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3.1 Introduction

While preparing the budget was essentially to produce figures, executing the budget involves carry-
ing out actions, which transform the budget figures into facts, namely the goods and services provided
and the financial flows collected or expended. This modul e presents a description of what these actions
consist of and of how they take place (sometimesin quite severa stages).

Revenue collection operations (covered in Section 3.3), expenditure operations (covered in Section
3.4) and cash planning (in Section 3.7) are the basic building blocks of this module. The expenditure
section 3.4 is expanded in the two following ones to deal with special cases, some of which are of
specia interest to SDEs: adjustments and exceptiona procedures (Section 3.5), and the treatment of
autonomous agencies, state-owned enterprises and donors' aid (Section 3.6). In addition, apreliminary
section deals with two basic instruments, namely the Treasury single account (TSA) and the Chart of
account (CoA) (Section 3.2).

Before embarking in this program, let us sketch out how roles and responsibilities for budget
implementation are defined. After approval of the budget by Parliament, the actors involved in the
budget execution are quite numerous. They can be regrouped under three headings:. the general services
of the Ministry of Finance (MoF) — hereafter caled the Treasury, the revenue collecting agencies,
some of which arein fact part of the MoF, and the spending agencies, most of which are disseminated
across line ministries. More specifically,

(i) The Treasury has the overall responsibility of controlling the collection and the release of funds, of
monitoring progress on budget implementation and of managing the cash resources of the government.

(ii) Asfar as revenues are concerned - tax and non-tax -, they are managed by specifically designated
revenue col | ection agencieswho areresponsiblefor ensuring that all revenues owing to government are
actually collected when due, and for the prompt depositing of the said revenues into specifically
designated government account(s), in accordance with prescribed financial regulations.

(ii1) Spending agencies, finally, are responsible for executing/implementing the budget within the budget
appropriations set by the Parliament and any further expenditure limits possibly set by the MoF, in
accordance with the agreed program outputs and objectives.

3.2Two preliminaries
(a) Treasury Sngle Account

A most important precondition for the MoF to exercisethe mission just outlined isthe concentration
of cash balances into a single account, located at the Central Bank (CB). Whilst the actual title of this
account varies between countries (e.g. a*“consolidated”, or “central fund” account), for the purpose of
thispresentation it will bereferred to asthe Treasury Single Account (TSA). See Box 3.1 for detailson
its administrative organization.
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A single account has clearly the administrative advantage for the MoF to provide it permanently
with a comprehensive view of the cash resources of the entire state. It also alowsit of effectively do
cash planning, the techniques of which will be considered at the end of this module (Section 3.7).

Maintaining the TSA at the CB confers the benefit that this bank normally offers a safe haven for
government cash deposits. Other deposit banks, whether or not owned by the government, undertake
market lending, underwriting, investments and other financial operations and can never fully insulate
its account holders from the associated risks.

Now, in many countries, the nature of the CB is such that it is not well equipped to function as a
retail banker, with branches throughout the country and capacity to handle large volumes of daily
transactionsarising from the inflows of taxpayers/revenue collections and outflows of Treasury payment
orders. Consequently, the Treasury often has to establish intermediation banking facilities with
commercia banks which can undertake these transactions as agents of the CB. However, to work
effectively, the Treasury must keep full control over the use of the accounts in these banks, track their
balances and move funds between them. Indeed, “ sweeping” the end-of-day ba ances of all such accounts
into the TSA, for overnight investment in appropriate financial market instruments enables the MoF to
optimize the use of cash resourcest.

Finally, in countries where government is alarge economic agency, asit is the case in most SDEs,
the scope and magnitude of government’s fiscal operations exert a strong influence on the liquidity in
the economy, which in turn, affects overall macroeconomic performance. Maintaining government
balances in the CB enables the latter to initiate offsetting monetary measures if it feels necessary to
counter large scale changes in liquidity caused by government operations.

(b) Chart of accounts
The Chart of accounts (CoA) is

an organization of accounting ledgers for consistently recording each financial
transaction at the execution stage, in terms that allow for relating it to the budget
appropriations,

It enables the defining and reporting of al transactions according to the accounting nature of the
transaction, e.g. whether the transaction generates arevenue or expense, or acommitment or payment,
etc. All financial statements? (to be reviewed in Module 4) are then prepared along the categories set
out in the CoA.

1 See section 3.7 for further devel opments on cash planning by the MoF.
2 In particular those produced by Financial Management Information Systems (FMIS) which cannot operate without a
CoA. On FMIS, see Box 3.2 below.
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Box 3.1: Standard organization of a treasury single account

According to chapter 8,” Cash management and the treasury” in SCHIAVO-CAMPO and TOMMAS] 1999, a
standard treasury single account (TSA) is organized a ong the following lines:

* line ministries hold accounts at the Central Bank, which are subsidiary accounts of the Treasury account;

» spending agencies under theline ministries, hold accounts either at the Central Bank or, for banking convenience,
with commercia banks, In both cases the banks must be authorized by the Treasury;

» spending agencies accounts are zero-balance accounts, with money being transferred to these accounts as
specific approved payments are made;

» spending agencies accounts are automatically swept at the end of each day (where the banking infrastructure
alows daily clearing); and

» the Central Bank consolidates the government position at the end of each day, including balancesin all the
government accounts.

In practice, under the notion of aTSA, there are avariety of methods of centralizing transactions and cash flows
which can be grouped into two very broad categories:

» TSA and centralized accounting controls: Requests for payment are sent to Treasury which controls and plans
their payment. The Treasury manages the float of outstanding invoices. This solution seems effective both for
cash management and expenditure control. However, it can lead to inefficiencies, and even corruption, in countries
where the Treasury Department sel ects the suppliersto be paid.

* Passive TSA: Payments are made directly by spending agencies but through aTSA. The Treasury, or the budget
implementation plan, set cash limitsfor the total amount of transactions, but the Treasury does not control the
individual transactions. In practice, the TSA consists of several bank accounts, which may be held at the Central
Bank or other banks. These accounts are cleared every day and their balance istransferred to the central account
of the Treasury. Thisvariant hasthe advantage of making the spending agencies responsiblefor internal management
while keeping central control of cash.

The CoA operates by means of a government-wide classification code structure established by
Treasury, which applies to each line-item in the budget. It accommodates the following elements (in
hierarchical order):

a) A fund code, referring to the Central fund through which the majority of the general government
revenues as well as expenditures are channeled. However, as noted above some entities and/or
expenditures may be funded by earmarked revenues or under a Trust Account. Examples are self
funding agencies or typically, for pensions, social security payments and unemployment benefits.

b) Organizational codes, to identify budget and cost centers (e.g. Ministry, Division, State Owned
Enterprise, Department, Branch), and enable accountability for budget administration.

c) A program code, identifying specific program elements, and
d) A project code, which should be a sub-component of a program and/or organization unit.
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€) Revenue and expenditure codes by economic category, such astaxes, non-tax, grants and loans for
revenues; personnel emoluments, goods, services and capital expenditures — the categorieslisted
abovein Module 2, Sections 2.4 and 2.5.

f) Revenue and expenditure line-items, which are lower level elements of (€); and

g) Expenditurecodesby functional categories (thelist of which was stated in the Introductory Module,
Section 0.3).

Typically, a, b, e, f and g are basic elements, to beincluded in the CoA of any country, beit an SDE
or not. Itisalso of theinterest of the country that the €) and g) codes aign with, or be easily mapped to,
the GFS requirements.

Chart 3.1: Depiction of the Chart of Accounts for Timor-Leste
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3.3 Revenue management

(a) Revenues destined to the central fund of the TSA

Remember from Module 2 that government revenues arise from many sources. taxes; user fees,
interest from investments; dividendsor other paymentsfrom companies owned by government; proceeds
from the sale or leasing of any government owned property; proceeds from licensing or selling any
rights controlled by government; fines, regulatory charges, damages from civil actions, and insurance
proceeds paid to government; and grants or gifts.

The authority entitled to collect these revenues, aswell asthe types of revenuesto be collected, are
established by law, and officials with responsibility for actually receiving the monies must be formally
authorized by Treasury. Finally, the accounting procedures for all revenue collections are specified in
regulations approved by Parliament.

The majority of such revenue receipts form the basis of the central fund held at the CB in the TSA
described at the beginning of this Module (Section 3.2). Thisisamaterialization of the unity principle,
which also makes cash planning feasible for the MoF (see Section 3.7).

(b) Earmarked revenues
However, some receipts are “earmarked”. That is, they:
» are granted to the Government subject to conditions on how they may be spent; or

» are collected pursuant to taxing or other Actsthat stipulate conditions on how they may be spent;
or

» are derived by an autonomous agency from the sale of assets or provision of goods and services
for which the authority of fund earmarking was established.

As implied, the rules attaching conditions to the expenditure of appropriated earmarked receipts
may be established by an Act or may be designated by the MoF. Typically the Treasury establishes
separate ledger accounts for each type of earmarked receipts so that all receipts and expenditures from
those accounts can be clearly accounted for. Some of these separate accountsare called “ Trust accounts’s.

Earmarked revenuesinfringe on the unity principlerecalled above. Ideally, the number of earmarked
recei pts should be kept to aminimum becausethey limit theflexibility of government in the prioritization
and management of the public resources.

3 There areforms of foreign aid that are specified by their donorsin termsthat render them akin to earmarked revenues. In
view of their importance for the SDEs, we devote aspecia section (3.6 below) to donors aid management in general, and to
itsvaried earmarked forms in particular.



3.4 Expenditure management | : The standard procedure

“Budget implementation [...] isdelivering services by undertaking expenditures]...]
itistheresponsibility of theline ministries and spending agencies, within regulatory
controls set by the ministry of finance.”

POTTER and DIAMOND 1999, p. 40.

This statement conveniently summarizesin three main points the object of Modules 3 and 4 asfar
as expenditure is concerned, namely:

* public spending is delivering services
* it is effected through expenditures undertaken by the line ministries and other agencies
* it is subject to control procedures.

The first point is reminiscent of the ‘output’ significance of expenditure that was mentioned in
Module 2, and that we wish to stress throughout this course. At the execution stage just aswell as at the
preparation stage, the fact that there is always a purpose for any spending must be kept in mind. This
not to say that every expenditure directly yields by itself some output, all the more that most often its
material object isof the nature of inputs: wages for labor, paper, pencils, gasoline, furniture, computers
a.s.0. But what isat stakeisthat these purchases areto concur in the realization of some output or, more
generaly of some outcome. Without identifying this, it is ssimply impossible to appreciate whether the
inputsin question are justified, and the risk is high that spending be arbitrary.

(a) A six stage process

Thisbeing said, let usturn to the actual process of effectuating expenditures— specifically, executing
the budget. In thisrespect, fairly similar procedures prevail in countries having along experience with
state finances. We describe their main traitsin terms of the following six stages:

1. Theauthorization stage: By issuing “warrants’ the Treasury givesto line ministries and agencies
the formal authority to release all, or part, of the total annual appropriation they are entitled to.

2. Thecommitment stage: “thisis the stage where afuture obligation (liability) to pay isincurred[...]:
acommitment arises when a purchase order is made or a contract is signed by a spending ministry
or agency, which impliesthat goodswill be delivered or servicesrendered, and that a bill will have
to be paid later on”.

3. Theverification stage: this stage begins once a bill has been received by a spending ministry or
agency, and consistsin checking that the goods have been delivered or the service rendered according

4 We follow, quote and sometimes adapt dightly POTTER and DIAMOND 1999, pp. 35-40. For francophone African
countries, useful complements are offered by BOULEY, FOUNEL and LERUTH 2003.



to the specifications of the order or of the contract. If so, “the bill isrecognized as aliability of the
public sector”.

4. Thepayment order stage: Onceabill isrecognized asaliability, its payment is ordered and a check
isissued by some instance empowered to do so.

5. The payment stage: thisisthe execution of the payment order; it takes place either when the issued
check is cashed in or by electronic transfer, drawn on some bank account of the government (either
asingle one, the Treasury single account at the Central Bank, or one of the spending Ministry or
agency at acommercial bank).

6. Theaccounting stage: From the moment that the cash payment has taken place, the transaction for
which it ismade is recorded in the accounting systems as completed.

Depending upon the specific country under consideration, as well as upon the author of the
presentation, these six stages are reduced to less (by merging one or two stages) or to more stages (by
splitting some of them into two or more sub-stages)®. The similarity is not with the number of stages
but rather in the sequence of the events.

(b) The actors at each stage

At the present level of generality, it isbest toimaginethat the actionsrequired at each stage be taken
by different individuals or, in large administrations, by different offices. Practice may vary, however,
for reasons of either local traditions or lack of personnel - or both.

Yet, thewhole processis never concentrated into one single entity that would do all the committing,
verifying, payment ordering, effective payment and record keeping! Thereasonfor that isnot infeasibility:
practically, al of these activities could very well be carried out within asingle organization. Thereason
is, instead, one of control, that is, ensuring that expenditure takes place exactly asit was authorized in
the budget. Decomposing the process in a succession of stages, and having each of these handled by
different actors create as many occasionsfor checking the validity and the justification of what isbeing
done. In other words, the six stages described are also six levelsfor conceivably organizing the control
of the budget execution. They will thus reappear in Module 4, entirely devoted to controls.

5Wemention herefor thefirst time accounting operations accompanying the budget operations. All accounting matterswill
bededt within Module 4. It will appear there that depending upon the accounting systemin force (the cash accounting vs.
the accrual accounting system), some accounting operations do take place at earlier stages of the expenditure process,
typically a the commitment stage.

6 Thus, in commonwealth countries, stages 4 and 5 are usually performed by the same person.



(c) Information flows and reporting

Each one of the six execution stages consists of an activity that can be the subject of reporting, that
is, of generating information on the fact that it took place, on what this action consisted of, and on
various characteristics of it. These data constitute the source of the information flows which permit, at
further stagesof the budgetary process, to measure, to control and finally to evaluate public expenditures.

Allowing for control is the most obvious function fulfilled by these information flows, and
traditionally, reporting isindeed aimed at showing compliance.

Over theyear during which the budget execution istaking place, reportshave normally thefollowing
periodicity:

* daily for cash flows (Treasury)
» monthly for other stages (commitments, payments, arrears arising’)
 annual for final statements and programs eval uation.

In spite of their necessity, it may be the case that preparing such periodic reports at each stage of the
expenditure processis a requirement that goes beyond the human resources available at the MoF and/
or inthelineministriesinvolved. Yet, it isof course desirable that some information be provided to the
political authorities on the status of the expense process. To meet that need, occasional or “ flash”
reports are aworkable solution, the initiative of which most often rests with the MoF and the contents
depends upon which information is felt most crucial.

At the other extreme, Financial Management Information Systems (FMIS) are general software
instruments designed to provide organizations with comprehensive information on all financial aspects
of their operations. They are a promising tool for meeting the reporting needs described above, as
suggested in the attached BOX 3.2. Such systems exist with possibly quite varying degrees of
sophistication. However, the rather large amounts of information they generate require time and skill to
be handled. In SDEs, the human factor may therefore be acrucially limiting one for the adoption of an
FMISto be useful. NAt the same time, introducing an FMIS may be afactor of development asit often
entails a modernization of procedures.

7 Arrears arise when some bills are “held”, that is, delayed in the payment process. See more on them in Section 3.5 (b)
below.



BOX 3.2 Financial Management | nfor mation Systems (FM1S)

With the progress of computer capabilities and data processing softwares, Financia Management |nformation
Systems have been devel oped and applied to public sector budgeting and accounting. Idedlly, they allow oneto follow
every transaction along each one of the stages mentioned in the text, and the reporting on their successive occurrence
isthen automatic. Globally, an FMIS gives on-lineinformation on the entire status of expenditure developmentsat any
time.

Practically, at the start of thefiscal year, the legidature-approved budget is entered into the system (and later on also,
possible budget transfers and supplementary authorizations).
Then, throughout the year, the system (operating both in the MoF and in spending agencies):

» checksfor budget appropriations and/or the existence of previous commitments;

» records information on verification of receipt of goods and services;

* updates the total amounts committed and spent ;

» redlizes the accounting writings and follow-up;

* generates reportsfor al stages;

« dlowsfor cross analysis of the data generated.

3.5 Expenditure management I1: Adjustmentsand exceptional procedures

(a) Within-year budget adjustments

- Delayed budget vote by the Parliament: When Parliament has not yet approved the budget before
the budget year starts, governments are usually allowed to start spending on a*“vote on Account” basis
— atemporary authorization often restricted to one-twel fth per month of the previousyears' expenditure.

- Virements. Virements aretransfers between appropriation itemsthat enable government to reallocate
appropriations (thus, infringing on the speciality principle) without having to seek the approval of
parliament. They are based on rules set out in the Budget organic law and/or Finance Regulations, and
are often limited in various ways. For example:

* Ministries have the authority to authorize transfers between lineitems, up to acertain limit, of the
same expenditure category (e.g. line items within goods and services or within capital). Depending
on the level of devolution of expenditure authority, this may need to be approved by the Treasury;

» The MoF can approve requests, up to acertain limit, from line ministriesfor virements between
expenditure categories.

* However, typically, virementsto/from personnel expendituresare not permitted. Thisis associated
with the desirability of keeping central control over any expansion in the wages hill.



* In addition, transfers between programs are either not permitted, or restricted, as they alter the
policy framework endorsed by parliament.

In setting these limits, consideration is also given to the “materiality” of the transfer, that is, the
proportion it represents of the appropriation it will be transferred from (either at line item level or
expenditure category level, depending on the level of control required). Asaguide, generally accepted
accounting principles define a transaction to be material whereit is 10% or greater.

- Supplementary estimates: During the year, programs may require additional funding arising from
expenditure priorities that were not foreseen during the budget formulation process and that cannot be
funded from within the program/agency’s existing resources through the processing of virements, or
from some contingency reserve (as described in Module 2). Such policies, if considered by Cabinet as
an unavoidable priority which requirefunding in the current fiscal year, will need to receive supplementary
(i.e. additional) funding. Ideally, requests for supplementary funding should be considered as part of a
mid-year budget review (discussed below).

- Sequestrations: Sequestrationsarethe withdrawing or withholding by the MoF8 of appropriations
attributed to some spending agency. These are used in special circumstances only, when thereisneed to
make clear cuts to appropriations — either to reduce the total level of the budget, due to insufficient
revenues/financing, or enable areallocate funding to new policy prioritiesaspart of the supplementation
process.

- Mid-year budget review: Many countries have a formal mid-year review by Cabinet of the
developments in the execution of the budget. This encompasses:

() anupdate on any changesto projected macroeconomic variables and revenue forecasts/projections;

(i) an analysis of budget execution by programsagainst budget, including reasonsfor any significant
over/under expenditures,; and

(iii) consideration of all requests from Ministries for program/agency supplementation.
It is important to stress that a mid-year budget review is not an opportunity to revisit/review all
budget allocations. It should be seen moreasa“finetuning” of the budget to accommodate any revisions

in revenue forecasts and any urgent and unavoidable new/additional expenditure priorities.

Also, some form of mid-year budget update report, covering the above issues, should be provided
to Parliament, along with the necessary Supplementary Appropriations legidation for approval.

8 Of course, in accordance with the powers of the MoF as specified in the organic budget law. The authority of the MoF to
S0 “sequester” monies can only exist if it gppears explicitly in a country’s budget |aw.



(b) Exceptional procedures

- Carryovers: Unspent fundsin one year usually cannot be carried forward to be spent in the next.
A rationale for that rule can be found in the annuality principle of public budgeting.

However, in afew countries there are exceptions to the no carryoversrule. The reason isto avoid
the end-of-year rush to spend unused funds when the rule is applied strictly. Where these exceptions
prevail (mostly in developed countries), it is usually for up to a specified small percentage of the total
funds.

- Arrears. On the expenditure side, an arrear is a government liability beyond the due date.
Expenditure arrears can arise on any item. They most often occur on payments due for the supply of
goodsand services, but they also may happen on other items such aswages, transfersand debt servicing.
They are essentially failures of the expenditure process.

Theusual caseiswhen the expenditureitem passes stage 4 of the spending process (payment order
has been issued) but does not complete stage 5 (execution of the payment order: check not drawn or
transfer not made) within areasonabletime. Other arrearsare those resulting from expenditures passing
thefirst three stages up to verification, and then not being ordered for payment® . Sometimes, expenditures
take place (and service delivered) even without having been committed formally°.

Ontherevenue side, arrears can arisetoo, essentially when a collecting agency has et the date pass
at which it is entitled to collect arevenue item.

The main problem with arrears of either kind is that, when they are frequent and correspond to
different due dates, it becomes difficult to measure their importance. If they represent large financial
amounts, this uncertainty may put in danger cash planning efforts of the government. Moreover,
accumulation of arrears gives the Treasury the ability to decide which checks effectively will be paid
first. Thisalows for arbitrariness in the process.

To avoid arrears arising, the only way is to ensure a rigorous respect of deadlines at the various
stages of the budgetary process (expense aswell asrevenue). This should stop the flow of accumulating
of arrearsto continue. But it isnot sufficient to eliminate the existing stock of arrears. To that effect, the
Treasury must take the initiative and have programmed, as an identifiable component of the current
fiscal year’'s expenditure, the payment of the stock of past arrears.

9 POTTER and DIAMOND 1999 offer on pp. 49 (box) and 50 other lists of possible reasons and sources for arrears.
10 Such cases, and other failuresto comply with the regular expenditure process, giverise - for those whose task isto track
them - to what BOULEY, FOURNEL and LERUTH 2003 call “UFOs’ (Unidentified Fiscal Objects)



3.6 Expendituremanagement 111 : Two major special cases

(a) Autonomous agencies and State owned enterprises

Autonomous Agencies. Typically, the budget of these authorities is subject to the same formulation,
scrutiny and reporting requirements as standard government departments, including the formal
appropriation of monies. However, the appropriation/subsidy from government is transferred into the
entity’s own bank account (as opposed to the TSA) from which it makes all payments and deposits
revenues and which should be subject to an independent audit at the end of year. Typically the entity
will operate its own financia system, however, if it is small, arrangements can be made to utilize the
central government system using discrete accounts.

Sate Owned Enterprises: Aswas seen in Module 2, the budget and approval process for state owned
enterprises are usually prepared within the same timeframe as the government budget, with the entity
devel oping acorporate plan and budget for first internal approval by the board, before being transmitted
to the relevant minister. Execution is then entirely an internal task of the enterprise.

Yet, detailed reporting on the activities and performance of the entity is due both to the minister in
charge (e.g. transport for an airline SOE, or education for universities) aswell asto the MoF especialy
inrelation to thefinancial results. These results always entail transfers of resources — sometimesvery
important ones — from the government to the enterprise in case of losses, or the other way around
when there are profits. The form that these transfers should take (grant, equity, loan or subsidy) isto be
determined as a matter of general policy at the government level.

Thisisalso an occasion for the M oF to advise government onissuesfrom an “ ownership” perspective:
is state ownership justified, or should privatization be considered? These are also questions of general
governmental policy which per selie beyond the framework of the budget, but whose political answers
much depend upon the budgetary weight of SOES' financial results (see Box 3.3 on two extreme cases).

(b) Donors’ aid management

“For many developing economies, the degree of their reliance on external foreign
assistance has increased over the years. Unfortunately, the growth in aid flows has
often not been matched by the administrative capacity to manage them well.”

POTTER and DIAMOND 1999, pp. 53

Theaccounting and operational arrangementsrelating to external aid vary depending onthedonor’s
requirements. In general, donors require some form of accounting and banking arrangements separate
from the government’s central fund and accounts. Often separate trust accounts must be established to
which al project disbursements and expenses will be channeled.



BOX 3.3 — On the weight of some state owned enterprisesin the state’'s budget

Polynesian Airlines, awholly owned public entity experienced significant financia problemsinthe early 1990s
and had for many years been run on an unprofitable basis. However, in 1992, the airline launched amajor expansion,
purchasing two new aircraft |eases and over the next two years amassed a debt of over SAT 100 million, leaving the
company technically insolvent. The Government of Samoa launched amajor restructuring of the airlinein 1994 and
assumed all of the airline'sliabilities, which amounted to SAT 80 million (16 percent of the 1994/95 GDP).

Whiletheairline operated profitably during 1995-99, accumulating significant cash reserves, financia problems
began to devel op again in thelate 1990s foll owing an unsuccessful attempt to expand operations. The airlineincurred
losses of SAT 60 million which placed a significant burden on the government. Despite the significant additional
capital injections across 2001-03 (SAT 23 million) and an immediate cash injection of SAT 10 millionin April 2003,
to keep the airline operational, the airline's management estimated that it will need approximately SAT 30 million
(3% of GDP) over thetwo yearsto restructuretheairline. Giventhe severity of the situation the government approached
the International Finance Corporation to assist with an urgent review of the potential optionsfor the airline.

Royal Tongan Airlines: Similarly in Tonga, following an unsuccessful restoration of international operationsin
late 2002, theairline reported | osses which forced direct budget support of about T$7.25m, or 2% of GDPin 2002/03.
In April 2004, the international operations were suspended. Costs for shutting down were estimated to be around
T$20m, or 4.75% of GDP. The government has been asked to stand by for T$7m (1.5% of GDP) in guaranteeing
debts.

Source: IMF Article IV Consultations Staff Reports 2003 and 2004 for Samoa and Tonga.

The authors just quoted mention four alternative types of arrangements:

» Commodity aid, where goods are provided to the country and the proceeds of their sale goesto the
government, in its central fund or in special accounts on the use of which donors may have some

say;

* Project aid, for which the reimbursement principleisincreasingly employed: the government first
spends funds to a donor-supported project (expenditure) and then claims reimbursement from the
donor (financing).

» Special project accounts, to which all project disbursements are channelled and from which all
payments for the project will be made;

» Donors paying foreign suppliers directly on behalf of the recipient country.
We wish to add another form of aid funding, namely:

» direct budget support, where the monies are equivalent to any other source of general revenue for
government to fund the budget and are thus part of the central fund, recorded in the TSA.

Finally and for the sake of completeness, |et us mention that most SDEs receive a large amount of
aid through technical assistance.



Regardlessof thelevel or type of aid benefiting acountry, responsibility for managing these external
resourcesrestswith the recipient government. They should therefore be programmed along with domestic
resources through the government’s expenditure planning and budget processes to ensure alignment
with national economic and fiscal policy. This is why the fifth (and last) form of aid funding listed
aboveisthe most preferable one.

Moregenerally, international experience suggeststhat to be effective, aid management arrangements
generaly should encompass the following four key elements:

» Aninstitutional framework for dialogue between gover nment and external partners on policies
agreed upon. For example, the government’sinternal planning instruments should be complemented
by and external assistance strategy that lays out the sectoral and programmatic priorities across
government;

» Aninternal appraisal and approval mechanismto ensure the external financing agreements are
consistent with government policy and expenditure priorities. For example, financing agreements
above a certain threshold be subject to review by the Cabinet (or a Sub-Committee), with the
remainder reviewed by the MoF. All financing agreements should also be signed by the MoF;

* Recording at the central level of all transactions and other data relating to grants and

* Institutional support to line agencies helping them to mobilize externa assistance and fulfill
donors fiduciary requirements.

Also, inrelation to thefirst element, aid management is most effective when thereisjust one entity
in government, preferably within the MoF, responsible for the coordination of all external assistance.
Where there are multiple agencies, information sharing tends to be poor resulting in policy drift and
administrative confusion both for government and donors. In addition, bilateral donors and spending
agencies tend to shop around until they find an institution that agreesto sponsor the project(s) that they
propose, irrespective of policy and resource allocation priorities agreed by Government, thereby
undermining budget discipline



BOX 3.4 Theimportance of donor aid in some Pacificidands countries

As shown by the (US) aid per capita figures in the accompanying table, the countries of the Northern Pacific,
namely Palau, the Federated States of Micronesia(FSM) and the Republic of the Marsha Idlands (RMI), havefinancial
resources a their disposal, through the Compact Agreement, which amount sometimes more than half their GDP. Each
of them has indeed a“ Compact Agreement” with the United States, under which, in exchange for certain defense and
security rights, the United States promotes the countries’ economic self sufficiency through significant pre-specified
annual grantsfor a 15 year period, with amountsdecreasing every 5 years. Thefundswereto cover general government
and capital expenditureswith acondition for 40% minimum outlay on capita spending. TheFMI and RM1 Agreements
were dueto expirein 2001, with an additional two year renegotiation period. Palau’s current agreement is dueto expire
in 20009.

The US recently negotiated Compact |1 Agreementswith the FSM and the RMI, covering a22 year period (FY 2004-
2023), under which they will receive annual grants of $92m (41% GDP) and $88m (35% GDP) respectively. For FSM,
the sector specific component of the grant will decline by 14% over the period and for RMI, the budget component of
theannual grant, by 30%.

The other component under both agreementswill be contributionsto building up a Trust Fundin support of longer
term financia independence. The build-up in the Trust Funds over the twenty year period is expected to provide in
2024 an annud yield broadly in line with the level of grant assistance in the last Compact year.

Aid GDP
(US$ per capita) (USS$ per capita)

Palau 1,800 6,127
Republic of the Marshall Islands (RMI) 1,410 1,900
Federated States of Micronesia (FSMO 1,145 2,158

Source: LERUTH and MORANT 2004 and IMF 2002 - 2003 Article IV consultation reports.




3.7 Cash planning

At thispoint, our descriptioniscomplete, asfar asrevenue and expenditure operations are executed.
However, our description of the execution of the budget isnot complete because account must be taken
of an important characteristic of the two parallel financia flows of revenue and expenditure, namely
the fact that they do not occur at the same time and for the same amounts. In other words, the time
profile of these flowsdiffer. There aretimeswithin the year when the M oF has more cash revenueinits
TSA than what is spent thus far by the line ministries, and there are timeswhen thereverseistrue. This
iswhy it isdesirable for the government to have available a cash planning tool, that is,

atool allowing the MoF to know, sufficiently ahead of time, the position of the state
asfar as cash availability is concerned.

In case a cash deficit is contemplated, steps have to be taken to ensure the possibility of borrowing;
aternatively, interventions have to be made in the expenditure payment process so as to delay some
expenditures by preventing them to reach the payment stage (thusvoluntarily creating arrears)*. In the
case of a cash surplus, the Treasury must see to it that these finances do not stay idle and generate an
interest by putting them in appropriate financial instruments. Thus cash management is, for the state
just asfor private finance, a matter of striking a good balance between the costs of borrowing and the
(opportunity) cost of excess holdings.

SDEs face the same reality, which has prompted the following recommendation:

“Developing countries should aim to deliver their budget by adopting a monthly
cash plan, based on projected aggregate cash inflows and limits on cash outflows.”
POTTER and DIAMOND 1999, p.60

To implement their proposal’2, the authors suggest proceeding in three steps.

i. Beforethe budget year starts, to establish an annual cash plan for the year to come, setting out
projected cash inflows and outflows by month, asthey areimplied by the budget about to be voted
aswell asby all relevant information that accompaniesit, such as e.g. past patterns (often seasonal)
of monthly receipts and expenditures. On the basis of that plan, prepare and update every month:

ii. aroalling three month projection of cash inflows and outflows, as they are implied by the annual
cash plan and possibly modified in the light of actual revenues and expenditures that occurred
recently; and

iii. an operational cash management plan for the month ahead. This one “should, idedlly, include a
daily (or at least weekly) forecast of cash outflows and inflows, to be revised and updated every
week”.

12 Theinterest of which is by no meanslimited to devel oping countries. As more sophisticated systems have been devised
in developed countries, the authors warn that these may lack sufficient flexibility to be advocated for use in developing
countries.



Three further remarks are in order. First, in case of persistent deficits, setting limits to cash pay-

ments without changing the expenditure decisions is bound not to have much effect, because the | atter
are of course the source of the problem.

Second, it is of utmost importance that the cash situation and decisions taken on them be made

known systematically to the Central Bank, because of the possible effects of them on liquidity in the
economy.

Finally, the various and numerous forecasts necessary to make cash planning possible rest on the
various stages and forms of reporting that were described in Section 3.4 (c). Accurate and successful
cash planning isobvioudy for alarge part dependent on comprehensivenessand quality of thesereports.

In conclusion, let us observethat cash management policy isclosely related to debt policy. The cash
borrowings just mentioned are usually short term operations. Nevertheless, they are part of the public
debt. They should thusbeincluded inthe reasoning presented at the end of Module 2 on the requirements
to achieve stability of the debt/GDP ratio.



Wrap up for Module 3 from a managerial point of view

a.

1

(b)

Ideas to be kept in mind, for after the course

Executing the budget, on the revenue as well as on the expenditure side, isfirst of all a serviceto
the citizens. Citizen sovereignty should prevail in well functioning democracies, like consumer
sovereignty prevailsin well functioning markets.

Rules, procedures and laws that govern the budgetary process are designed to meet the primary
objective just recalled. This explains and justifies rigor and accuracy in the execution process.

In this spirit, standard procedures — especially the six stage expenditure process — are basic.
Exceptions should always remain exceptions, requiring full justification.

Periodic and appropriate reporting on how and when execution tasks are completed is an integral
part of the process.

Centralization of the cash components of all operationsis an inescapable precondition, not only for

good management of the public resources through cash planning (borrowing cashis costly, andidle
cash balances are costly too), but also for coherencein theimplementation of government’spolicies.

Main actions to be taken, when joining the public administration at the budget execution level.
Become familiar with the Single Treasury Account and the Chart of accounts.
Learn about all earmarked revenues.

L ocate your position in the six stage expenditure process and see why your reporting is essential to
those before and after you.

Enquire whether there are arrears in the system and how they relate to your function.
Find out what your role will be in the upcoming mid-year budget review
If involved in cash planning, study how cash plans are prepared

If involved in budget aspects of SOES, study their operations.



