted above, the first key component of the budget is a consolidated aggregate overview, pre-
senting the reader with the budget at a glance. For a large number of countries from all over the world
this is offered in the Government Finance Statistics Yearbooks6 (GFSY) published by the IMF every
year since 1977 under the title of ÒSummary Table of Government OperationsÓ. It presents in one
single table, reproduced here as Table 2.1, just seven key figures to remember:

¥  Total revenue;

¥  Grants;

¥  Total expenditure,

¥  Lending minus repayments;

¥  Overall balance;

¥  Domestic financing; and

¥  Financing from abroad.

There are 10 more items if one wishes to go into a little bit of detail in terms of sources of revenue (tax
and non tax) and nature of operations (current or capital).

Not all countries adopt this format (see Box 2.1 on Fiji). One might thus wonder why to spend time
on it. However, in this course we want to be general, at the SDE level at least, as well as managerial:

6 Following a methodology presented in Government Finance Statistics Manual 1986. The yearbooks offer a statistical
compilation of quite comprehensive public finance data for an ever-increasing number of countries in the world (about 120
in the 2002 edition of the Yearbook). With the 2003 edition, an important change has occurred , that we shall ignore in the
present course for reasons explained in Module 4, Section 4.3 (e).



Table 2.1 ÐSummary table of government operations7

according to IMFÕs GFS Manual of 1986, p.112 and GFS Yearbook 2002, p.xi.

7 In IMF jargon, this table is often called informally the Òfiscal tableÓ.
8 These detailed GFS tables will be commented upon below in Sections 2.4 on revenue and 2.5 on expenditures.



9 In 2001 a new edition of the GFS Manual has been issued, whose contents differs substantially from its 1986 predecessor.
Its main objective is to reflect the accrual basis of accounting in the public sector and associated revised classifications in
lieu of the cash accounting currently in use in most governments. This substitution leads its authors to abandon the single
Summary Table of Government Operations described above and replace it by four other tables. However, the Yearbook for
2002 (the last one published at the time of this writing) has kept unchanged the presentation of the Summary Table and of all
its detailed tables as well, for the reason that too few countries had adopted the new presentation thus far. As this situation
is considered by the IMF itself to continue to prevail for some years to come (due to the complexities of practicing accrual
accounting in the public sector), we systematically stick in this course to the budget presentations as they appear in the
Yearbook 2002. For a reference bridging the 1986 and 2001 GFS Manuals see WICKENS 2002. An account of how the
transition has begun in Australia and New Zealand may be found in the document IMF 2002b.

10 There is an IMF jargon calling Òbelow the line itemsÓ the entries corresponding to budgeted amounts put in categories
(on these, see below) such that after aggregation, they end up being listed in lines after line 11 in the Table. By contrast, any
amount put in categories such that it is included in the totals listed in lines 1 to 10 is called an Òabove the line itemÓ. An
explanation for this vocabulary lies in the fact that there is sometimes ambiguity as to the right category in which to put
some financial inflows or outflows . See more on this in Section 2.7 (c) below.

11 For the sake of completeness, let us mention that the GFS Yearbooks also provide for many countries, in addition to
consolidated data for the entire public sector, further summary tables covering decentralized entities such as regions, states
or provinces, and local governments.

these are two good reasons to concentrate on the GFS presentation of a stateÕs budget, which is an
internationally recognized framework and for which an abundant and detailed methodological litera-
ture is available. Our presentation here is intended to be an introduction to it9 .

The logic of the GFS Summary Table is the basic accounting one of putting together aggregate
receipts of the state (ÒTotal revenue and grantsÓ- all listed in detailed Tables A) on the one hand,
aggregate expenses (ÒTotal expenditure and lending minus repaymentsÓ all listed in Tables C) on the
other hand, and deducing from the difference the overall balance of the stateÕs finances handled in
detailed Tables D).

If this balance is negative, it is called ÒdeficitÓ, and the corresponding amount has to be financed,
that is, covered by other sources than those listed in the upper revenue lines of the table. These are
essentially borrowings to be made by the government on the capital markets Ñ  domestic and foreign,
hence the last two lines Ñ  during the budget year under consideration. If the balance is positive, it is
called ÒsurplusÓ. The last two lines indicate in this case whether it is used to reduce government debt
obligations, domestic or foreign. Alternatively it is kept in cash10 .

As far as total receipts are concerned, notice that the interest of singling out ÒGrantsÓ (which come
from abroad, by definition) is that as a result the ÒTotal revenueÓ line which lies above ÒGrantsÓ effec-
tively represents the amount of fiscal revenue that the country is capable of generating by itself, i.e.
without the grants. This is an important factor in the process of development, as far as dependence on
abroad is concerned.

Finally the Summary Table does reflect the basic distinction between ÒoperatingÓ and ÒcapitalÓ
operations, as they are used in national accounting as well as in the economic classification of govern-
ment operations11 .







Table 2.2 and its accompanying Figures provide statistical illustrations of the summary tables of
government operations for those SDEs in our selection covered in the GFS Yearbook. We note that
while tax revenues are on average 64 % of their total expenditure (about 80% of their total revenue
according to the figure on components of revenue), thus the largest part of revenue, grants form only 7
% of them. On the expenditure side, current expenditure dominates largely, with about 80 % of the total
on average. Deficit/surplus finally are, still on average, about 10% of total expenditure. Around these
averages, there are sometimes sizeable discrepancies.

Sections 4, 5-6 and 7 to follow will further look at what lies behind both the seven basic figures
highlighted at the beginning of this section, and the statistical data just shown. Prior to that, we deal in
Section 3 with the procedure and the timetable of budget preparation.

BOX 2.1 - Fij iÕs summary presentation of its budget

Let us consider for instance Fiji, whose budget for the fiscal year 2003-04 is officially summarized as
presented in the table below. Compared with the GFS Summary Table, both the structure and the terminology
differ, but actually not very much. It may be a useful exercise to try and reconcile the two - a task that IMF fiscal
economists often need to perform when they visit a country. Because one finds comparable discrepancies in
almost all countries, with specific explanations to be found, the exercise must be redone in each case.

Republic of the Fiji Islands - Budget estimates for 2003-04
Front Page of the Budget Document
(reproduced from: Government of Fiji, Budget Estimates 2004 as Presented to Parliament, p.1)



Section 2.3 Procedure and Timetable

Within any government, the Minister in charge of the budget is supposed to have it prepared by
following a well-defined administrative procedure taking place between various units of the public
sector. Each country has its own procedure, and what it is today in each of them is often the result of
administrative traditions and practices many of which have respectable explanations, historic, geo-
graphical, or other. The procedure therefore varies from country to country.

Yet, experience reveals that the common logic of the final document to be obtained entails common
features for organizing the job of budget preparation. These features are assembled in Table 2.3 below.
Relevant comments are given after the table. The column ÒUnit to perform the taskÓ is just indicative,
being meant to remind one of the necessity of delineating responsibilities in the administrative process
(that is, who is to take the initiatives? who is to report? when? where to? a.s.o.).

The table becomes a timetable by associating with each step the number of months needed to complete
it. This varies from country to country, where budget laws and regulations specify how things ought to be
done. From a democratic viewpoint, it is essential that these laws and regulations leave enough time to the
Parliament to examine the budget as proposed by the government. By and large, and for countries where the
budget year t extends from January to December, it is usual to begin with step 1 of the budget process around
February of the year tÐ1, so as to come up with step 7 (inter-ministerial negotiations) in July and with step 10
(the budget submission to Parliament) in November of that same year.

Table 2.3 Budget preparation: procedural steps and responsible units
Adapted from POTTER and DIAMOND 1999, pg. 2



The perusal of the table, step by step, induces the following remarks at some of them:

Step 1: The multi-year planning perspective that was presented in Section 2.1 implies that macroeco-
nomic projections be made for more than just one year t ahead. It is usual that these projections be
made for at least two more years. They are then called Òforward estimatesÓ. The role of the MoF
here is important in the sense that it finally endorses the projections and thereby gives them an
official character12 .

Step 2: The analysis of the current yearÕs budget execution for each agency/program is important to
assess: reasons for under expenditure or possible over expenditure; progress with the level of rev-
enue collections; what has been actually delivered as compared to the original plan; and any gen-
eral capacity implementation issues.

Step 3: This is the stage where the political priorities of the government find their normal and full
expression. The role of the Cabinet is essential in defining the strategies these priorities imply.

Step 4: The budget circular to ministries indicates aggregate spending ceilings for each ministry, with
instructions on how to prepare their estimates in a way consistent with fiscal objectives, in particu-
lar on how to cost them. This circular often also includes information on the economic assumptions
adopted by the government on e.g. the wage levels, the exchange rate, the price levels, a.s.o., in
terms of the forecasts mentioned in Module 1.

Step 5: In preparing their bids, spending ministries may be asked to prioritize their requests, so as to
conform general political choices such as those evoked at step 3, or to favor the implementation of
some specific policies.

Steps 7 and 8: After the bids are received at the budget department, the negotiations taking place at this
stage between ministries, conducted by their Minister, constitute the political core of the whole
budget process. It is indeed the place where arbitration takes place between alternative projects, not
only on the basis of their estimated cost - which nevertheless plays an important role, but especially
in terms of the extent to which some items represent more important ÒprioritiesÓ than others, and,
above all, when the sum of what is required exceeds the total ÒaffordableÓ (as specified in step 2).
The effectiveness of the ÒchallengeÓ capacity within each ministerial department is here a major
asset for it.

Step 9: An apparently purely formal, but nevertheless extremely important requirement at this stage is
that the budget be written in such a way that all its items be in line with the countryÕs Chart of
Accounts (CoA). The CoA Ñ  which essentially consists of a classification code structure of all
line-items in the budget Ñ  will be described in detail in Module 3 (execution) and its role high
lighted many times along the rest of the course.

12 In the case of SDEs, WILSON n.d. p. 23 interestingly reports on the state of the arts in Pacific islands countries in
presenting forward estimates in a coherent macroeconomic framework. In his view, only Samoa and Vanuatu pass the test.
Recently, Ò[and only] as part of the revised framework required under the Compact agreement with the US Government, the
Republic of the Marshall Islands, Palau and Federated States of Micronesia [are getting] framed against a Òmedium-term
budget and investment frameworkÓ.



BOX 2.2: Extracts from the Tonga instructions
for the preparation of the 2004/05 program budget estimates

Contents of the Circular also includes detail on:

¥  Templates and instructions on submission of draft program budget estimates and requirements for Ministerial
Program Performance Statement and Ministerial Human Resource Policy Statement

¥  Proposed Budget Ceiling Guidelines by Ministry

¥  Requirements for: savings; documentation of estimates of existing commitments; staff ceilings (daily labour and established
staff); detailed activity estimates (by the 15 standard expenditure groups); itemisation of Overseas Aid estimates; performance
statements; selected zero-base budget analysis; and documentation of new expenditure requests and project details.

¥  Processes for: MoF notification of budget recommendations and finalisation of program statements and performance indicators.

The full circular is available on the Web: http://www.finance.gov.to/Others/others.htm

Step 10: The budget is presented to the Parliament for consideration and passage as a formal piece of
legislation. The appropriations bill therefore must be drafted in the form required in each particular
country, with the supporting budget documents as outlined above.



BOX 2.3 - On the importance of adherence to indicative budget allocations

The consideration and agreement of Cabinet to the actual  level of indicative budget allocations for each Ministry
in Step 3, and the adherence of Ministries to those ceilings, is a key component in ensuring the efficiency and
effectiveness of budget deliberations.  In particular, in  Step 7.

A number of SDEs which introduced indicative ceilings into their budget processes in the past few years,
found that the ceilings were in effect ignored, and budget submissions of many Ministries significantly exceeded
the allocations.  In one country for example, all bar two ministries exceeded their allocations - one ministry in
particular, by 500 percent!  The total of all the MinistriesÕ budget requests was almost twice the estimated total
budget available. This meant that majority of  the budget submission review time in Steps 6 and 7, focused on
having to identify significant cuts to inflated and unrealistic budget requests for each program, rather than
considering policy and performance issues.

In the end, due to the magnitude of the exercise confronting the budget review committee, arbitrary across the
board cuts were made just to ÒfitÓ the budget requests within the global allocation.  This resulted in those
Ministries/programs where large cuts were made, having little ownership of their final budget, which created
ongoing budget execution and program performance tensions through out the year.

Learning from this, in this particular countryÕs budget process the following year, Ministers were called to account
to the Prime Minister for ensuring their MinistryÕs budget submission was within the ceiling.  In support of this,
formal coordination mechanism within each ministry were set up to facilitate debate/agree resource allocation priorities
across the various programs.  In addition, the Ministry of Finance had the authority to reject, at Stage 6, any Ministry
submissions that were greater than 10% of the allocated ceiling and request a resubmission within four days.

\

Section 2.4 Determination of the Revenue

(a) Categories

We now enter into details of the Revenue and Grants lines (1 to 5.2) of the Summary table 2.1. The
following table 2.4 reports the main categories used in the GFS Yearbooks where they are presented in
a series of tables dubbed A.IV to A.VII and line code numbers13  running from 1 to 19.2.

The logic behind this listing is that it classifies public receipts according to their sources14 :

¥ The source of taxes being the base on which they are levied, the ÒTaxÓ revenue lines (coded 1 to
6 within category A.IV) classifies the material according to a comprehensive list of conceivable
tax bases. Notice that social security contributions are included as taxes.

¥ ÒNon taxÓ revenue (coded 8 to 12 in category A.V) covers the rest of current revenue except for
grants, and it covers essentially income from enterprises (receipts from sales of goods and ser-

13 These are the line code numbers used in the statistical tables of the Yearbooks. A list of other code numbers appear in an
Appendix to the Manual 2001, p. 178. We ignore it here to avoid confusion.
14 That was already done, albeit more roughly, with distinguishing between the aggregates dubbed ÒTaxÓ revenue, ÒNon
taxÓ revenue and ÒGrantsÓ in the Summary Table.



vices supplied by the public sector) and from public property, plus some other items of minor
interest.

¥ Capital revenue (category A.VI, codes 13 to 16) is treated separately, implying that all preceding
revenues are of the ÒcurrentÓ type. This line would typically include the receipts obtained in case
of privatization of state owned enterprises.

¥ And finally grants (category A.VII, codes 17 to 19.2) comprise all grants, broken down according
to their origin (17, 18, 19) and keeping the distinction between current (sub-coded 17.1, 18.1 and
18.1) and capital ones (sub-coded 17.1, 18.2 and 19.2).

Table 2.4 - GFS Categories for Revenue and Grants
according to GFS Yearbook 2002, p.xi.

A.IV Tax revenue
1 Taxes on income, profits and capital gains, among which:

personal income taxes
corporate income taxes

2 Social security contributions, among which
employee
employer
self-employed

3 Taxes on payroll and workforce
4 Taxes on property, among which:

wealth and inheritance taxes
5 Taxes on goods and services, comprising:

general sales, turnover and value-added taxes (VAT)
excises, taxes on motor vehicle usage

6 Taxes on international trade and transactions, comprising:
import duties
export duties

7 Other taxes

A.V Nontax revenue
8 Entrepreneurial and property income
9 Administrative fees, nonindustrial and incidental sales
10 Fines and forfeits
11 Contributions to government employee and welfare pension fund within government
12 Other nontax revenue

A.VI Capital revenue
13-15 Sales of assets, stocks and land
16 Capital transfers from non governmental sources

A.VII  Grants
17 from abroad
18 domestic
19 from supranational (EU) authorities to member countries



(b) Statistical illustrations

To illustrate numerically from
our sample of SDEs, using the
data of Table 2.2 above and its
accompanying figures, we ob-
serve that around the averages of
64%, 19% and 7% of tax rev-
enues, non-tax revenues and
grants respectively (percentages
of total pubic expenditure), four
countries have a much higher
grants proportion of about 20%
(Bhutan, Madagascar, Papua
New Guinea and Sierra Leone),
and three have a very low pro-
portion Ñ  20-30 % Ñ  of tax
revenue (Bahrain, Bhutan and
Maldives).

As to the structure of the tax
revenue (see table and figures
2.4b), we have in our SDE
sample that, on average, 37% of
total tax revenue comes from di-
rect taxes (codes 1 to 4) against
63% from indirect taxes (codes
5 and 6) Ñ  proportions inverse
to those observed in most devel-
oped economies. But notice the
extreme cases of the Bahamas,
the Maldives and Vanuatu in fa-
vor of indirect taxes, as opposed

to Bahrain, Singapore and Trinidad and Tobago as far as direct taxes are concerned.

As far as non tax (and non grant) revenues are concerned, the breakdown between entrepreneurial
and property income and sales of goods and services yields the average proportions of 57 % of non tax
revenue for entrepreneurial and property income (code 8) vs. 43 % for sales of goods and services
(codes 9 to 12).

Of course, these are just one-shot statistical observations, the reality of which does evolve over
time, sometimes considerably. The purpose here is only to illustrate how varied the countriesÕ choices
can be.

TABLE 2.4b - REVENUE BY TYPE FOR SOME SDEs
Source: GFS Yearbook 2002, Country tables





(c) Format of presentation for the revenues

Within the above categories, the key figures are of course, for each line item, those that mention the
amount of revenue for the budget year t. However, given the multi-year planning context that was
described and advocated in Section 2.1, many countries do give, in addition to the proposed figure for
year t, four other figures pertaining to earlier and later years. The resulting format of presentation is as
in Table 2.5 below.

BOX 2.4 - A quick reminder : What is VAT?

The value added tax (VAT) is a tax on transactions, collected by the sellers of commodities and services (their
output) and transferred by them to the Ministry of Finance after deduction of (i.e. being credited for) the VAT that they
have paid on their purchases of (input) commodities and services. Due to this deduction mechanism, the VAT is in fact
a single tax on final goods only. Its collection is multistage, however: indeed tax collection is split over all transactions
occurring along the various stages of the importation-production-distribution chain of goods and services.

It is also a broad based tax because all persons engaged in the production and distribution of any goods and
services are required to register for VAT (subject to a common sense exception for small traders) A registered person is
required to charge VAT on taxable supplies made (Òoutput taxÓ) and pay VAT on taxable supplies and taxable imports
received (Òinput taxÓ). In broad terms, the difference between the total output tax and total input tax of a registered
person for a period is the VAT payable on the personÕs value added for the period. This amount is accounted to the Chief
Commissioner at the end of each period.

To the special attention of SDEs:
Four reasons why VAT is a better tax than sales taxes and import duties

The VAT does not influence the methods of doing business: thanks to the Òinput tax creditÓ mechanism the VAT, has no
cascading effects along the production-distribution chain (contrary to sales taxes).

The VAT promotes investment: VAT paid on capital goods is fully credited as input tax for the registered persons,
preventing investments from any tax (which is not the case for the customs duties).

The VAT ensures neutrality in international trade by freeing exports of tax and by treating imports on a par with
domestic goods.

The VAT works quite well in small economies: as these rely heavily on international trade, VAT enables them to collect
through their imports a considerable share of their public revenue.



(d) Estimates, forecasts, projections

Legally, the amount of revenue budgeted for year t is only a forecast, formulated by the government
under the existing fiscal laws and the changes contemplated for the budget year. It is not an obligation
for the state to collect that much, nor is it an upper limit on what it is entitled to collect. The obvious
reason is that the amount that will actually be collected depends heavily on how the economy and the
country at large will evolve during year t : for example, the proceeds of VAT, even with unchanged
rates, will not be the same under good vs. bad business conditions; or, to take a non economic example,
the yield one may expect from fines and forfeits depends upon quite many sociological factors.

The figures for years t+1 and t+2 in the table are of the same nature. We call them projections, as
distinct from the forecast for year t, because they serve just as to give information over an horizon that
goes beyond the budget year. The figures for the previous years tÐ1 and tÐ2 do serve as reference to
justify the forecasts: those for tÐ2 are (supposedly) known at their final levels, and those for tÐ1 are
only estimates, to the extent that at the time of writing the budget, the year tÐ1 is not completed and all
revenue has not yet been collected.

(e) Producing the figures

Where are these figures to be found? First of all, table 2.5 suggests that when preparing the revenue
part of the budget for year t, a look at the budget documents for the previous years, tÐ1 and tÐ2, which
contain projections, may serve as a starting point. However, if the macroeconomic determinants of
these projections have changed during the elapsed year, they must be updated. In particular, adjust-
ments must be made for any proposed changes in tax policies. Finally, when no earlier projections are
available, the exercise must start from scratch.



In any case, to fetch the required figures for each revenue item listed in Table 2.4, a good knowl-
edge of the countryÕs economy is an obvious and inescapable source. Now this is a stage at which the
framing exercise of Module 1 finds one of its major uses. Thus for instance:

¥ to enter a forecasted revenue for the VAT (item coded 5 in the list of categories) requires making
use of the macroeconomic forecast # 2 on aggregate consumption in the country; alternatively,
forecast # 1 of GDP if no consumption aggregate is available;

¥ similarly, entering a revenue forecast for taxes on exports (item coded 6) requires using again
forecast # 2 in its exports component.

BOX 2.5 Ñ  Elasticities

For some of the main revenue categories listed in table 2.4, practice supported by some economic analysis has
led one to express forecasted revenue as a well defined function of its macroeconomic determinant. Thus for in-
stance, because the yearly amount of revenue from income and profits taxes (item 1) varies with GDP, this sensitivity
has been measured in many countries in terms of a numerical coefficient called Òelasticity of the fiscal revenue of the
tax with respect to GDPÓ. As with all elasticities, it is measured as the ratio between the percentage change in income
and profit tax revenue and the percentage change in GDP1. Similar elasticity coefficients can be estimated for almost
all items listed above.

In SDEs, such elasticities are rarely used, because lack of reliable data does not permit to compute them for each
country specifically. Using elasticity values computed in other countries is conceivable, but such transposition is
valid only if the economies and the behaviors are sufficiently alike.

As a rule of thumb, when a forecast is made of the change in fiscal revenue following, say, a change in VAT rate,
its plausibility can be checked as follows: compute the ratio between the forecasted percentage change in fiscal
revenue and the forecasted percentage change in the tax base (in the example, this may be taken to be the GDP). If
that ratio is higher than 2, the forecast is dubiously optimistic because empirically fiscal revenue elasticities reach
that level only in very special circumstances.

Other techniques for forecasting tax revenue and non-tax revenue as well are presented in BARTH and HEMPHILL
2000, pp. 271-81.

1 Actually, the terms just employed define what is called the ÒbuoyancyÓ of the tax under consideration. The notion of
elasticity includes the qualification that the measured changes occur under constancy of the tax structure, i.e. rates,
exemptions, deductions and all other characteristics. It is more difficult to measure that buoyancy.



Section 2.5 Determination of the expenditure I : Categor ies and alternative presentations

(a) Categories

In this section we enter into details of the Expenditure lines (numbered 6 to 10) of the Summary
Table 2.1.

Recall that GFS recommends presenting two classifications of expenditure: by function and by
economic type. As far as the former is concerned, it is presented in GFS Yearbooks in tables coded B
and lines coded 1 to 14. We have already used it in our general presentation of the public sector in
Introductory Module (section 0.2(b)) and there is not much to add to what was said there.

From the economic perspective, as discussed in the Introductory Module, the two broad responsi-
bilities of government are:

¥ the provision of selected goods and services to the community on a non market basis; and

¥ the redistribution of income and wealth by means of transfer payments.

The economic classification of expenditures therefore, identifies the type of expense incurred for
these activities: the payment of employees, purchase of goods and services and capital assets, all relate
to the cost of production undertaken by the government itself; whereas subsidies, grants and all other
forms of transfers, relate to the income and wealth redistribution role.

Table 2.6 shows the main15  economic categories, as presented in GFS Yearbooks in tables coded
C.I to C.V and lines coded 1 to 14. We will consider each category in turn.

The name of the line-items themselves provide an obvious indication of the type of expenditure to
be grouped under each one. In addition, the components of each of line-item is defined in detail in the
1986 GFS manual. Therefore the purpose in this text is to provide a general overview only.

Expenditures on Goods and Services is broken into three lower level line-items:

1.1 Wages and salaries, primarily relating to the total remuneration provided to employees of the
government in return for the work that they perform. Remuneration can be in cash or in-kind and
includes allowances, such as overtime and cost of living allowances. Employees can be permanent,
part-time or temporary staff.

1.2 Employer contributions, is the amount of money government pays into some form of pension or
retirement benefits scheme on behalf of its employees. Not all governments have such schemes. It
is reported separately from wages and salaries as the money is effectively held in trust on behalf of
civil servants, pending their retirement.

15 For further details of the classification, see the GFS Manuals 1986 and 2001 where each line is defined explicitly.



1.3 Other Purchases of Goods and Services, relates to all other expenditure on goods and services
not included in the first two categories. It therefore covers a wide range of expenditures such as
travel, maintenance, utilities, payment for contractors and consultants, office stationary and sup-
plies, fuel, a.s.o.

Interest Payments, Line Item 2, primarily relates to the total level of interest government pays on any
borrowings or loan liabilities it may have.

Line Item 3: Subsidies and Other Current Transfers, relate to subsidies provided by Government to
public corporations and other enterprises and any social transfer payments made to households (eg
child endowerments or other family benefits). Subsidies may be designed to influence the level of
production, the price at which outputs are sold or the remuneration of the enterprise, including compen-
sation for operating losses. Transfers also includes grants to foreign governments, international organi-
zations or other general government units.

16 Such assets entitle the owner to engage in certain specific activities or produce certain goods or services and to exclude
others from doing so without the expressed permission of the owner. The main example is the purchase of a patents.

Table 2.6 - GFS Categor ies for Expenditure (by economic type)
according to GFS Yearbook 2002, p.xi-xii

C.III Curent expenditure
1. Expenditure on goods and services

1.1 Wages and salaries
1.2 Employer contributions
1.3 Other purchases of goods and services

2. Interest payments
3. Subsidies and other current transfers

C.IV Capital expenditure
4. Acquisition of fixed capital assets
5. Purchases of stocks
6. Purchases of land and intangible assets
7. Capital transfers

C.V Lending minus repayment
8. Domestic
9. Abroad



Line Items 4 to 6 under Capital expenditure, all relate to the governmentÕs purchase of some form of
asset:

¥ Fixed assets are assets that are used continuously for more than one year, such as buildings,
transport equipment machinery, office equipment etc.

¥ Purchase of Stocks, relates to the purchase of inventory items, to be used by government in
production of goods and services;

¥ Land and intangible assets needs little explanation other than to say that intangible asset is a legal
or accounting concept16 . Expenditures on intangible assets for SDEs would be the exception.

Line item 7: Capital transfers, relate to any transfer the government may make to a public corporation
or other enterprise as a means of providing an equity cash injection, in exchange for some ownership/
shareholder rights. It is important to note the different nature of capital transfers as compared to oper-
ating subsidies discussed under category 3.

Finally, the two primary economic expenditure line items number 8 and 9, associated with Lending
minus repayment, relate to any loans the government may intend to make to domestic or overseas
entities during the year, less any level of loan repayments the government expects to receive during the
year.

(b) Statistical illustrations

Table 2.7 provides a statistical demonstration of the structure of current expenditure for the same
group of SDEs as the one considered in the revenue example.

The table demonstrates that on average: the wages and salaries expenditure category comprises
37% of total current expenditure; employer contributions only 1% (reflecting the fact that most of the
counties do not have any form of retirement benefits scheme); other purchases of goods and services
averages 25% of current expenditure; interest payments 13%; and subsidies and other current trans-
fers, averages around 24%.

However, on closer look, there is actually a large divergence between the individual countries
within each of the five categories. For example wages and salaries expenditure in Bahrain is 67% of
current expenditure. At the other extreme is Albania, at only 11%, with Tajikistan the next lowest at
20%. The range within other purchases of goods and services varies from 68% in the Maldives down to
7% in Grenada.

Finally, the table nicely illustrates how in countries with a high proportion of budget expenditure
directed to wages and salaries and debt servicing needs, expenditure on goods and services is basically
squeezed out. Grenada and Sierra Leone are particular cases in point.



(c) Budget lines as appropriations and the specialty principle

We have now completed the discussion of the budget presentation of the aggregate figures in the
budget. Whilst these aggregates are important in providing Parliament with an overview of the budget
from a whole of government perspective, from the legal perspective, the level at which Parliament
approves - or appropriates monies to the Government is at a much lower level.

ÒAppropriationsÓ, represent an authorization to spend, up to the specified amount,
and for the items mentioned.

In that sense, the expenditure estimates provided in the budget are neither forecasts nor projections:
they are a maximum amount of spending on the item specified that the Parliament has given its agree-
ment to. In the same spirit, there is no obligation for the executive to spend appropriations entirely.  At

Table 2.7 - Proportion of GFS cur rent expenditure categories (by economic type) for a sample of SDEs
Source: GFS Yearbook 2002, Country Tables



the end of the financial year all appropriations will lapse, or cease to be authorised. Unspent moneys
remain the property of the state, and are returned to the consolidated fund.

The actual level at which appropriations are made depends on the type of budgeting technique the
government uses, that is, line-item, program or performance budgeting.

Under all three techniques, the budget expenditure estimates are always presented on the basis of
the organisational structure of the Government, broken down by Ministry, agency, departments.

They are therefore often referred to as Ministerial or departmental budgets. This is because these
are the organizational areas with responsibility for managing the delivery of the particular government
program(s). The Minister and the Head of each agency is accountable to Parliament for the proper
application of the funds appropriated.

For example, in Samoa, appropriations are made on a 3 tier hierarchy of: Department; Output/Sub
Output; and four Expenditure Categories. Whereas in Fiji, appropriations are made on a 4-tier hierar-
chy of: Ministry; Program; Activity/Output; and thirteen Expenditure Categories. The Expenditure
categories are equivalent to ÒinputsÓ. Table 2.8 demonstrates these appropriation hierarchies for the
two countries.

Using a specific example of education, in Samoa, the appropriations are made to the Department of
Education, broken down into 9 Outputs and 17 Sub Outputs, and lastly the 4 expenditure categories for
each output/sub output. In Fiji, the appropriation are made to the Ministry of Education, broken down
into 7 programs and 20 Activities/Outputs, and lastly the 13 expenditure categories for each activity/
output.



The level at which appropriations are made is based on the specialty principle. Here specialty has
the very concrete meaning that typically, funding cannot be transferred between appropriation items
without ParliamentÕs approval. With this in mind, the breaking down of appropriations into the thirteen
specific expenditure categories in Fiji, places much tighter fiscal constraints on expenditure manage-
ment than would occur under the four broader expenditure categories used in Samoa. The within-year
management issues associated with this are considered in Module 3.

Finally, it is also appropriate to briefly mention in this section, the generally accepted practice of
including a specific appropriation for some form of Contingency Reserve. This reserve is created to
provide the government with some flexibility to meet genuine urgent and unavoidable expenditures
that could not be foreseen at the time of the budget formulation. The most common example is expen-
ditures arising from natural disasters.

In many countries, the creation and application of a Contingency Reserve is specified in the organic
budget law, including some form of requirement for reporting to Parliament on its use. The level of the
reserve tends to be around 2-3% of total expenditure, appropriated to the Ministry of Finance for ad-
ministering on behalf of government.

BOX 2.6 - Forward estimates : weaknesses and strengths

Done well, forward estimates (FEs) set a baseline to or from which all future government revenue and expenditure
decisions will be added or subtracted.

However, a common weakness in the development of FEs is that spending agencies inflate their estimates, to
dissipate the ÒpainÓ associated with the inevitable MoF cuts. In addition, there is little stability in the estimates with the
first year of each new set of estimates bearing little resemblance to the previous FEs for that year. The FEs therefore
represent little more than inflated bids of the current budget year, and little attempt is made by managers to use them for
real medium term expenditure planning. Rather, they actually create the incentive for managers to demonstrate a need
for more resources rather than seeking to manage the resources they have more efficiently and effectively. This inevi-
tably leads to an incremental upward creep in public expenditure.

International experience shows that higher quality FEs are obtained when the MoF has responsibility for the
preparation of the estimates, based on a standard set of economy-wide parameters (eg movements in wages, price,
exchange rate and interest rates), and program specific parameters agreed with line agencies, such as the impact of the
population growth on the demand for social sector programs and progress with implementation of approved capital
projects. In addition, publicly updating the FEs at least twice a year (ie, in the annual budget and at mid year) allows for
greater disclosure and public scrutiny which creates a greater incentive for government to develop stable and high
quality estimates.

17 Therefore they do not include estimates of any new policy proposals or significant extension of the scope/size of existing
programs, which have not been formally agreed to by government. Likewise they should take account the reduction in
expenditure arising from any terminating programs/projects.



(d) Forward estimates

Although in most countries Parliament approves appropriations for one year only, the reality is the
preparation of the annual budget expenditures requires a perspective beyond the financial year in ques-
tion.

Many countries have therefore moved to the inclusion in the annual budget of ÒForward EstimatesÓ
(FEs). That is, estimates of expenditure levels required to maintain all programs agreed to be funded in
the particular budget year, typically across the following 2-3 years.17

Logically, this is all in line with the managerial perspective adopted in this course. However, the
implementation is not without problems, as reported in box.

In SDEs, forward estimates are no less desirable than in developed nations. But the difficulties
inherent to the exercise are compounded by two factors: (i) the lack of technical capacity to produce
meaningful forward estimates; and (ii) the heavy dependence of these countries on foreign events
through their imports and/or exports, when these play a dominant role in their economy.

(e) Formats of presentation

In section (c) we discussed the six fundamental components of the budget documentation, namely:
(i) aggregate overview; (ii) expenditure summary by functions; (iii) detailed statement of revenues; (iv)
detailed statement of expenditure estimates; (v) statement of financing; and (vi) summary of new poli-
cies.

Components (i) and (iii) were discussed earlier in this Module. Although the GFS functional pre-
sentation Ð component (ii) Ð was discussed in the Introductory Module (refer to Table 0.3), it is worth
noting here that very few SDEs actually prepare a functional presentation in strict accordance with the
GFS.

This is primarily due to the fact that their accounting systems have not been set up to generate this
type of presentation, coupled with an absence of expertise needed to reconfigure the data into the
appropriate categories. Instead, many SDEs tend to use more general functional groupings aligned with
their organisational structures.

For example, the Fiji budget paper provides an overview of expenditure based on four functional
groupings of all ministries: General Administration; Social Services; Economic Services; and Infra-
structure18 .

17 Therefore they do not include estimates of any new policy proposals or significant extension of the scope/size of existing
programs, which have not been formally agreed to by government. Likewise they should take account the reduction in
expenditure arising from any terminating programs/projects

18 There is also a fifth group called ÒUnallocatableÓ that relates to pensions, public debt charges and other miscellaneous
expenditures of a whole-of-government nature, all of which are administered by the Ministry of Finance. Ideally these
should be allocated to relevant Ministries.



Ideally, analysis of the expenditure allocations on a functional basis should also be included in the
budget documents. In its most basic form, this would be a description of the various functional alloca-
tions as a proportion of total expenditure, demonstrating an alignment between the functions receiving
the largest proportion of funding and the governmentÕs stated economic and fiscal priorities.

The chart in Figure 2.1 is an extract from the 2003-04 Budget Papers for Timor-Leste that provides
a simple depiction of budget allocations to the countryÕs eight sectors (functional equivalents). The
reader can easily see human development (health and education) receives the largest share of the the
budget.

Component (iv) Ð the detailed statement of expenditure estimates Ð is typically presented in a for-
mat based on the hierarchy of appropriations we discussed in the previous section. As the statement
covers all Ministries, departments/programs, outputs/activities and expenditure categories of govern-
ment, it tends to be a voluminous document. More often than not, the revenue and expenditure state-
ments are also combined into one, enabling Parliament to consider all sources of revenue and their
proposed application as a whole. That is, in keeping with the unity principle of the budget.

Ideally the statement would also present detail on the level of expenditure in the previous two
years, as well as estimates of expenditue for the two forward years. Based on an expansion of the
education example used earlier, Table 2.9 provides an example of the type of format that can be used in
the presentation of the expenditure estimates.

As the budget formulation is undertaken a number of months in advance of the end of the budget
year underway (t-1), the estimation of the t-1 expenditures, (sometimes referred to as outturn), is typi-
cally based on a review of actual year-to-date expenditures at the time of budget formulation, adjusted

Figure 2.1: Example of a simple depiction of budget allocations on a functional basis
(Timor Leste 2003-04 Budget)



for an estimation of the level of expenditure that will occur in the remaining few months. There is a
natural tendency of departments to over-estimate t-1 expenditures for fear that poor budget execution
may provide the Budget Department with a rationale for cutting the budget allocation in year t. It is
therefore important that the Budget Department agree the final estimates to ensure that they are realis-
tic.

Year t is the Budget year under consideration and for which Parliament approves the appropria-
tions. We have already discussed in section (d) some of the issues associated with the development of
the Forward Estimates for years t+1 and t+2.

In summary, the provision of the previous yearsÕ expenditures enables Parliament to easily see the
changes in the level of funding proposed for each appropriation item in year t, and the provision of the
two forward year estimates enables Parliament to easily see the ongoing financial implications of the
budget yearÕs proposed programs/outputs.

It is good practice for the expenditure statement to include a narrative which describes, depending
on the type of budgeting technique in use, the objective of each organisational unit or program and its
associated inputs/activities/outputs, including the intended beneficiaries. Countries using program or
performance budgeting also include some form of performance measures, that is the quantity, quality,
timeliness of the activities/outputs to be delivered, and in some cases, performance targets to be achieved.

The objective of the narrative is to provide Parliament with a better understanding of the purpose



for which the appropriations will be applied and increasingly in many countries, how performance is to
be measured.

Consider now component (vi) of the budget documentation, namely a summary of new policy
proposals. The development of this statement should be relatively straightforward. As discussed earlier
in this Module, the identification and justification of all new policy proposals, including requests for
expansion of existing programs, is an integral part of the budget formulation process.

In its simplest form therefore, the budget department can develop a table providing the name of the
new program/activity/output, and the associated financial implication. It is useful if the table is sup-
ported by a brief description of each new policy - it need only be 3 or 4 sentences. The concept is to
provide Parliament with a quick overview of ÔwhatÕs newÕ in the budget. Table 2.10 provides an ex-
ample of a summary table from the 2002-03 Budget of Timor-Leste.

In Section 2.1 (c) it was noted that it was desirable to include a statement on the economic outlook
and a statement on the fiscal strategy. Whilst there is no standard format for these, this should not
undermine their importance. They have essentially an information role for Parliament and the public
opinion and provide a wider understanding of the environment and rationale upon which budget was
formulated.

Finally, ideally the budget documentation should contain, perhaps as an annex, a full presentation
of the budget following exactly the GFS economic categories. This has been done for several years in
Australia at both the Federal and States levels19 . However, as noted earlier, the accounting systems of
many SDEs often do not have the capacity to easily produce a GFS presentation.

(f) Statement of Fiscal Risks

The final issue on the budget documentation to be considered is the statement of fiscal risk. Fiscal
risks are general developments or specific events which may have an impact on the budget estimates.
They can affect both outlays and revenues.

As the estimates in a budget incorporate assumptions and judgments based on information avail-
able at the time of publication, there is a degree of uncertainty about a range of factors that may influ-
ence the budget figures. The three main factors are: changes in economic and other parameters; the
realization of contingent liabilities; and matters which have not been included in the fiscal forecasts
due to the level of uncertainty about their timing, magnitude, or whether they will eventuate.

Therefore the inclusion in the budget papers of some form of Statement of Fiscal Risks, is consid-
ered good practice as it increases the level of transparency surrounding the budget figures. Box 2.7
provides a description of what should be covered in a statement of fiscal risk, based on the IMFÕs Code
of Good Practice on Fiscal Transparency.

19 See COMMONWEALTH of AUTRALIA 1997.



Table 2.10 Example of a summary of new policy measures in Timor Leste



2.6 Determination of expenditure I I : Special topics

The budgetary principle of universality has called20  the attention to the necessity of including in the
state budget all expenses made by the public sector. Against it, there are often pressures of various
kinds to convince the Parliament to vote extra budgetary appropriations, for this or that object, for this
or that reason. Of course, the Parliament remains the instance that has the last word, on this just like on
any other budgetary issue. But no ÒgoodÓ management of the public sector resources can be made by
anyone without having an overall view, at the preparatory stage, of what these resources are prior to
allocation decisions. Extra budgetary procedures prevent this by preempting resources for specific
uses, and thus preventing any comparison being made with alternative uses. Inefficiencies, let alone
inconsistencies are bound to result.

There are two special cases, however, where the principle has to be understood of in a broad sense,
namely the budget treatment of autonomous agencies and state owned enterprises, and the handling of
external resources (essentially the aid received from donors).

Box 2.7: On the content of the statement of fiscal r isks

According to the IMFÕs Code of Good Practice on Fiscal Transparency the Statement of Fiscal Risk should
contain information on risks broken down into the following categories:

(1) variations in key forecasting assumptionsÑ the fiscal effects of variations in key assumptions underpinning the
macroeconomic forecasts (e.g., the effect on the fiscal deficit of a 1 percent increase or decrease in GDP growth,
inflation, interest rates, or the exchange rate from the central rate assumed in the budget forecast); and the fiscal
effects of variations in key assumptions underpinning the budget forecasts of revenue and expenditure (e.g., a
variation in the effective tax rates, public sector wage increases, or the average number of claimants for social
assistance).

(2) contingent liabilitiesÑ these may include guarantees, indemnities, and warranties; uncalled capital (e.g., in
international financial institutions); and litigation against the government.

(3) uncertainty about the size of specific expenditure commitmentsÑ where provision has been made in the budget
for expenditure on an item or activity but there is a greater-than-usual degree of uncertainty about the likely cost,
the risk should be disclosed. For example, the government may have given a blanket undertaking to depositors of
a specified distressed financial institution that their deposits would be honoured. However, at the time of finalizing
the budget, the cost of this commitment may still be highly uncertain.

(4) other items that have not been included in the budget because of the extent of uncer tainty about their
timing, magnitude, or eventualityÑ for example, the government may have announced a general intention to
introduce a tax or expenditure policy change, the details of which have not been finalized sufficiently for inclusion
in the budget.

20 Introductory Module , Section 0.3 (c)



(a) Autonomous agencies and State owned enterprises.

The definition, nature and form of Autonomous Agencies and State Owned Enterprises vary a lot
between countries. For the needs of this course, it will prove sufficient to consider and characterize just
two typical cases.

¥ Autonomous Agencies, are those established under specific legislation, for the primary purpose
of providing services to the public or to undertake promotional or development activity, the nature of
which makes it more desirable that the entity have autonomy/independence from the direct influence of
government than to have those functions performed by a department. Examples are regulatory bodies,
state hospitals, educational institutions (universities), radio broadcasting.

Most often they are fully dependent on government funding but in some cases are expected to
generate some revenue, as a complement to the government subsidy, through fees from the sale of
services or regulatory functions. However, their primary mandate is not commercial in nature.

These agencies have a budget of their own (ideally, something of the nature of corporate plan also)
and transmit it to the relevant minister for approval, and for the balance to be included in the state
budget (under GFS category C.III, line expense coded 3).

¥ State Owned Enterprises (SOEs) (often referred to as Government Business Enterprises (GBEs)
or simply Public Enterprises), also established under statute and managed by a board primarily ap-
pointed/nominated by government, have a commercial mandate. That is, they should be fully self-
funded through the sales of goods and services, and may generate a profit. Often government has
provided the initial investment/capitalization and is a major shareholder of the enterprise, with an
entitlement to receive dividends from the entity. Typically, they are subject to the corporation laws of
the country.

SOEs usually have their own separate budget, whose surplus or deficit is then included in the state
budget, under GFS category n¡ A.V(8) in case of profit, and C.III (3) in case of deficit (covered as a
loan or a subsidy). After being prepared internally for approval by the board, is then subject to some
form of review/analysis by the MoF in relation to the validity of the estimates, sales and finances such
as requests for additional government transfers, or, on the contrary, the estimated dividend yield to
government. As an expert writes, Òthe determination of the level of resources to be transferred from
government to the enterprise depends on four main issues: 1. whether the capital transfers fit into
national priorities; 2. the form they should take Ð grant, equity, loan or subsidy; 3. the extent of self
financing generated; and 4. the extent to which the entity should be permitted to borrow.21

(b) Donor aid budgeting

As the use of external resources rests with the recipient government, they should be programmed
along with domestic resources through the governmentÕs expenditure planning and budget processes,

21 See PREMCHAND 1989, pp 438-448, for detailed discussion.



in order to ensure alignment with national economic and fiscal policy. The universality principle ap-
plies here also, and for the same reasons as it does elsewhere.

In developing countries, Public Investment Programs (PIPs) have in the past played a major role
for managing external funds, which were mostly targeted at investment programs. Box 2.8 summarizes
the key characteristics of a PIP. In that respect, PIPs provided for a good tracking of donor-financed
individual projects. But in many cases, aid funded capital projects did not include the ongoing operat-
ing costs. There are a myriad of examples internationally where infrastructure donations - such as
building roads or public buildings, establishing remote health centers or schools, provision of equip-
ment Ð quickly fall into disrepair due to the lack of government funding for operating costs and main-
tenance. These are simply forgotten, especially when the initial investment dates back to several years.

Thus, in spite of their relevance in terms of strategic resource allocation and good tracking of
operations, PIPs have, in practice, brought poor records in terms of PEM in a wider sense. Among other
shortcomings, this is probably mostly due to their common association with a mentally excessive sepa-
ration of the capital (investment) budget from the regular budget of current expenditures, an attitude
sometimes called Òdual budgetingÓ.

In addition to bad practices which have undermined its functioning, dual budgeting fails to cor-
rectly take account of investment-generated recurrent costs. This most often happens in aid-dependent
countries which are granted with externally-financed investments, and then ÒinheritÓ all related recur-
rent costs Ð and prove unable to maintain them.

It is therefore critical that prior to the signing of any aid project agreement, the timing and level of

BOX 2.8 Public investment programs and budgeting

In some countries public investments are planned and managed through a ÒPublic Investment ProgramÓ (PIP),
or capital works program. PIP documents are then prepared separately from the stateÕs budget as they focus on
projects whi ch requi re an anal ysi s of  thei r  own, both i ndi vi dual l y and together.

Individually, each investment project is supposed to have been subjected to a ÒCost-Benefit AnalysisÓ22, whose
result determines at this stage (that is, in the budget preparation process) whether the project is retained or eliminated
according to whether it passes (respectively does not pass) the cost-benefit test.

Together, all projects having passed this test are to be ranked in decreasing order of their Net Discounted Social
Value, and the list so established handed over to the cabinet for decision. This list is not automatically adopted. Instead its
contents is confronted both with the general policies of the government and with the macroeconomic aggregate expendi-
ture constraint identified at the beginning of the budgetary process

The aggregate cost of the first year of the projects retained at the cabinet level then constitutes the contents of the
new projects part of the capital expenditure budget of the state for that year.

The aggregate costs of the subsequent years are similarly to be included in the forward estimates of expenditures,
current or capital, for these years. They bear essentially on maintenance Ð an item of expenditure often neglected,
especially in SDEs, as we shall see below under donor-financed projects.

PIPs correctly integrated in the budget of the state as well as in the overall decision process are an economically
well-grounded instrument to select investment programs. But they should not be decided upon separately.

22 A classical technique of microeconomic analysis of public projects, whose knowledge should be complementary to the
contents of the present course.



ongoing operational costs are mutually quantified, that government considers their financial impact in
its multi-year planning and that these costs be effectively incorporated, each year, into the annual
budget estimates.

(d) Integrated Budget and Sector-Wide Approaches

In view of the above, mention should be made of a recent internationally promoted doctrine which
insists on integrating all resources (external included) and expenditure in an integrated framework, so
as to ensure coherence, better adequacy of means to ends, and better management.

In addition, in the particular case of developing countries, it has been proposed in the same spirit
that, by opposition to the prevailing systems of multiple donor-managed specific projects, Sector-Wide
Approaches (SWAps) be adopted. Definitions and instruments vary23  but the basic common features of
SWAp-related concepts are as follows:

¥ That they be led at a whole sector level

¥ That they be designed and implemented under the leadership of the government

¥ That they encompass a clearly agreed upon sector policy and strategy, expressed into a sectoral
(medium-term) expenditure framework, with common management and evaluation procedures
(where of course Cost Benefit Analysis is to play a key role)

¥ That donors be coordinated and support the sectoral program through common procedures.

Beyond the yearly preparation of the state budget, this calls for integrating it in comprehensive
strategic views of the evolution of the economy.

Section 2.7 The Financial treatment of balances and the evolution of the debt

(a) The GFS Balance and its Financial Treatment

Remembering the Summary Table of Government Operations (Table 2.1 earlier in Section 2.2), and
having thus far explored the contents of the ÇÊrevenueÊÈ and ÇÊexpenditureÊÈ lines, we are now reaching
the last three lines. They are devoted to the balance, that is, the difference between revenue and expen-
diture Ð called surplus if positive and deficit if negative Ð and its financing.

23 Thus, the World Bank has its Sector Investment Programs (SIPs), while the European Union has Sector Policy Support
Programmes (SPSPs).



The detailed tables in GFS, dubbed D and E, cover the material twice: tables D from the viewpoint
of the debt holders and tables E from the point of view of the debt instrument used. Within tables D, the
following categories are found (with code numbers 1 to 9):

The tables E, which are focusing on types of debt instruments, exhibit essentially the term structure
of the countryÕs liabilities, classifying them under long term and short term.

(b) Statistical illustrations

Table 2.12 reproduces three columns of Table 2.2, which were illustrated in the last figure accom-
panying this early table. These GFS data show the weight of the balance in the budget, which averages
a deficit of around 10% over our sample of countries. Three countries exhibit a surplus, with one
exceeding 20%. Two countries show deep deficits.

The rest of this Section will highlight the particular significance of the balance vis-ˆ -vis the GDP.
We therefore derived the balance/GDP ratio form the data we have available, with the result appearing
in the last column of table 2.12 (the presented ratios ignore the signs). The orders of magnitude are
quite different; however, it remains that deficits which are large relative to the budget do also weight
heavily on the economy, Madagascar being the only exception in this sample.

(c) Alternative balances and their meaning

Why does one compute the balance? An obvious answer lies in the title and structure of Table
2.11: it is in order to know which financing actions the proposed budget requires to be taken, vis-ˆ -vis
both domestic and foreign sources.

Table 2.11 - GFS categories for balance financing
according to GFS Yearbook 2002, p.xii

D.II Domestic financing

1. From other general government
2. From monetary authorities
3. From deposit money banks
4. From other domestic financing
5. Adjustments

D.III Financing abroad

6. From International Development Institutions
7. From Foreign Governments
8. Other
9. Changes in cash, deposits and securities held for liquidity purposes



When the balance shows
a deficit, there are two major un-
certainties surrounding its num-
bers: one is whether the sources
will indeed be willing to provide
the financing mentioned in the
budget while the other bears on
the total amount of the balance.
These two uncertainties are not
independent from one another.
Depending upon the composi-
tion of the total balance, in terms
of expenditure and/or revenue,
some funding sources may be
more or less inclined to confirm
their lending or donations. In-
vestment projects weighing
heavily in the expenditure facet
of the budget do deter foreign
lending investors when they are
of dubious economic rationale.
Some sources of financing may
wish to link explicitly their in-
tervention to some expenditure
or revenue items.

Thus, a given balance figure
may have quite different mean-
ings according to what it is made
of. This has led experts to pro-
pose alternative balances, where
different definitions correspond

to different objectives or uses of the measure24 . We shall limit ourselves to three, the first of which is of
course the one we are familiar with since the Section 2.3 of this Module, namely the ÒOverall Bal-
anceÓ. The other two are the ÒPrimary BalanceÓ and the ÒOverall Balance Without Foreign Financed
ProjectsÓ.

The Primary Balance is obtained from the Summary Table of Government Operations in the same
way that the overall balance was obtained, except for one expenditure item: interest charges on the debt
are excluded from the ÒcurrentÓ component of ÒTotal ExpenditureÓ (line 8). The resulting total is called
primary expenditure and given that all other components remain unchanged, the balance is now called
the Òprimary balanceÓ. This is illustrated on table 2.13.

24 A basic reference on alternative concepts of deficits is BLEJER and CHEASTY 1993. The philosophy on this matter is
well summarized by TANZI 1993 in the following terms: ÒA deficit may be like an elephant: one always recognizes it when
one sees it, even though it may be difficult to measure or describe it in a way that is satisfactory to everybody and for every
purposeÓ (p.19). See also COMMONWEALTH OF AUSTRALIA 1997, pp. 8-15.



The primary balance compares with the total revenue what the state plans to do in the coming
budget year with its proposed Òprimary expendituresÓ, that is, the resources on which it will have a
direct command during that year. The past (as represented by debt amortization and interests) is ig-
nored. If one thinks in physical terms of the two components, expenditure and revenue, a negative
balance means that the state is living beyond its meansÊ; if the primary balance is positive, on the
contrary, the state spends less than what it could, given the value of the means it collectsÊ; through the
uses to which the surplus is put, this excess is given back to the economy.

Table 2.13 - The Pr imary Balance
As deduced from the Summary Table of Government Operations (Table 2.1)



The primary balance thus differs from the overall balance essentially by financial elements. Debt
repayments and interests are indeed of purely financial nature. This does not undermine their impor-
tance, but since they do not represent flows of goods and services, their impact on the economy differs
from the one of the primary deficit.

This brings us back to the overall balance of the budget. The purpose of this balance measure is
essentially financial. Its figure means that the state is authorized to borrow for the amount mentioned.
In a sense, the figure indicates the ÇÊweightÊÈ that the state will exert on the financial markets. ÇÊCrowd-
ing out25 È is a well-known effect of that kind.

Finally, practitioners of fiscal analysis of countries who care about the domestic sustainability of
their public finances are considering a third balance concept, namely the ÒOverall Balance Without
Foreign Financed ProjectsÓ. This balance is obtained by starting again from the overall balance of
Table 2.1 and its detailed lines in table 2.11, and leaving out of it the foreign sources of financing. The
result shows what the amount of domestic financing would need to be in the event that the foreign
source promised financing would not materialize. When this amount appears unfeasible, it points to the
necessity to revise the amounts included in the proposed expenditures.

(d) The Evolution of the Debt

Another implication of the overall balance is that it constitutes the amount by which the public debt
of the country will vary during the year for which the budget is being prepared. Projection of the debt
burden in t+1 is thus a simple exercise.

While presented here at the end of our comment on the preparation of the budget, let us remember
from the early stages of the timetable of Section 2 that this figure is usually fixed in advance, as a
macroeconomic objective of the government.

The importance of the debt for the economy lies mainly, however, not so much in its current abso-
lute amount than in the burden it imposes on future budgets, and thereby on the whole economy, in
terms of the revenue required to cover the interest payments and reimbursements: this will indeed
require either more taxation, or more borrowing which will affect the capital markets.

The burden of the debt is thus to be appreciated with respect to the level of the GDP, and this is done
in terms of the evolution over time of the debt/GDP ratio.

It is therefore of interest to remind ourselves here that economic analysis has determined a Ògolden
ruleÓ of public debt management formulated in terms that guarantee the stability over time of the debt/
GDP ratio. It establishes (see Box 2.9 for a statement and demonstration of the formula):

(i) that this stability is governed by the level of the primary deficit, and

(ii) that the level of that deficit compatible with stability of the public debt/GDP ratio is deter-

25 That is, raising interest rates and reducing private investment in the economy.




