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Performance Budgeting
in Poland: An OECD Review

by

Ian Hawkesworth, Lisa von Trapp and David Fjord Nielsen”

Poland currently has a traditional budget system that is primarily based on
organisational units and control of inputs. But Poland is in the process of introducing
a new budget system, the performance-based budgeting system, in order to improve
public finance management and strengthen allocative and operational efficiency,
multi-year budgeting, and transparency and accountability. Poland faces hard choices
on how to harness the advantages of performance management while minimising the
costs in terms of organisational capacity and funding. This article assesses the reform
process to date, examines cross-cutting institutional, technical, and strategic issues,
and provides a series of recommendations for each stage of the budget process: budget
preparation, approval and execution, and reporting, accounting and audit.

JEL classification: H500, H610, H830

Keywords: Poland, budget process, performance budgeting system, performance-based
budget, PBB, public finance management, allocative efficiency, operational efficiency,
multi-year budgeting, transparency, accountability

* Tan Hawkesworth (lead) is an administrator in the Budgeting and Public Expenditures Division of the Public
Governance and Territorial Development Directorate, OECD. Lisa von Trapp is a policy analyst in the same
division. David Fjord Nielsen is an independent consultant.
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Preface

The Department for Public Finance Reform in the Ministry of Finance of Poland
invited representatives of the OECD Budgeting and Public Expenditures Division of the
Public Governance and Territorial Development Directorate to review Poland’s evolving
performance budgeting system. The OECD delegation comprised Ian Hawkesworth (lead)
and Lisa von Trapp (both of the OECD Secretariat), and David Fjord Nielsen (consultant).

The delegation visited Warsaw from 13 to 17 September 2010 and held discussions
with relevant departments in the Ministry of Finance and with representatives of the
Chancellery of the Prime Minister, line ministries and agencies, parliamentary staff, and
the Supreme Audit Office (NIK). The delegation also drew on responses to a questionnaire
filled out by the Ministry of Finance. The OECD would like to thank the ministry staff for
their assistance in arranging the mission and their gracious hospitality throughout.

In addition to a more general description of the Polish performance budgeting system,
the review seeks to provide comparisons to other OECD countries and suggests areas for
potential improvement. The review takes as its structure the stages of the overall budget
process.

Executive summary

Poland currently has a traditional budget system that is primarily based on
organisational units and control of inputs. In addition, Poland is in the process of introducing
anew budget system: the performance-based budgeting system. This dual system will come
into force in 2013. It is unclear whether the two budgets will remain in parallel or whether
Poland will progressively abandon the traditional budget in favour of the performance-
based budget (PBB). The purpose of introducing performance-based budgeting is to seek to
improve public finance management and strengthen allocative and operational efficiency,
multi-year budgeting, and transparency and accountability. This is in line with the vast
majority of OECD countries where the use of performance information in public sector
operations is now a uniform trend. The scope and ambition of Poland’s reforms are striking,
and great ingenuity and effort have gone into their design and implementation so far.
With the 2009 Public Finance Act now in force, the scaffolding for the reforms is in place;
however, many of the details have yet to become concrete. Poland faces hard choices on
how to harness the advantages of performance management while minimising the costs in
terms of organisational capacity and funding. A certain amount of flexibility and potential
adjustments to areas of the reform in the coming years are to be expected. Keeping in mind
the many challenges in store, this report nevertheless supports the efforts of the Polish
government to use performance information and to move the reform process forward.

This report assesses the reform process to date, examines cross-cutting institutional,
technical, and strategic issues, and provides a series of recommendations along the budget
cycle.
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Institutional issues

In order to ensure line ministry support, the Ministry of Finance set up two groups of
senior line officials. Staff in the Chancellery of the Prime Minister have also played an active
role. As with reforms in many countries, it has been a challenge to keep the political level
focused on the reform’s implementation. Strong support and political will on the part of
the Chancellery of the Prime Minister, the Minister of Finance, and line ministers and their
deputies are necessary for the reform to move forward.

The Department for Public Finance Reform and the State Budget Department (which
prepares the traditional budget) are located under the same Deputy Minister. In order
for the PBB to be fully accepted and integrated into the budget preparation and budget
execution phases, a strong link must be established between the performance-based
budget and the traditional budget work. This implies increased co-operation between the
budget department and the PBB reform department.

Technical issues

The overall structure of the Polish performance system is well designed, but a number
of technical issues remain unresolved. The most pressing technical issue concerns IT
systems. There is no chart of accounts or accounting system that can provide financial
information based on the PBB structure. Such information is necessary to enable the Ministry
of Finance to monitor budget execution and the integrity of the accounts, particularly if the
performance-based budget becomes the only budget in the future.

Strategic issues regarding implementation

The Polish performance budgeting system is designed to fully and equally cover all
activities in the central government. The value of the PBB for the work of certain agencies
has already been proven. However, the reform could be geared more towards the internal
management of line ministries. The new initiative regarding contracts between the line
ministers and the Prime Minister that will be agreed each year would seem to support such
an approach.

Poland must decide whether to continue with a parallel system or switch to the PBB
system only. For a switch to happen, unambiguous political support at the highest level is
needed. It is likely that this will only be forthcoming if the PBB system quickly shows how
and why it adds value.

Summary of conclusions and recommendations

Budget preparation

The PBB structure for the 22 state functions and the nine national development plans
is helpful for the development of good performance objectives at lower levels of the state
administration. The process of top-down imposed objectives combined with bottom-up
input from budget holders provides a useful framework and supports subsequent refining
of objectives and indicators. A number of initiatives would increase the value of the PBB
system in the short to medium term:

OECD JOURNAL ON BUDGETING - VOLUME 2011/1 © OECD 2011 9



PERFORMANCE BUDGETING IN POLAND: AN OECD REVIEW

10

¢ Considerselectingthe areas mostsuited for performancebudgetingand developindicators
and targets further in these areas, while at the same time relaxing requirements in other
areas where the benefits are less apparent.

¢ Limit different organisations sharing the same programmes. In the longer term, align
the new performance-based budget structure and the organisational structure of
government.

e Focus on the operational efficiency of agencies. Support from the Ministry of Finance
in terms of standards for preparation and reporting should continue, with the aim of
ensuring that the PBB system adds concrete value to the work of budget holders at the
implementation level.

e Work to increase the use of output and outcome indicators, rather than activity indicators.
The type of indicators should be chosen according to the policy area and purpose of the
performance information. It is noted that the use of activity indicators is planned to be
gradually limited.

¢ Introduce multi-year agreements connected to the Multi-Year Financial Plan (MYFP) as a
way to align budgeting and target setting while preventing overload in the annual budget
process. In many areas, relevant outcome and output targets can only be reached within
the medium term.

¢ Introduce spending reviews within specific expenditure areas to support the performance
budgeting process. The reviews should be the basis for the multi-year agreements.
Sufficient capacity in the Ministry of Finance must be made available, and the relevant
regulation allowing reviews must be put in place. These actions are currently being
discussed in the Ministry of Finance.

e Connect the new performance agreement system (“contracts” between the Chancellery
of the Prime Minister and each spending ministry) to the MYFP, thus improving the
conditions for formulating outcome targets and for linking agreements to budgets.

Budget approval

The Polish parliament’s role in the budget process is clear and well developed.
According to outside observers, budget oversight by Poland’s parliament is generally strong.
There is adequate time to examine the draft budget, in line with OECD best practices for
budget transparency, and the parliament has a strong independent analytic capacity. The
Supreme Audit Office (NIK) is also an important partner in terms of analysing and providing
information on performance results. The performance-based budget adds new dimensions
to the budget process and can be expected to increase the workload of parliament given
that it is presented alongside the traditional budget. Recommendation:

e Enhance Ministry of Finance dialogue with parliament, particularly regarding how
performance information is best presented to parliament, what types of performance
information are most useful to parliament (e.g. which indicators are most relevant), and
examples of good practice since the introduction of the PBB.

Budget execution

The current Polish system for reallocation seems to be sufficiently flexible and should
be continued. The reserve system gives the government additional leeway during budget
execution. Carry-over rules, on the other hand, are rather strict compared to most OECD
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countries. The PBB introduces decentralised responsibility to budget holders for them
to monitor agencies and units, which should improve both allocative and operational
efficiency over time. In order to harness the potential of the performance-based budget in
the budget execution phase, the Ministry of Finance should:

e Support budget holders in their tasks of monitoring and controlling performance by
developing guidelines on appropriate controls that can be used by ministries and
agencies.

¢ Consider relaxing the rules for carry-overs in order to support multi-year agreements or
to act as an incentive for efficiency in agencies.

e For a certain period, collect and analyse data on in-year transfers in order to ensure that
transfers are used appropriately in the new structure. (Poland should strive to keep the
rules for in-year expenditure transfers as flexible as in the current system.)

Reporting, accounting and audit

Reporting and accounting remain some of the greatest challenges faced by the Ministry
of Finance. The ministry has invested heavily in an assessment of the development of an
IT system for reporting and accounting for the PBB system. The experience of many OECD
countries has shown that reforming IT systems for reporting and accounting can be a
very difficult and costly affair. Given the directions of Poland’s reform and the continued
existence of the traditional budget alongside the performance-based budget, the Ministry of
Finance should continue developing an integrated IT system for reporting and accounting.
Such a system should include automated bridges between the traditional budget and the
performance-based budget.

The scope of internal evaluation of the performance-based budget (including its
organisational, financial and methodological dimensions) still needs to be decided. A small
Performance Audit Unit has been set up in the Ministry of Finance, but its mandate remains
somewhat unclear. The new unit should be clearly tasked with developing guidelines for
performance audits. Training may also be necessary to increase the capacity of the auditors
to carry out performance audits.

The Supreme Audit Office (NIK) is supportive of efforts to introduce performance-based
budgeting and is committed to its success. It will remain a key partner for the Ministry of
Finance (and the parliament) in moving the reform forward and refining elements of the
PBB system, particularly in terms of indicators, through its continued assessments and
recommendations. The PBB initiative dovetails nicely with the direction the NIK is already
taking in terms of increasing performance audits.

1. Special cross-cutting issues

Sections 2-5 below discuss the PBB system according to the phases of the budget
process (preparation; approval; execution; and reporting, accounting and audit). However,
there are a number of more cross-cutting issues that touch on all phases of the budget
process; they are discussed in this first section.

1.1. Institutional issues

The introduction of performance-based budgeting in Poland is anchored within the
Department for Public Finance Reform, which is part of the so-called budget area of the
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Ministry of Finance led by a Deputy Minister.? The Deputy Minister is responsible for the
co-ordination of the Department for Public Finance Reform and the rest of the budget area
with regards to the reform. The department includes units working on the legal aspects
of the reform, analytical aspects, IT support, international co-operation, and EU projects.
Since 2008, it has been charged with introducing the performance-based budget throughout
the central government in preparation for its implementation alongside the traditional
budget in 2013. Located within the Department for Public Finance Reform is the National
Co-ordinator for Performance Budget (NCPB), a deputy director appointment with certain
duties regarding the performance budget reform. The NCPB is a statutory body created by
Article 95 of the 2009 Public Finance Act.

For performance-based budgeting to work, line ministry ownership is paramount.
In order to ensure line ministry support and technical insight, the Department for Public
Finance Reform has set up two groups which deal with performance implementation. One
is the Strategic Group, which consists of a dozen managers representing budget holders
(these are either secretaries/undersecretaries of state or director generals in the ministries).
The second group comprises departmental (ministerial) co-ordinators (usually directors of
budget departments in the ministries or heads of division responsible for implementation
of the performance-based budget). The role of the Strategic Group is to ensure the support
of top management for PBB implementation. The role of departmental co-ordinators is to
co-ordinate PBB implementation in the ministries.

As with all large reforms of the public sector, it is important to have sufficient political
and bureaucratic support at the top level for a reform to move from theory to reality. While
the enactment of the new 2009 Public Finance Act testifies to the existence of the political
will to introduce this reform, it has proven difficult to keep the political level focused on the
reform’s implementation. A key challenge for the success of this reform will be to maintain
the active support of the Minister of Finance and his deputy ministers, as well as their
counterparts in the line ministries. It is encouraging to note that the PBB complements the
new strategic national development plan anchored in the Chancellery of the Prime Minister
which defines strategic priorities. Strong support from the Chancellery is necessary for the
reform to move forward.

In order for the PBB to be fully accepted and integrated into the budget preparation
and budget execution phases, a strong link must be established between the performance-
based budget and the traditional budget work. While co-ordination is taking place today,
more is needed. This implies increased co-operation between the budget department and
the PBB reform department. One option might be to form a standing internal steering group
led by the Deputy Minister to ensure regular co-operation. The budget department in the
Ministry of Finance should become more active in design, promotion, and training efforts
regarding the PBB. The use of spending reviews could be an important tool in proving the
value of the performance-based budget to the broader work of the Ministry of Finance.

1.2. Technical issues

The overall structure of the Polish performance system is well designed, but a number
of technical issues remain unresolved. These include, for example, the development of a new
chart of accounts and a new IT system, and ongoing work to refine and improve indicators.
Another issue to be addressed is the lack of clear “bridges” between the traditional budget
and the PBB system. While these issues do require attention, they are to be expected in a
reform process of this size, and the Ministry of Finance is clearly working to address them.
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The most pressing technical issue concerns IT systems. First, there is no chart of
accounts or accounting system that can provide financial information based on the PBB
structure. Such information is necessary to enable the Ministry of Finance to monitor
budget execution and the integrity of the accounts, particularly if the performance-based
budget becomes the only budget in the future. Second, there is no central IT system that
can generate non-financial performance information on a whole-of-government basis. The
first issue is important, the second less so. There is every reason to expect that rectifying
the first issue will require substantial resources and funding. The Ministry of Finance is
aware of this problem and is actively working to solve it with funding from the European
Union. Experience from other countries points to the dangers of moving to tailor-made IT
systems for the entire central government. In many cases, it is preferable to use existing
off-the-shelf solutions.

1.3. Strategic issues regarding implementation

The Polish performance budgeting system is designed to fully and equally cover all
activities in the central government. While this is commendable, it is also a heavy task.
There is no reason to move backwards: the value of the performance-based budget for the
work of certain agencies has already been proven, and no doubt more public entities will
find it useful over time. However, the reform could be geared more towards the internal
management of line ministries, giving greater autonomy to the line ministers to set
standards and negotiate targets and indicators with their agencies. Such an approach could
be supported by the new initiative regarding contracts between the line ministers and the
Prime Minister that will be agreed each year. Clearly it would be important that the new
contract system builds on the work already done in the PBB system and does not invent a
parallel structure. Ensuring such coherence will entail a continuous dialogue regarding the
performance-based budget and the contract system which is only to be recommended. The
role of the Ministry of Finance as standard setter would remain, but the focus could shift
to defining particular areas where performance information more easily produces value
for the top level of the government. Health and education might be two such areas, both
of which already seem to be at the forefront of the Polish performance budgeting reform.

Finally, Poland must decide whether to continue with a parallel system or switch to
the PBB system only, and within what time frame. Once technical issues are resolved and
institutional support in the Ministry of Finance and line ministries is secured, the only
other requirement is clear political support at the highest level. There is an evident danger
that, if this support is not forthcoming, performance-based budgeting will wither away and
become a paper exercise which will not add value to the Polish public sector. It is therefore
paramount that the performance-based budget quickly shows how and why it adds value
and deserves to be brought forward.

2. Budget preparation

This section describes the budget preparation process as of the fourth quarter of 2010.
It describes both the traditional system of budget preparation and the operation of the new
performance-based budgeting system that is still being developed. The section addresses
current issues facing the reform work and gives examples of how other OECD countries
have tried to tackle these issues.
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It should be noted that the application of the PBB has been gradual. In 2007, the PBB
pilot covered only two parts of the budget (namely 28-Science and 38-Higher education).
In 2008, the PBB covered 44% of the state budget expenditures, and in 2009 it covered all
expenditures incurred from the state budget. Following the adoption of the new Public
Finance Act in 2009, the PBB in the 2010 draft budget covered all expenditures of the state
budget as well as expenditures/costs of 14 entities of the public finance sector operating on
an extrabudgetary basis. The presentation of the PBB in the Justification to the Budget for the
2011 draft budget comprised all entities of the public finance sector (excluding the territory
self-government sector and the National Health Fund).

2.1. Phases of budget preparation

At present, the traditional budgeting process governs budget preparation. The
performance-based budgeting reform has introduced a new structure and other elements
that add transparency and introduce new dimensions to the budget process. The
performance-based budget does not have a legally binding status at this point. The PBB
system has introduced policy objectives and indicators and a Multi-Year Financial Plan
(MYFP) which exists in parallel to the traditional budget structure. The MYFP does have a
somewhat formal role, discussed below. The aim is for both the traditional and performance
systems to have formal status as of 2013 with the intention of eventually only using the
performance-based budget (Perczynski and Postula, 2010, p. 32). However, whether Poland
can gain real benefits from these ambitious new systems and tools depends on their design,
on political will, and on the administrative ability to implement and make them work in
practice.

The preparation of the draft budget begins in January-February in the Ministry of
Finance. The budget draft’s parameters are based on the ministry’s financial strategy,
consisting of projections of aggregate revenue, expenditure and deficit. The finance
minister submits the fiscal strategy and overall targets to the Council of Ministers which
discusses and approves them. The Public Finance Act (Article 138, Section 1) states that
the convergence programme? as well as the newly imposed MYFP must be considered
during the preparation process. In addition, Article 105, Section 1, of the Public Finance
Act specifies that the MYFP shall constitute the basis for preparing the budget bill for the
subsequent budget year. In principle, the level of deficit in the budget proposal should not
exceed the deficit planned in the MYFP, though there can be “justified” exceptions. Finally,
specific debt rules apply if public debt is above 50% of GDP, seeking to limit the government’s
possibilities for increasing debt through running deficits. If debt should surpass 55 or 60%
of GDP, the government must submit (respectively) a corrective or recovery programme
to parliament aimed at reducing this ratio. The Public Finance Act provides certain other
measures restricting public spending.

Around April, a circular regarding ministries’ budget submissions is sent to line
ministries. The Council of Ministers discusses funding priorities based on the government’s
current goals and strategies. Individual discussions may take place between the Prime
Minister and line ministers at about the same time, and top-down envelopes are set by the
Council of Ministers on the basis of a suggestion by the Minister of Finance. Envelopes are
set at the level of the 84 budget parts (the highest level in the current budget classification),
not at ministry level. Cuts are decided before budget envelopes are sent to the budget
holders.
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After the ministries have received their envelopes, administrators of budget parts
(ministry departments, agencies and other organisations) must prepare and submit draft
financial plans to the Ministry of Finance within three weeks. Timelines and formats for
the preparation of these plans are stated in a circular from the Ministry of Finance. The
plans are the proposed detailed budgets which must stay within the aggregated ceiling
established by the Council of Ministers.

Subsequently, the Ministry of Finance has both a technical and a traditional budget
discipline role. The ministry checks that the ceilings have been respected and conducts
a number of bilateral discussions regarding requests from line ministries for additional
funding. Such requests are common and substantial. Finally, in September, the Council of
Ministers finalises the draft budget bill and submits it to parliament.

In the Ministry of Finance, several departments are involved in the budget process,
totalling over 300 staff. Depending on their scope of activity, they are organised in divisions
mirroring the public sector (health, education, higher education and science, labour and
social policy, foreign affairs, interior affairs, and defence) as well as in divisions working
on macroeconomics, tax collection, budget formulation or budget execution issues, and
performance budgeting.

Traditionally, performance information is not used in the budget decision-making
process. During this introductory phase of the PBB, the use of performance information
remains limited and is not a deciding factor in budget allocation decisions. In some areas,
though (such as education), performance information already plays a role in the budgeting
process. The performance-based budget classification structure is presented to parliament
as part of the Justification to the Budget.

The process of budget preparation in Poland is similar to many other OECD countries.
The Ministry of Finance holds a central co-ordination role, and performance information is
only used in the process in special situations or in specific areas.

2.2. The budget structure

The new performance-based budget structure works in parallel to the traditional
budget structure. The latter defines the legally binding main part of the budget act, while
the former is part of the Justification to the Budget in a non-legally binding annex. It should
be noted that multi-annual programmes are prepared in a performance-based format and
are part of a legally binding annex to the budget act. In 2013, the two budget structures
will be included in the budget act, and both will be legally binding as mentioned above. No
decision has yet been made as to any changes after 2013.

The PBB structure is the basis for the development of performance information. The
preparation of the annual budget in the performance-based budget structure takes place in
parallel to the preparation of the traditional budget. The regulation for the draft financial
plans has added an extra form for drawing up performance-based financial plans for the
relevant budget year and the two subsequent years. In this form, budget holders translate
their appropriations from the traditional budget into the expenditures that will be incurred
in the PBB structure. The traditional budget structure is based on parts, sections, chapters
and paragraphs (see Table 1).

As the top classification level, the parts specify mainly high-level organisational units —
e.g. ministries and other bodies like chancelleries, commissions, inspections, or agencies.5
An administrator of a budget part is the official responsible for one or more parts. A budget
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part cannot be shared by more than one administrator. Sections denote the type of activity
and area such as industry, agriculture or transport; chapters denote sub-activities or areas;
paragraphs are mainly an economic classification, specifying the type of revenue, income
or expenditure. Envelopes settled in the budget preparation with the Ministry of Finance are
fixed to parts and categories of expenditures in the paragraphs (wages, capital expenditure)
while the budget holders themselves allocate to sections, chapters and paragraphs within
the previously set limits on wages and investments.

Similarly, the PBB structure also presents four levels, but in a clear hierarchical
structure. Twenty-two state functions have been defined as the main classification level,
representing the main areas of state activities. Each function breaks down into a number of
tasks, sub-tasks and actions.

Tasks are set to achieve broad policy objectives. An example is “Crime reduction and
activities for the improvement of social feeling of safety” which covers all the actions used
to achieve this objective. The tasks should fit the structure of the national development
plan, but this principle has not yet been applied.

Table 1. Budget classification® in Poland, 2010

Performance-based budget

Traditional budget structure Example Example
structure
Parts (84) Ministries, institutions, EU funds, local ~ Functions (22) Main policy areas such as Function 3:
government grants, debt servicing Education, upbringing and care, or
Function 6: State economic policy
Sections (33) Activities/areas such as industry, Tasks (145) Main programmes such as 4.4: Public
agriculture or transport debt management, or 6.1: Increase of
competitiveness of the economy
Chapters (576) Sub-areas regarding sections suchas ~ Sub-tasks (698) Sub-programmes such as 6.1.3:
industry, agriculture or transport Creating conditions for increasing the
innovativeness of enterprises
Paragraphs (229) Economic classifications such as wages Actions (<4 000) Sub-activities such as 6.1.3.1: Creating
or investment conditions for functioning of enterprises

1. The horizontal rows of the table should not be read as though the levels of the traditional budget structure and the
performance-based budget structure correspond.

Since the introduction of the new classification, the Ministry of Finance has worked
extensively on the development of clear and easily understandable labels for the functions
and tasks. For example, Function 10 changed from “Science” to “Supporting the development
of Polish science”, and the tasks have been regrouped and given new labels.

The framework for the new classification was outlined by the Ministry of Finance with
input from budget holders, and the number and the division between tasks and sub-tasks
have been adjusted several times. The catalogue of tasks developed for the budget year
2010 will now provide the basis for the PBB structure.

An example of how the PBB is used is found in the Agency for Reconstruction and
Modernisation of Agriculture. It prepared its first PBB for the year 2010, and has prior
experience with a performance management framework due to its administration of
various EU funds (co-financing and farm subsidies, etc.). The entity’s tasks are executed
under two functions: Function 21: Rural and fishery policy, and Function 22: Strategic
planning and administrative activities.

Function 22 covers expenditures that cannot be directly related to the execution of
specific tasks. In essence, Function 22 concerns administrative overhead such as wages
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paid to employees involved in co-ordination of budget holders’ activities, strategic planning,
administrative activities (accounting units, HR units, etc.) and technical maintenance.® No
cost distribution of this overhead cost is in place at the moment. An argument for a cost
distribution of the indirect administrative cost (overhead) is to have a full and accurate
picture of all costs connected to a task. For very specific purposes, such as full cost recovery
from users, this is important. However, for many other purposes, this is less vital. Good
cost distribution depends on the accuracy of the cost allocation system, such as a good
IT system to manage the allocations (based on distribution keys, information about the
cost centres, etc.). Before such a system is in place, it would be in line with good financial
management to make a rough assessment of how the costs should be distributed and who
are the main users of the administrative services.

The selection and establishment of the relevant functions, tasks and sub-tasks was
done in co-operation with the Ministry of Finance and was based on the traditional budget
and organisational structure of the entity. The new budget was presented to the Minister
of Agriculture and Rural Development for approval at task and sub-task level, as were the
accompanying indicators (approximately 18 targets in all). An example of an indicator was
“per cent absorption rate for EU development funds”. The set-up and operation of the entity
are aligned with most OECD country practice.

In the following sections, the two budget structures are evaluated according to their
relevance to the existing organisational structure and usefulness for internal management,
expenditure control and IT system support. A main issue is that there is no direct translation
key (bridge) from the traditional structure to the new performance structure. The functions
and tasks denoting the new expenditure areas cross-cut the old parts and sections. As
regular accounts have not yet been established to cover the new structure, there are worries
about the one-to-one translation between the old and new expenditures as well as about
the correct allocation of funding and expenditure control in the new system.

2.2.1. Issues regarding the budget and organisational structure

The traditional budget structure is based on organisational units, while the new PBB
structure is based on functions (broad policy areas) and objectives. The assumption for the
PBB is that both a function and a task can be executed by multiple budget holders (whereas
in the traditional budget, parts could not be shared). One function (e.g. foreign policy)
can have contributions from several budget holders under the jurisdiction of different
ministers, as is the case for the Polish Agency for Enterprise Development. A minister
can be responsible for the function, but must depend on other ministries to fulfil certain
objectives. Similarly, multiple agencies can contribute via defined sub-tasks to one task,
although this is uncommon.

On one hand, the organisational cross-cutting allows the budget to be presented
according to a hierarchy of activities (e.g. sub-tasks or actions) with a cascading relationship
to superior objectives (stated in functions or tasks) irrespective of organisational structure.
This arrangement may support transparency, strategic planning and the planned systematic
use of performance information in the budget process by presenting the different levels of
tasks and their internal hierarchical relationship in a clear way.

On the other hand, a budget structure with cross-cutting organisational responsibility
may cause unclear accountability between organisations and inflexibility within them.
Shared resources and responsibility for tasks and functions could increase the risks

OECD JOURNAL ON BUDGETING - VOLUME 2011/1 © OECD 2011 17



PERFORMANCE BUDGETING IN POLAND: AN OECD REVIEW

of organisational rivalry, strategic behaviour and suboptimal resource focus in both the
budget preparation and budget execution stages. If a budget holder acting within a function
wishes to reallocate funds, it may not be possible in some cases — probably limited —because
reallocation would cross ministerial jurisdictions, thus requiring negotiations and high-
level co-ordination. Likewise public finance sector entities which (via their tasks) contribute
to different functions might have difficulty reallocating internally between different areas
of the entity, because it would influence the objectives of another ministry. It is therefore
advisable to keep the sharing as limited as possible or to make adjustments so that
ministerial responsibility is closely aligned with the functions.

Box 1. Contents of the Justification to the Budget for 2011
(in compliance with Article 142 of the 2009 Public Finance Act of Poland)

Volume 1: Descriptive part
Chapter I - Evaluation of the macroeconomic situation of Poland and directions of fiscal policy
1. Evaluation of the macroeconomic situation of Poland
2. Directions of fiscal policy
Chapter II - The projected out-turn of the 2010 budget year
Chapter III - Basic data of the 2011 state budget
Chapter IV — Revenues of the state budget
1. Conditions of execution of revenues of the state budget in 2010
2. Revenues of the state budget in 2010
3. Tax and non-tax revenues
4. Tax revenues
5. Non-tax revenues
6. Non-reimbursable funds coming from the European Union and other foreign sources
Chapter V - Expenditures of the state budget
Chapter VI - Multi-annual programmes
Chapter VII - State special-purpose funds and executive agencies
1. State special-purpose funds
2. Executive agencies
Chapter VIII - Settlements with the European Union
Chapter IX - The European funds budget
1. Revenues of the European funds budget
2. Expenditures of the European funds budget
Chapter X - The financing of the state budget deficit
1. Domestic financing
2. Foreign financing
Chapter XI - Receivables of the State Treasury
Chapter XII - Public finance sector
1. Revenues, expenditures and balance of the public finance sector
2. Public debt
Chapter XIII - Directions of privatisation of the State Treasury assets
1. Legal basis
2. Considerations of privatisation processes
3. Planned privatisation activities
4. Expected incomes for 2011 from privatisation and revenues from dividends
5.The promotion of privatisation
Chapter XIV - Description of the articles of the 2011 budget act
Volume 2: Descriptive part — Expenditures of the state in performance-based form
Chapter I - Performance budget as an instrument of management of strategic spheres of state
Chapter II - 2011 state budget in performance-based form
Chapter III - 2011-13 financial plans of entities of the public finance sector in performance-based form
Chapter IV — The European funds budget
Summary
Volume 3: Tabular presentation — Expenditures of the state in performance-based form
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Box 2. The Swedish experience with performance management

In Sweden, the government has worked with performance objectives since the 1980s.
Reforms were enacted in 1997 and more reforms are currently under way. The Swedish
performance system is based on 27 expenditure areas determined by the parliament. The
expenditure areas are divided into 47 policy areas. Most of the policy areas are subdivided
into activity areas. There are goals for the policy areas and activity areas which are
formulated within the budget process. The purpose is to give a transparent picture of the
objectives and the actual impact of the activities in the different policy areas.” The goals are
proposed by the responsible minister and approved by parliament and have proved stable
over time.

The Swedish appropriation system is based on rather small ministries and large,
independent and powerful agencies. The main governing mechanism for the government is
the annual “Letter of Instruction” based on the passed budget. In this letter, the responsible
line minister specifies the objectives and the reporting requirements. The letter is drafted
with input from the Ministry of Finance and on the basis of a preceding dialogue with the
agency.

The performance information is normally not used as a basis for negotiations on future
funding. This is true for both the relationship between the line ministries and the Ministry
of Finance’s budget department, and for the relationship between the line ministries and
their subordinate agencies. The reasons are that the goals are diffuse and inexact, and that
performance as reported by the agencies only reflects certain measurable dimensions of
an agency’s activities. Nor is it possible - or desirable - to base agency performance on data
compiled by that agency.

Experience from Sweden points at the following:

e Performance targets, indicators and appropriations are directed at agencies, not
programmes. The link between tasks and organisations is thus vital if performance
information is to be used.

e [t is advisable to keep the system of targets, objectives and evaluations as simple as
possible. This limits the risk of information overload for the line ministry, the Ministry
of Finance and parliament, and strengthens the focus on the value added of the
performance information.

e A performance system needs continual pruning, as there are always arguments for
making it more detailed, but too much detail will detract from its usefulness.

e Itis difficult but important to keep the information relevant for the political level.

e While performance information should be used selectively in the budget process,

government performance needs a multi-year perspective.
* Kiichen, T. and P. Nordman (2008), “Performance Budgeting in Sweden”, OECD Journal on Budgeting, 8(1):49-59.

In a number of ways and in overall approach, the Polish performance-based budget
structure resembles the French system more than the Swedish, especially with regards to
the overall notion of covering the entire central government equally. Basically, the Polish
tasks are equivalent to the French missions. All country systems, however, seek to develop a
transparent budget structure that shows what the government’s main goals and targets are
and help build an accountability framework. There are obviously substantial institutional
differences between the three countries - e.g. the independence of the Swedish agencies
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Box 3. France’s experience with performance management
(LOLF: Loi organique relative aux lois de finances)

In August 2001, the French parliament adopted France’s new organic budget law
introducing the performance-based budget. The reform was planned to be phased in over a
number of years, and the 2006 budget was the first to be fully prepared, adopted and enforced
under the new PBB framework. A testing phase occurred in 2005. The government prepared
objectives and indicators which were reviewed by various institutions (parliament, Court of
Audit, Inspectorate General) leading to some modifications in the programme organisation.
The French PBB reforms sought to give greater budgetary authority to parliament, to
modernise public financial management, and to increase transparency. Prior to the reform,
parliament debated only those expenditures that had not appeared in the budget before
(around 6%). Under the present PBB system, parliament debates the entire budget, votes
to approve “missions”, and may reallocate appropriations between programmes within a
mission.

The French PBB structure is broken down into three classifications:

e Missions (currently 34): missions correspond to major government policies. A mission
may fall under one or several ministries. This is similar to the current Polish structure.

e Programmes (currently 133): individual programmes fall under a single ministry. They
are tied to strategic plans with explicit performance goals and indicators. On average,
there are around five goals per programme and two indicators per goal, although there
has been some adjustment downwards of goals and indicators over the years. There are
three main types of indicators related to i) socio-economic effectiveness, ii) quality of
services provided, and iij) management efficiency.

e Actions (currently 580): specify how funds are to be spent.

Each programme’s strategy and objectives are defined by the relevant minister with the
help of the programme manager. The strategy, indicators and objectives are presented
to parliament in the annual performance plan appended to budget bills. The French
parliament conducted an evaluation of the new performance management system in
2009." Among the key findings and recommendations:

¢ Indicators need to be more reliable and result from better information systems, involving
less manually collected data.

e Comparison between indicators should be enhanced through the development of more
standardised indicators for comparable programmes.

e A better ownership of indicators and objectives should be sought.
e Often the performance-based approach is disconnected from operational management.

e There should be a stronger relationship between performance measurement and the
budgetary process. The relationship should not be automatic, but performance should
be part of the process.

e The involvement of parliament is necessary to maintain the momentum gained with
performance-based budgeting.

e Managers have complained about complex procedures and burgeoning bureaucracy,
in particular a significant lengthening of administrative channels and an increase in
payment delays.

National Assembly (2009), “Rapport d’information déposé en application de I'article 145 du Reglement par

la Commission des Finances, de I'’Economie générale et du Plan relatif a la performance dans le budget de
I'Etat”, Paris, www.assemblee-nationale.fr/13/rap-info/i1780.asp.
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which is unique compared to most OECD countries. Sweden is also special as to the
importance given to the Letter of Instruction from the government to the agency. The
Swedish system is based on a continuous dialogue regarding goals and results, and the
dialogue is both qualitative and quantitative in nature. Both the French and Swedish cases
point to the fact that, while performance information is important for any government, the
performance management system needs to be re-evaluated continuously to ensure that it
continues to add value.

While the Polish system is not yet operational, it could perhaps be beneficial to look at
ways of developing a dialogue process between the Prime Minister, the Minister of Finance,
the line minister and his/her executive public finance sector entities as a supplement to
the broad-based indicator system. Some elements are already visible in the newly proposed
system where each minister picks certain key areas on which he/she wishes to focus in the
coming year and then makes a report to the Prime Minister a year later. Obviously such
key areas must fit with the national development plans, the medium-term strategy and
the priorities of the Prime Minister and Council of Ministers. This procedure could provide
the basis for setting up a dialogue between the Prime Minister/Minister of Finance on the
one hand and the relevant line minister and his/her executive agencies on the other. The
outcome of this dialogue would be a letter, or “contract”, where the coming year’s objectives
are set.

2.3. Internal management

A key issue is for budget systems to support the efficiency and internal management
of government organisations. Based on the experience of a number of different Polish pilot
agencies and ministries, the evidence is mixed. In one public finance sector entity that
was interviewed, the management had difficulties in seeing the connection between the
new PBB structure and the entity’s internal organisation and activities. In addition, the PBB
was very general and more unclear than the traditional budget. Preparation, reporting, and
information handling using the PBB was perceived as an extra bureaucratic burden rather
than a support for management. The entity emphasised that a choice of systems had to be
made so that the double work of two budget systems could come to an end.

In other ministries and agencies, such as in the field of education and defence, the
management saw a clear link between the performance-based budget structure and the
actual tasks and operations inside their organisations. Hence the work with the new
structure had brought gains in terms of improved understanding and presentation of the
work performed by the organisations, compared to the traditional budget structure. The
Ministry of Education highlighted that the PBB introduced new useful information as well
as a new way of thinking with regard to policy preparation and execution on the part of the
senior management in the ministry.

The budget department of the Ministry of Finance has indicated that the performance-
based budget currently adds value to the budget process in the form of transparency about
activities, targets and purposes of various agencies. The performance-based budget has
helped the budget department conduct better examinations of public spending than before.
In addition, it was also highlighted that the traditional system is currently particularly
useful for maintaining budget discipline.

The expectation of reformers is that the Polish performance system will have to be in
place for a number of years before it will provide meaningful information for the budget
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process and before it can be used to improve allocative efficiency. This expectation is
aligned with experiences from other countries which have encountered difficulties, even
after years of work. In the meantime, the success of the Polish system will mainly rest on
whether it will provide benefits to internal management. Agencies need to use the system
and the indicators if they are to be worthwhile in the long term. In addition, indicators from
other suppliers need to be used, such as those in statistical agencies and from research
institutes, inspectorates and universities. The current methodological support provided
by the Ministry of Finance to line ministries should be continued, as well as dialogue on
how to calibrate the system so that budget holders have the best opportunities to harvest
operational efficiency dividends.

2.4. Expenditure control and IT system support

The budget department is confident that it can maintain fairly strict discipline with
the traditional structure. The department responsible for line ministries’ spending is
concerned that if the PBB were to become the only binding document, fiscal discipline and
financial oversight would suffer. A concern with a transition to a new structure is that
the Ministry of Finance will lose control and oversight in the process. The change from
the traditional to the performance-based budget is perceived as radical in the sense that
there is no direct link from the traditional appropriations of parts and sections to the new
functions and tasks. The lack of a direct link is further complicated by the organisational
cross-cuttings of the new system. There is a risk of double funding and lack of experience
and clarity concerning new appropriations.

Apart from the vital problem of not having a clear one-to-one bridge from the
traditional structure to the PBB structure, an element in understanding this scepticism is
that the new performance-based budget structure does not include a level of economic
classification - the paragraphs in the current traditional structure (see Table 1 above). The
exclusion of this level reflects a trend in OECD countries where a number of countries have
moved towards fewer input controls and more lump-sum budgeting under the heading “let
managers manage”. There are certainly arguments for maintaining some input controls
for selected items, but the argument is less strong for preserving other input specifications
of the economic classification. It might be a good idea to introduce ministry-wide ring
fencing of salaries, capital and transfers, so that no funds can be transferred between these
categories. Salaries should be capped by the Ministry of Finance, in that there will be strong
pressure to increase salaries in the public sector, but little countervailing market pressure.
There are two main arguments for ring fencing capital expenditures: the technique is often
used as a counter-cyclical tool, and thus needs to be visible; and there has been a tendency
to under-invest in maintenance, because current expenditure is more pressing, leading to
larger spending eventually. Transfers should be capped, in that the line ministry is in effect
only a handler of payment where the expenditure level is exogenously given.

Directly linked to the question of budget discipline is the issue of IT system support.
The lack of a functioning IT system in PBB format is a threat to spending control and budget
discipline,as automatedin-year spendinginformation willnotbe available to finance andline
ministries. The new performance-based budget structure is not underpinned by the current
chart of accounts or the budget IT system, and the structure of a new chart of accounts and
bookkeeping system has yet to be elaborated. This problem also impedes a clear transition
from the old system to the new one. At present, budget holders have to develop their own
solutions in order to translate the traditional budget structure into the performance-based
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structure when preparing their financial plans and reports. The implication is that, in
the preparation of the budget, numbers from the traditional budget structure need to be
manually translated into the PBB structure through bridges and estimates developed by the
individual budget holders. Some budget holders (e.g. the Ministry of National Education)
have developed their own system enabling parallel bookkeeping, but these are exceptions.
The accounting system is decentralised, and administrative units hold their own (different)
accounting system software. Many of these systems cannot integrate a new chart of
accounts or even adjust the current chart in a sufficient way. Clearly, without a reform of
the accounting system, a transfer to the PBB is not possible. The issue of accounting system
reform is thus a central concern.

In conclusion, the PBB structure classifies expenditures according to functions and
tasks (programmes) in a hierarchical order. This new structure enables formulation of
objectives and indicators which can be logically attached to each expenditure level. The
purpose is to apply performance information to the budget process.

Since the PBB structure is classified according to functions and tasks, it cross-cuts
the organisational structure which can cause co-ordination problems and suboptimal
behaviour. Experience shows that the organisational units are still the basic hubs of funding,
operation and accountability.

In time, performance-based budgeting should result in a marked improvement
of internal management and increased efficiency and effectiveness. In the short term,
however, the reform has caused extra burdens on ministries and agencies. It is important
that the reform continues to focus on how the PBB can be of use to the management of
agencies and line ministries to ensure their support and buy-in.

Finally, the PBB structure is not yet supported by a chart of accounts or an accounting
system. This is a major challenge which should be solved if the new structure is to be used.
Actual spending controls are not possible in the new system, so spending will have to rely
on the traditional chart of accounts. In addition, there is no central budget structure “bridge”
between the traditional budget and the PBB, so translations are performed manually by
budget holders. This could cause concern about budget discipline.

2.5. The Multi-Year Financial Plan, spending reviews and performance information

The Multi-Year Financial Plan (MYFP) is a new concept in the Polish budget process
that was adopted by the Council of Ministers in 2010 (for the period 2010-13). The plan has
a rolling four-year horizon and covers general fiscal policy, economic projections, revenue
and expenditure estimates, budget balance and debt. The plan is updated yearly in light of
budget changes and is approved by the Council of Ministers. The plan does not set binding
top-down expenditure limits, but the Public Finance Act states that the deficit targets of
the plan should be respected except in “justified cases”, in which an explanation must be
given to parliament detailing the reasons for the exception. The plan is to be the basis for
the preparation of the budget and is meant to support the Polish Convergence Plan that
aims at reducing the deficit to 3% of GDP by the end of 2012 with a view to euro adoption in
2014 or 2015. This target seems realistic given the strong economic performance Poland has
exhibited after the global financial crisis and in contrast to many of its neighbours.

The MYFP is a central element in the development of the PBB reform in Poland. The
planis prepared according to the new PBB structure covering the functions of the state along
with the PBB objectives and related measures. The plan provides an additional platform
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for presenting and reporting on performance information. Ministers must annually submit
information about the implementation of the MYFP to the finance minister, including
information about the extent of achievement of their objectives. This information is then
submitted to the Council of Ministers and published. A number of countries have introduced
medium-term expenditure frameworks and performance budgeting as part of the same
type of reform package - for example, Austria, France and Korea (OECD, 2008).

As the MYFP was only introduced in 2010, there is limited evidence as to how it will
actually influence budgeting. For now, expectations in the line ministries seem to be that
the allocation among functions in the MYFP will only be indicative. The Swedish experience
shows the importance of institutionalising a medium-term expenditure framework so that
all actors are aware that the government is committed to it (see Box 4).

Box 4. Medium-term expenditure framework and expenditure ceiling in
Sweden

In Sweden, the parliament sets an expenditure ceiling for the next three years at the
same time as it decides the limit for total central government expenditure for the coming
budget year. The ceiling applies to all expenditure in the central government budget as well
as the old-age pension system; only interest on national debt is excluded. Importantly, the
ceiling includes transfers and other mandatory expenditures. The expenditure ceiling is
given in nominal terms and works on a rolling basis as proposed by the government.

The total expenditure ceiling contains a “budgeting margin” for unforeseen expenditures,
and parliament has full discretion to revise the ceiling. These are elements of flexibility,
but also elements which can undermine the function of the medium-term expenditure
framework. Thus, the ceiling not only builds on realistic and reliable projections but also
on the fact that parliament and the government are interested in actually restricting their
own discretion over the annual budget process according to medium-term fiscal targets.
In other words, the government and parliament have to be committed to medium-term
objectives, which has been the case in Sweden where the medium-term fiscal targets and
the expenditure ceiling have become highly institutionalised.

Constructing the MYFP in the PBB structure with PBB objectives and indicators shows
the intention of utilising performance information in multi-year budgeting. Poland has
some experience in this regard through the co-financing programmes with the EU.

It takes time for policy to fundamentally have outcome effects — e.g. to reduce crime,
improve the qualifications of students, reduce the number of road deaths, and increase
the environmental health of lakes and rivers. A multi-year perspective is thus necessary,
and may also be supported better by the MYFP than by attaching targets to the annual
budget. A multi-year strategy for a particular area requires performance data as well as
cost information and organisational data. It could therefore be helpful to introduce reviews
of spending areas or programmes using performance information. These reviews could
be used to settle multi-year envelopes with clear performance targets to be reported and
re-evaluated in, say, four years along the lines of the Australian “strategic reviews” as
discussed in Box 5.

However, the current regulation in Poland does not provide the Ministry of Finance with
a mandate to engage in spending reviews. New initiatives and programmes are scrutinised,
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but the Ministry of Finance does not perform spending reviews on existing programmes or
sectors. This situation is quite unusual compared to most OECD countries. The introduction
of a spending review system would require improved analytic capacity in the Ministry of
Finance as well as adjustments to the Public Finance Act. Moreover, budget holders must
accept and co-operate if spending reviews are to be successful. With this in mind, it is
suggested to introduce a system of spending reviews on a very limited scale, where areas or
programmes are strategically selected a few at a time. The reviews should support the use
of performance information in multi-year budgeting.

Box 5. Strategic reviews in Australia

Australia has been grappling with the optimal manner in which to systematically review
existing programmes. The most common method during the last decade was the use of
so-called “lapsing reviews” whereby programmes would sunset if not renewed by a decision
of the government. While this method ensured that a review was done, such reviews
became a mechanical and ineffective exercise which rarely resulted in any significant
changes to the programmes, despite an abundance of reviews - there were 149 lapsing
reviews between the 2004/05 and 2006/07 budgets.

A new system of strategic reviews was launched in 2007 as the lapsing reviews were being
abolished. The strategic reviews aim to take a holistic look at major clusters of programmes.
The objectives are programme appropriateness, efficiency and effectiveness, and making
sure that the programmes are aligned with government priorities. The focus is not to
achieve savings. The reviews are commissioned by the Strategic Budget Committee and/or
the Expenditure Review Committee (both Cabinet committees) based on recommendations
of the three central agencies (the Department of Finance, the Department of the Treasury,
and the Department of the Prime Minister and Cabinet). Areas to be reviewed are decided
on the basis of criteria such as government priority, growth rate of the programmes, and
the time elapsed since they were last reviewed. It is envisaged that up to seven large and
seven smaller reviews take place each year. The reviews generally originate in January or
February and take 3-6 months to complete - i.e. so that their results will be known prior
to the following year’s budget formulation. The review teams are based in the Department
of Finance, and the reviews are undertaken independently of the agencies responsible for
the programmes; outside expertise is often used. The reviews can be led by academics,
business leaders, former senior public servants, or current senior public servants seconded
for the purpose. Agencies being reviewed and related bodies are encouraged to second staff
to work on the reviews. A special unit in the Department of Finance has been set up to
co-ordinate and contribute to the reviews. Importantly, the desk officers in the Department
of Finance who handle daily contact with the agencies are not directly involved, reducing
the likelihood that agencies perceive the reviews as savings exercises.

Source: Blondal et al (2008), “Budgeting in Australia”, OECD Journal on Budgeting, 8(2):133-196.

Given that the spending reviews would entail the setting of performance targets for
a sector for a certain period, the reviews could fit with the new initiative already planned
which introduces ministerial targets that are to be reported to the Prime Minister yearly.
These targets could be linked to the Multi-Year Financial Plan. A source of inspiration, albeit
on another scale, could be the British public service agreements (PSAs) based on spending
reviews and binding medium-term envelopes for line ministries (see Box 6).
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The MYFP would benefit from being more closely tied to the annual budget process,
especially if expenditure levels in the out-years for the functions are meant to be binding.
At the same time, expenditure levels expressed in the MYFP should not turn into “floors” in
the form of minimum envelope rights for spending ministries.

Utilisation of the MYFP - in terms of preparing performance information and executing
spending reviews to establish multi-year envelopes and targets — will require investments
in Ministry of Finance capacity, carrying out of spending reviews in co-operation with
budget holders, and a process for negotiating and agreeing on multi-year envelopes. The
Ministry of Finance should focus on targeted areas where in-depth analyses will result in
savings and increased outcomes/results.

Box 6. Spending reviews and public service agreements
in the United Kingdom

Starting in 1998 in the United Kingdom, the comprehensive spending reviews involved
in-depth reviews of departmental aims, objectives and spending plans for each department
for a three-year period. The comprehensive spending reviews of the first decade focused
on combining multi-year spending plans with policy outcome targets for the period.
This gave birth to public service agreements (PSAs) which set measurable targets for the
government’s objectives for public expenditure programmes. Each department had its
own PSA (quasi-contract) negotiated with the Treasury to present the outcome delivered
according to the funding level for a three-year period. Thus, the Treasury had a main role
both in the development of the PSA performance framework and the departments’ actual
PSAs, and in the spending review process directed at each department.

The PSAs were introduced as ex post measurement of output/outcomes in relation to
expenditures, but also as an ex ante tool to motivate departments to direct operations
to deliver the right results. However, it was also recognised that the PSA performance
measures and target setting could not be applied to all government expenditure.

Later comprehensive spending reviews took a deeper approach, turning from allocating
incremental increases in expenditure to performing a set of zero-based reviews of involved
departments’ baseline expenditure. Departmental expenditures were analysed against the
background of the government’s long-term objectives in order to assess the departments’
effectiveness in delivering and fitting expenditures to current priorities.

The 2010 spending review focused on establishing an encompassing framework for
reducing the budget deficit involving budget reallocation, value for money and targeted
savings. PSAs are also evolving from a top-down performance management system to
“departmental business plans” which will provide information on performance and
spending, including each department’s:

e vision and priorities to 2014-15;

e structural reform plan, including actions and deadlines for implementing reforms over
the next two years; and

e contribution to transparency, including the key indicators against which it will publish
data to show the cost and impact of public services and departmental activities. This
section will be published for consultation to ensure that the government agrees the most
relevant and robust indicators in time for the beginning of the spending review period
in April 2011.
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2.6. Objectives, indicators and targets and their role in budget preparation

Along with the introduction of the PBB, the Department for Public Finance Reform of
the Ministry of Finance has developed a framework for how budget holders should work
with objectives and indicators. Starting with the 22 functions (the highest level in the PBB
structure), the ministry has led the process of selecting and defining the functions and
setting overarching strategic objectives.

In addition to the development of the 22 functions (involving the Ministry of Regional
Development, the Ministry of Finance and the Chancellery of the Prime Minister), the
Chancellery of the Prime Minister is leading a reform of strategic planning. The aim is to
amalgamate the many existing governmental strategies developed by various institutions
into nine strategies covering the public sector. It will be possible to translate the expenses
incurred in the 22 functions into these nine strategies. The strategies cover: innovation and
effectiveness of the economy; transportation; human capital; social capital; environment
and energy; an efficient state; regional development; national security; and rural areas,
fishery and agriculture. The MYFP has been prepared in compliance with these nine
strategies just as each task in the performance-based budget structure has been matched
with a strategic field. Essentially this is a controlled top-down process of setting the overall
strategies and objectives of the state, which the lower level objectives should reflect.

The role of the Ministry of Finance in the formulation of objectives at the lower levels
of the budget structure has been more limited. The ministry has not been involved in the
content, but has described the methodological approach. The objectives have been defined
as:

e Strategic: set at the highest level and constituting tasks for the highest level of
organisational management;

e Tactical: set at a middle level and related to sub-tasks for managers of the middle
organisational level;

e Operational: set at the lowest level and usually formulated at the level of actions for
managers at the lowest organisational level.

Hence, the objectives as well as related indicators and targets are strictly ordered
according to the new PBB structure. For each task, budget holders must choose one
objective/indicator, and for each sub-task a maximum of two are allowed. The result might
be more than 1 000 objectives, which is not uncommon (as seen in the targets in Table 2) but
still on the high side. The Ministry of Finance envisages a gradual reduction of this number.

Table 2. Number of performance targets in selected OECD countries

Country Number of targets
United States 3700
Slovak Republic 1641
Korea 1033
France, Japan and New Zealand 500-600
Sweden 48

Source: OECD Budget Practices and Procedures Database, www.oecd.org/gov/budget/database.
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2.6.1. Formulation of objectives, indicators and targets

The performance reform has introduced a substantial amount of performance
information in the budget documents (the annual budget, the MYFP, and the reports on
execution).

The Ministry of Finance collects performance plans covering the budget year and the
two subsequent years from all budget holders (of budget parts). The information collected
is presented in both the annual performance-based budget and in the MYFP. Performance
information in the MYFP is only presented on the level of functions of the state (with targets
and measures for each target), whereas the budget bill presents performance information
for tasks and sub-tasks within the functions. The performance plans entail objectives,
indicators and targets defined by the budget holders. Targets are annual: expected values
(results) are stated for the coming budget year and two subsequent years. The Ministry of
Finance has a co-ordinating and advisory role and does not impose the use of a certain
indicator or target upon budget holders.

Instead, the ministry has established a database of indicators to support and increase
the quality of indicator formulation. The indicators in the database were prepared for the
Ministry of Finance by external experts in consultation with the budget holders. The use
of the indicators in the database is not mandatory, although it would seem that many
agencies do use them.

The Ministry of Finance does not have a powerful role in setting targets, which is in line
with practice in many OECD countries. Instead the focus is on letting the line ministries
and agencies choose what they wish to be held accountable for. However, there is an issue
regarding the capacity of line ministries and agencies for handling this task, and the
evidence gathered suggests that this is still a concern.

2.6.2. Quality of objectives, indicators and targets

The indicators and targets currently in place vary considerably across areas. One
example is the Polish Agency for Enterprise Development (PAED). The entity has tasks
within four different functions; the related tasks, sub-tasks and actions, and their indicators
and targets, are shown in Table 3. Most of the indicators measure activity (e.g. “number of
implemented projects” or “number of promotional activities carried out”) but do not focus
on the output, outcomes or quality of the activities. As the principals (e.g. the minister) are
seldom interested in the specific internal activity of agencies, these types of indicators are
not very useful, but should instead focus on outputs and later outcomes.

The Ministry of Interior and Administration is another example with both activity
targets and outcome targets (e.g. “number of traffic accidents with fatal outcome” for the
sub-task “Securing the operations of traffic service”; see Table 4). Here the indicator for
“Securing the citizens’ safety” shows the possibilities for setting outcome targets (number
of crimes registered) within areas where measurement is already more common. This is
supplemented by an additional indicator measuring public perception of safety. In general,
this type of information on the effects of the ministry’s operations is more relevant for
decision makers whereas it may be less relevant for the budget process. Moreover, the
outcome indicators are based on the assumption that there is a causal relationship between
the entity’s activities and these outcomes, which may not always be the case. These issues
are not solvable as such, and all countries need to negotiate them.
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Outcome and output indicators are better suited than activity indicators to inform the
budget. But for a purely mechanical relationship between results and funding in terms of,
for example, “taximeter” budgeting (see the example from Denmark in section 2.6.3), the
indicators will have to be developed.

The head of the PAED explained that finding and selecting relevant objectives and
indicators had been a difficult task. “Due to the nature of activities carried out by the PAED,
indicators relating to the whole PAED operational plan were assigned to individual tasks
in the performance budget.” In other words, aggregate — but not necessarily relevant —
indicators have been chosen in order to cover all parts of the entity’s operations and to
translate the agency’s operational plan into the performance system.

In contrast, the Ministry of National Education perceived the process of developing
indicators and targets as a contribution to internal management, giving clear targets to
work towards as well as the possibility to present what the ministry intends to achieve
for taxpayers’ money. Both the process and the results of working with performance
information have varied across agencies.

Table 3. Examples of objectives, indicators and target values for the Polish Agency
for Enterprise Development (PAED)

Tasks/sub-tasks Objectives Indicators Base value Value in 2011 Value in 2012 Value in 2013
6.1.2. Increase the Increasing the share of Number of implemented 1640 3395 3556 2490
competitiveness of the enterprises conducting projects supporting innovation
economy innovative activity
6.1.3. Create conditions for ~ Providing stable and Number of enterprises, 247 680 229 449 253 857 246 917
increasing the innovativeness development-friendly conditions etc., which benefitted
of enterprises for the functioning from advisory, training,

of enterprises information and financial

services offered by business
environment institutions
supporting the development of
entrepreneurship

6.1.3.1 Create conditions for Adjusting the structure of Number of persons who 56 090 198 285 78 780 37 322
the functioning of enterprises personnel to the needs of a received training, a diploma, etc.

modern economy
15.4. Support the adaptability International promotion of Number of implemented 474 1467 1911 1509
of enterprises an appropriate image of the projects

Republic of Poland
15.4.1. Develop the Strengthening the positive Number of promotional 6 12 11 8
international image of the image of Poland abroad activities carried out
Republic of Poland
15.4.1.1. Promote the Creating favourable conditions  Number of assessed documents 24 20 20 20
country for conducting business activity related to the development of

abroad by Polish traders economic policy
15.4.1.2 Co-develop Increasing the number of Number of enterprises granted 2092 2501 2 800 146
economic policy and a foreign co-operative links of support

common trade policy of the  Polish enterprises
European Union which take
account of Poland’s interests

17.1. Intensify the exchange Improving the competitiveness  Number of implemented 69 122 88 151
of products, services and of the regions, as well as the projects
capital socio-economic and spatial

cohesion
17.1.3. Support regional Speeding up the socio- Number of implemented 1 36 27 30
development of the state economic development of (concluded) projects

eastern Poland’s voivodeships
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Table 4. Function 2-Internal security and public order

Function Responsible body Part Goal indiator Plred|cted budget expenses
Name Base value Value in 2011 in 2011 (PLN thousands)
2.1: Protection of citizens and ~ Ministry of Interior and 42 Securing citizens’ safety  Indicator of the dynamics of the crimes in general terms 100% Dynamics < 100% in 5443 071
maintaining of public order Administration (including the traffic regulation offences); as number of comparison to 2008
crimes registered in the current year to the number of
crimes registered in 2008 x 100
Agency for Internal Security 57 Securing citizens’ safety ~ Current monitoring: logical value YES/NO YES YES 491916
Voivodeship governors 85 Securing citizens’ safety 12
2.1.1: Securing the state’s Ministry of Interior and 42 Improving internal security Number of participants in basic training 8702 5000 31975
internal security Administration
Agency for Internal Security 57 Improving internal security Current monitoring: logical value YES/NO YES YES 491 916
Voivodeship governors 85 12
2.1.2: Securing the safety of Ministry of Interior and 42 Improving safety Logical value YES/NO YES YES 177 468
the most important persons,  Administration connected with protection
facilities and equipment in the of persons and facilities
country vital for the country
2.1.3: Securing the operations  Ministry of Interior and 42 Limiting the number of Indicator of the dynamics of the crimes especially in the 100% Dynamics < 100% in 4502 957
of the prevention service Administration crimes categories of theft, theft with burglary, fights or physical comparison to 2008
assault; as number of crimes registered in the current
year to the number of crimes registered in 2008
2.1.4: Securing the operations  Ministry of Interior and 42 Improving traffic safety Number of traffic accidents with fatal outcome 4862 Dynamics < 100% in 675 620
of the traffic service Administration comparison to 2008
2.15
TOTAL 14 085 755

Source: Extract from the 2011 draft budget bill of Poland, performance-based budgeting framework.
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Clearly, Poland is still in an early stage of using performance information. With time,
budget holders will gain experience, targets will be formulated more precisely and better
indicators will be developed. However, even if some improvements can be expected through
the continuous effort of ministries and agencies, experience from other OECD countries that
are further along demonstrates the difficulties in developing good targets and indicators.
Moreover, some areas of the public sector do not lend themselves to this exercise.

2.6.3. Performance targets and use of performance information in Denmark

In Denmark, line ministries and agencies have worked with performance targets for
two decades. The performance information system is designed as “contracts” between
the core ministry and its underlying agencies. The performance contract management
system in Denmark contains three core elements: setting targets, developing contracts,
and annual reporting. Its implementation was intended to serve several functions. First, it
was expected that an increased focus on outputs would make it easier for political decision
makers to prioritise among competing government objectives. Second, focusing on outputs
would improve the quality and efficiency of government services. Finally, this results-based
management was expected to improve operational efficiency by reducing information
imbalances between ministries and agencies.

The performance contract system is very rarely used for budgeting purposes, but is
rather a tool to promote dialogue and control flows between the core ministries and their
agencies.

The system was last reviewed in 2009/10 when the Ministry of Finance adjusted its
guidelines for the performance management framework. The review showed that:

¢ Agencies in some areas have developed very good targets and indicators to measure and
present their operations; however, in many policy areas, agencies were still struggling
with the formulation of strategic, relevant targets and related indicators.

¢ In a few policy areas, quantitative targets and indicators have been assessed as useless
for both management and control purposes and have been replaced or supplemented
by a dialogue of qualitative objectives between the principal and the agency. The idea of
“one size fits all” does not apply.

e Outcome targets and their measurement are particularly difficult to formulate, and
agencies cannot always remain fully responsible for an outcome target due to multiple
causal relationships. Central support is necessary and has been increased.

¢ In some cases, the requirement to have annual targets and annual evaluations following
the budget year hampers the ability to formulate multi-year targets which would be
more relevant and useful for steering and internal management.

¢ The performance management process is separated from the aggregate budget process,
and performance information is seldom used internally in the line ministries for
budgeting. However, targets in the performance contracts often reflect agreements made
during the preparation of the budget.

e The vast majority of ministries and agencies benefit from the performance management
system which has increased information for decision makers. The system has also
served to promote dialogue and clarify agencies’ objectives in the planning process while
providing benchmarks for evaluation. As such, there are only a few examples of agencies
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where the performance process is merely a symbolic exercise isolated from real strategic,
operational and budgetary planning.

Besides the contract-based performance management system, Denmark has a formula
for performance budgeting (the “taximeter” model) in a number of policy sectors. These
include the Ministry of Education (vocational schools, upper secondary education), the
Ministry of Science, Technology and Innovation (universities), the Ministry of Interior and
Health (hospitals) and the Ministry of Employment (the Public Pension Agency). There are
different methods in each sector (e.g. average vs. marginal budgeting), but in all cases the
funding is based on annual statements of activity levels (actual number of units performed)
and previously agreed unit prices along with quality requirements.

One example is the appropriation model from the Ministry of Education. Within
the taximeter system, grants to schools are linked with a school’s direct results, which
are measured in terms of the annual number of full-time students or student full-time
equivalents. The rate system that is applied at medium-level higher education institutions
is structured around three basic rates: a teaching taximeter, a building and maintenance
taximeter, and a collective expenses taximeter.

The majority of the educational programmes are distributed and placed in rate groups
with common rates, which makes it possible to compare the different programmes’ financial
situations. The placement in these groupings should be justified by actual differences in
the demands placed on the programmes and in the teaching and organisational formats.

In light of the Danish case, the uniform structure of the Polish performance system
could potentially be relaxed as the system matures. Some government areas are more
suitable for performance budgeting than others, and a larger differentiation may be
beneficial for the Polish system.

The main focus of the Polish reform - as it is stated by the Ministry of Finance - is
directed at collecting and presenting aggregate indicators and targets to be available for
future central budget decision making. However, the experience from Denmark points
to increased operational efficiency in agencies as a possible benefit of performance
management. Reformersin Poland —both at this stage where performance information s less
integrated in the budget process, but also after 2013 — may wish to focus more attention on
this area. Currently, budget holders must elaborate a plan to attain the performance targets.
This exercise forces budget holders to integrate day-to-day operational management and
planning with the performance system. One way to support the reform’s improvement of
internal management in the agencies and other budget entities could be an increased focus
on follow-up and evaluation. The reporting on performance results is currently a part of
this follow-up, but there is not necessarily a counterpart (e.g. the line ministry, Chancellery
of the Prime Minister, Ministry of Finance) giving feedback on the information reported.
Introducing a systematic use of performance dialogues would add value to the system. This
is discussed further in Section 4 on budget execution.
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2.7. Conclusions regarding budget preparation

The PBB structure for the 22 state functions and the nine national development plans
is helpful for the development of good performance objectives at lower levels of the state
administration. The process of top-down imposed objectives combined with bottom-up
input from budget holders provides a useful framework and supports subsequent refining
of objectives and indicators. A number of initiatives would increase the value of the PBB in
the short to medium term:

¢ Considerselectingthe areas mostsuited for performancebudgetingand developindicators
and targets further in these areas, while at the same time relaxing requirements in other
areas where the benefits are less apparent.

¢ Limit different organisations sharing the same programmes. In the longer term, align
the new performance-based budget structure and the organisational structure of
government.

e Focus on the operational efficiency of agencies. Support from the Ministry of Finance
in terms of standards for preparation and reporting should continue, with the aim
of ensuring that the PBB adds concrete value to the work of budget holders at the
implementation level.

¢ Increase the use of output and outcome indicators, rather than activity indicators. The
type of indicators should be chosen according to the policy area and purpose of the
performance information. It is noted that the use of activity indicators is planned to be
gradually limited.

¢ Introduce multi-year agreements connected to the Multi-Year Financial Plan (MYFP) as a
way to align budgeting and target setting while preventing overload in the annual budget
process. In many areas, relevant outcome and output targets can only be reached within
the medium term.

¢ Introduce spending reviews within specific expenditure areas to support the performance
budgeting process. The reviews should be the basis for the multi-year agreements.
Sufficient capacity in the Ministry of Finance must be made available, and the relevant
regulation allowing reviews must be put in place. These actions are currently being
discussed in the Ministry of Finance.

e Connect the new performance agreement system (between the Chancellery of the
Prime Minister and each spending ministry) to the MYFP, thus improving conditions for
formulating outcome targets and for linking agreements to budgets.
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3. Budget approval

Box 7. The Polish parliament

The Polish parliament is bicameral. The Sejm (lower house) is composed of 460 deputies
elected for a four-year term by proportional representation. There are thresholds for
the allocation of parliamentary seats: 5% of the total votes cast for a party list and 8%
for a coalition list, although national minorities’ lists are exempt from the threshold
requirements. Individual parties normally do not manage to gain power alone and therefore
work with other parties to form coalition governments. With some exceptions, members
of the government are typically chosen from a majority coalition in the lower house of
parliament. The Senate (upper house) has 100 members who are directly elected, also for a
four-year term. As Senate elections are not proportional, the party that receives the most
votes is more likely to control a majority of seats. Both houses are involved in the budget
process but the Sejm has primacy and can overrule the Senate.

Committees play a vital role in the activities of the parliament, particularly in regards
to its oversight function. The composition of committees is determined by the Sejm and
reflects the political composition of that house. The Standing Orders of the Sejm define
committee activities and oblige all ministers and other state officials to supply information
at the request of a committee presidium and to participate in committee meetings on
matters falling within the scope of their activity. Committees may also invite outside
experts to give evidence.

3.1. Parliament and the performance-based budget

Since 2008, the parliament has received a performance-based version of the budget
as part of the justification to the traditional budget. As such, the PBB has been more of an
informational or supporting document. This situation will change in 2013 when the PBB
becomes a legally binding part of the budget law, but the overall parliamentary process for
approving the budget will remain the same. Given that the traditional budget will remain in
place (currently for an unspecified amount of time), it remains to be seen whether the new
status of the PBB will lead to greater interest, debate and ownership by parliament. Despite
intensive debate around the new Public Finance Act, parliamentarians generally have yet
to take a strong interest in the PBB. Naturally, there has been more interest at the level of
the Public Finances Committee and its subcommittees, including extensive discussions on
the implementation of the PBB. This situation corroborates the opinions of the Ministry
of Finance and the Supreme Audit Office (NIK) that, while the PBB so far has not been
particularly popular within parliament, there is support for the idea of performance-based
budgeting more generally. There may be several reasons. For example, MPs have a better
understanding of the traditional budget structure (and input controls) and may lack the
requisite knowledge and capacity to fully understand the PBB, particularly in terms of how
to use the PBB process to obtain resources for their constituencies. Having to examine both
the traditional and performance-based budgets also increases the already heavy workloads
of MPs, and some may choose to only focus on the traditional budget to maximise their
time.
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Performance budgeting initiatives are often justified as improving accountability to the
legislature and, as was the case in France, may even be instituted in response to legislative
demands. In practice, however, many parliaments that have experience with performance-
based budgeting have ignored, been reluctant to use, or had difficulties using performance
information. In some cases, reforms have engendered a certain amount of resistance to the
PBB within parliaments. This problem highlights the importance of engaging the legislature
early in the process, and of thinking strategically about what information is most useful to
the legislature in its budgetary deliberations and decisions. Legislators need an incentive to
use performance information, and a large quantity of performance information may make
it difficult for decision makers to quickly identify the most relevant information.

In the United Kingdom, parliament’s experience with public service agreements
(PSAs) sheds light on the potential difficulties of getting parliament to respond to high-
level performance reporting. Previous governments committed to reporting performance
information to parliament on a twice-yearly basis. As part of a modernisation process
within the House of Commons, it was decided that departmental select committees
should examine the departments’ public service agreements, the associated targets and
the statistical measures employed, and report if appropriate. Nevertheless, a study of
parliamentary select committees concluded that “PSAs are not scrutinised broadly (only
around one-fifth get any coverage) and of those that do get mentioned they are mostly
tangential or a relatively small part of reports” (Johnson and Talbot, 2008, p. 123). Evidence
from relevant cross-cutting select committees (the Public Accounts Committee, the
Treasury Select Committee and the Public Administration Select Committee) was also
mixed, although the latter two were more proactive in producing critical reports and
recommendations (most of which were rejected by the government). The study went on to
suggest that parliamentarians tended towards more traditional scrutiny approaches, and
that “both formal and informal institutional restraints are very powerful breaks on change,
although some incremental change does appear to be happening” (Johnson and Talbot,
2008, p. 128).

Sweden provides an interesting approach to improving the performance dialogue
between the government and parliament. An informal working group of approximately ten
civil servants from the Ministry of Finance and parliament’s Committee on Finance was
set up in 2000 and met over a period of several years. At times, when they were discussing
specific budget areas relevant to them, representatives from various line ministries and
parliamentary sectoral committees also participated in the group’s discussions, thus
ensuring that the group’s advice and conclusions were available to a broader audience. The
frequency of meetings throughout each year varied, with a greater number of meetings
occurring after the formal decision on the budget was taken in parliament and before
the preparatory work for the next budget bill started in the government. Members of the
working group wrote memos and used existing examples of government performance
information and committee responses as a basis for the group’s discussions. While not
binding, conclusions from these discussions were often included by the relevant ministries
in subsequent budget bills as proposals or guidelines. The group served as a catalyst,
spreading good ideas to governmental and parliamentary actors by identifying the types
of performance information most useful to parliament in its deliberations on the budget,
as well as how and when such information should be presented. In doing so, the group
highlighted examples of best practice and brought them to the attention of the Ministry of
Finance and line ministries where appropriate.
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In Poland, the Department for Public Finance Reform in the Ministry of Finance is taking
steps in the right direction. The department has increased outreach to MPs - for example,
writing on performance budgeting in a special issue of the parliamentary newsletter which
was distributed to all MPs in July 2010 - and is planning a training seminar.

Box 8. Parliament and the new Public Finance Act of Poland

The governmental proposal for the new Public Finance Act was presented in the Sejm in
August 2008. The act was sent for more in-depth scrutiny to the Public Finances Committee
which referred it to its Permanent Subcommittee for Budget Control. The subcommittee
alone held 25 meetings on the new Public Finance Act between November 2008 and June
2009. On 23 June 2009, the subcommittee submitted a report on the Public Finance Act to
the Public Finances Committee. Implementation of the PBB framework was not questioned
in the report, indicating general acceptance of the reform. Moreover, two opinions
prepared by the parliamentary Bureau of Research (BAS) supported the idea of the PBB in
the act, stating that “it will not only increase the transparency of governmental activities
(at national and local level) but it will also be an important evaluation tool, especially in
multi-year programmes”. During the subsequent plenary debate on the Public Finance
Act on 14 July 2009, MPs from all political parties outlined their viewpoints on the PBB.
The chair of the Public Finances Committee spoke in favour of PBB, noting that it would
allow Poland to use modern methods of public financial management as well as potentially
making the budget bill clearer and more transparent. There was general support for the
PBB, although several parliamentarians raised questions on the comprehensiveness of the
PBB and the development of tasks and indicators. The act was adopted by the Sejm by
287 in favour, 33 against, and 114 abstaining on 27 August 2009 after the Senate submitted
its amendments.

3.2. Legal framework

The Constitution of the Republic of Poland, the new 2009 Public Finance Act, and the
StandingOrders of parliamentregulate the fundamental aspects of the parliamentary budget
process. Article 222 of the Constitution requires the Council of Ministers to submit to the
Sejm a draft budget for the next year no later than three months before the commencement
of the fiscal year. Typically the draft is submitted by 30 September, although in exceptional
instances it may be submitted later.” This timing is in accordance with OECD best practices
for budget transparency.® Currently the performance-based budget is submitted as part of
the justification to the traditional budget, although this will change in 2013 when the PBB
becomes legally binding.

Parliament is not consulted in the preparation of the national budget and does not
hold a pre-budget debate.? The government has the monopoly of legislative initiative with
regard to the budget, public debt and state guarantee bills, but the legislature nonetheless
plays a crucial role in scrutinising, amending (within deficit limits proposed by the Council
of Ministers) and approving the budget, as well as overseeing its implementation. Outside
of the main budget process, tax and spending legislation'? and private members’ bills with
financial implications may be submitted by parliament and are not uncommon.*?
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Box 9. Key oversight tools of the Polish parliament
¢ Hearing in plenary sitting
e Committee hearing
e Commission of inquiry

e Oral and written questions (oral questions are answered directly during the sitting and
written questions must be answered within 21 days of receipt)

¢ Interpellations (answered within 21 days of receipt)

e Supreme Audit Office (appointed by the Sejm with the consent of the Senate, obliged to
report to parliament)

e Ombudsman (appointed by the Sejm with the consent of the Senate, obliged to report to
parliament)

3.3. Parliamentary approval process

Following the introduction of the executive’s budget proposal, MPs are given roughly
seven days to acquaint themselves with the budget (Rules of Procedure, Article 37,
paragraph 4) followed by a one-day plenary debate on overall budget policy (or first
reading). The draft budget is then referred to the committees. The main committee charged
with budget scrutiny in the Sejm is the Public Finances Committee, typically chaired by a
member of the ruling party for the duration of the term’? with deputy chairs drawn from
the largest political parties represented in the Sejm including those in the opposition. The
Public Finances Committee has around 50 members and is supported by five staff. The
corresponding committee in the Senate is the Budget and Public Finance Committee which
is comprised of around eight members and supported by two staff.13

Table 5. Parliamentary budget approval timetable

End September Presentation of the budget.

Early October First reading and referral to the Public Finances Committee and other relevant standing committees.

End October Standing committees send their opinions to the Public Finances Committee.

Mid November The Public Finances Committee issues a first report; second reading.

Second half of December  Third reading and approval of the budget; budget sent to the Senate for review.

Third week of January The Sejm reviews and accepts or rejects the Senate’s amendments and sends the budget bill to the President.

The Public Finances Committee examines the bill and produces a first report, taking
into account the views, proposals, and suggested amendments of the other standing
committees. It is now common practice for ministries to send materials which contain
performance elements to these standing committees. This step is followed by a second
reading where MPs may propose amendments to the bill before again referring it to the
Public Finances Committee which produces a second report.’* The third reading and
approval of the whole budget bill typically take place in the third week of December.

After approving a bill in the third reading in the House, it is transferred to the Senate.
The Senate cannot reject the budget approved by the Sejm (Article 233 of the Constitution),
but it can adopt it as is or propose amendments. The Senate must state its position within
20 days following receipt of the budget. In a similar process to that of the Sejm, the Marshal
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(Speaker) of the Senate refers the budget statute to the Senate standing committees. These
committees, having considered the appropriate parts of the budget, transmit their opinions
to the Budget and Public Finance Committee which prepares the draft for the Senate
resolution. The Senate resolution is then sent back to the Sejm for consideration. The Sejm
has prerogatives over the Senate and can choose to either overrule the Senate’s proposed
modifications (by an absolute majority vote) or include the Senate amendments in the
budget. The Marshal (Speaker) of the Sejm then sends the bill to the President for signature.

Box 10. Biuro Analiz Sejmowych (BAS), the Bureau of Research
in the Chancellery
of the Sejm

In order to effectively carry out their budgetary oversight role, parliamentarians
everywhere require access to timely, up-to-date, accurate and well-researched information.
This includes information from the government (which tends to have a much higher
capacity than parliament in terms of both financial and human resources) as well as
information from independent sources such as parliamentary budget offices. The Polish
parliament has a well-developed research service including a special division for budgetary
research established in 1991. Poland thus follows a growing trend within OECD countries:
in less than a decade, the number of specialised budget research organisations serving
legislatures has almost doubled.

At present, the BAS is composed of 88 staff within 10 units, including the Department
of Social and Economic Research (with around 20 staff in total) within which there is a
Group for Financial and State Budget Research (with seven staff, two of whom are tax
experts). This group deals with matters of public finance, among which: the state budget
(including the PBB) and the budgetary law; taxes and the tax law; banking law; foreign
exchange law; financial management of special-purpose funds; discipline of public finance;
and administration of public finance.

The BAS and the group provide a broad range of services to the Sejm (committees,
parliamentary club members, and individual MPs), such as:

¢ Analysing materials submitted by the government (the draft budget and report on the
implementation of the budget), by the Supreme Audit Office, by the National Bank of
Poland and by the Central Statistical Office.

e Preparing written opinions on the textual part of a budget bill, on individual parts of the
budget, and on the macroeconomic and monetary policy targets.

e Participating in all sittings of the committees and subcommittees during the period of
the adoption of the budget.

e Formulating deputies’ proposals for amendments to the budget and analysing the
financial consequences of the proposed amendments.

¢ Responding to other requests made by committees and deputies concerning the budget,
finances, monetary policy, the taxation system and the banking system. It should be
noted that the BAS completes more than 300 written requests in this area each year.

¢ Organising seminars on various issues in public finance.

If necessary, the BAS can commission outside experts. Experts may be called upon to: present
written opinions on a number of subjects, prepare motions to be voted on during the committee
and plenary sittings of the Sejm, and assist in the organisation of seminars on various issues in
public finance, including - at the beginning of each term of the Sejm - special training for newly
elected deputies on the budget and on the procedures for its adoption.
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The President signs the budget (or interim budget) submitted by the Marshal of the
Sejm within seven days of receipt, and orders its promulgation in the Journal of Laws. While
the President has the power to veto other legislation, he/she does not have the power to
veto the budget. According to Article 219, paragraph 4 of the Constitution, if a state budget
(or interim budget) has not come into force on the day of the start of the fiscal year, the
Council of Ministers shall manage state finances pursuant to the draft budget. In addition,
if after four months from the day of submission of a draft budget to the Sejm, it has not
been adopted or presented to the President for signature, the President may, after 14 days,
order the shortening of the parliament’s term of office although he/she is not obliged to do
so. However, timely approval is the norm.

3.4. The impact of parliament

The Polish parliament enjoys wide amendment powers which it uses in practice.
Regarding the budget, the parliament can propose unlimited amendments provided it does
not change the total deficit/surplus proposed by the executive (the number of amendments
from year to year can vary widely, although it is typical to have several hundred amendments
proposed during the parliamentary budget process). Unlike many Westminster system
parliaments, amendments and the vote on the budget are not seen as a vote of confidence
in the government. Table 6 shows the numbers of amendments proposed by both houses
and finally adopted in 2008 (the 2009 budget bill) and 2009 (the 2010 budget bill); both
bills included performance information in the Justification to the Budget documents.1®> The
data in Table 7 show that the effects of the amendments submitted and approved by the
parliament on the overall budget revenues and spending are minimal. However, change to
the various parts of the budget may be more substantial.1® It is unclear how the amendment
procedure will work in the future when both the traditional budget and the performance-
based budget are legally binding. However, as long as the traditional budget continues, it is
likely that amendments to it will be translated to the PBB, again increasing the workload
of parliament.

Table 6. Parliamentary amendments to the budget bill in 2008 and 2009

2009 budget bill 2010 budget bill

Sejm (lower house)

Amendments submitted 411 194

Amendments adopted 37 51
Senate (upper house)

Amendments submitted 251 16

Amendments adopted by the Senate 27 16
Senate’s amendments adopted by the Sejm 23 16
Total Sejm and Senate combined

Amendments submitted 662 210

Amendments adopted 60 67

Sources: The Bureau of Research of the Sejm (BAS) and the Senate committees, Poland.
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Table 7. Impact of parliamentary amendments (PLN thousands)

The budget bill for The budget bill for
Specification Draft of the budget 2009 passed by the Percent  Draft of the budget bill 2010 passed by the Per cent
bill for 2009 Sejm and published change for 2010 Sejm and published change
in the Journal of Laws in the Journal of Laws
Revenue 303 544 670 303 034 805 0.2 248 983 601 249 006 601 0.0
Expenditure 321744 670 321221112 0.2 301197 817 301220 817 0.0
Including inter alia:
Part 01: Chancellery of the President 188 999 159 779 15.5 162 485 158 485 2.5
Part 02: Chancellery of the Sejm 420085 382 762 8.9 404 960 395 323 2.4
Part 03: Chancellery of the Senate 162 481 154 915 47 163 088 161 970 0.7
Part 09: National Broadcasting Council 19379 14 682 24.2 19742 15742 20.3
Part 33: Development of rural areas 10116 810 10316 810 2.0 4 628 065 4 479 065 3.2
Part 46: Health 4 694 696 4 694 696 0.0 3452 421 3482702 0.9
Part 83: Special-purpose reserves 34 084 558 34 473 346 11 18 308 768 18 347 076 0.2

Source: The Bureau of Research of the Sejm (BAS), Poland.

3.5. Conclusions regarding budget approval

The Polish parliament’s role in the budget process is clear and well developed. According
to outside observers, budget oversight by Poland’s legislature is generally strong. There is
adequate time to examine the draft budget, in line with OECD best practices for budget
transparency. The parliament has a strong independent analytic capacity in the BAS and
its Group for Financial and State Budget Research more particularly. The Supreme Audit
Office (NIK) is also an important partner in terms of analysing and providing information
on performance results. The PBB adds new dimensions to the budget process and can be
expected to increase the workload of parliament given that it is presented alongside the
traditional budget.

As Poland makes the transition to a legally binding PBB, the Ministry of Finance should
enhance its dialogue with parliament, particularly regarding how performance information
is best presented to parliament, what types of performance information are most useful to
parliament (e.g. which indicators are most relevant), and examples of good practice since
the introduction of PBB in 2008. The ministry’s Department for Public Finance Reform is
taking steps in the right direction, with several recent initiatives to reach out to MPs, but the
department should ensure that these efforts are more systematic and not merely ad hoc.

4. Budget execution

The ongoing reform process introducing performance budgeting elements in the
Polish budget system has so far not influenced rules or practices in the execution of the
annual budget apart from a few new elements being added to the in-year duties of the
Ministry of Finance and budget holders. During the year, the finance minister exercises
control over, among other things, “the effectiveness and efficiency of implementing the
performance-based budget”. The new performance-based budget is still not legally binding,
but it is included in the Justification to the Budget and shows appropriations for tasks,
objectives, indicators and targets that budget holders must take into account as part of
budget execution. Until now, Ministry of Finance control of the implementation of the PBB
referred to in the Public Finance Act is more related to a continuous dialogue about how
to formulate the budget structure, objectives, and indicators than to systematic in-year
monitoring of the content and results of these objectives, indicators, and targets.
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For the traditional budget, execution reports are produced monthly, and the Ministry of
Finance monitors the current accounts of large agencies.

A new element is that budget holders are obliged to “exercise surveillance and control
over the effectiveness and efficiency of implementing performance-based plans on the basis
of measures of execution of the objectives.” The intra-ministerial surveillance and control
is still in an early phase. IT systems for systematic collection of indicator values, and clear
process plans for how control should be exercised, are not yet in place. Nevertheless, the
responsibility of budget holders to monitor and control their agents could become a central
point in the future functioning of the performance-based budget system.

Systemising this element may establish a dialogue on objectives, operations and
results. The dialogue can be useful for the units that execute the budget and plan operations
(to achieve a clearer definition of expectations and goals for budget execution), as well as
for budget holders (to achieve improved information and to be able to exercise not only
financial but also performance control). As the monitoring, control and potential dialogue
occur within a policy area, the professional and technical knowledge of that area is already
in place, thus taking some of the pressure off of the Ministry of Finance as a controller.

From a budget allocation perspective, the decentralised monitoring and oversight may
not necessarily improve general allocative efficiency among policy areas. However, as this
section shows, budget holders of budget parts have relatively broad freedom to reallocate
within budget parts. Thus, one way of utilising the performance information now being
generated would be to enhance allocative efficiency within policy areas - in both the budget
preparation phase and the execution phase. Under the precondition that the aggregate
envelope will not be reduced by the Ministry of Finance (or the Council of Ministers),
possibilities of internal reallocation within the envelope of a policy area could potentially
lead to improvements in the reallocation from non-efficient to efficient programmes.

In addition to the new budget elements, some of the existing features in the budget
execution phase are interesting and important for a well-functioning performance system.
These features include the rules for the use of reserves, for internal transfers and for carry-
overs.

4.1. Use of reserves

Poland’s annual budget contains a general reserve of a maximum of 0.2% of budget
expenditures, as well as a number of special-purpose reserves. The special-purpose reserves
can be used for various types of expenditures - for example, for expenditures not precisely
divided into budget classifications during preparation of the budget bill.

Poland has four types of special-purpose reserves (two of which are not allowed to
exceed 3% of budget expenditures). This leaves a considerable amount of specific budget
allocation to the execution phase. The Minister of Finance allocates the special-purpose
reserves in co-operation with other ministers, and the Council of Ministers also administers
the general reserve.

While reserves are generally not conducive to maintaining budget discipline, they can
be relevant in a performance context. From a performance budgeting perspective, reserves
could cover not only new tasks as in the current system, but also changes in activities which
need to be financially covered in an activity-based funding model. In suitable areas where
the unit price of a product is calculable and variations in production are uncontrollable due
to changes in demand, the use of reserves can be a way to fund activities within agencies.
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In order to maintain budget discipline, an overall cap on activity-based budgeting funds
should be maintained.

Box 11. Activity-based budgeting in Denmark

In Denmark, one example of how reserves can be used in a simple formula funding
model is the processing of public pension applications from Danes living abroad. In
addition to the basic appropriation in the budget act, the Agency for Pensions can draw
on general reserves if the number of processed cases exceeds the fixed number covered
by the basic appropriation. On the contrary, if the number of processed cases is below the
number covered by the basic appropriation, the agency must return additional funding.
The potential amount of extra funding is very limited in relation to the overall size of the
reserve.

4.2. Internal transfers

Another flexible element in the Polish budget system is the rules for transfers during
budget execution. Budget holders of budget parts are allowed to transfer expenditures
between chapters and paragraphs within their relevant part and section of the state budget
(Article 171 of the Public Finance Act). However, they cannot increase the expenditures
planned for wages and for employees. Moreover, ministers administrating several budget
parts can transfer expenditures between these parts within one section and chapter of the
state budget. To do this, they must notify the Council of Ministers which may overrule the
ministers’ decisions.

The finance minister must be notified of transfers concerning property expenditures
and transfers concerning building investments which require his/her approval. Likewise,
transfers involving a reduction or an increase of property expenditures by an amount in
excess of PLN 100 000 (approximately EUR 25 000) on a one-off basis require the approval of
the finance minister.

Generally, both line ministries and the Ministry of Finance expressed satisfaction
with the current transfer rules as allowing flexibility and an appropriate level of control.
Following the implementation of the performance budgeting reform, the rules for transfers
have to be settled for the performance-based budget. The logic of the current system would
suggest that budget holders of a budget function could be allowed to transfer between tasks,
sub-tasks and actions within that function. Moreover, ministers or budget holders could be
allowed to transfer between functions if they were responsible for more than one function.
A typical example would be a public finance sector entity with tasks contributing to several
functions. If the latter rule is not applied, it would be impossible for the management of an
entity or the accountable minister to reallocate funds within the entity because different
units of the entity analytically are related to different functions.

However, applying these two transfer rules to the new performance-based budget
structure could entail challenges. The first problem is that reallocation within a function
would not take place in an optimal way because different tasks, sub-tasks and actions
belong to different line entities. Basic organisational theory would suggest that funds could
not be transferred out of entities if no principal can decide on it. This problem is inherent
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to the cross-cutting nature of the new performance-based budget structure, and transfer
rules cannot change that.

The challenge related to the second rule (transferring between functions) is the risk
that ministers or budget holders may reallocate too much. If more ministries and separated
organisational units are contributing to the same functions or tasks, sub-optimising may
happen as entities hope to rely on the effort and funding of other entities while transferring
resources to tasks that are more important for themselves. This risk would be amplified if
entities are held strictly accountable for certain objectives and targets.

Nevertheless, the way the Polish performance-based budget structure has been defined
- with objectives, indicators and targets for each task, sub-task and action — minimises
this risk. Every level is held accountable, and it would also appear in the reporting if extra
resources had been transferred to an area. However, appropriate monitoring systems will
have to be put in place.

The Ministry of Finance should keep the transfer rules flexible. To ensure that gaming
is not taking place, the ministry could collect and analyse data on transfers for a specific
period to monitor the development.

4.3. Carry-overs

A final flexibility issue is the possibility to carry forward unused funds at the end of year.
The current regulations state that the “amounts of state budget expenditures which have
not been utilised shall expire at the end of the budget year.” After obtaining an opinion from
the Sejm Public Finances Committee, the Council of Ministers may define an explicit list
and new financial plan for expenditures which will not expire at the end of the budget year.
However, a detailed description of their use and a deadline for their implementation are
necessary. Moreover, they must be utilised at the latest by 31 March following the relevant
budget year. In practice, very few unused funds are carried forward, and the system is very
strict.

If appropriations in 2013 become more closely linked to performance, the strict rules
and practices for carry-overs may be relaxed, particularly in areas where certain results
are agreed for a multi-year period. It should be noted, however, that the traditional budget
should still be expected to be dominant after 2013. It should then be reasonable to look
at the use of appropriations in relation to the results for the agreed period and not just
the single budget year. Also, for areas where activity and performance can be measured
accurately, the possibility for carry-overs could be used as an incentive to increase efficiency
in entities. If the same activity (and quality) levels are reached with the use of less resources,
agencies’ ability to prioritise unused funds within their own area could be part of a reward
system. Such a relaxation of the carry-over rules should be administrated by the Ministry
of Finance, which may have to submit decisions to a hearing in the Council of Ministers.

4.4. Conclusions regarding budget execution

The current Polish system for reallocation seems to be sufficiently flexible and should
be continued. The reserve system gives the government additional leeway during budget
execution. Carry-over rules, on the other hand, are rather strict compared to most OECD
countries. The PBB system introduces decentralised responsibility to budget holders for
them to monitor agencies and units, which should improve both allocative and operational
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efficiency over time. In order to harness the potential of the PBB in the budget execution
phase, the Ministry of Finance should:

e Support budget holders in their tasks of monitoring and controlling performance by
developing guidelines on appropriate controls that can be used by ministries and
agencies.

¢ Consider relaxing the rules for carry-overs in order to support multi-year agreements or
to act as an incentive for efficiency in agencies.

e For a certain period, collect and analyse data on in-year transfers in order to ensure that
transfers are used appropriately in the new structure. (Poland should strive to keep the
rules for in-year expenditure transfers as flexible as in the current system.)

5. Reporting, accounting and audit

5.1. Reporting and accounting

According to Article 41[4] of the new Public Finance Act, “the finance minister shall
define, by ordinance, the types, forms, deadlines and methods for preparing reports on the
execution of performance-based financial plans by state budgetary units, administrators
of state special-purpose funds, executive agencies, budget institutions and state legal
persons.” The Ministry of Finance provides monthly reports (with roughly a two-week lag),
as well as quarterly, mid-year and annual reports. Currently only the annual report contains
performance information, although the ministry has indicated that some performance
information will likely be added to the quarterly and mid-year reports in the future. Figures
are reported at the central government level, ministry level and chapter level. During the
year, parliament scrutinises these reports through the Public Finances Committee.

The annual report on the implementation of the budget and the condition of the
state debt is submitted to the Sejm and the Supreme Audit Office (NIK) by 31 May of the
subsequent year (or within five months of the end of the fiscal year). As noted above, the
annual report includes information on the execution of performance-based expenditures
which, according to the 2009 Public Finance Act, should contain:

¢ areview of the implementation of the performance-based plan of expenditures, including
the implementation of objectives set;

¢ a statement of expenditures planned and incurred for the implementation of tasks;

e a statement of expenditures planned and incurred for the implementation of sub-tasks;
and

¢ astatement of planned and achieved values of measures of implementation of objectives
(Article 182[6]).

Annual information about the implementation of the state’s Multi-Year Financial
Plan, and the extent of execution of objectives, is also published. The Sejm must examine
the report and, taking into consideration the opinion of the NIK, decide whether to pass a
resolution to grant or refuse approval of the government’s accounts within 90 days of receipt
(Article 226 of the Constitution). Refusal to approve the government’s accounts may lead
to a vote of no confidence against the Council of Ministers, although this is not automatic.
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Box 12. New management control and reporting in Poland

Chapter 6 of the new Public Finance Act specifies management control and co-ordination
of management control in public finance sector entities. Management control is defined
as “a set of activities undertaken in order to ensure the implementation of objectives and
tasks in an effective, economical, and timely manner compliant with the provisions of law”.
Among other things, such control seeks to ensure the credibility of reports. The finance
minister is required to publish a communication on management control standards for
the public finance sector, compliant with international standards, in the Official Journal
of the Finance Minister (Article 69[3]). The finance minister and the minister in charge of
a department may also publish detailed guidelines on management control for the public
finance sector and the department respectively. Each minister in charge of a department
must draw up an action plan for the following year which includes “a specification of
objectives within individual budget tasks” and “an indication of sub-tasks for achieving
the objectives and measures specifying the extent of objective implementation and the
planned values thereof”. Reports on the execution of these action plans must be submitted
by the end of April along with a statement on the condition of management control for
the preceding year (a specimen of which is defined by the finance minister by ordinance).
The action plan, the report on the execution of the action plan and the statement on the
condition of management control are all made publically available through the Public
Information Bulletin. According to Article 71 of the Public Finance Act, the finance minister
is responsible for co-ordinating management control in public sector finance entities
through:

e propagating the standards referred to in Article 69[3];
¢ issuing guidelines;
e co-operating with domestic and foreign organisations; and

e co-operating with the auditing committees referred to in Article 288.

In principle, information is collected in good time so that it can be fed into the
subsequent budget preparation process. However, as the performance indicators and
targets have only been in place for a short time, their usefulness for decision making has
been limited. The Ministry of Finance clearly intends to use the reporting on performance
results to inform the budgetary decision-making process from 2013 onwards. Performance
information should in time constitute an important factor on the basis of which allocative
decisions can be taken.

The major challenge facing the Ministry of Finance and budget holders today is the
need for a new chart of accounts for the PBB structure and an adequate IT infrastructure for
PBB reporting and accounting. The current IT infrastructure does not support translation
between reporting and accounting for the traditional budget and reporting and accounting
for the PBB, and individual budget holders decide independently on how to keep records
of performance-based expenditures. Several entities (for example, the Ministry of National
Education) have developed their own system enabling parallel bookkeeping in which all
accounting documents simultaneously describe both the traditional and the performance-
based classifications. Other entities prepare their plans and reports on the basis of
estimates. For many budget holders, this situation essentially means double reporting
and an increased workload. Reporting and accounting are further complicated by the fact
that, even for the traditional budget, there is no centralised accounting system. Budget
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holders use a wide variety of systems, some of which have been tailor-made for them by
small Polish firms. It is important to note that the Ministry of Finance reported significant
improvement recently in the quality of data submitted for the purpose of preparing the
annual report on the execution of performance-based expenditures, indicating that budget
holders have improved their methods of collecting performance-based information.

The new Public Finance Act (Article 40[4.1]) obliges the Ministry of Finance to set the
parameters for the new accounting system for the PBB. To address the issues raised above,
the ministry hired outside experts to provide an in-depth analysis of the current situation,
including a survey of budget holders in July 2010. The survey comprised 309 questions
and had an 85% response rate (1 940 budget holders out of 2 283). The main findings and
recommendations were presented to the Ministry of Finance in the form of a detailed
report in September 2010.2 The report highlighted the diversity of suppliers of accounting
systems (around 150) and of types and versions of accounting systems (over 150), as well
as licensing issues. In addition, the size of the various systems (number of records, users,
etc.) varies greatly from one budget holder to another. Only 190 respondents were able to
estimate the costs of adjusting their systems to service expenditure in the PBB format,
and only 40% believed that they have the skills necessary to account in the PBB format. IT
solutions will have to take into consideration the fact that some units will resist or have
difficulty integrating into a single accounting system. Any centralised system will have
to be tailored for both very large and very small budget holders, and the latter may not
have the capacity to service expenditures in a very complex system (again, for some their
accounting system is very simple, often serviced “by hand”).'8

Three major options exist: i) the development of a totally new system solely for the
PBB; ii) adjusting the current Ministry of Finance system that applies to the traditional
budget (TREZOR system); and iii) adjusting the various systems used by budget holders. No
decisions have been taken yet as to the options presented. As demonstrated by the French
experience, the development of a totally new system would likely prove to be a complex
and expensive undertaking. Nevertheless, the results of the survey also support this
approach and note that the most benefits will be visible at the start of the implementation
process of the single accounting system and that the costs of subsequent adjustments will
ultimately be lower for a single system. Moreover, the cost issue is mitigated, as the budget
for implementation of a new system has already been secured from European Union funds.

Given the enormity of the task (from design, to training of users, to execution) and the
potential drain on the capacity of the Ministry of Finance, the survey report recommended
that the implementation process, as well as any supervisory activities, could be outsourced.
To create a single, centralised accounting system, the survey report indicated that the
ministry must address three issues:

¢ The system should be acceptable to all units.

¢ Special solutions should be found for very small budget holders, and an equitable system
should be set up for sharing adjustment costs among the many budget holders.

¢ Universal rules (specification requirements) should be developed for large units which

are solely responsible for building their own IT system, whether they choose solutions
already available in the market or to develop new systems.

The Ministry of Finance plans to commission a feasibility study sometime in 2011

on the implementation issues regarding a new system. Based on the outcomes of this
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forthcoming study, the decision will be taken as to what system will be introduced and
when. Once a decision is reached, the tender procedure will commence.

5.2. Internal audit

According to the 2009 Public Finance Act, the finance minister defines by ordinance
the detailed methods and modes of carrying out, and reporting on, the progress and results
of the internal audit.1® In Poland, internal audit follows EU standards and is carried out
on the basis of an annual internal audit plan prepared by the end of each year for the
subsequent year, although additional internal audits may be done outside of the scope of
the audit plan in justified cases. By the end of January each year, the internal audit team
must also “prepare a statement on the execution of the audit plan for the previous year”
(Article 283[5]). Both the plan and the statement on the execution are made public. The
reports of the internal auditors are also available to the Supreme Audit Office (NIK).20

Internal audit is considered autonomous and independent, reporting to the
management of the budgetary organisation or the line minister. With some exceptions,
there are typically 3-5 people responsible for internal audit in ministries and 1-2 people in
agencies. To date, internal audit focuses on legality and regularity, and there has been only
limited assessment of economy, efficiency and effectiveness (or performance). However,
it should be noted that a certain amount of experience in performance auditing already
exists within ministries and agencies dealing with EU funds. For example, evaluators have
examined performance indicators in operational programmes under cohesion policy in
certain ministries and agencies in several evaluations during the past six years.

In accordance with the Public Internal Financial Control (PIFC) framework being
implemented by all new EU member states, the Ministry of Finance established a
Public Finance Sector Audit Department which serves as a central harmonisation unit
supporting managerial accountability (financial management and control) and functionally
independent internal audit. In line with EU recommendations on good practice, the Public
Finance Sector Audit Department of the ministry is separate from the internal audit unit.

In 2009, as part of the broader reforms, the Ministry of Finance established a new
Performance Audit Unit within the Public Finance Sector Audit Department. Like the
department does more broadly, this new unit will play a “soft co-ordination” role mainly
through networking and providing methodological guidance and training for internal
auditors with regard to performance auditing and related issues.

The new Performance Audit Unit faces several challenges. It is currently quite small,
with only two staff members, although it does have the capacity to hire external experts
and may receive funds from the EU co-financed project on performance budget. While
the first internal evaluation of the performance budget is not scheduled until 2013, the
Performance Audit Unit is preparing to provide advice (in co-operation with the Department
for Public Finance Reform) on a methodological framework, including models of existing
good practice they have identified (for example, the work of the Ministry of Regional
Development’s National Evaluation Unit). The Performance Audit Unit would like to develop
resources such as a website, and ensure that sufficient training opportunities are available
in advance. Ideally, the unit would like to provide expertise on up to five budget parts for
the internal performance audit, such as the Ministry of Health, the Ministry of Justice, and
the Ministry of Finance itself.
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At the moment, however, the unit’'s mandate is somewhat uncertain. There is no legal
framework and no binding decision on the part of the Council of Ministers or Minister of
Finance about the shape of, or even who is ultimately responsible for, internal evaluation
of the performance budget. Questions remain regarding both expectations and quality
assurance. It is unclear how existing internal auditors will both organise and carry out
performance audits (although it is worth noting that the Ministry of Finance has provided
training on performance budgeting which included 323 internal auditors and 180 heads of
public finance sector entities). Moreover, concerns have been raised about the additional
costs associated with this exercise, in terms of both financial and human resources, and
how it will be financed, particularly when EU financing comes to an end.

Box 13. The EU and Public Internal Financial Control (PIFC)

The PIFC model of the European Union attempts to “assist national governments in
re-engineering their internal control environment and in particular to upgrade their public
sector control systems in line with international standards and EU best practice.” The main
international standards underpinning the PIFC model are the INTOSAI “Guidelines for
Internal Control Standards for the Public Sector” and the ECIIA “Position Paper on Internal
Audit in Europe”, complemented by the INTOSAI “Lima Declaration of Guidelines on
Auditing Precepts” of 1977 which are key international standards for public external audit.

An essential element of the PIFC model is a central harmonisation unit (CHU) that is
“empowered to manage the development of PIFC.” According to the European Commission,
a CHU is defined as “a policy unit attached and directly reporting to the Minister of Finance
on the status of internal control in the entire public sector, responsible for redesigning,
updating and maintaining the quality of the internal control systems, for harmonising and
co-ordinating definitions, standards and methodologies, for networking between all actors
(managers, financial officers, internal auditors), for the establishment and co-ordination of
sustainable training facilities, including the setting of criteria for the certification of public
internal auditors, and for all other actions to improve public internal control systems.”

Ideally the tasks of a CHU are facilitated by “close co-ordination and co-operation with
the State Audit Office, professional private organisations (such as the local Institute of
Internal Auditors) and academic circles”.

Source: European Commission (2006), “Welcome to the World of PIFC”, Directorate-General for Budget, European
Commission, Brussels.

5.3. External audit

Poland has a rich historical tradition of state auditing, going back to the 16th century.
The organisation and functioning of the Supreme Audit Office (NIK) are set out in the
Constitution of the Republic of Poland and in the NIK Act of 23 December 1994. The NIK
reports to the Sejm (Article 202 of the Constitution) and acts in accordance with the principle
of collegiate responsibility. Several mechanisms are in place to guarantee its independence
from the executive. First, according to Article 205 of the Constitution, the President of the
NIK is appointed by the Sejm with the consent of the Senate for a six-year term (renewable
for one additional term only) which does not overlap with the four-year term of the Sejm.?!
Second, the NIK President is protected by immunity.?? Finally, the annual plan and budget
of the NIK are established autonomously and can only be amended by parliament.
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The College of the NIK is composed of the NIK President (chair of the College), Vice-
Presidents, Director General and 14 other members (seven representatives of legal and
economic sciences, and seven directors of the NIK organisational units or advisors to the
NIK President). Members of the NIK College (apart from the President) are appointed by the
Marshal of the Sejm for a three-year term of office upon the NIK President’s request. The
NIK College enjoys a wide mandate. It is involved in the process of approval and adoption of
the key documents submitted to the Sejm each year, and approves the draft budget?3 of the
NIK, the work plan and the report on NIK activity (also submitted to the Sejm). In addition,
the College assesses audit programmes and gives its opinion (pronouncements) on the
results of particularly important audits, and considers post-audit claims.

Currently the NIK employs over 1 600 staff?* and is composed of a central office with
14 departments (eight of which are directly involved in audits of different areas of state
activity) and regional branches in each of the 16 voivodeships (administrative regions of
Poland), all of which are directly involved in auditing and which may initiate audits on
their own. However, while the NIK has begun to undertake performance audits, there is no
specific department responsible for performance audits.

As in most European countries, the NIK maintains close relations with parliament. As
noted earlier, the NIK reports to the Sejm and the Sejm (with the consent of the Senate) can
both appoint and dismiss the NIK President. The NIK co-operates closely with the various
parliamentary committees, and most of the parliamentary committees have an established
tradition of reviewing audit reports. Parliamentary committees hold many meetings
annually in which matters related to the Supreme Audit Office are featured on the agenda,
and NIK representatives are required to participate in these meetings. Moreover, the NIK is
notified of all parliamentary committee meetings, and their representatives participate in
them regularly. The NIK may also provide additional support to parliamentary committees,
such as commenting on draft legislation or preparing analytical papers.

Every year, the NIK is required to submit three reports to the Sejm in addition to the
results of the various audits it has carried out during the fiscal year (Article 204 of the
Constitution):

¢ analysis of the execution of the state budget and the monetary policy guidelines (the NIK
carries out audits in 400 entities within the state budget execution audit);

e opinion on whether to accept (grant discharge for) the government’s accounts for the
preceding fiscal year; and

¢ the annual activity report of the NIK.

Given that the performance-based budget will be legally binding in 2013, the NIK
analysis of the execution of the state budget will be increasingly focused on performance.
The types of audits conducted by the NIK include: regularity audits; performance audits;
and composite audits, which include both regularity and performance issues. It should be
noted that the Sejm and its bodies, in particular the parliamentary committees, may ask
the NIK to conduct specific audits.
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Figure 2. Organisation chart of the Supreme Audit Office (NIK) of Poland
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Box 14. Some audit-related statistics from the NIK 2008 Annual Report

¢ 165 planned audit topics

® 2624 audited units

e 218 ad hoc audit topics

e 2 973 post-audit statements

e 172 pronouncements on audit findings presented to the Sejm

e PLN 16 767 million of financial irregularities found

e PLN 553.6 million of financial impact (roughly 2 PLN for every 1 PLN spent)

¢ 966 meetings of the Sejm committees and subcommittees attended by NIK representatives
¢ 43 de lege ferenda motions

e 9 audits conducted in parallel with other supreme audit institutions

The NIK is supportive of, and has been continuously involved in, the introduction of
PBB reforms. This involvement is demonstrated, for example, by the inclusion of the NIK
President’s advisor in the Strategic Group to ensure the support of top management for the
implementation of performance-based budgeting (see Section 1.1 above).

The NIK has been gradually introducing assessment of the performance-based budget
for the past three years. However, the office noted that public institutions, and the NIK itself,
have found these assessments challenging, as the Ministry of Finance has yet to determine
all of the necessary legal standards for implementation and audit. The first pilot audit of
the PBB in 2007 focused on scientific research and higher education. It proved difficult in
practice, and the findings indicated that “the PBB was still mainly a paper exercise with no
monitoring and impact on efficiency” which is to be expected at this point. Steps forward
occurred in 2008, with more ministries introducing performance-based budgeting and the
new definition of the “functions” in the PBB. As part of the report on the execution of the
state budget, the NIK chose to examine two aspects of the PBB reform: i) tasks, sub-tasks and
their relevance; and ii) proper formulation of objectives. The NIK concluded that decision
makers were still struggling with the PBB system (particularly in terms of devising tasks
and sub-tasks and record keeping which does not translate easily from the records kept
for the traditional budget) and recommended streamlining the structure of tasks and sub-
tasks. In 2009, the NIK noted a strong ministerial effort to improve the indicators, although
monitoring, record keeping and reporting remained weak. In addition, the indicators did
not always describe the genuine cost of a given task; some were defined as a percentage
of budget execution, but some were simply descriptive. While several entities stand out
as making significant progress (e.g. the Chancellery of the Sejm, the Polish Academy of
Science, and the Ministry of Education), the NIK again concluded that it was difficult, if
not impossible, to say whether efficiency has been enhanced, and recommended that
the government undertake further analytical work to improve the tasks, sub-tasks and
indicators.

It remains to be seen how the audit will progress for 2010, particularly in the light of
the new law on public finance which is only just starting to be applied, and some of which
will not be applied until 2013 at which point the NIK will carry out a full audit of the PBB. In
2011, the NIK is planning a strategic audit on PBB methodology (planning process, execution,
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monitoring, reporting) and spending which should provide useful recommendations for
advancing the reform.

5.4. Conclusions regarding reporting, accounting and audit

Reporting and accounting remain some of the greatest challenges faced by the Ministry
of Finance. The ministry has already invested heavily in assessments for the development
of an IT system for reporting and accounting for the PBB. The experience of many OECD
countries has shown that reforming IT systems for reporting and accounting can be a
very difficult and costly affair. Given the directions of Poland’s reform and the continued
existence of the traditional budget alongside the PBB, it might be useful to focus on building
automated bridges between the traditional budget and the performance-based budget.

Internal audit in Poland is aligned with the EU Public Internal Financial Control
framework. The Ministry of Finance plays a key role as the central harmonisation unit.
A small Performance Audit Unit has also been set up within the Ministry of Finance, but
its mandate — which pertains to performance audits at the “higher level” for the whole of
public finance sector funds - remains somewhat unclear. The scope of internal evaluation
of the performance budget (including its organisational, financial and methodological
dimensions) still needs to be decided. The new Performance Audit Unit should be clearly
tasked with developing guidelines for performance audits. Training may also be necessary
to increase the capacity of the auditors to carry out performance audits.

The Supreme Audit Office (NIK) is supportive of efforts to introduce performance-based
budgeting is and committed to its success. It will remain a key partner for the Ministry
of Finance (and the parliament) in moving the reform forward and refining elements
of the PBB, particularly in terms of indicators, through its continued assessments and
recommendations. The PBB initiative dovetails nicely with the direction the NIK is already
taking in terms of increasing performance audits.

Notes

1. Additional assistance, particularly with documents in Polish, was provided by Paulina Biernacka
(consultant).

2. The Deputy Minister supervises and co-ordinates the work of the State Budget Department, the
Budget Zone Financing Department, the Local Government Finances Department, the Paying
Authority Department (dealing with EU funds) and the Department for Public Finance Reform. Each
department is led by a director. Certain other departments are also involved in the reform such as,
for instance, the National Economy Department.

3. The tasks of the NCPB include in particular: co-ordinating the elaboration of forms used by the
entities of the public finance sector for preparing performance-based financial plans for the purpose
of elaborating the justification to the draft budget act and report on the execution of the budget
act; co-ordinating the works on the catalogue of budget tasks, as well as targets and measures of
execution thereof; and ensuring the conformity of the budget tasks with strategies referred to in
the act of 6 December 2006 on development policy.

4. According to the EU Stability and Growth Pact, EU countries that are not members of the euro zone
annually submit convergence programmes to the Commission that ensure that the SGP deficit rules
are not breached. The aim is to ensure more rigorous budgetary discipline through surveillance and
co-ordination of budgetary policies within the euro area and the EU.

5. According to Article 114, Section 2 of the Public Finance Act, parts also include certain types of
expenditures such as: general funds for local government units, general reserves, special-purpose
reserves, servicing of the State Treasury debt, European Union funds, etc.
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6. Annex 76 to the Ordinance of the Minister of Finance of 12 March 2010 on the detailed method,
mode and deadlines for preparing the materials for the 2011 draft budget act stipulates: “This
function comprises activities which are common for (of general character) tasks executed either
within the scope of the whole part of the budget or the whole entity, which cannot be measured or
linked to individual tasks or if it is not important enough, so that it would be economically justified.
They concern issues within the scope of management and administrative and technical services
of the budget holder. If the activities of such type are not common for tasks executed either within
the scope of the whole part of the budget or the whole entity and they can be measured and linked
with individual tasks, they are to be mandatorily presented within proper tasks within the scope of
proper functions outside Function 22” (translation by the Polish Ministry of Finance).

7. This has happened rarely, for example in 1998 and 2000.

8. The “OECD Best Practices for Budget Transparency” (OECD, 2002) state that the executive’s draft
budget should be submitted far enough in advance for proper review by the legislature - at least
three months prior to the start of the fiscal year.

9. However, if an MP or a committee would like to obtain specific information about the government’s
intentions for the budget bill, they have the right to submit a formal question or an interpellation
to the government, or to invite government officials to participate in a committee meeting.

10. During budget deliberations, the government may also submit additional drafts of acts that are
intended to introduce changes to tax or spending legislation.

11. Both houses of parliament can submit bills, including groups of 15 or more deputies, Sejm
committees, and groups of 10 or more senators.

12. Although the chair may choose to resign.

13. Committee meetings are open to the public (although there are rare occasions when closed-door
sessions are held to discuss issues which require confidentiality). However, this openness is strictly
regulated by the rules. For instance, an MP must inform the chair in advance if he or she wishes
to invite outside representatives. Accredited journalists can participate in committee sessions
provided they do not interfere with the committee’s work. Strict procedures are in place regarding
lobbyists, and the average citizen cannot take part in a committee meeting uninvited.

14. A Public Finances Committee member can submit a minority motion (if his or her amendment has
not been adopted by the committee). This motion is included in the report prepared for the second
reading, and minority motions and amendments to the bill proposed during the second reading are
put to a vote in the third reading of the bill.

15. During the parliamentary budget process, amendments may be withdrawn due to the results of
the previous votes.

16. Certain institutions such as the Chancellery of the President, the Chancellery of the Sejm, the
Chancellery of the Senate, the Supreme Audit Office, and the National Broadcasting Council
(among others) draft their own budgets independent of the government, and these budgets (which
comprise only a very small portion of total government expenditure) can only be amended by
parliament.

17. In 2009, the Ministry of Finance outsourced two studies: “Performance Budget: The initial vision of
an IT system” aimed at preparing the concept of an IT system that would support the servicing of
the state budget in performance-based form, and “Preparation of description of business processes
concerning the servicing of the state budget in performance-based form”.

18. Only 42% of respondents indicated the need to have access to a central accounting system.

19. Additional regulations and guidelines can be found in the “Internal Audit Standards in Public
Finance Sector Organisations”, the Auditors’ Manual, the “Charter of Internal Audit in Public Finance
Sector Units”, the “Code of Ethics for Internal Auditors in Public Budget Organisations”, and the
Regulation of the Ministry of Finance of 1 February 2010 on conducting and documenting internal
audit.

20. Co-operation between internal audit and the NIK is regulated by the NIK Act of 23 December 1994,
by the “Internal Audit Standards in Public Finance Sector Organisations”, and by the “Charter of
Internal Audit in Public Finance Sector Units”.

21. According to Article 205 of the Constitution: “The President of the Supreme Chamber of Control
shall not hold any other post, except for a professorship in an institute of higher education, nor
perform any other professional activities” and “the President of the Supreme Chamber of Control
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shall not belong to a political party, a trade union or perform public activities incompatible with
the dignity of his office.”

22. According to Article 205 of the Constitution: “The President of the Supreme Chamber of Control
shall not be held criminally responsible nor deprived of liberty without prior consent granted by
the Sejm. The President of the Supreme Chamber of Control shall be neither detained nor arrested,
except for cases when he has been apprehended in the commission of an offence and in which
his detention is necessary for securing the proper course of proceedings. The Marshal of the Sejm
shall be notified forthwith of such detention and may order an immediate release of the person
detained.”

23. The NIK College drafts its own budget independent of the government, and it can only be amended
by the parliament. The draft budget of the NIK is discussed and recommended by the Sejm’s Public
Finances Committee and the State Audit Committee and put to a plenary vote as a part of the state
budget.

24. Auditors follow a “Code of Ethics for NIK Auditors” which was introduced by the NIK in 2002. This
code takes into account provisions of the “Code of Ethics” of the International Organization of
Supreme Audit Institutions (INTOSAI).
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ANNEX

Milestones of performance budget implementation
in Poland (annex provided by the
Ministry of Finance of Poland)

2008
¢ Analysis of legal acts for the purpose of performance budget implementation
¢ Elaboration of methodological foundations for multi-annual performance planning

¢ Preparation of assumptions for legal acts regulating the functioning of the performance
budget, including multi-annual performance planning

¢ Preparation of projects co-financed from EU funds, aimed at implementation of the
performance budget

2009
¢ Elaboration of performance budget methodology

¢ Elaboration of guidelines for preparing a report on execution of the budget in performance
form

¢ Elaboration of assumptions for an IT system for servicing the performance budget
2010
¢ Elaboration of a concept of monitoring the execution of the budget in performance form

e Completion of a first stage of works on the performance budget reporting system,
enabling the monitoring of public expenditures

2011

¢ Completion of works on an indicators database for functions of the state

¢ Completion of the second stage of works on a performance budget reporting system,
enabling the monitoring of public expenditures

¢ Conducting the first monitoring and reporting on performance budget execution

2012

¢ Preparing the first parallel draft budget act (traditional budget and performance-based
budget) for the 2013 budget year

¢ Implementation of the methodology for effective public finance management at the
central level by means of multi-annual performance planning and completed database
of indicators
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2014

e Preparation of the report on the execution of the budget act comprising the execution of
the performance budget in 2013 (in parallel to the traditional budget)

¢ Elaboration of a report on the ex post evaluation of the execution of the 2013 budget act,
as an instrument supporting the preparation of the 2014 draft budget act

2015

e Elaboration of a report concerning the impact of performance budget functioning on
public finance

¢ Financial settlement of the projects co-financed from the European Social Fund

Cyclical budget works (conducted annually 2008-15)

¢ Elaboration of the provisions concerning the performance budget for the purpose of an
ordinance on the detailed method, mode and deadlines for preparing the materials for
the draft budget act (the so-called Ministry of Finance’s budget circular)

e Elaboration of information on the execution of the budget in performance form as
presented in the justification to the draft budget act (last time for the 2012 budget in
2013)

¢ Elaboration of a report on the execution of the budget act in performance form (beginning
in 2014 for the 2013 budget act)

¢ Elaboration of the materials necessary for the purpose of justification to the draft budget
act (until 2011)

¢ Elaboration of the draft budget act in performance form parallel to the traditional budget
(beginning from 2012)

¢ Works on the database of indicators (until 2011)

¢ Monitoring of the execution of the budget in performance form (beginning in 2011)

e Works concerning the implementation of an IT system to service the performance budget
(2010-12)

¢ International co-operation on issues regarding performance budgeting and multi-annual
financial planning

e Organisation of conferences and training, as well as providing expertise in the field of
performance budget for the public administration

e Execution of the projects co-financed from EU funds (Operational Programme Human

Capital financed from the European Social Fund) concerning the implementation of the
performance budget.

OECD JOURNAL ON BUDGETING - VOLUME 2011/1 © OECD 2011 57






OECD Journal on Budgeting

Volume 2011/1
© OECD 2011

Fiscal Transformation in Turkey
over the Last Two Decades

by
Fatih Kaya and Selihan vilar'

Turkey has made significant progress over the last two decades regarding fiscal
consolidation and a strong reform of fiscal policy. The highly fragile country of the
1990s, whose primary fiscal concern was to sustain its public finances in the short
term, has become a successful transition model. Now the authorities are discussing
the adoption of fiscal rules as a new anchor in public finances. A draft Fiscal Rule Law
was prepared and submitted to the parliament in 2010. This article examines the
fiscal policy framework of Turkey in the 1990s and 2000s and its striking economic
and social consequences. The article also examines the attempts to adopt fiscal rules
for Turkey.

JEL classification: H300, H500, H610

Keywords: Turkey, fiscal consolidation, reform of fiscal policy, sustainable public
finances, fiscal rules, fiscal policy framework

* Fatih Kaya and Selihan Yilar are specialists in the State Planning Organization of Turkey.

59



FISCAL TRANSFORMATION IN TURKEY OVER THE LAST TWO DECADES

1. Introduction

Turkey is among the countries which performed fairly well during the last global crisis.
Deterioration in the public finances was limited. In October 2010, the Turkish government
announced its new Medium-Term Programme covering 2011 to 2013. According to this
programme, general government deficit as a share of GDP, which reached its peak at 5.5%
in 2009, is targeted to decrease to 1.1% of GDP by the end of 2013. Parallel to above-the-line
estimations, general government debt stock is projected to decrease to 36.8% of GDP at the
end of the Medium-Term Programme period from 45.5% in 2009 which is currently well
below the EU average. Moreover, some authorities estimate a high real GDP growth rate of
over 7%, while it is forecast at 6.8% in a cautious official medium-term scenario for 2010. In
this context, exit from the crisis will be quicker than expected, and the Turkish government
is not currently in search of any additional stimulus measures while many other countries
are still adding new fiscal burdens to their public finances. Comprised of additional
expenditures and mostly temporary tax rate cuts, the total stimulus package cost 3.3% of
GDP in 2009, and the total fiscal burden of the package is gradually decreasing. Throughout
the recent crisis, the Turkish government did not face a banking crisis, and there was no
need to back up the financial sector. The nominal interest rate on the government’s internal
borrowing has been decreasing and stands currently at around 8%. According to the latest
figures, the real interest rate of the total internal debt stock is below 1%. Taking all these
achievements into account, credit rating agencies are on the verge of upgrading Turkey’s
credit rate to the investment grade.

All of these achievements are the result of a strong fiscal adjustment process, as
evidenced by the fiscal space which enables the authorities to manoeuvre easily during
a crisis. In the Turkish case, two main periods serve to illustrate this situation. The first
period is the 1990s in which Turkey applied excessive deficit financing and experienced
three big recessions mainly driven by public deficits. The second period covers the 2000s in
which Turkey went through a serious fiscal transformation by means of a comprehensive
reform agenda and adopted a tightened fiscal policy in line with certain overall fiscal limits.
Between 2000 and 2008, Turkey implemented three stand-by agreements in collaboration
with the International Monetary Fund. Moreover, alignment with the acquis of the European
Union has always been a strong motive in creating a new fiscal management system.

In May 2008, Turkey finalised the 19th stand-by agreement, and the Turkish government
chose to make its own way free from the IMF despite opposite expectations in the global
economic downturn. In this process, the authorities initiated efforts to set up a new legally
binding fiscal anchor for the general government sector with the aim of ensuring fiscal
sustainability. Within this perspective, the draft Fiscal Rule Law was prepared and submitted
to the parliament in the first half of 2010, and it is still on the agenda of the Turkish Grand
National Assembly.

This article describes Turkey’s fiscal performance and transformation over the last two
decades, and tries to show a connection between fiscal stance and economic performance.
In addition, implicit fiscal rules which have been applied in the 2000s and the draft Fiscal

60 OECD JOURNAL ON BUDGETING - VOLUME 2011/1 © OECD 2011



FISCAL TRANSFORMATION IN TURKEY OVER THE LAST TWO DECADES

Rule Law are examined. Turkish experience in this framework can serve as an example for
other countries to draw lessons for their own public finances.

2. Fiscal stance and economic performance in the 1990s

Deficit financing is seen as a way of creating funds for a developing country with
the aim of meeting social and physical infrastructure expenditures. However, in many
developing countries - as is also the case in Turkey — there is a dilemma of limited domestic
savings, and these countries (which do not have natural resources such as oil or natural
gas) are generally dependent on external financing from the rest of the world since they are
in a net importer position.

If deficit financing is applied excessively in this context, public deficits may have
serious disruptive effects on the sustainability of the current account balance and, as an
important component of the interest rates, the high risk premium will eventually make
borrowing more costly. In this process, a high crowding-out effect on private investments
may hamper economic growth. Thus, deficit financing as a political tool applied to promote
development may itself turn out to be an obstacle to economic performance.

In the 1990s, the Turkish government applied a lax fiscal policy and an excessive deficit
financing strategy in order to attain high growth performance. Till the end of this period,
public deficits - which comprise the central government budget, local governments, the
social security system, extrabudgetary and revolving funds, and state-owned enterprises
(SOEs) - reached a peak of 11.7% of GDP.

Although the main determinant of declining public finances was the central government
budget, the social security system and local governments - which initially had balanced
budgets — also started to create deficits. Moreover, the management of public enterprises
was totally irrational in the 1990s. The SOE system, which was seen as a practical way of
implementing populist policies, ran a deficit of 1.2% of GDP on average.

Table 1. Fiscal outlook of Turkey in the 1990s

Per cent of GDP
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
Public sector balance =£.5 -7.5 -7.9 =7.7 -4.6 =37 -6.5 -5.8 -7.1 -11.7
General government —2.5 -4.9 -4.9 —6.6 -4.3 -4.0 —6.6 —6.1 -6.2 -99
Central government’ 2.7 -4.5 4.2 -5.7 -3.6 =35 -6.3 -5.8 -5.6 -9.3
Local governments 0.0 -0.2 -0.6 -0.5 -0.3 -0.2 -0.2 -0.2 -0.3 -0.3
Social security system2 0.2 0.1 -0.2 —04 -0.4 -0.3 0.0 0.1 -0.3 -0.2
State-owned enterprises -3.0 —2.6 -3.0 -1.0 -0.3 0.3 0.1 0.2 -1.0 -1.8
Public sector interest payments 3.8 46 46 6.2 8.1 71 8.7 6.7 9.6 115
Nominal interest rates 53.0 80.0 86.5 86.7 158.0 123.2 134.2 1245 115.5 109.6
Interest payments as share of tax 32.8 37.2 354 46.7 61.1 56.2 64.6 45.6 62.0 70.3
receipts
Public sector primary balance -1.7 -2.9 -3.3 -1.5 3.5 3.4 2.2 0.9 2.5 -0.2
Public savings 2.6 0.7 —0.6 -0.7 -0.1 0.1 -1.1 0.8 -14 -5.0
Saving-investment balance -39 -5.0 -5.7 -6.1 -2.8 -2.9 -5.1 4.2 -6.6 -10.0
1. Central government includes the consolidated budget, extrabudgetary funds and revolving funds.
2. The social security system includes social security institutions, the unemployment insurance fund and the general health
insurance system.
Source: State Planning Organization of Turkey.
In this period, sustainability of the public finances was the primary concern for policy
makers. The sustainability bias, political instability and institutional weaknesses resulted
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in high borrowing costs. Nominal interest rates on domestic government borrowing were
over 90% on average. Furthermore, throughout this period, government borrowing for the
current year was always higher than the previous year’s public debt stock (which brings
to mind a well-known case of “Ponzi financing”). As a result of this deadlock, total interest
expenditures paid by the public sector increased to 11.5% of GDP in 1999 (up from 3.8% in
1990). In addition, public sector interest payments as a ratio to tax receipts exceeded 68%
at the end of the period.

As a consequence of this situation, public savings entered a negative phase starting
in 1992. Declining public savings simultaneously resulted in the deterioration of the public
saving-investment balance which ran a deficit of 10% at the end of the 1990s. Deterioration
in the public saving-investment balance necessitated more external financing from the rest
of the world in order to close the current account balance. Increasing dependency on highly
mobile short-term external capital inflows increased the fragility of the Turkish economy.

The other important problem in Turkey in the 1990s was inflation. Lax fiscal and
monetary policy together with a semi-independent central bank created an inflation rate
of 60% on average. Inflation weakened Turkey’s economic performance in many different
ways. The most apparent was the instability of economic growth, as periods of rapid
economic expansion alternated with periods of equally rapid decline in economic activity.
However, the economic and social effects of inflation were much more far reaching. Growth
rates were not only volatile but were also well below the average of the most successful
emerging markets. By undermining confidence in the Turkish lira, inflation also resulted in
high and unstable nominal and real interest rates, with dramatic consequences for society.

Speculative and arbitrage activities attracted more and more resources, and distorted
the operation of financial markets and institutions. When the government had to pay real
interest rates of over 30% for its debt stock, private capital moved away from job-creating
activities into financial investments. When banks had to charge even higher real interest
rates on their loans, the credit process was disrupted and enterprises that have limited
access to external capital suffered. Ultimately, those who suffered most from a high inflation
environment, high real interest rates, and unstable growth were the weaker segments of
the population - those who could not invest in high-yielding assets and who have to rely
on their payroll-based income.

Triggered by high volatility of short-term capital flows, uncertainties, and the
sustainability of the public debt stock bias, Turkey experienced three major crises in the
1990s. The situation in the 1990s can be summarised below:

¢ Turkey could not achieve its development targets.
¢ Uncertainties created a highly volatile and fragile economic environment.

¢ Deficit financing without any pre-defined limits enabled governments to use resources
for populist policies, and created a high crowding-out effect on private investments.

e The policy framework changed the economic behaviour of entrepreneurs and altered
income source expectations from real investment returns to speculative gains.

¢ Inflation resulted in an unfair distribution of income, causing an excessive burden to fall
on payroll-based workers.
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Box 1. Institutional features of the fiscal management system in Turkey in the 1990s

A. Accountability and transparency

e Limited scope of the budget: Only the so-called consolidated budget was submitted to the parliament,
thus excluding a significant proportion of the total government expenditures. Approximately one-third
of the general government expenditure was kept outside of the budget scope. Quasi-fiscal activities and
contingent liabilities were totally disregarded, and not all external financing was included in the budget.

e Budget classification: A functional classification did not exist, and the programme-based classification
which was initiated in the 1970s was not efficient. The budget classification was not compatible with
international standards.

e Extrabudgetary funds: The number of extrabudgetary and revolving funds reached tremendous amounts.
Total spending by means of funds was 3% of GDP on average in the 1990s.

e Public procurement system: Existing procurement procedures failed to prevent corruption and were far
from efficient.

¢ Internal and external control: A rigid tradition of inspection hampered budget execution while providing
little assurance of effective control or efficiency in the use of resources. The fragmented structure of
various inspection boards resulted in a lack of co-ordination. External control had limited scope and
technical capacity.

e Earmarking: By means of various legal arrangements, earmarking of revenues for certain expenditure
programmes (so-called special revenues-special budget appropriations) reached significant amounts.

e Monitoring and reporting: Reporting on public accounts and debt management, which enables voters to
assess the government’s fiscal performance, was not sufficient.

e Tax expenditures: Tax exemptions and exceptions had broad coverage and a complicated structure
due to numerous disorganised legal arrangements. The total fiscal burden of tax expenditures was not
calculated.

B. Macro-level decision-making process and allocation of resources

e Multi-year budgeting: The consolidated budget was prepared on an annual basis and gave no indication
of the consequences of current initiatives for subsequent years.

e Decentralisation: Agencies had little opportunity to access the policy formulation process. Line ministries
were not provided with a binding ceiling in the budget preparation process. Therefore, the Ministry of
Finance was the most powerful authority for determining the total budget appropriations and their
allocation among various institutions.

e Decision-making process: Strategic decision making was neglected. There were no strategic plans
or performance programmes for public agencies, and the link between development plans, annual
programmes and the budget was missing. Since an efficient programme-based classification did not exist,
the authorities could not make a sound assessment of expenditure programmes. Moreover, the highly
volatile economic conjuncture discouraged policy makers from deliberating on longer-term horizons.

C. Social expenditures and government transfers

e Social expenditures: The budget had limited fiscal space for social policies. Interest payments increased
to 40% as a share of total budget expenditures at the end of the period (as opposed to approximately 20%
in 1990). Total unavoidable expenditures accounted for 80% of budget expenditures, thus undermining
the quality of the budget and discouraging discretionary initiatives.

e Agricultural transfers: Agricultural transfers were mostly done as price and product supports.
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Box 1. Institutional features of the fiscal management system in Turkey in the 1990s (cont.)

D. Social security system

. Public enterprises (state-owned enterprises)

Institutional structure: The social security system had a fragmented institutional organisation. There
were three separate social security bodies: ES dealing with civil servants, BAG-KUR dealing with self-
employed and employers, and SSK dealing with private sector employees.

Populist decisions: Populist decisions, mostly on the early retirement age and amnesties, distorted the
operation of the social security system and worsened the actuarial balances.

Economic activity: As a market leader/monopoly in oil refining, petro-chemistry, telecommunications,
airlines, mining, energy production and distribution, iron and steel, and cement industries, the
government was directly involved in economic activity.

Populist decisions: Populist decisions (mostly on product/service prices and duty loss) worsened the
financial balances of SOEs while distorting the operation of markets.

3. Fiscal consolidation, reforms and implicit fiscal rules in the 2000s

64

After experiencing severe and consecutive fluctuations in the 1990s, the need for
a strong fiscal consolidation process supported by a strong reform initiative became
unavoidable. In 1999, the Turkish government decided to implement a comprehensive
economic programme in collaboration with the IMF. In this context, the government put
the 17th stand-by arrangement into practice in December 1999.

Almost all stand-by arrangements designed and implemented with the support
of the IMF have common objectives: a sound monetary policy with the aim of achieving
price stability, which requires an operationally independent central banking system,;
privatisation; restructuring of the banking system; a comprehensive reform agenda which
also covers the social security and health sectors; and a tightened fiscal policy to achieve
sustainable public finances. In this framework, the core of the desired transformation is
private sector oriented growth. Therefore the main priority of the fiscal policy is to increase
funds in the total saving pool which can be used for private sector investments. To this end,
the main emphasis is to decrease public borrowing requirements and debt stock by means
of a high level of primary surplus together with privatisation proceeds.

When Turkey initiated the 17th stand-by arrangement in December 1999, there was a
cloudy economic environment: the contagious Asian crisis and the catastrophic Marmara
earthquake which affected the most industrialised region of Turkey with a 34.7% share
in total GDP. Moreover, the banking system collapsed in the crises of November 2000 and
February 2001. In these successive crises, 20 private banks declared bankruptcy, and a total
cost of approximately EUR 15 billion was assumed by the Treasury in order to restore and
stabilise financial markets.

As a result of an extraordinary liquidity shortage, interest rates rose to record levels.
In December 2000, the Treasury annulled its internal borrowing auction due to the interest
rate which was extraordinarily high and thus not declared to the public; and in March 2001,
interest rates on internal government borrowing approached the level of 200%. Starting first
in the financial sector, the crisis spread to the real sector and deepened. In 1999 and 2001,
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the Turkish economy recorded real GDP growth rates of -3.4% and —5.7% respectively, which
had a disruptive effect on tax performance.

Moreover, the terrorist attacks of September 2001 affected Turkey’s foreign trade
with neighbouring countries. Taking all these factors into consideration, a moratorium
could have been seen as a foregone conclusion. However, the government put a series of
austerity measures into practice and imposed new taxes starting from 1999. Together with
privatisation proceeds and other one-off revenue collections, total returns from these new
measures accounted for 3% of GDP in 2000. Thus Turkey achieved a high level of primary
surplus in the first years of the 17th stand-by arrangement. In this framework, the primary
surplus as a ratio to GDP was 4.3% in 2000 and 6% in 2001.

Except for the creation of a floating exchange rate regime as part of monetary policy,
Turkey did not change its policy formulation throughout the crises. After the elections
of November 2002, the new government continued its predecessor’s policies. Turkey
implemented three successive stand-by arrangements: the 17th stand-by arrangement
(1999-2002), the 18th stand-by arrangement (2002-05), and the 19th stand-by arrangement
(2005-08). Thus, the term “stand-by period” covers the time frame between December 1999
and May 2008.

Fiscal consolidation, which was the most significant component of the policy
framework, was achieved through implicit fiscal rules and a strong reform initiative. In
the stand-by period, Turkey employed all kinds of fiscal rules, among which the primary
surplus rule was the most remarkable.

Thanks to the fiscal consolidation period, the public sector deficit of 12.1% of GDP in
2001 turned to surplus in 2005 and 2006. An average primary surplus level of 6% as a ratio
to GDP was achieved between 2000 and 2008. This amount was equal to 3.8% according to
the stand-by definition which was based on the GFS system (government finance statistics
of the IMF). A certain amount of property sales, privatisation proceeds, mint revenues,
dividend payments from state-owned banks, interest gains, central bank profits and the
risk account were excluded in the calculation of the surplus together with some other
minor adjustments. Privatisation revenues which were used as a below-the-line financing
item amounted to approximately EUR 30 billion between 2000 and 2008. Total public sector
interest payments decreased to 5.5% of GDP in 2008 from 18% in 2001. Interest rates were
19.2% in 2008, allowing the government to make borrowing auctions at a more reasonable
cost.

In this framework, Turkey quickly decreased its debt stock to more sustainable levels.
Calculated on the basis of European Union standards, the general government debt stock
as a ratio to GDP decreased to 39.5% in 2008 (from 77.6% in 2001). As part of the pre-
accession process, Turkey has fulfilled the Maastricht Treaty requirement regarding general
government debt stock since 2004. Moreover, the public saving-investment balance was
improved and public savings were positive, which enabled the private sector to use more
funds for private investments. Thus the tightened fiscal policy encouraged private sector
oriented growth.

Inthe firstyears of the stand-by period, there were several spending cuts on discretionary
expenditure programmes. Some current expenditure items, wage and salary increases, and
investments were seen as a primary source of possible savings. However, in the following
years, the government found more fiscal space in the budget for alternative spending
programmes as the weight of interest payments as a share of total central government
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budget expenditures decreased to 22% in 2008 from 44% in 2000. In this framework, the
government enlarged the scope of the health-care system, raised the wages and salaries
of civil servants in the low-income group, accelerated government investment projects,
increased social expenditures, initiated projects for rural development, and increased
transfers to the real sector. In addition, the government had the opportunity to rearrange
the income tax rate regime and the value-added tax in some sectors. Also, the corporate
tax rate decreased to 20% from 33% and relieved the social security premium burden of
employment for entrepreneurs. Thus social welfare in Turkey increased perceivably, and
Turkey attracted more and more foreign direct investment as competitiveness increased.

Box 2. Implicit numerical fiscal rules in the stand-by period in Turkey

A. Deficit rules

e Primary surplus rule: The primary surplus rule was the backbone of the debt reduction strategy. The
primary surplus of the public sector was monitored monthly in the programme reviews. With the aim
of focusing on risky components of the public sector, a special definition of the so-called “consolidated
government sector” was determined in addition to the national annual public sector statistics. Within
this scope, the realisation figures of the central government budget, the extrabudgetary funds, the SOEs,
the social security institutions, and the unemployment insurance fund were disseminated quarterly. In
calculating the stand-by defined primary surplus, as well as other minor adjustments, some items were
excluded: a certain amount of property sales, privatisation proceeds, mint revenues, dividend payments
from state-owned banks, interest gains, central bank profits, and the risk account. Thus, an average
adjustment of 2.2% was made as a ratio to GDP. In this context, an average primary surplus of 3.8% was
attained between 2000 and 2008 in the public sector. While the primary surplus rule for the consolidated
government sector remained unaltered throughout the stand-by period, alternative primary surplus
targets for specific sub-sectors were determined.

B. Expenditure rules

e Nominal ceilings for primary expenditures: Annual nominal ceilings were determined for central
government budget primary expenditures as a performance criterion in the 17th stand-by period. Annual
nominal ceilings were applied in the 19th stand-by period for the central government budget and the
total primary expenditures of the social security institutions.

C. Revenue rules

e Revenue windfalls: Windfalls due to revenue over performance were committed for saving.

e Privatisations: Privatisation proceeds were targeted nominally or as a ratio to GDP indicatively. In addition,
this revenue source was mainly used as a below-the-line financing item, according to the debt reduction
strategy.

D. Debt and borrowing rules

e Short-term foreign debt stock: Nominal annual ceilings were applied for short-term foreign debt stock.

e Foreign borrowing: Nominal annual ceilings were applied for foreign borrowing.
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Table 2. Fiscal outlook of Turkey, 2000-08

Per cent of GDP
2000 2001 2002 2003 2004 2005 2006 2007 2008
Public sector balance -8.9 =2.1 -10.0 =73 -3.6 0.1 118 -0.1 -16
General government -7.3 -11.8 -10.8 -7.9 -4.1 -0.1 1.4 -0.2 -1.6
Central government1 7.2 -12.4 -11.5 -8.4 -4.9 -0.8 0.7 0.7 -1.8
Local governments -0.3 -0.2 -0.1 -0.3 0.1 0.1 -0.1 -0.5 -0.6
Social security system2 0.2 0.8 0.8 0.8 0.7 0.7 0.9 0.9 0.8
State-owned enterprises -1.6 -0.3 0.8 0.6 0.4 0.1 0.5 0.1 0.0
Public sector interest payments 13.2 18.0 15.5 134 104 7.2 6.2 6.0 55
Nominal interest rates 36.2 99.6 62.7 46.0 24.7 16.3 18.1 18.4 19.2
Interest payments as share of tax receipts 74.0 96.8 90.9 75.8 59.8 40.2 34.1 332 315
Public sector primary balance 43 6.0 55 6.1 6.8 7.3 8.1 59 39
Public sector primary balance (IMF definition) 1.9 43 34 5.2 5.4 45 4.8 3.0 1.6
General government debt stock n.a. 77.6 73.7 67.4 59.2 52.3 461 394 39.5
Public savings -3.4 7.1 -4.8 4.1 -1.0 2.8 4.2 24 1.7
Saving-investment balance -8.6 -11.2 -9.8 -7.8 4.2 -1.2 0.6 -15 -2.5
1. Central government includes the consolidated budget, extrabudgetary funds and revolving funds.
2. The social security system includes social security institutions, the unemployment insurance fund and the general health
insurance system.
Source: State Planning Organization of Turkey.

Reforms were the other dimension of the fiscal transformation. Irrespective of
other specific legal arrangements, the public fiscal management system in Turkey was
re-regulated by three main laws. The first, and the most important one, is the Public
Financial Management and Control (PFMC) Law No. 5018 which was enacted in 2003 and
fully in force by 2006. By setting the main framework of the fiscal management system, the
PFMC Law established principles and merits, multi-year budgeting, budget scope, budget
execution, performance management and strategic planning, internal control, accounting,
monitoring and reporting.

The second important fiscal legislation was the Law on Regulating Public Finance and
Debt Management No. 4749, enacted in 2002. This law set main procedures and principles,
eliminated various disorganised legal arrangements on debt management and increased
unity, determined pre-defined strategies for debt management, increased transparency
with the help of standard reporting, and set boundaries for contingent liabilities.

Finally, the public procurement system was regulated by Public Procurement Law
No. 4734, also enacted in 2002. In line with this legislation, the Public Procurement
Authority was established, and effectiveness, transparency and competitiveness in the
public procurement system were increased.
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Box 3. Fiscal reforms in Turkey in the 2000s

A. Accountability and transparency

e Budget scope: As the PFMC Law was completely put into practice in 2006, the comprehensiveness of the
central government budget was expanded: 33 institutions were included in the budget. In addition, local
governments, extrabudgetary funds, revolving funds, and social security accounts were also attached to
the budget memorandum. Contingent liabilities were shown in the budget as part of a newly established
risk account, and all external financing was included in the budget.

e Budget classification: An analytical budget classification was established in 2004. This classification is
based on international COFOG codes (Classification of Functions of Government) with administrative,
functional and economical breakdowns.

e Extrabudgetary funds: The vast majority of extrabudgetary funds were abolished, leaving only five:
privatisation fund, social solidarity fund, saving deposit insurance fund, defense industry support fund
and promotion fund.

e Public procurement system: The public procurement system became more transparent and efficient.
Outsourcing of services such as cleaning, security, transportation, consultancy, food and other
supplementary services became more prevalent, rather than the employment of new personnel in the
public sector.

e Internal and external control: The scope of external control was expanded, and the new internal control
concept was initiated in line with the PFMC Law.

e Earmarking: In 2004, earmarking of revenues for certain expenditure programmes was abolished by Law
No. 5217.

e Monitoring and reporting: Basic standards were determined for public accounts in line with international
standards. Specific reporting formats were defined such as activity reports, fiscal position reports, debt
management reports and borrowing strategy reports. Data coverage, periodicity and timeliness of the
general government account were rearranged.

B. Macro-level decision-making process and allocation of resources

e Multi-year budgeting: The multi-year budgeting system was initiated in 2006 according to the PFMC Law.
Starting the budget process, medium-term programmes (MTPs) have been prepared for a rolling three-
year term, setting main principles and macroeconomic projections. On the basis of these MTPs, medium-
term fiscal plans have been prepared by the Ministry of Finance in order to set the ceilings for budget
proposals.

e Decentralisation: Agencies had more opportunity to lead their decision-making process. Strategy
development units were created in line agencies and given responsibility for preparing strategic plans,
performance programmes, budget proposals and activity reports, together with the function of improving
the internal control system in the parent organisation.

e Decision-making process: A strategic decision-making system was put into practice. Agencies under the
scope of the PFMC Law are now supposed to prepare their strategic plans and performance programmes.
C. Social expenditures and government transfers

e Social expenditures: The government had more fiscal space for alternative social programmes as the
weight of interest payments in the budget decreased.

e Agricultural transfers: Agricultural transfers were mostly done as income support.
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Box 3. Fiscal reforms in Turkey in the 2000s (cont.)

D. Social security system

Institutional structure: Separate social security bodies were unified under the umbrella of the Social
Security Institution.

Retirement age: The retirement age was raised for a more sustainable actuarial balance.

. Public enterprises (state-owned enterprises)

Economic activity: The government completely withdrew from the sectors of textiles, milk, paper,
forestry, mining, iron and steel, fertilizer, oil refining and distribution, petro-chemistry and cement. The
government withdrew partially from telecommunications, airline industry, electricity production and
distribution, sugar and meat production, and banking.

4. Attempts to adopt explicit fiscal rules

Fiscal rules, defined as numerical constraints on basic fiscal aggregates, set boundaries
on the fiscal framework which governments commit to respect. In this context, fiscal rules
are devised to resolve the conflict between economic and politico-bureaucratic rationality.

Fiscal rules have been employed in an increasing number of countries, and implicit
fiscal rules have been seen as a means of fiscal consolidation in Turkey throughout the
stand-by period. However, in order to determine a new fiscal anchor for the future, the
Turkish government began to study the idea of permanent, legally binding fiscal rules when
the stand-by period implemented with the collaboration of IMF came to an end.

After the 19th stand-by arrangement ended in May 2008, a new period in Turkish public
financial management began. While most authorities expected the Turkish government to
initiate a new stand-by arrangement with the IMF owing to the deepening global economic
downturn, the government announced its new medium-term road map in which fiscal
rules were enshrined. In September 2009, the Turkish government announced its Medium-
Term Programme (covering the three-year period 2010-12) in which detailed features of the
selected fiscal rule alternative were declared. This policy document was also considered as
an exit strategy from the global crisis, with the fiscal rule assigned as the backbone of the
sustainable fiscal policy.

Although the global economic crisis caused preparation to be prolonged and
enthusiasm to be somewhat dampened, concentrated efforts were completed in the first
half of 2010 and the draft Fiscal Rule Law was submitted to the parliament.

The draft Fiscal Rule Law comprises 12 articles, and in a broad sense it not only
regulates the numerical design of the fiscal rule but also assigns responsibilities, clarifies
the operation of the rule together with its basic parameters, and determines main principles
and standard requirements for accounting, monitoring and reporting.

With reference to terms used in the literature, the selected fiscal rule alternative is
a cyclically adjusted deficit rule for the overall balance of the general government sector.
According to the draft law, the general government deficit is aimed to converge to 1% of
GDP in the long term. In determining the current year’s general government deficit ceiling,
the numerical design of the fiscal rule takes into account the “deviation of previous year’s
deficit from the long-term target” and “deviations of GDP growth from the benchmark GDP
growth rate”. With the aim of supporting counter-cyclical fiscal policy, the fiscal rule seeks
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to ensure convergence to the target deficit ceiling in the long term while making room for
automatic stabilisers. Within this framework, central government budgets should also be
prepared in line with the overall general government deficit targets for each year.

Box 4. The numerical design of the Turkish fiscal rule

& * o
a,< a(t_l)—y(a(t_l) —a*) =k (b, — b*) where:

— y(a(t_ p —a*) is the adjustment for the deviation of the previous year’s deficit from the long-term

deficit ceiling.
—k (b 0 b*) is the adjustment for the deviation of GDP growth from the benchmark GDP growth rate.
y is the convergence pace coefficient.
a, is the general government deficit ceiling as a share of GDP for the current year.
a, ., is the previous year’s general government deficit as a share of GDP.
a* is the general government deficit ceiling target for the long term.
k is the cyclical adjustment coefficient.
b(t) is the real GDP growth rate estimation for the current year.
b* is the real GDP growth rate benchmark.

As already mentioned, the general government sector in Turkey is composed of the
central government budget, local governments, extrabudgetary funds, revolving funds, the
unemployment insurance fund, the general health insurance system, and social security
institutions. The draft Fiscal Rule Law also referred to the standards of the European
System of Accounts (ESA95) in calculating the general government deficits. The general
government sector was chosen as the scope of the fiscal rule for two main purposes: for
coherence with the common EU requirements in line with the Maastricht Treaty; and for
comprehensiveness, which is thought to improve the quality of public finances in a broad
sense.

The long-term general government deficit ceiling [¢*] is determined as 1% of GDP by
the draft Fiscal Rule Law, which means that the general government deficit will converge
to it in the long term.

The general government deficit ceiling for the current year [aﬁ )] is calculated by making
two adjustments: the adjustment made by taking into account the previous year’s general
government deficit level, and the adjustment made by taking cyclical developments into
account.

The adjustment for the previous fiscal year’s deficit [— y(a(t_ )= a*)] provides a
gradual convergence to the long-term general government deficit ceiling. The coefficient
[y] determines the pace of gradual convergence. Mathematically, the coefficient [y] can
take values between 0 and 1 and, if it gets closer to zero, the speed at which the general

government deficit converges to the long-term deficit ceiling will decrease and vice versa.

The government’s enthusiasm or willingness s criticalin determining the [y ] coefficient
(the speed of convergence). In the draft Fiscal Rule Law, the value of this coefficient is
determined as 0.33. In this way, 33% of the deviation of the previous fiscal year’s general
government deficit [a(t_ 1)] from the long-term target of 1% is going to be compensated in the
current fiscal year.
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The cyclical adjustment part of the formula [- & (b e b*)] aims to reduce undesirable
effects of cyclical fluctuations on the economy. Moreover, it seeks to ensure counter-cyclical
fiscal policy. In this context, the cyclical adjustment coefficient [k] is determined as 0.33 in
the draft law. As a rule of thumb, it can be assumed that one percentage point deviation
of real GDP growth creates a 0.33 percentage point increase or decrease in the general
government deficit. Thus, this coefficient represents elasticity of general government
expenditures and revenues in relation to the real GDP growth. The real GDP growth rate
benchmark [o*] which will be the basis of the cyclical adjustment is determined as 5%.
Therefore, the cyclical adjustment is calculated as 33% of the deviation of the current year’s
estimated real GDP growth rate from its benchmark value of 5%.

Depending on the current year’s growth rate projection, the cyclical adjustment may
increase or decrease the current year’s general government deficit ceiling, which means
that fiscal policy will be tightened when the estimated real growth rate is higher than the
5% benchmark, whereas the fiscal policy will be relatively loosened when the estimated
growth rate is lower than the 5% benchmark.

Finally, the binding general government deficit ceiling for the current fiscal year is
calculated by subtracting the cyclical adjustment and deficit adjustment from the previous
year’s general government deficit.

A simulation analysis will make it clear how the rule works. By using the data and
projections published in the most recent Medium-Term Programme (covering the period
2011-13), general government deficit ceilings for 2011, 2012 and 2013 can be easily calculated.
However, before making calculations there is one point which needs to be clarified. According
to the draft Fiscal Rule Law, the general government deficit calculation will be based on the
ESA95 definition, but ESA-defined general government data have not yet been published.
Therefore, the overall general government deficit excluding privatisation proceeds is used
in this simulation analysis (see Table 3).

Table 3. Simulation of the Turkish fiscal rule

Per cent of GDP

2011 2012 2013
Previous year’s general government deficit a(t_l) 4.0 3.2 2.5
Cyclical adjustment coefficient k 0.33 0.33 0.33
Convergence pace coefficient y 0.33 0.33 0.33
Real GDP growth rate estimation for the current year b 45 5.0 5.5

U]
Real GDP growth rate benchmark b* 5.0 5.0 5.0
General government deficit ceiling target for the long term a* 1.0 1.0 1.0
Deficit adjustment _ % -1.0 -0.7 -0.5

y(a(t_v a )
Cyclical adjustment _ _ Rk 0.2 0.0 -0.2
k (b, —b%

Total adjustment -0.8 -0.7 -0.7
Current year’s general government deficit ceiling 3.2 2.5 1.8

In the most recent Medium-Term Programme (covering 2011-13), the ratio of the
general government deficit to GDP is expected to be 4% in 2010. As mentioned before, the
general government deficit ceiling in the long term [a*] is determined as 1% of GDP, and the
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convergence pace coefficient of the deficit is determined as 0.33. This means that
33% of the difference between 4% and 1% will be compensated in 2011. Therefore
the deficit adjustment is calculated as 1% of GDP in 2011.

While calculating the cyclical adjustment in line with the Medium-Term
Programme projections, we saw that fiscal policy will be loosened, as the real
GDP growth rate projection of 4.5% is below the benchmark level. In this way, the
government will have the opportunity to increase the deficit by as much as 33% of
the growth rate deviation. Therefore the cyclical adjustment is calculated as 0.2%
of GDP in 2011.

Finally, the total adjustment is -0.8% of GDP, and the general government deficit
ceiling is 3.2% of GDP in 2011 according to the formula.

In 2012, since the growth rate projection is equal to the benchmark level, the
cyclical adjustment is zero. Similar to the year 2011, the formula suggests a fiscal
tightening in 2013 owing to the cyclical developments in 2013.

Within this framework, growth rate projections will have a critical role in
practice. If growth rate projections deviate too much from realisations, the cyclical
adjustment component of the formula will be unrealistic. Taking the structural
characteristics of Turkey into consideration with sharp booms and busts, the
deviation will unavoidably be high in some periods. In addition to aiming for
accurate projections, it is also important to allow prudence margins which will
give policy makers enough flexibility to respond to unanticipated developments.
There is no provision in the draft law on prudence margins, but neither is there any
provision preventing them.

In addition to the general government deficit rule which could be considered as
the backbone of the draft Fiscal Rule Law, there are also two other rules on budget
balance. According to these two supplementary fiscal rules, revolving funds should
have a balanced budget and the SOE system as a whole should not create borrowing
requirements.

The draft Fiscal Rule Law also proposes that the Medium-Term Programme
prepared by the State Planning Organization and the Medium-Term Fiscal Plan
prepared by the Ministry of Finance be combined under the name of “Medium-
Term Programme and Fiscal Plan”. This document is going to be the new basis of
multi-year budgeting and fiscal rule implementation, and will include the general
government deficit ceilings.

In order to ensure healthy monitoring and evaluation of the fiscal rule, general
government data will be published quarterly, and the realisations of the fiscal
rule will be announced to the public in the Fiscal Rule Monitoring Report by the
Ministry of Finance by the end of April after the closing of each fiscal year. In this
context, however, an independent monitoring authority which will be responsible
for checking compliance with the fiscal rule is not foreseen in the draft law.

The Turkish Court of Accounts (TCA) is assigned as an audit authority to check
accounts and their conformity with international standards. Moreover, the Plan
and Budget Committee of the Turkish parliament will be informed about targets,
updates and deviations in this process, thus increasing the accountability and
transparency of the government.
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5. Conclusions

Turkey made significant progress in fiscal management throughout the 2000s, both
quantitatively and qualitatively. However, there is still much to be done in order to achieve
the goal of a fiscal system that is governed more responsibly and transparently. The strategic
management framework is still inadequate, since agencies try to interpret the system on
the basis of the traditional input-oriented approach. Moreover, it is vital to establish a sound
programme-based monitoring infrastructure together with a fully functioning internal
control system in order to supervise performance outputs. Decision making is not based on
a functional classification in the budget process, and there is still a missing link between
nationwide policy documents and individual agency priorities. Therefore, the authorities
should focus on the efficiency of implementation of legislated reforms in the forthcoming
periods.

Irrespective of existing institutional deficiencies, and beyond the other progress in the
reform agenda, fiscal consolidation itself created a significant transformation in the 2000s.
First, the government had more opportunity to focus on social and physical infrastructure,
as the interest burden of the budget lessened. In this context, total general government
social expenditures (previously just below 10% of GDP) are now over 17%. Moreover, average
completion time of the total investment programme is now around 4.5 years (12.5 years in
2001). In addition, fiscal space created through fiscal consolidation enabled the government
to manoeuvre easily in the last global crisis. The general government deficit, which
unavoidably reached 5.5% of GDP in 2009, is estimated to decrease to 1.1% of GDP in 2013;
and the general government debt stock (which was 45.5% of GDP) is projected to decrease
to 36.8% of GDP in 2013.

The second and maybe most important contribution of fiscal consolidation has been
with regard to the real sector. Fiscal consolidation in the 2000s contributed to private
sector oriented growth. Severe and consecutive fluctuations in the 1990s discouraged
entrepreneurs from taking risks in the face of uncertainties. Therefore, the real sector
found that speculative gains were the most secure and reasonable way of making profit
due to the high interest returns of government borrowing. This phenomenon affected the
mentality and perception of society, where economic agents mostly focus on the short
term, and planning for the future was seen as futile. Taking all these factors into account, it
could be said that the crowding-out effect of the policy chosen in the 1990s was rather far
beyond the numerical results.

Keeping in mind that rules are more effective when they are put into force after basic
fiscal consolidation is completed, and that a rule should not be introduced in an environment
of heightened macroeconomic uncertainty, a fiscal rule which is designed to serve as a new
anchor in fiscal policy will most probably be put into practice in Turkey as soon as the
clouds of the current global economic crisis have completely dissipated. The selected fiscal
rule alternative in Turkey is aimed to support ongoing reforms by means of its standard
requirements for accounting, monitoring and reporting. Moreover, it will support counter-
cyclical fiscal policy through its flexibility in the face of conjunctural changes. Therefore,
the fiscal rule will determine the boundaries of discretionary fiscal policy in Turkey in the
near future.
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REFORMING THE BUDGETING PROCESS IN CHINA

1. Introduction

The public budget, serving as a reflection of the collective public interest and as a legal
constraint on government spending, is an effective tool in ensuring good governance and
public interest. Within the first 30 years after the establishment of the People’s Republic
of China in 1949 - a period that was dominated by a planned economy - even though
the Chinese government had a budget, this role of the public budget was nowhere to be
found. The most important financial management tools at the time were mandatory plans,
executive orders and rigid administrative control over state-owned enterprises. In that era,
the public budget played a subsidiary role to the planned economy.

Since 1978 when China adopted the policy of “reform and opening”, the planned
economy was gradually being dismantled and its commanding role in determining resource
allocation was also being eroded. While the government’s role in economic planning has
been on the decline, its role in the provision of public goods and services to the general
public, however, has taken on more prominence. The change in the role of government has
also raised awareness about the role the budget plays in resource allocation and public
management. This led to a series of budgetary reforms in China. The reforms started with
the Chinese Budgetary Law, a brand new law specifically on the budget, which was passed
in 1994.1 In 2000, a departmental budget reform was begun to increase the government’s
control over the budget and budgetary transparency. In 2001, a centralised treasury
management system was instituted. The aim was to provide a system that allows for
sharing of fiscal information in the areas of budget formulation, economic and revenue
forecasting, disbursement, cash management, and state asset and debt management. A
State Procurement Law was passed in 2002, with full implementation beginning in January
2003. The law was intended to make procurement more centralised and transparent,
and to reduce corruption. In 2005, another reform was implemented to institute a new
classification system for revenue and expenditure in the budget. This series of budgetary
reforms was aimed at establishing a mechanism for controlling and promoting the more
efficient use of public funds. Since the implementation of various reforms, some positive
—albeit limited - results have been achieved in setting up a basic infrastructure for a modern
budget system, process and rules (Wong, 2007). Departments directly affiliated with the
government have annually submitted their departmental budgets to the legislative body,
something they were not required to do in the past. Budget classification has become more
detailed and more in line with international practice, thus bringing some transparency
to the budget. There has also been some improvement in the comprehensiveness of the
budget by decreasing the number of funds that are beyond the normal budgetary process.

Despite all the achievements, the limitation of these reforms has become ever more
evident. The most serious issue with all the reforms so far is that they have not turned the
budget into a legally binding document on the government in terms of revenue collection
and spending. This lack of any budgetary legal authority is evident in several aspects:
there is a consistently wide gap between the original budget approved by the Chinese
legislature (the National People’s Congress) and the final budget; substantial additions
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and subtractions are made by the government to the original budget figures without the
approval of the legislative body, and funds are used for purposes other than those approved
by the legislature; there is also rampant corruption and misuse of public funds for personal
benefit. Such evidence clearly demonstrates the inadequacy in controlling government
spending and the fact that budgetary reform has a long way to go in China before the
public budget can play a role in society as intended. This article presents a framework for
furthering budgeting reform in China that will enhance the role of the public budget in
managing a modern society.

The article is divided into three sections. In Section 2, the importance of the public
budget is discussed along with the role played by the legislature in the budgeting process
in terms of accountability. In Section 3, problems in current Chinese budgeting practice
are discussed, and then the reasons for the budgetary problems are analysed. In Section 4,
recommendations are presented on how to build a framework to improve Chinese budgeting
practice.

2. Public budgeting, process and legislative role

In this section, we provide a general theoretical framework for the public budgeting
process, which will be used later to analyse the budgetary issues in China. We first examine
the role of public budgeting and the role of the legislature in public budgeting. Second, we
discuss how the role of the legislature is fulfilled in the budgeting process. Third, we review
the literature on the worldwide trend in legislative budget activism.

2.1. The roles of public budgeting and the legislature in public budgeting

Public finance is a political system by which a society decides the kind and level of
resources that should be collected as well as the kind and level of public goods and services
that should be provided, and ensures that the resources are used as intended. The outcome
of this decision process is the government budget. The budget is the single most important
policy vehicle for government. It is an instrument that reflects government priorities and
citizens’ preferences (Rubin, 2006).

One of the most fundamental principles of public finance is the separation of the
ownership of, decision making on, and management of public funds. Public funds belong to
all taxpayers (collectively the entire society); the decision making on how the funds should
be used resides with the legislative body elected by the taxpayers; and the management
of the public funds is carried out by the government. The reason for the separation of
ownership and decision making is that direct decision making by taxpayers on every
issue is practically impossible and simply too costly; and the reason for the separation of
decision making and management is to avoid the opportunism in a fiduciary relation, so
that those who decide how the funds should be used and those who actually use them
are not the same people. This separation of ownership from management, however, also
introduces the principal-agent relationship and all the issues related to this relationship.
Accountability becomes the paramount issue in terms of protecting the principals’ interest.
Therefore, prerequisites for the safeguard of the public interest are that the legislative body
- considered in this case to be the guardian of the taxpayers’ purse —has the final decision-
making authority in a budget before it can be executed by the government, and that a
budget so approved by the legislature is legally binding on the government. In this sense,
the budget is a legal contract between the government and the legislature about what
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the government should do in the new fiscal year (Wildavsky and Caiden, 2004), and the
budget is a powerful tool of accountability for citizens to know how the government spends
their money (Rubin, 2006; Lee, Johnson and Joyce, 2008). Henceforth, in theory at least, the
legislature constitutes the most important element of external accountability to society in
public financial management.

While the rationale for legislative involvement in public budgetingis clearly established,
the next question is: what does the legislature need in order to fulfill its responsibility?
Literature on legislative budgeting has identified three key elements in the institutional
arrangements of the legislature that will make this possible: legal authority, organisational
structure and capacity.

e Legal authority: for the legislature to have any real power in the budgeting process, the
constitution or other statute should clearly state that the legislature has the authority
to amend the budget submitted by the government and set the parameters of the
amendment power, such as whether the legislature can revise the spending up or down.

e Organisational structure: to make the legislative budgeting process efficient and
effective, a committee structure also needs to be in place. The most generic format
of this committee structure has two components: a central committee component,
with a budget or finance committee responsible for overall budgetary matters; and a
subcommittee component, with multiple subcommittees responsible for various policy
areas. This allows the legislature to have both control over the overall budget process and
more specific in-depth inquiry into various government programmes.

e Capacity: the legislature also needs to have the capacity to analyse the government’s
budget. This capacity is dependent on three factors: time, information and expertise. First,
the legislature needs a sufficient amount of time to review and analyse the government’s
budget proposal, especially at the central government level where the budget tends
to be large and complicated. Second, the legislature also needs to have the necessary
information on the cost of government programmes. The legislature can collect such
information in two ways, either by itself or through some institutional arrangement with
the government for sharing information. Third, the legislature also needs its own staff
with substantial knowledge in specific programmes to review the government budget.
Legislators simply do not have the time needed to review the entire budget by themselves.
If any one of these three factors is absent, then a substantive review of the government
budget is unlikely.

According to a report of the National Democratic Institute for International Affairs
(Gustafson, 2003), most legislatures have between two and four months to deliberate
on and pass the annual budget; most legislatures that are active in the budget process
have strong and active committee systems, including vesting principal responsibility in a
budget or finance committee or sharing power with multiple committees; and adequate
staff and technical expertise are also critical for legislatures to fulfill their constitutional
responsibilities. Stapenhurst (2004) also discusses five reasons why the legislature is not
active in some countries, and two of the reasons are the absence of legislative budget
research capacity and of specialised budget committees.

2.2. The budgeting process

The budgeting process should thus reflect the nature of public budgeting and the role
played by the legislative body in terms of its decision-making and oversight authority.
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The budgeting process can generally be divided into four stages: preparation, review and
adoption, execution, and financial reporting and auditing. What follows is a brief discussion
of each stage to see how the legislature exercises its control and oversight authority on the
government in the public budgeting process.

2.2.1. The preparation stage

For practical reasons, it is widely acknowledged by budgeting experts and researchers
that the initial preparation of a budget for a new fiscal year is best left to the government. The
government is at the front line of providing goods and service and thus has a more intimate
knowledge of the cost; and the government has more time and the whole bureaucracy to
put the budget together. There are very few countries in which the legislature has the ability
to put together a budget from scratch on its own without much help from the government.

Inbudget preparation, on the revenue side, the government forecasts revenue collection
from every revenue source, and should detail in the budget proposal what it expects to
collect from all sources. On the spending side, the government should also forecast
spending for every single programme, large and small. The budget should detail spending
for each agency as well as each office within each agency: number of positions, salaries and
other administrative costs. The purpose of this level of detail in the information presented
is to make it possible for the legislature to review and oversee government spending.

2.2.2. The review and adoption stage

Once the budget is prepared and submitted to the legislature, the legislative budgeting
process begins. In this stage, the legislature will do a number of things to exercise its
decision-making power: review the executive budget, gather more budget information
from the government, seek public input about the budget through public hearings, revise
the budget based on the legislative priorities, and finally pass the budget. The revisions to
the budget include adding new legislative programmes, or adding to or subtracting from
current spending for a particular programme proposed by the government. This ability to
revise the budget lies at the heart of legislative oversight and decision-making power.

2.2.3. The execution stage

During the execution stage, the legislature exerts its oversight power over the
government mainly in two ways: periodic reporting and revision to the adopted budget.

Once the budget is passed, it is legally binding on the government. The government
will execute the budget and cannot make any changes to the budget without legislative
approval. However, changes to the adopted budget are inevitable over the course of the
fiscal year. These changes happen due to both revenue and spending. On the revenue
side, as revenue collection is dependent on the underlying economic activity, the actual
revenue collection will be different from projections. When there is a revenue shortfall, a
deficit results, thus necessitating spending cuts or a revenue increase, if there is a balanced
budget requirement. When actual revenue exceeds projected revenue, a budget surplus
results, which can either lead to a spending increase or to savings by being put into a
reserve for future use. All these actions that will result in changes to the adopted budget
will require the approval of the legislature. On the spending side, as the spending figure in
the adopted budget is also a projection of what the government plans to do in the future,
the actual spending can also be somewhat different from the projected spending. First, the
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government may have to spend more on a certain programme due to a legal requirement,
such as more spending for welfare programmes during an economic downturn. Second, the
government may find that it needs more money for some spending item but less money for
others - for example, more money for travel but less money for office equipment. Changes
therefore need to be made to the adopted budget by adding to or subtracting from certain
programmes, or by a transfer of funds between programmes or within a programme. Again,
all these changes will require specific legislative approval in order to take place.

A prerequisite for such legislative changes to the adopted budget over the course of the
year is a periodic financial report from the government. Such periodic reporting (monthly,
quarterly, and semi-annually) covers actual revenue collection and spending, as well as
comparison with projected revenue and spending up to that point. Only in this way can the
legislature and the public know if the budget is executed according to the plan and if any
legislative actions are needed to deal with an emerging deficit or surplus.

Because of the inevitable changes, the final budget will certainly be different from the
adopted budget. While such changes are inevitable, there are ways to minimise the size
of the variance. First, the government can do a better job in forecasting both revenue and
spending. This entails using advanced scientific models in projecting the economic growth,
revenue growth and spending growth. Second, there should be a sizeable reserve fund
to cover unanticipated fiscal events and thus avoid reduction in existing programmes to
eliminate the deficit. If budget preparation is solid from the start, absent serious disruption
to the economy, any changes to the adopted budget should be relatively small.

2.2.4. The financial reporting and auditing stage

Once the fiscal year ends, the government should present a comprehensive report on the
results of its financial operation over the past year. To show its accountability to the public
and the legislature, the government should not only report the final revenue and spending
figures, but also compare them to their counterparts in the adopted budget and provide
explanation on any major discrepancies between the two. This comparison should be for
both revenue (breaking down into all major revenue sources) and expenditure (breaking
down into all the major programmes or government departments). The purpose of this
comparison is to hold government accountable to the budget adopted at the beginning of
the fiscal year. In addition, the government should also provide a comprehensive account of
its assets and liabilities, and whether the assets and liabilities have increased or decreased
after one year’s financial operation. This provides a long-term perspective on the fiscal
health of the government. To be credible, this comprehensive financial report also needs to
be independently audited by an agency outside the government. The legislature should also
conduct its own audit of government spending to see if it is what it is said to be.

In thisideal budgeting framework, government action is constantly subject to legislative
oversight and control through the budgeting mechanism. The legal authority for the public
budget imposes firm constraint on government financial discretion so that the outcome
reflects the collective wish of the majority of taxpayers.

2.3. The worldwide trend

Despite the theoretical underpinning of the importance of the legislative role in the
public budgeting process, the legislature has not been playing as active a role as expected
until more recently (Schick, 2002; Posner and Park, 2007). One important reason for the
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relative hands-off approach by the legislature is the growth in the size of the state and of
the complexity of its structures, financing mechanisms and expenditure agendas, which
makes it increasingly difficult for the legislature to get a full picture of the government and
to assess individual proposals for both spending and revenue.

This situation, however, has started to change over the last 20 to 30 years. A survey by
the OECD (1998) found that there is a growing number of countries in which the legislature
plays anincreasingly active role in budget processes — by creating special budget committees
with expertise in budgets and supported by legislative staff, by obtaining better information
from the government on spending proposals and implementation, and also by becoming
more active on the monitoring and audit side. Folscher (2006) also found that more than a
quarter of countries have revised their constitutions over the previous 15 years to give the
legislature more powers.

Among developed countries, the best example of this trend can be seen in the United
States. In 1974, the Congress passed the Congressional Budget Act of 1974. It established the
Congressional Budget Office (CBO), a nonpartisan budget staff office to help the Congress
in budgetary matters. Over the years, the CBO has grown into a very authoritative source of
budget information, allowing the Congress to put together a budget on its own. In France,
the National Assembly initiated a wide-ranging budget reform, including a reclassification
of the budget, in order to support legislative oversight and an expansion of powers to amend
expenditures (Stapenhurst, 2004).

In developing and transition countries, too, there is a trend toward legislative budget
activism. In most Latin American countries, the government used to dominate the budget
process, and legislatures largely served as “rubber stamps”. As Santiso (2004) points out, the
financial reform in many Latin American countries occurred in two rounds. In the first round,
Latin American countries undertook efforts to upgrade their public finance management
and financial information systems to improve efficiency within the government. However,
little attention was paid to the issue of accountability in budget management beyond the
executive branch. In the 1990s, many Latin American countries introduced constitutional
reforms to clarify and expand the power of the legislature with regard to the public budget
(Petrei, 1998). For example, in Argentina, the Congress has the right to modify the total
spending and debt amounts, and to make decisions that involve changes to the purposes for
which the funds are to be used. If Congress increases the budget proposed by the executive
branch, it must indicate the financing sources.

Recent changes in African practices concerning budgets and legislatures reflect similar
trends. Legislatures have become more vocal in their oversight roles, holding members of the
executive publicly to account through strengthened committees. South Africa and Uganda
have passed acts on financial administration or the budget which give more influence
to the legislature during the budget formulation and approval processes (Stapenhurst,
2004). In Eastern Europe, a notable example reflecting this trend is Poland. In 1997, a new
constitution gave the Polish House of Representatives broad power to increase or decrease
spending and revenues in the executive’s budget. The only limitation is that the changes
may not increase the budget deficit (or decrease the surplus) proposed by the executive
(Gustafson, 2003). To increase the legislature’s budgeting capacity, a research analysis unit
was established in 1991 with six employees. By 1995, the number of staff had increased
to 12, and the unit also contracted with the academic world to provide analytical services,
thus substantially increasing the legislature’s ability to undertake in-depth analysis of the
government budget (Stapenhurst, 2004).
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3. Current issues with Chinese budgets

Although, on the surface, the overall public budgeting process in China looks
somewhat similar to the framework discussed above, it deviates from it by a wide margin
in substance. The most important result of this deviation is the huge discrepancy between
the adopted budget and the final budget. In this section, we first present some evidence of
this discrepancy, and then we analyse the budgeting process to search for reasons behind
the discrepancy.

3.1. Existing problems

The most serious issue in China’s budget that is easily observable is the huge gap
between the adopted budget and the final budget. Such discrepancy is evident in both
revenue and spending.

3.1.1. Revenue

In terms of revenue, since 2000 the Chinese central and local governments have
consistently underestimated revenue growth by a substantial margin, as can be seen in

Table 1.
Table 1. Revenue growth estimates (per cent)
Budgeted growth Actual growth Actual versus budgeted growth

2000 8.4 16.9 201.20
2001 10.3 22.2 215.53
2002 7.7 15.4 200.00
2003 8.4 14.7 175.00
2004 7.0 21.4 305.70
2005 11.0 19.8 180.00
2006 12.0 22.4 186.67

Source: Ma, Caichen (2007), Government Budget, Northeast Publishing House, China.

While underestimation of revenue by itself is not a major concern (and one may even
argue that this is a result of unprecedented economic growth over this period), consistent
underestimation over many years indicates either very poor budgeting and forecasting
skills, or a deliberate underestimation of revenue collection. Even though consistent
underestimation of revenue collection by itself is not a major concern (again it can be
argued that more conservative estimation of revenue is conducive to the long-term fiscal
health of the government), it poses a serious problem for the integrity of the budget if
the resulting surpluses fall outside the purview of the public budget. Unfortunately, this
happens to be the case in China. The governments at all levels never explain how the
surplus is treated, and there is every indication that such a surplus is spent in the year
to boost spending beyond what is budgeted. It has been estimated that the correlation
between a revenue surplus and additional government spending is as high as 95% (Sun and
Tan, 2007). Such additional government spending is completely free from any legislative
review and approval, and is thus utterly at the discretion of the government itself.

3.1.2. Spending

Deviation from the spending budget also runs deep and wide. This is shown in two
main aspects: the budget office that allocates funds and the agencies that use the funds.
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In China, the main agency that controls budget allocation at the central level is the
Ministry of Finance (MoF). Since China’s National Audit Office started auditing government
agencies, it discovered year after year that the MoF either allocated more than the budgeted
amount or did not allocate the fund set in the budget. For example, in 2006, the National
Audit Office found that the MoF allocated to government departments an additional
CNY 81.75 billion (Yuan renminbi) above the budgeted amount that had been approved at
the beginning of the year, accounting for 12.5% of the approved budgeted amount (Li, 2007).
Such additional allocation could be a result of the additional revenue mentioned above.
From 2004 to 2006, the MoF was to allocate CNY 5.5 billion as subsidies to employees laid off
from state-owned enterprises. In reality, it allocated CNY 285 million, accounting for only
5.2% of the budgeted amount (Li, 2007). These and many other changes from the approved
budget were executed without any involvement of the Chinese legislative body.

The auditing of government agencies’ budget execution also uncovered similar
disregard of the budget. For example:

e In 2005, the National Audit Office found that the use of CNY 5.5 billion was in violation
of the budget approved at the beginning of the year. Nine departments requested and
received CNY 176 million over the budgeted amount (Li, 2006).

¢ In 2006, the use of CNY 35 billion was in violation of the budget, and 95% of that amount
was due to mismanagement, such as transfer of allocations from their originally intended
programmes (Li, 2007).

¢ In 2007, close to CNY 30 billion was misused, and mismanagement accounted for 98% of
that amount (Li, 2008).

Whatishiddeninthese audits and almostimpossible to quantifyis thelevel of corruption
and waste of public funds. The amount of public funds used on official entertainment (such
as banquets, gifts for the purpose of official bribes, international travelling for pleasure) is
incalculable. These funds are spent purely for the government officials’ personal benefit
without any regard for public interest.

3.2. Reasons for budgetary problems

The main reason for all these problems is that the Chinese legislature, the National
People’s Congress (NPC), lacks substantive budgeting authority, due to many of the factors
mentioned earlier.

¢ The NPC does not have the authority to amend a budget submitted by the government.
As discussed earlier, the ability to revise a budget is the key to whether the legislative
body has the final decision-making authority regarding a budget to safeguard the public
purse. Even though the Chinese Constitution and the Budgetary Law bestow on the NPC
the authority to review and approve the initial budget and the final budget, they do
not elaborate on what this authority entails or whether the NPC can revise the budget.
Therefore, legally itis not guaranteed that the NPC can revise a budget. As a matter of fact,
since the establishment of the People’s Republic of China, central and local government
budgets have hardly ever been revised.

¢ The overall budgetary approval process also makes it impossible for the legislative review
to be of any significance. This is because the budget year starts on 1 January whereas the
NPC does not convene until early March, and later for people’s congresses at the local
level. By the time the budget is approved by the NPC, almost three months of the budget
year have already elapsed. In other words, the government operates without a budget for
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almost one-quarter of the fiscal year. At the local level, this kind of “budgetary vacuum”
can last as long as half a year. The Budgetary Law stipulates that, during the period of
“budgetary vacuum”, the government can operate on the basis of last year’s budget up
to that point and then operate under the new budget when it is approved. In reality,
such stipulation has very little effect in constraining government spending without
any specific regulation and oversight. The “budgetary vacuum” severely diminishes the
authority of legislative review and the legality of the budget in constraining government
spending.

¢ The initial budget submitted by the government to the NPC is not comprehensive and
lacks details. As a result, the NPC does not have enough information to evaluate the
government budget. There are three problems with this information disadvantage.
First, the government has a total monopoly on budgetary information. In a principal-
agent relationship, the agent has a strong motive to use the information advantage for
personal benefit. The NPC has no way of evaluating the accuracy of the information
provided by the government, and its ability to review the government’s budget is thus
completely controlled by the government. Second, the information contained in the
budget is incomplete. The budget contains only part of government spending. Some
extrabudgetary revenue and spending are not included in the budget submitted to the
NPC and are thus outside public purview and oversight. Gao (1999) estimated the size of
extrabudgetary funds to be 11-12% of Chinese GDP. Third, even for the part submitted
to the NPC for review, the budgetary information is too general to be of any use. The
information includes some verbal description and some summary tables on revenue
and spending. Such a lack of detailed information makes it impossible to evaluate the
overall budget, departmental budgets and individual projects, in terms of efficiency and
effectiveness in resource allocation. Therefore, even if the Budgetary Law requires that
changes to the budget be approved through the legislative process, the lack of detailed
budget information renders this requirement all but meaningless in both theory and
practice.

¢ Thelegislative committee does not have sufficient time and capacity to review the budget.
The Finance and Economics Committee (FEC), a legislative committee within the NPC, is
responsible for budgetary issues, among many other finance and economic issues.? The
FEC consists of 32 NPC members, with only a handful responsible for budgetary matters.
A subcommittee under the FEC, called the Budgetary Work Committee (BWC), consisting
of about 20 staff members, is the primary unit within the NPC that is responsible for
reviewing the government budget and monitoring budget execution.? According to the
Chinese Budgetary Law, the government has to submit the budget proposal to the FEC
for review a month before the convening of the NPC conference. However, given the size
and complexity of the budgets, and the small size of BWC staff, a thorough review of the
budget proposals is unlikely with just one month’s lead time.

¢ The legislature as a whole does not have time to review the budget. The NPC convenes
for 15 days every year. Of the 15 days, only one day is allocated to budget review. At
the local level, only a few hours are typically reserved for budget review. To review and
make sense of an entire central government’s budget in just one day makes it a very
hollow process. Not only does the NPC lack the information to evaluate the budget, it
also does not even have the time to evaluate the very limited information available to it.
As a comparison, the United States Congress needs about eight months to pass a federal
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government budget, and a state legislature needs about five to six months to pass a state
government budget.

¢ The government is also not held accountable to the original budget at the end of the year.
Even though the government publishes a final budget after the end of the fiscal year,
it provides only very summary information and provides no comparison between the
original and the final budget. It also provides no account of its total assets and liabilities.
Even though a government agency, the National Audit Office, conducts audit on the
government itself and has uncovered many irregularities in the government budget, the
legislature does not have any involvement in ex post auditing, rendering it completely
ineffective as an oversight mechanism and at the mercy of government bureaucracies.

As a result, the legislative approval of the budget remains largely a formality, and
the budget approved does not impose any legal constraint on the government agencies,
because the NPC knows very little about what is actually in the budget. The end result
is that the government puts together the budget, reviews and approves the budget, and
then executes the budget all by itself, with hardly any legislative or public involvement.
In other words, decision-making power is not separated from the execution of the budget
in China. Such concentration of budgetary power, however, does not happen by accident.
It is actually enshrined in China’s Budgetary Law, which emphasises the government’s
authority in the budgetary process. The very first article of the Budgetary Law stipulates:
“This Law is enacted to strengthen the distributive and oversight functions of budget,
improve state’s management of budget, enhance the state’s macro-management capacity,
and ensure economic and social development.” The first article reflects the dominant and
central role played by the government (or the state) in budgeting. The law is enacted only
for the government itself to better manage the public funds, without saying anything about
how the public, through the NPC, should use the budget to oversee government spending.

The Budgetary Law also gives a substantial amount of discretion to the government
during the execution of the budget. According to Article 53 of the Budgetary Law, budgetary
amendment occurs only when total spending exceeds total revenue, or when changes are
needed for the amount of debt to be raised in the original budget. That means that the
changes to the budget should be reviewed and approved by the NPC only when there is
a deficit. Therefore any other changes made to the budget will not require approval from
the NPC, such as additional spending when there is budget surplus, and transfer of funds
between different programmes. Since governments at all levels enjoyed budget surpluses
year after year, the government could spend the surplus in any way it saw fit without any
involvement of the NPC. While such discretion gives the government the opportunity to deal
with changes more easily, it nonetheless increases the opportunity for arbitrary behaviour
and corruption. If the government has this kind of discretion in budget execution, then the
initial budget approval puts very little constraint on the government. Thus it is not hard to
understand the huge variation between the original budget and the final budget.

4. Recommendations

Based on the previous analysis, improving the legal authority of the budget as well as
accountability in the public sector requires major reforms to the budgeting process and
rewriting of China’s current Budgetary Law guiding the budgeting process. The fundamental
reason why the budget is not adhered to and why the government changes it at will is that
the budget in China is not legally binding. What follows is a list of some modest steps that
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can be implemented fairly easily to change the current situation. The major theme of the
reforms is to impose legal authority for the budget on the government.

1. The most important reform is to amend the Budgetary Law under the principle of
balance of power. It should be firmly established that the people’s congresses at all levels
should have the decision-making power in the budgeting process, including reviewing
and approving, amending, adjusting and vetoing the budget, as well as overseeing the
execution of the budget. The government can only operate under the budget approved
and amended by the people’s congress. There should also be provisions requiring
sanctions against violation of the budget and requiring audit, by an agency independent
of the government, of budget execution.

2. To help the legislature fulfill this responsibility, steps should be taken to improve
the capacity of the NPC to review the budget. Such capacity involves at least three
components: committee, personnel and time.

- Within the NPC, a standing Budget Committee should be established, dedicated to
government budget review and monitoring. The Budget Committee can be formed by
transferring part of the responsibility out of the FEC, and the BWC out of the FEC, into
the new Budget Committee. There are some advantages to this institutional set-up.
First, it accords a much higher priority to the budget than under the current setup,
which is an appropriate attitude given the prominent role played by the budget. Second,
the new committee dedicated to the budget will lead to a more effective review and
monitoring of the government budget.

- To make it more effective, this committee should also substantially expand the size of
its staff to provide the committee members with more in-depth and more technical
analysis of the government budget.

- Even though the rank-and-file members of the NPC cannot spend much time on
reviewing the budget during the annual conference, the new standing Budget
Committee needs to have more than a month to review the budget. The government
needs to submit the budget to the new Budget Committee at least three months before
the annual conference.

3. The starting date of the fiscal year should be moved to a date after the conclusion of the
annual conference of the people’s congress at all levels. This is one of the prerequisites
for endowing the budget with legal authority.

4. The government’s budgeting capacity should be increased. How well the budget is
prepared will have an impact on how well it is executed. This depends on the forecasting
of both expenditure and revenue. For example, revenue and spending forecasting should
be based on advanced econometric models rather than on simple “guesstimates”. If large
discrepancies exist between the original and final budgets, they should be published and
discussed so as to improve the accuracy of models for future forecasting. More precise
forecasting is a prerequisite to minimize the discrepancy between the original and final
budgets. The government needs to set up a professional team to do scientific forecasting
of revenue and expenditure. If this cannot be accomplished within the government, then
this task should be outsourced to experts outside the government. While this step is
not directly linked to the legislative role, it is nonetheless important because it brings
credibility to the budgeting process and makes legislative review and oversight much
easier.
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5. The budget proposal submitted by the government should be comprehensive and
detailed. To make the government accountable for what it spends, the budget should be as
comprehensive and detailed as possible. To be comprehensive, the budget should include
all government revenue sources and spending items, both on budget and off budget. To
be detailed, it should provide information on spending at all different levels. It should not
only provide summary information at the programme level or department level, but also
break down spending information to levels lower than the department, such as each and
every office in the department, including information on the number of positions for each
office, salary, office spending, travel, utilities, etc. Only with comprehensive and in-depth
fiscal information can the original budget serve to hold the government accountable and
can the legislature exercise its oversight authority over the government.

6. With regard to the execution of the adopted budget, the government needs to furnish
information periodically (publication at least once every month) to the National People’s
Congress about spending and revenue figures, and compare such actual revenue and
spending figures to the projected revenue and spending figures based on the originally
budgeted figures. The update and the comparison will tell the legislature whether the
government is executing the budget according to the plan and if the government is
running a surplus or deficit as of the reporting date. This will not only hold the government
accountable for its spending, but will also give the NPC, or at least its standing Budget
Committee, time to prepare for necessary changes to the original budget.

7. After the fiscal year ends, the government should publish a detailed report about actual
revenue and spending figures, and this report should be part of a comprehensive annual
financial report that includes not only annual revenue and spending figures, but also
accumulated assets and debt. This will give the public both a short-term and long-
term perspective on the fiscal health of the government. It should also include a table
comparing the original and final budgets, and explanations of any major differences. The
legislature should also conduct its own audit of government spending, or contract with
other institutions outside the government to conduct the audit.

5. Conclusion

China has made great strides in public financial management over the last 30 years
since it adopted the “reform and opening” policy in 1978. The limitations of the reforms
adopted so far, however, have also been clearly evident as the public sector is growing larger
and the scope and level of corruption and waste are growing ever wider and higher. In
one sense, the path taken so far by China is somewhat similar to the one taken by some
developing countries in Latin America: initial reform was aimed at improving the efficiency
of government operation without paying too much attention to government accountability.
Given the importance of the role played by the legislature in the budgeting process and
the worldwide trend of a more active legislature in government budgeting, it is also
time for China to start implementing a second round of budgetary reform to bring more
accountability into public financial management.
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Notes

1. The Budgetary Law lays down four basic principles of budgetary management: i) each level
of government should be responsible for its own budget; ii) the budget should be balanced,;
iii) the central government will share revenue with subnational governments; and iv) once
the budget is approved by the legislative body at each level of government, it cannot be
changed without going through the legislative process.

2. The NPC meets as a full body only once a year for two weeks. Outside this period, it is
up to the NPC Standing Committee, consisting of 160 members, to meet frequently to
discuss legislative matters. Under the Standing Committee, there are several specialised
committees, and the FEC is one of them.

3. In addition to budget review and monitoring, the FEC is also responsible for much other
legislation and regulation with regard to finance, national economy, and social and
economic development.
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1. Introduction

Since the early 1990s, but more so since the early 2000s, there has been a significant
increase in the use of PPPs by OECD countries. Countries such as Australia, France,
Germany, Korea and the United Kingdom increasingly use PPPs to deliver services that
they previously delivered through traditional public procurement. For most of the last
decade, PPPs in the United Kingdom constituted approximately 12% of total annual capital
expenditure (cf. EIB, 2004:5; KPMG, 2007:4), with other countries following suit. The drive
to use PPPs is increasingly premised on the pursuit of value for money (cf. OECD, 2008).}
As it includes both qualitative and quantitative aspects and typically involves an element
of judgment on the part of government, a precise measure for value for money does not
exist (see the Appendix for a discussion). Nevertheless, value for money can be defined
as what a government judges to be an optimal combination of quantity, quality, features
and price (i.e. cost), expected (sometimes, but not always, calculated) over the whole of the
project’s lifetime. Thus, the value-for-money concept attempts to encapsulate the interests
of citizens, both as taxpayers and recipients of public services. As such, value for money
should in principle also be the driving force behind traditional infrastructure procurement.
Therefore, any project, whether it is a PPP or a traditionally procured project, should be
undertaken only if it creates value for money. With value for money being the objective,
PPPs and traditional infrastructure procurement are merely two modes to deliver value for
money.

Therefore, as a matter of principle it seems that the choice between using a PPP or
traditional procurement should be simple: governments should prefer the method that
creates the most value for money. However, in practice the choice is not always as simple. In
practice, the value-for-money objective is very often blurred, and the choice between using
a PPP and traditional infrastructure procurement may be skewed by factors other than
value for money. Some factors skew choice towards traditional procurement, while others
skew it towards PPPs. This article considers the various factors that may skew this choice
and thereby undermine the pursuit of value for money. Factors may include: the legal and
institutional set-up that procuring entities face; the range and complexity of the ex ante
and ex post value-for-money tests to which PPPs and traditionally procured infrastructure
projects are subjected; the roles in the procurement process of the parliament, the finance
ministry, the PPP unit and the procuring entities; and the accounting standards applied
to both PPPs and traditionally procured infrastructure projects. Political preference for or
against PPPs may also play a role in skewing incentives and affecting choice, together with
issues such as the availability of skilled staff, the strength of public sector unions, inability
to quantify and price project risks, and the general complexity of some projects.

With the focus on the attainment of value for money and by exploring the issues
raised above, this article sets out to compare the two methods of procurement. It used a
questionnaire sent to OECD and selected non-OECD countries to collect information on
traditional infrastructure public procurement and the procurement of services through
public-private partnerships. The results are presented in Section 3. These results are
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further augmented in Section 4 by four case studies covering procurement processes in
France, Germany, Korea and the United Kingdom. Using the information from Sections 3
and 4, Section 5 suggests good practice that will align the requirements for these two types
of procurement and remove possible perverse incentives that favour one over the other.
As there might be good reasons why requirements could differ, aligning requirements
does not necessarily mean identical requirements for both PPPs and traditionally procured
projects. Rather, alignment means that, for the same type of project, the same level of
detail and information is available to assess value for money, whether that project is a PPP
or a traditionally procured investment project. It also means that the scope and volume
of institutional and legal requirements as applied to PPPs and traditional procurement
respectively, as well as ex ante and ex post value-for-money assessments required from each
type, do not create incentives to prefer one type of procurement to the other. Alignment
furthermore requires that accounting standards do not affect the choice between PPPs and
traditional infrastructure procurement.

Given an overview and comparison of the institutional and other aspects of PPPs and
traditional procurement in the countries surveyed, this article also sets out to consider
the process and requirements whereby a government decides whether a project should
be procured through a PPP or traditional procurement. Due to the novelty of PPPs in many
countries, clear criteria do not exist generally to guide the choice between these procurement
options. The article considers some frameworks used to guide this choice and then sets out
a list of criteria that could guide governments in deciding the mode of procurement. In
addition, the article considers measures that might reduce the preference for one type of
procurement over another, where such a preference is caused by the characteristics of the
ex post value-for-money assessment. Lastly, the article suggests a unified framework that
could be used to structure the selection of procurement options.

2. Defining PPPs and traditional procurement

A clear definition as to what constitutes a public-private partnership does not exist.
The OECD (2008) defines a public-private partnership as:

...an agreement between the government and one or more private partners (which may
include the operators and the financers) according to which the private partners deliver
the service in such a manner that the service delivery objectives of the government are
aligned with the profit objectives of the private partners and where the effectiveness
of the alignment depends on a sufficient transfer of risk to the private partners (OECD,
2008, p. 17).

Within this relationship, the government specifies the quality and quantity of the
service it requires from the private partner(s).2 The private partner may be tasked with the
design, construction, financing, operation and management of a capital asset to deliver a
service to the government or directly to end users. Furthermore, the private partner will
receive either a stream of payments from the government or user charges levied directly
on the end users, or both. If the government is also responsible for a stream of payments
to the private partner for services delivered, these may depend on the private partner’s
compliance with government specifications for quality and quantity. For the purposes of
this article, the PPP concept includes both “pure PPPs” - i.e. projects where the main source
of revenue for the private partners is the government (in the form of regular payments or a
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unit charge) — and concessions (where the main source of revenue is user charges levied by
the private partners on the beneficiaries of the services).3

A key element of the definition mentioned above is the role of risk. To ensure that
the private partner operates efficiently and delivers value for money, it is necessary to
transfer a sufficient amount of risk. In principle, risk should be carried by the party best
able to manage it. In this context, “best” means the party who can manage the risk at least
cost. To manage it may mean the party best able to prevent a risk from realising (ex ante
risk management) or the party best able to deal with the results of realised risk (ex post
risk management), whichever option (ex ante or ex post) is the cheapest. Some risks can be
managed and are hence called endogenous risks. However, not all risks can be managed,
and cases may exist where one or more parties to a contract are unable to manage a risk.
To those parties, such unmanageable risks are exogenous risks; an example is uninsurable
force majeure risk that affects all parties, while political and taxation risk is exogenous to the
private party and endogenous to government.*

Box 1. Different country definitions of public-private partnerships

Korea defines a public-private partnership project as a project to build and operate infrastructure such as
road, port, railway, school and environmental facilities - which have traditionally been constructed and run
by government funding — with private capital, thus tapping the creativity and efficiency of the private sector.

South Africa defines a public-private partnership as a commercial transaction between a government
institution and a private partner in which the private party either performs an institutional function on
behalf of the government institution for a specified or indefinite period, or acquires the use of state property
for its own commercial purposes for a specified or indefinite period. The private party receives a benefit for
performing the function or by utilising state property, either by way of compensation from a revenue fund,
charges or fees collected by the private party from users or customers of a service provided to them, or a
combination of such compensation and such charges or fees.

The United Kingdom defines a public-private partnership as “...arrangements typified by joint working
between the public and private sectors. In their broadest sense they can cover all types of collaboration
across the private-public sector interface involving collaborative working together and risk sharing to
deliver policies, services and infrastructure” (HM Treasury, 2008). The most common type of PPP in the
United Kingdom is the private finance initiative (PFI). A PFI is an arrangement whereby the public sector
contracts to purchase services, usually derived from an investment in assets, from the private sector on a
long-term basis (often between 15 to 30 years). This includes concessions and franchises, where a private
sector partner takes on the responsibility for providing a public service including maintaining, enhancing
or constructing the necessary infrastructure.

The State of Victoria (Australia) defines a public-private partnership as relating to the provision of
infrastructure and any related ancillary service which involve private investment or financing, with a
present value of payments for a service to be made by the government (and/or by consumers) of more than
AUD 10 million during the period of a partnership that do not relate to the general procurement of services.

Traditional infrastructure procurement represents the acquisition by government of
infrastructure such as roads and buildings (i.e. hospital buildings, school buildings). Usually
the government specifies the quantity and quality of the service, while the infrastructure is
constructed by private companies to whom the construction is typically awarded through
tender. Once the construction is finished, the asset is transferred to and operated by
government.” This mechanism includes so-called “build and deliver” contracts. Therefore,
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both PPPs and public procurement typically involve the private sector. The key distinction
is the allocation of risk and the role of risk as an efficiency driver.

In the case of a PPP, the transfer of the appropriate type and amount of risk is key
to the success of that PPP. Most often these same risks are also present in traditionally
procured projects. However, in a traditionally procured project the transfer of risk to the
private parties involved is very limited and usually does not extend beyond the construction
phase of the project (an example of the risk transferred is the inclusion in the contract of
penalties for late delivery). PPP contracts, however, tend to integrate the construction and
operational aspects of the project in a single contract. This ensures that the private partner
has an incentive to incur additional construction cost if those costs reduce future operating
and maintenance cost, but only if the present value of the operating and maintenance cost
saving exceeds or equals the increase in the present value of the additional construction
cost. This incentive does not exist in traditional procurement. However, as the discussion
below will indicate, despite the fact that PPPs may yield this benefit compared to traditional
procurement, not all projects are suitable candidates for PPP project status. The success of
a PPP depends critically on the risk transferred (and transferrable), the competition among
private parties, and the nature of the service to be delivered. It may also depend on the need
for innovation, as well as the complexity of the project.

2.1. The increasing importance of public-private partnerships

Although governments increasingly use PPPs, these arrangements still constitute a
relatively small component of total public sector investment. The United Kingdom figure of
12% mentioned above is one of the largest. Some countries also informally state that they
do not foresee PPPs exceeding 15% of total public investment, one reason being the rather
cumbersome process of creating a PPP (OECD, 2008). However, notwithstanding difficulties,
countries such as Australia, Germany, Korea and South Africa, as well as France, Portugal and
Spain, increasingly use PPPs. As noted above, there is a divergence in definitions regarding
what constitutes a PPP. This also leads to different figures regarding the number of PPPs in
the world. As such, not all the figures are comparable, but they do give an indication of the
wide extent to which countries use PPPs. According to Deloitte (Ireland) (2009), infrastructure
projects constitute the largest sector by number of deals internationally, followed by health
care and education, while the United Kingdom is by far the leading country implementing
projects, followed by the rest of Europe in second place. Furthermore, PPP activity reached a
peak during the period 2003-07, before slowing down due to the onset of the international
financial crisis and recession.

Table 1 comprises data collected by the Public Works Financing “International Major
Projects Survey” (PWF, 2009, p. 2). It includes projects that represent various combinations
of public and private sector risk taking and represents cumulative data since 1985.
According to Public Works Financing, road PPPs represent almost half of all PPPs in value
(USD 307 billion out of USD 645 billion) and a third in number (567 out of 1 747). Second is
rail and third is water. The PWF database also confirms that Europe represents about half of
all PPPs in value (USD 303 billion) and a third in number (642).
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Table 1. Global public-private partnership deals by sector and region since 1985’
Roads Rail Water Buildings Total
Number of Cost Number of Cost Number of Cost Number of Cost Number of Cost

projects (USDm)2 projects (USDm)2 projects (USDm)2 projects (USDm)2 projects (USDm)2

United States  Total planned and funded since 1985 77 61844 4 58 334 187 20 001 164 10 986 469 151 926
Funded by 10/09 35 16913 27 10 950 136 15024 158 9421 356 52 308

Canada Total planned and funded since 1985 31 18103 7 9780 29 3029 91 12 529 158 43 531
Funded by 10/09 20 11058 1 2000 14 457 49 9572 84 23114

Latin America® Total planned and funded since 1985 272 101 236 69 51184 153 17163 19 1729 513 171222
Funded by 10/09 140 61652 26 10 355 79 9865 8 521 253 82 393

Europe Total planned and funded since 1985 339 320375 102 157 293 218 34178 306 90 369 965 602 215
Funded by 10/09 193 156 692 55 54 579 171 24 657 223 66 975 642 302 903

Africa and Total planned and funded since 1985 21 10 886 16 12 479 101 28 166 10 1186 148 52717
Middle East Funded by 10/09 13 5691 4 4668 45 17 835 4 957 66 29151
Asia and Total planned and funded since 1985 295 92 662 93 101 826 180 50 745 37 11358 605 256 591
Far East Funded by 10/09 166 54 640 40 55676 119 37 452 21 7201 346 154 969
World Total planned and funded since 1985 1023 605 106 328 390 896 868 153 282 627 128 157 2858 1278 202
Funded by 10/09 567 306 673 153 138 228 564 105290 463 94 647 1747 644 838

1. This database comprises data collected by the PWF International Major Projects Survey. It includes all projects that are being planned, built or are operated in 131 countries. According
to PWF (2009, p. 3): “PWF’s survey aims to describe projects where governments are seeking to franchise the delivery of public works infrastructure services to private, for-profit companies
outside of a regulated, public utility structure. That delegation of control can take the form of long-term service contracts, concession arrangements involving finance, construction and long-
term operations of facilities under term-limited contracts; private development and ownership of facilities; and divestiture of infrastructure assets.”
2. Cost USDm (million) refers to nominal dollars, converted to USD at time of financial close.

3. Latin America includes Mexico, Latin America and the Caribbean.

Source: Public Works Financing (2009), Public Works Financing Newsletter, Vol. 242, October, www.PWFinance.net.
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3. Survey results

3.1. Background information

The survey was conducted during January 2010. Questionnaires were sent to senior
PPP and finance ministry officials in 31 countries. A total of 22 countries responded:
Australia (federal government and government of New South Wales®), Austria, Canada,
Chile, Czech Republic, Denmark, France, Germany, Greece, Hungary, Ireland, Italy, Korea,
Mexico, Netherlands, New Zealand, Norway, Slovak Republic, South Africa (an enhanced
engagement country), Spain, Switzerland and United Kingdom. Four of the countries
(France, Germany, Korea and the United Kingdom) also served as case studies comparing

PPP and traditional infrastructure procurement processes. These case studies can be found
in Section 4 below.

Of the 22 countries surveyed, 20 indicated that they do use PPPs in their country at
the level of government for which they answered the questionnaire (the exceptions are
Switzerland at the federal level and New Zealand). In 13 of the countries, answers pertain
to the national/federal government and in seven to the general government (see Table 2).

Table 2. To which level of government do your answers in this survey apply?

National/federal government 13
Provincial/state government 0
National/federal and provincial government levels 0
All levels of government, i.e. national/federal, provincial and municipal government 7
Total 20

Table 3 indicates the percentage of public sector investment that takes place through
PPPs and the number of countries to which each range applies. For instance, in nine of
the 20 countries, PPPs constitute between 0% and 5% of public sector investment in
infrastructure. Furthermore, in nine countries, PPPs constitute between 5% and 15% of total
public sector infrastructure expenditure.

The number of PPPs in countries varies significantly. It ranges from one at the federal
level in Canada, to three each in Austria, Denmark and Norway, to 670 in the United
Kingdom.7 In between are France with 330,8 Korea with 252, Mexico with 200, Germany
with 144, Chile with 60, South Africa with 50, New South Wales (Australia) with 35, Hungary
and the Netherlands with nine each, and Ireland with eight.

Table 3. What percentage of public sector infrastructure investment takes place
through PPPs?

Range Number Country

0%-5% 9 Austria, Canada, Denmark, France, Germany, Hungary, Netherlands, Norway, Spain

> 5%-10% 7 Czech Republic, Greece, Ireland, Italy, Slovak Republic, South Africa, United Kingdom
>10%-15% 2 Australia, Korea

> 15%-20% 0

>20% 2 Chile, Mexico

Total 20
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3.2. The problem statement

As argued in the introduction to this article, even though value for money should
be the overriding criteria in the choice between using a PPP or traditional infrastructure
procurement (TIP), the choice is very often blurred in practice. More specifically, the choice
between using a PPP and TIP may be skewed by factors other than value for money, with
some skewing it towards traditional procurement, while others skew it towards PPPs.
To ascertain the extent to which there are grounds for considering whether or not such
skewing exists, the questionnaire requested respondents to consider whether or not they
think that:

e the rulesin place impede attaining the maximum value for money by creating incentives
to prefer traditional infrastructure procurement (TIP) over PPPs; or

¢ the rulesin place impede attaining the maximum value for money by creating incentives
to prefer PPPs over traditional infrastructure procurement (TIP).

In four countries, respondents reported that they do not have enough data to make the
assessment (see Table 4). In seven of the remaining 16 countries (i.e. almost half), respondents
argued that rules indeed did to a large or to some extent impede attaining value for money
by creating incentives to prefer TIP projects over PPPs. However, the opposite is not true
- i.e. in 15 of the 16 countries, respondents reported that rules do not impede attaining
value for money by creating incentives to prefer PPPs to TIP projects. Hence, on the basis of
these results, it would seem that a bias might exist in favour of traditional infrastructure
procurement.

Table 4. Do you think that the rules in place impede attaining
the maximum value for money by creating incentives to prefer
one form of procurement over the other?

TIP over PPPs PPPs over TIP
Yes, to a large extent 2 0
Yes, to some extent 5 1
No 9 15
Not enough data to make assessment 4 4
Total 20 20

3.3. Legal framework and institutional set-up

This sub-section explores the extent to which the legal and regulatory framework, as
well as the institutional set-up for PPPs, differs from that under which traditionally procured
infrastructure projects operate. In eight of the 20 countries, the government passed specific
PPP laws and regulations to regulate PPPs (see Table 5). In seven of the countries, sector-
specific laws also apply to both PPPs and TIP.

In most countries, both traditional infrastructure procurement and PPPs are managed
and regulated in terms of existing laws and regulations pertaining to procurement, contract
law and the budget law. However, Table 5 also shows that, in some countries, procurement
law applies only to traditional infrastructure procurement (TIP) and not to PPPs. This
raises the question as to whether or not in some countries a specific PPP law replaces
procurement law. Hence, Table 6 juxtaposes the use of procurement law as applied to PPPs
with the existence of a specific PPP law. Table 6 shows that in nine countries there is only
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a procurement law that applies to PPPs, and no PPP law, while in six countries there is a
specific PPP law, while public procurement law does not apply to PPPs. In three countries,
the procurement law and a specific PPP law both apply to PPPs, while in two countries
neither a PPP law nor a procurement law applies to PPPs. In view of this situation, a
recommendation for countries with a separate and specific PPP law, but where procurement
law does not apply to PPPs, would be for the government to consider the degree to which
the requirements for TIP and PPPs are aligned. They need to do so to ensure that what is
demanded from line departments using these two forms of procurement does not create
incentives to prefer one form of procurement to the other based on grounds other than
value for money, efficiency and effectiveness.

Table 5. What constitutes the legal framework for PPPs and traditional
infrastructure procurement?

PPPs TIP
Procurement law 12 17
Contract law, concession law, budget law 15 12
Specific PPP law or regulations 8 n.a.
Sector-specific laws (e.g. for transport or health care) 7 7
Other 2 1
None 0 0

Table 6. Combination of procurement law and specific PPP law and regulations

Procurement law applied to PPPs 9
Procurement law as well as specific PPP law or regulations applied to PPPs 3
Specific PPP law or regulations 6
Neither 2
Total 20

The questionnaire also set out to establish whether or not the legal and regulatory
framework reported in Tables 5 and 6 is uniform across all levels of government (e.g. national/
federal, provincial and municipal). In Austria, federal procurement law applies, but there
are also nine different procurement laws for the nine Austrian provinces. In Australia, there
is no uniform framework, but national guidelines and policies exist to facilitate PPP policy
harmonisation. Canada reported that civil law applies in Quebec while common law applies
elsewhere; in addition, there are variations in regulatory regimes between jurisdictions
(e.g. from province to province; provincial versus federal). The Netherlands reported that
it does not have a regulatory framework; Hungary does not have one for PPPs. Denmark
reported some differences (also at local level), while France, the Slovak Republic and South
Africa reported slight differences between levels of government, usually with respect to
municipalities. The remaining countries all apply the same framework to all levels of
government, both for PPPs and TIP.

Differences between PPPs and traditional procurement also exist in terms of which
institutions are involved in infrastructure procurement. Table 7 shows that the finance
ministry and the procuring line departments are usually involved in both PPP and TIP
projects. Provincial governments are also involved in both PPPs (six countries) and TIP
(eight countries). Furthermore, in 11 countries municipalities are involved in TIP, and in
10 countries they are also involved in PPPs. The latter fact indicates the increasing use
of PPPs to deliver municipal services in many countries. In addition, more countries

OECD JOURNAL ON BUDGETING - VOLUME 2011/1 © OECD 2011 99



HOW TO ATTAIN VALUE FOR MONEY: COMPARING PPP AND TRADITIONAL INFRASTRUCTURE PUBLIC PROCUREMENT

report municipal involvement in TIP and PPPs than provincial involvement. This is also an
indication that, with respect to their spheres of activities, municipalities in many countries
have a higher degree of independence from central government compared to provinces.
This independence very often follows from the existence of own sources of revenue such
as municipal service charges. In two countries, legislative and parliamentary committees
also play a role in infrastructure procurement through PPPs, while the committees’ role
regarding TIP occurs in three countries. Ten countries reported that they have a specific
ministry that is also involved in TIP, while in six countries a specific ministry is also involved
in PPP projects.

Table 7. Which of the following institutions are involved in infrastructure
procurement in the case of PPPs and TIP?

PPPs TIP
The entity responsible for formulating the government’s budget (e.g. Ministry of Finance) 15 14
Line ministry 16 17
Specific ministry/entity responsible for public procurement 6 10
Relevant government agencies (e.g. regulatory agencies) 5 7
Legislative/parliamentary committees 2 8l
Other 3 4
Provincial authorities (in the case of provincial procurement) 6 8
Municipal authorities (in the case of municipal procurement) 10 1
PPP unit in the Ministry of Finance 9 n.a.
PPP unit in the line ministry 8 n.a.
PPP unit in a separate agency (e.g. Partnerships UK) 4 n.a.

Many countries also have PPP units (Table 8). These units mostly provide technical
assistance and contribute to policy formulation, while in some countries they are also
responsible for the approval of PPP projects (OECD, 2010) (also see the discussion below).
PPP units take different forms, with 13 units present in the finance ministry and six being
independent agencies. The first row in Table 8 summarises the second and third rows
but eliminates a double count (i.e. cases where there is both a unit located in the finance
ministry and an independent unit). It shows that in 14 countries there is a PPP unit in
the finance ministry and/or an independent PPP unit acting as an agency. There are ten
countries with sector-specific units in the procuring/line departments. Table 7 showed that,
in nine countries, PPP units in the finance ministry are involved in the PPP procurement
process, while in four the independent agencies are involved. In eight countries, sector-
specific units in the procuring/line departments are involved in the PPP procurement

process.

Table 8. Does your government have a PPP unit?
A central unit (unit in the Ministry of Finance and/or unit acting as an independent agency) 14
A unit located in the Ministry of Finance 13
A unit acting as an independent agency 5
Sectoral units (e.g. transport, health) located within line ministries 10
No 4

Table 9 juxtaposes the responses of countries on whether or not they have a PPP unit
with their responses on whether or not they have a specific PPP law. The left column refers
to combinations of a PPP unit and a PPP law, while the heading of the next column refers
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to the existence of a specific PPP law. Therefore, the second row, second column indicates
that in six countries there is no PPP law but there is a PPP unit, while the third row, second
column indicates that in no country is there a PPP law but no unit. Thus, the existence of
a PPP law always corresponds to the presence of a PPP unit. However, the reverse does not
hold true, i.e. the presence of a PPP unit does not necessarily mean there is a PPP law (in six
countries, there is a PPP unit but no PPP law).

In Table 9, the headings of columns three to five indicate to what type of PPP unit the
numbers in that column refer. Therefore, the third row, third column indicates one country
where there is a PPP law but no unit located in the finance ministry. The fourth row, third
column indicates that in seven countries there is both a PPP law and a PPP unit in the
finance ministry. Furthermore, in seven countries there is a PPP law but no PPP unit as an
independent agency, while in eight countries there is neither a PPP law nor a PPP unit acting
as an independent agency.

Table 9. PPP laws and PPP units

Sectoral units (e.g. transport,

Specific PPP law or Unit located in the Unit acting as an -
. - ) ) health) located within line
regulations Ministry of Finance independent agency L
ministries
No PPP law, no PPP unit 6 6 8 6
No PPP law, PPP unit 6 6 4 6
PPP law, no PPP unit 0 1 7 4
PPP law, PPP unit 8 7 1 4
Total 20 20 20 20

3.4. Ex ante value-for-money assessment

Significant differences between countries exist with regard to the degree to which
PPP and TIP projects are subjected to ex ante value-for-money assessments. Though most
projects, be they PPPs or TIP, are subjected to ex ante value-for-money assessments, the
type of assessments differ quite substantially. Table 10 indicates that an ex ante process
to ascertain value for money is done for all PPPs and TIP projects in, respectively, 11 and
7 countries. Furthermore, for both PPPs and TIP projects, five countries do ex ante value-
for-money assessments for projects above a specified threshold, while in respectively
three and zero countries these assessments are done on an ad hoc basis. This means that
only one country does not do ex ante value-for-money assessments for PPPs, while in eight
countries these assessments are not done for TIP. The results of Table 11 indicate that more
rigour is required from PPP projects compared to TIP. As noted in the introduction to this
article, the higher degree of rigour required from PPPs may in itself create a preference
towards traditional procurement. However, the point is not that the requirements for PPPs
be watered down, but the opposite: that the rigour of the requirements for TIP be aligned
with those of PPPs so as to eliminate any possible incentive other than value for money,
efficiency and effectiveness to prefer TIP over the PPP option.

In countries where there are ex ante processes for PPPs and TIP, these processes are
largely the same for all sectors of the economy (see Table 11).

OECD JOURNAL ON BUDGETING - VOLUME 2011/1 © OECD 2011 101



HOW TO ATTAIN VALUE FOR MONEY: COMPARING PPP AND TRADITIONAL INFRASTRUCTURE PUBLIC PROCUREMENT

Table 10. Is there an ex ante process to ascertain value for money (this may
include a whole-of-life/net-present-value approach) for PPPs and TIP?

PPPs TIP
Yes, for all 112 7d
Yes, for those above a threshold 5P 5¢
Yes, on an ad hoc basis 8s 0
No 1 8
Other 0 0
Total 20 20

a. Australia, Austria, Canada, Denmark, France, Germany, Ireland, Korea, South Africa, Spain, United Kingdom.
b. Czech Republic, Hungary, Netherlands, Norway, Slovak Republic.

c. Chile, Greece, Mexico.

d. Australia, Austria, Canada, Denmark, Germany, Mexico, United Kingdom.

e. Hungary, Ireland, Korea, Netherlands, Norway.

Table 11. Is this formal process the same for all sectors in the case of PPPs
and TIP respectively?

PPPs TIP
Yes 17 9
No 1 2
Other 13 10
No response to this question because no formal process exists 1 8
(i.e. answered “no” in Table 10)
Total 20 20

a. Varies in Mexico depending on the type of mechanism used (i.e. Pidiregas is different from PFI projects).
b. Respondent did not know.

One of the most notable differences between PPPs and TIP projects exists with regard
to the methods/processes that are applied to ascertain value for money. PPP projects
usually require that procuring entities put together a public sector comparator (PSC).
In 17 of the 20 countries, the government uses a public sector comparator, while one of
the three exceptions (the United Kingdom) uses public sector guidelines and an ex ante
value-for-money test that fulfils very much the same role as a PSC (see Table 12). In 12 of
the 20 countries, TIP projects are subjected to cost-benefit analyses. TIP projects may also
be subjected to cash-flow estimates over the project cycle (three countries) and central
guidelines (five countries). However, in countries where TIP projects are not subjected to
cost-benefit analysis, projects commence following a needs analysis and costing by the
line department which has to be approved by the finance ministry as part of the annual
budgeting cycle. What is notable, though, is that more countries require a PSC than require
a cost-benefit analysis. Again, this situation points to a discrepancy in the rigour required
from PPPs and TIP projects. As such, there might be an incentive to rather pursue TIP,
not because it will necessarily yield the highest value for money, but simply because the
process to create a TIP is simpler. Furthermore, in the absence of cost-benefit analyses, it
might even be possible to pass projects that might not have demonstrated value for money
if they had been properly scrutinised in a rigorous manner.

A contrast also exists with regard to the discount rate that line departments or the
finance ministry apply when using a whole-of-life/net-present-value approach to assess
ex ante value for money in the case of PPPs and TIP projects. While almost a similar number
of countries use a single prescribed rate for either all PPPs or all TIP projects (respectively
nine and seven - see Table 13), seven countries use rates set on a project-by-project basis
for PPPs, in contrast to the two who do so for TIP projects. In six countries, the discount rate
that is applied to PPPs is the same as the rate applied to TIP projects (see Table 14).
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Table 12. What method/process is used to ascertain value for money
in the case of PPPs and TIP?

PPPs TIP
Public sector comparator 172 Cost-benefit analysis 120
Public interest test 2 Cash-flow estimates over the project cycle 3
Central guidelines 5 Central guidelines 5
Other 2 Other 3

a. Australia, Austria, Canada, Chile, Czech Republic, Denmark, France, Germany, Greece, Hungary, Ireland, Korea,
Mexico, Netherlands, Slovak Republic, South Africa, Spain.

b. Australia, Austria, Canada, Denmark, Germany, Hungary, Ireland, Korea, Mexico, Netherlands, Norway, United
Kingdom.

Table 13. What discount rate does the government use when it applies
a whole-of-life/net-present-value approach in the case of PPPs and TIP?

PPPs TIP
Single prescribed rate for all projects 92 7
Rate set on a sector-by-sector basis 1 1
Rate set on a project-by-project basis 7P 2d
Other 2 2
No response to this question because no formal process exists 1 8
(i.e. answered “no” in Table 10)
Total 20 20

a. Czech Republic, Denmark, France, Greece, Hungary, Ireland, Korea, Mexico, United Kingdom.
b. Australia, Austria, Chile, Germany, Netherlands, South Africa, Spain.

c. Denmark, Hungary, Ireland, Korea, Mexico, Netherlands, United Kingdom.

d. Canada, Germany.

Table 14. If the government uses a single prescribed rate for all projects,
or if it uses a discount rate on a sector-by-sector basis, are these rates
the same for both PPPs and TIP?

Always

Often (> 50% of the time but less than 100%)

Rarely (< 50% of the time but more than 0%)

Never

Other

No response to this question because no formal process exists (i.e. answered “no” in Table 10 and do not use either a single 1
prescribed rate or a rate set on a sector-by-sector basis [first two rows of Table 10] for both PPPs and TIP)

Total 20

wWw - 0O oo o

a. Respondent did not know.

The questionnaire also posed an open question to respondents to ascertain how
the government makes the choice between using PPPs and traditional infrastructure
procurement. Except for a few cases (e.g. the United Kingdom, the state of New South
Wales in Australia), it is clear that only a small number of countries apply criteria to all
prospective projects to establish which mode of procurement will yield the highest value
for money. In several countries, traditional procurement is simply the default option for
procurement, and whether or not a project is selected as a candidate PPP project depends
on the discretion of the line department. Hence, it is not always clear how a project becomes
a PPP candidate. As one respondent noted:

In theory there is some kind of value for money but in practice, there is no formal test
applied to all infrastructure procurements. The decision to procure as a PPP has been
largely driven by champions inside individual government departments/agencies.
Once a department/agency decides to look at procuring as a PPP, they would do a value-
for-money analysis to support the decision.
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Once a project is selected as a PPP candidate, the proposals of prospective private
partners are compared to a PSC. Thus, all prospective PPP projects are generally measured
against an alternative public sector option (PSO). However, prospective TIP projects are not
compared to an alternative private sector option. An alternative private sector option is
unfortunately not always viable, as the government cannot be expected to credibly forecast
the range of innovative designs and risk management procedures which competing
private partners can invent. Hence, there is unfortunately no credible (or at least very
limited) scope for governments to create a “private sector comparator”. As Section 5 below
argues, the problem is not insurmountable. The discussion in Section 5 will show that the
governments of the United Kingdom and the Australian state of New South Wales apply a
set of criteria that guide public sector managers to assess which mode of procurement will
likely deliver the most value for money. Such a set of criteria could help governments select
a procurement mode in a systematic manner.

3.5. Role of the finance ministry and parliament in the approval process

The sequencing of decision making regarding the creation of a project, and more
specifically where in this sequence the choice between a PPP and traditional procurement
as method of procurement is made, may impact the decision on whether or not the project
is actually going ahead. The key question is whether or not the government first decides on
the procurement of an asset before it chooses the mode of procurement. Table 15 reports
that, in 11 countries, the government always first decides on the procurement of an asset
before it chooses the mode of procurement. In three more countries, this is done often,
while in four countries this is done rarely or never. In the case of the two countries falling in
the “other” category, one has TIP as a default option and requires that, if a project takes the
PPP route, the proposal justifies why TIP is not preferred. The second country in the “other”
category stated that whether or not the government first decides on the procurement of an
asset before choosing the mode of procurement is decided on a case-by-case basis.

Table 15. Does the government first decide on the procurement
of an asset before it chooses the mode of procurement (the latter being
the choice between PPP and TIP procurement)?

Always 112
Often (> 50% of the time but less than 100%) 3b
Rarely (< 50% of the time but more than 0%) 3
Never 1
Other 2
Total 20

a. Australia, Austria, Denmark, France, Germany, Greece, Ireland, Korea, Netherlands, South Africa, United Kingdom.
b. Canada, Italy, Mexico.

Closely linked to the question about sequencing is a question about budgeting. When
line departments present their new project proposals to the cabinet/chief executive/
finance ministry, etc., the question is whether or not they have to show that their projects
can be funded within their multi-year expenditure budget estimates. Both for PPPs and TIP
projects, 15 countries reported that line ministries always have to demonstrate that the
proposed projects can be funded, while for three more countries this has to be done often
for both PPPs and TIP projects (see Table 16).
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Table 16. When the line ministries present their new project proposals
to the cabinet/chief executive/finance ministry, etc., do they have to show
that the project can be funded within their multi-year expenditure budget

estimates in the case of PPPs and TIP?

PPPs TIP
Always 15 15
Often (> 50% of the time but less than 100%) 3 3
Rarely (< 50% of the time but more than 0%) 0 1
Never 0 0
Other? 2 1
Total 20 20

a. In the case of Norway, a ministry is permitted to present a proposal that cannot be funded within current budget
limits. Such proposals will be handled in the cabinet budget process. In the case of Austria, limited applicability for
PPP since only one exists.

The decision about whether or not to procure the asset (prior to deciding the mode of
procurement) involves the allocation of the capital needed for the project in the normal
budgetary cycle. Only when funds are allocated can the government commit to procuring
the asset through either a TIP or a PPP. This sequencing prevents a situation where, although
an asset cannot be procured due to a lack of allocated funds in the budget, the procuring
department sets the project up as a possible PPP because the acquisition of the asset will
not appear on the government books. If the sequencing described in Table 16 does not
exist, there is a danger that — even though initially a PPP project proposal is presented as
an alternative to public procurement (it may even include a public sector comparator) — the
actual choice is not between a PPP and traditional public procurement, but between a PPP
and no procurement. The absence of the sequencing also creates a way to put pressure on
a finance ministry in subsequent years to fund payments to private partners originating in
the PPP agreements.

The role of the finance ministry may extend further than just the approval of the annual
government budget and the budgets of the individual line departments. The Ministry of
Finance may also have a formal, gatekeeping role with respect to the approval of specific
projects (even when these projects fall within the existing approved budget envelope of the
responsible line ministry). The term “gatekeeping” means that if approval is not obtained,
the project cannot proceed. Again, this may differ between PPPs and TIP projects. Table 17
notes that in ten countries all PPP projects or all PPP projects above a threshold are subject
to such approval, while TIP projects in eight countries are subject to such approval. It should
also be noted that seven of the ten countries mentioned for PPPs require approval for all
projects, while in the case of TIP it is only three of the eight. Again, this indicates that the
requirements imposed on PPPs are more stringent than those imposed on TIP projects.

Table 17. Does the Ministry of Finance have a formal gatekeeping role
with respect to the approval of specific projects (even when these projects fall
within the existing approved budget envelope of the responsible
line ministry) in the case of PPPs and TIP?

PPPs TIP
Yes, for all 72 3¢
Yes, for those above a threshold 3b 5d
Yes, on an ad hoc basis 4 5
No 2 4
Other 4 3
Total 20 20

a. Australia, Austria, Chile, Greece, Mexico, South Africa, United Kingdom.
b. Canada, Korea, Slovak Republic.

c. Austria, Greece, Mexico.

d. Canada, France, Korea, Norway, United Kingdom.
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The approval entailed by the gatekeeping role, both in the case of PPPs and TIP projects,
may relate to: i) the size of the project (in financial terms); ii) value for money; iii) whether
correct procedures have been followed in the project development; and iv) an assessment
of whether or not the project adheres to the intention of the original budget appropriation.
Table 18 reports the results. It is worth noting that, in 14 countries, approval for PPPs
is granted on the basis of value for money, while only 7 countries use that criterion for
approving TIP projects. Again, Table 18 demonstrates that PPPs have to fulfil more rigorous
requirements compared to TIP projects. And again this supports the notion that incentives
might exist over and above value for money that affect which mode of procurement is used.

Table 18. If approval by the Ministry of Finance is required,
it is given with respect to which of the following?

PPPs TIP
The size of the project (in financial terms) 13 10
Value for money 142 70
Whether correct procedures have been followed in the project development 1 6
Assessment of whether the project adheres to the intention of the original budget appropriation 11 10
Other 3 1

a.Australia, Canada, Chile, Czech Republic, Denmark, France, Greece, Hungary, Ireland, Korea, Mexico, Slovak Republic,
South Africa, United Kingdom.
b. Australia, Canada, Denmark, Hungary, Ireland, Korea, United Kingdom.

Furthermore, PPPs and traditionally procured projects may also differ in terms of the
moment in the procurement process of a specific project when the approval of the finance
ministry is required for the process to go ahead. As Table 19 shows, this difference exists
particularly in the later phases of the procurement process, i.e. after project preparation but
before the tender process, and after the tender is complete but before contract signature.

Table 19. At what moment in the procurement process of a specific project
is the approval of the finance ministry required for the process to go ahead?

PPPs TIP
Before project preparation 6 6
During project preparation 6 5
After project preparation, before the tender process 12 8
After tender is complete, before contract signature 13 6
Not required 0 2
Other 0 1

In addition to the gatekeeping role of the finance ministry, the government might also have
a PPP unit that fulfils such a role. Table 20 reports that only six units fulfil this function for all
PPP projects, while only one does so for projects above a threshold. Many, if not most, of these
units do not fulfil this gatekeeping role alone, but do so together with the finance ministry.

Table 20. Does the PPP unit have a formal gatekeeping role with respect to the
approval of specific projects (even when these projects fall within the existing
approved budget envelope of the responsible line ministry) in the case of PPPs?

Yes, for all 62
Yes, for those above a threshold 1
Yes, on an ad hoc basis 1
No 7
Other 1
Not answered by those who answered “no” to the question in Table 8 4
Total 20

a. Australia, Chile, Greece, Mexico, South Africa, United Kingdom (for all PFI projects).
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Again, as with the finance ministry, the approval entailed by the gatekeeping role
may relate to: i) the size of the project (in financial terms); ii) value for money; iii) whether
correct procedures have been followed in the project development; and iv) an assessment
of whether or not the project adheres to the intention of the original budget appropriation.
Table 21 reports that, in eight countries, approval is granted on the basis of whether or not
a project represents value for money.

Table 21. If approval by the PPP unit is required, it is given with respect
to which of the following?

The size of the project (in financial terms)

Value for money

Whether correct procedures have been followed in the project development

Assessment of whether the project adheres to the intention of the original budget appropriation
Other

N O N o O
)

a. Australia, Chile, Czech Republic, France, Greece, Korea, Mexico, United Kingdom.

In the cases where the PPP unit has a gatekeeping role, that role might exist at various
stages of the PPP procurement process. The process itself may comprise four broad phases:
i) before project preparation; ii) during project preparation,; iii) after project preparation but
before the tender process; and iv) after the tender is complete but before contract signature.
It should be noted that the largest number of countries (seven and five) give approval after
project preparation but before the tender process, and after the tender is complete but
before contract signature (see Table 22).

Table 22. At what moment in the procurement process of a specific project
is the approval of the PPP unit required for the process to go ahead?

Before project preparation

During project preparation

After project preparation, before the tender process
After tender is complete, before contract signature
Not required

Other

o = 0N B w

In addition to the procuring department and the finance ministry (and the PPP unit
in the case of PPPs), parliament may also have to approve specific PPPs and TIP projects.
This approval is in addition to the regular annual budgeting process. Only in Denmark and
Norway is approval required in all cases for both PPPs and TIP projects, while in Germany
approval is often required. In five countries, approval is rarely required for PPPs, while in
four countries approval is rarely required for TIP projects. This means that, in the majority
of countries, parliament plays no role in the approval of specific PPP or TIP projects.

Table 23. In addition to the regular annual budgeting process, is parliament
formally involved in the approval of specific projects in the case of PPPs and TIP?

PPPs TIP
Yes (always) 2 2
Often (> 50% of the time but less than 100%) 1 1
Rarely (< 50% of the time but more than 0%) 5 4
No 12 13
Total 20 20
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3.6. Accounting issues

The accounting for PPPs may in itself create incentives to prefer PPPs to traditionally
procured infrastructure projects. For instance, in the case of a PPP, the assets and the
associated debt incurred to purchase the assets of the project will probably appear on the
books of the private partners. In the case of traditional procurement, the assets and their
associated liability - i.e. the public debt incurred to purchase the assets — appear on the
government books. This means that, compared to the accounting for PPPs, government
expenditure in the fiscal year when the asset is acquired will be much higher in the case
of traditional procurement. Since the government is not paying for the asset when it is
initially purchased under a PPP, it may create the (false) impression that the government
is not paying for the asset at all. However, to think that the government is not paying for
the asset at all under a PPP is to ignore the future payment commitments and contingent
liabilities of the government to the private partners in subsequent years. This ignorance
regarding the future liabilities and payment commitments may create a false incentive to
procure the project through a PPP (for more on this, see OECD, 2008). Therefore, to pre-empt
this false incentive from arising, the government must decide clear criteria that determine
on whose books the asset will appear. Table 24 reports the criteria used in the countries
surveyed.

Table 24. What criteria are used to decide whether or not an asset involved
in a PPP project appears on the government books?

Eurostat? criteria 9b
Criteria set by the IPSASB (International Public Sector Accounting Standards Board) 2
IFRS criteria (International Financial Reporting Standards) 3
National GAAP criteria (Generally Accepted Accounting Principles) 6°
Assets appear on the books of the party who carries the majority of risks 6d
Assets appear on the books of the party who has control over the asset 4
Other 7

a. Twelve of the countries in the sample are EU members.

b. Czech Republic, France, Greece, Ireland, Italy, Netherlands, Slovak Republic, Spain, United Kingdom.
c. Australia, Canada, Denmark, France, Korea, South Africa.

d. Australia, France, Netherlands, Slovak Republic, Spain, United Kingdom.

However, establishing clear criteria that set out on whose books the assets and
associated debt liabilities will appear might not be sufficient. The criteria (more importantly)
also need to provide for the contingent liabilities® and costs!® associated with PPPs. The
absence of such criteria may create incentives towards the use of PPPs as a procurement
option, rather than TIP. Table 25 reports that such provisions exist in 13 of the 20 countries.

Table 25. Have accounting mechanisms been put in place that formally account
for the contingent liabilities and costs generated by PPP projects?

Yes 132
No 7
Total 20

a. Australia, Austria, Chile, Czech Republic, France, Germany,
Greece, Hungary, Mexico, Netherlands, South Africa, Spain,
United Kingdom.
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3.7. Ex post value-for-money assessment

Though necessary to ensure the success of a project, the ex ante assessment of value
for money is not sufficient to ensure that a project will deliver value for money. A further
requirement is the conducting of ex post value-for-money assessments that determine
whether or not value for money has actually been delivered. Again, there is the possibility
that PPPs and traditional infrastructure procurement might differ.

Procuring line ministries, the finance ministry or the PPP unit may conduct ex post
value-for-money assessments of projects as measured against specific pre-specified
performance benchmarks. These benchmarks are usually defined for each project, either
when the project commences or during the lifetime of the project. The extent (depth) and
frequency with which ex post value-for-money assessments are made may also differ, not
only between countries, but also between PPPs and traditionally procured infrastructure
projects. Table 26 shows that, in three countries, all PPP projects are subjected to ex post
value-for-money assessment, while in no country are all TIP projects subjected to ex post
value-for-money assessment. However, for eight countries a selection of PPP projects
(either with or without a set frequency) is subjected to ex post value-for-money assessment.
In respectively four and seven countries, no such assessments are made for PPPs and TIP
projects. With regard to such ex post value-for-money assessments, it should be noted
that a general tendency also exists to apply more stringent requirements to PPPs than to
TIP projects. Again, the argument is not that the requirements applied to PPPs should be
relaxed, but rather that the requirements applied to TIP projects should be tightened.

Table 26. Do line ministries, the finance ministry or the PPP unit conduct ex post
value-for-money assessments of projects as measured against specific
pre-specified performance benchmarks (defined for each project either

when the project commences or during the lifetime of the project)
in the case of PPPs and TIP?

PPPs TIP
Yes, for all projects and with a set frequency (e.g. annually or every two years) 0 0
Yes, for all projects, but no set frequency 32 0
Yes, for a selection of projects, with a set frequency 1P 28
Yes, for a selection of projects, but no set frequency 7¢ 8f
No 4d 79
Other 5 3
Total 20 20

. Australia, Chile, Ireland.
. Mexico.
. Czech Republic, France, Greece, Hungary, Italy, Korea, South Africa.
. Austria, Netherlands, Slovak Republic, United Kingdom.
. Germany, Ireland.
Australia, Chile, France, Greece, Hungary, Italy, Korea, Mexico.
. Austria, Czech Republic, Netherlands, Slovak Republic, South Africa, Spain, United Kingdom.

0Q SO QAN oo

In addition to procuringline ministries, the finance ministry or the PPP unit doing ex post
value-for-money assessments, the supreme audit institution may also conduct value-for-
money audits, both for PPPs and for traditionally procured projects. In this case, there is not
much difference between the extent (depth) and the frequency with which these are done.
Table 27 shows that, respectively, 12 and 14 countries require that a selection of PPPs and
TIP projects with no set frequency be subjected to ex post value-for-money assessments,
while in a further seven countries for PPPs and six countries for TIP projects no such ex post
value-for-money assessments are done. Furthermore, the overlap between the PPPs and TIP
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categories in Table 27 is very high, i.e. 11 of the countries are included in both groups of 12
and 14, while four are included in both groups of six and seven countries that reported a

« ”

no-.
Table 27. Has the supreme audit institution done value-for-money audits
in the case of PPPs and TIP?
PPPs TIP
Yes, for all projects and with a set frequency (e.g. annually or every two years) 0 0
Yes, for all projects, but no set frequency 0 0
Yes, for a selection of projects, with a set frequency 0 0
Yes, for a selection of projects, but no set frequency 12 14
No 7 6
Other 1 0
Total 20 20

3.8. Elements of integrity that may influence the choice between PPPs
and traditional infrastructure procurement

In addition to the above-discussed ex ante and ex post value-for-money assessments,
governments may also use other tools. The OECD developed a toolbox to enhance the
integrity of public procurement (OECD, 2009). The enhancement of such integrity will
contribute to an improvement in value for money in projects. The questionnaire asked
respondents which of the following tools are used in the procurement cycle in the case of,
respectively, PPPs and TIP projects:

e post-award risk assessment of financial vulnerability of contractors;

¢ limits on the size of projects;

e project risk indicators (quantifying risk);

e guidelines for risk allocation in projects (between government and private providers/
contractors);

e provision for estimated risk in budget submitted to parliament;
e other.

Table 28 reports the results. It should be noted that, while 14 countries report the use of
project risk indicators, only six countries report the use of such indicators in the case of TIP.
Even though in the case of TIP projects the government retains more risk compared to PPPs,
where risk is shared, the government might nevertheless benefit from identifying these
risks in the case of TIP projects. It should also be noted that, in five countries, an assessment
of post-award risk assessment of the financial vulnerability of private providers is made,
while only one country does this assessment for TIP projects. This reflects the fact that, in
the case of a TIP project, the government’s relationship with the private party only lasts
during the construction phase of the project, while in the case of a PPP the relationship is
a long-term relationship usually lasting up to 25-30 years. However, even in the case of PPP
projects, one would have expected more countries to conduct these assessments. Only in
three countries (for both PPPs and TIP projects) are there limits on the size of projects.

110 OECD JOURNAL ON BUDGETING - VOLUME 2011/1 © OECD 2011



HOW TO ATTAIN VALUE FOR MONEY: COMPARING PPP AND TRADITIONAL INFRASTRUCTURE PUBLIC PROCUREMENT

Table 28. Which of the following tools are used in the procurement cycle
in the case of PPPs and TIP?

List compiled using OECD (2009), “Enhancing Integrity in Public Procurement: A Toolbox”
(www.oecd.org/governance/procurement/toolbox)

PPPs TIP
Yes No Sometimes Not Total Yes No Sometimes Not Total
answered answered
Post-award risk assessment of financial vulnerability 5 7 4 4 20 1 10 4 5 20
of private providers
Limits on the size of projects 3 9 2 6 20 3 10 3 4 20
Project risk indicators (quantifying risk) 14 2 0 4 20 6 5 3 6 20
Guidelines for risk allocation in projects (between 12 2 3 3 20 2 7 3 8 20
government and private providers/ contractors)
Provision for estimated risk in budget submitted to 3 9 1 7 20 4 7 2 7 20
parliament
Other 1 4 0 15 20 0 5 0 15 20

3.9. Other elements that may influence the choice between PPPs and traditional
infrastructure procurement

As discussed in further detail in Section 5 below, several studies have been undertaken for
Australia, the United Kingdom and the United States to establish whether or not PPPs deliver
improved value for money compared to traditional procurement (cf. Allen Consulting Group,
2007; Arthur Andersen and Enterprise LSE, 2000; Fitzgerald, 2004; Haskins, Gale and Kelly, 2002;
Mott MacDonald, 2002; National Audit Office, 2003; and University of Melbourne, 2008). These
studies compared the performance of PPPs to that of traditional infrastructure procurement,
especially comparing the actual cost and time spent putting the project into operation. All of
these studies show that PPPs outperform traditional procurement in terms of both cost and
time overruns. The most significant outperformance occurs with respect to cost.

To obtain a notion as to whether the findings in Australia, the United Kingdom and
the United States also apply to other countries, the questionnaire asked respondents about
on-time delivery and about delivery within budget. Respectively eight and ten countries
reported that they do not possess enough data to ascertain whether or not PPPs outperform
TIP projects with regard to on-time delivery or keeping expenditure within budget (see
Table 29). However, with regard to on-time delivery, the remaining 12 countries all reported
that, compared to TIP projects, PPPs perform better. In the case of actual expenditure
remaining within budget, nine reported that PPPs outperform TIP projects and one reported
that performance is the same for PPPs and TIP projects.

Table 29. Based on the general experience using PPPs and TIP
by the government in your country, and compared to TIP, how do PPPs
perform with regard to time and cost?

On-time finalisation of the construction phase Actual expenditure
and commencement of service delivery remaining within budget
Better 123 gb
The same 0 1
Worse 0 0
Not enough data to make the assessment 8 10
Total 20 20

a. Australia, Canada, Czech Republic, France, Germany, Ireland, Korea, Mexico, Netherlands, Norway, South Africa,
United Kingdom.
b. Australia, Canada, Chile, France, Germany, Mexico, Netherlands, South Africa, United Kingdom.
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Tables 30 and 31 summarise responses to questions that seek to identify factors that might
render PPPs more attractive compared to TIP projects (Table 30), or vice versa (Table 31). Earlier in
this article, it was mentioned that governments need to account for PPPs in a way that will
not create an incentive to prefer the PPP route simply because it allows for not recording the
liabilities on the government books. While, according to the survey, debt not being recorded
on the government books does not make PPPs more attractive relative to TIP in nine
countries, four countries nevertheless responded that it does make PPPs more attractive,
while four more countries responded that it sometimes does create such an incentive.

Table 30. Do the following make PPPs more attractive in comparison to TIP?

Yes No Sometimes  Not answered Total
The project generates debt that is not on the balance sheet of the 42 9 4b 3 20
government
The project requires a high level of constant maintenance 10¢ 2 5d 3 20
The project requires a high level of service delivery performance 128 0 4f 4 20
The project requires skills that are more readily available in the 99 2 6" 3 20
private sector compared to the public sector
Strong public unions in the public sector in the relevant sector 0 19 & 6 20
Other 2 2 1 15 20

a. Chile, Ireland, Mexico, Norway.

b. Hungary, Italy, Korea, Slovak Republic.

c. Canada, Chile, France, Germany, Greece, Ireland, Italy, Korea, South Africa, United Kingdom.

d. Australia, Czech Republic, Hungary, Mexico, Slovak Republic.

e. Australia, Canada, Chile, Czech Republic, France, Greece, Italy, Korea, Mexico, Netherlands, South Africa, United
Kingdom.

f. Denmark, Hungary, Ireland, Slovak Republic.

g. Australia, Canada, Chile, Czech Republic, France, Greece, Italy, South Africa, United Kingdom.

h. Hungary, Ireland, Korea, Mexico, Slovak Republic, Spain.

i. Canada, Chile, Czech Republic, Denmark, France, Greece, Hungary, Korea, Mexico, Netherlands, South Africa.

The questionnaire also considered the extent to which the availability of skills in the
private sector vis-a-vis the public sector affects the preference towards either the PPP or
the TIP option. A priori it is not clear whether the availability of skills will necessarily bias
the choice towards a PPP. A government may not possess the necessary skills to manage
a project itself. As such, it might prefer to use a PPP. However, skills are also needed to
manage the public sector oversight of the private partner in the case of a PPP. Thus, if the
requisite skills are not available in the public sector, the procuring department may be
wary of using a PPP, as it may fear the disadvantage it has relative to the private sector.!?
However, Tables 30 and 31 indicate that the absence of skills makes the use of PPPs more
attractive relative to TIP projects. Nine countries reported that if the project requires skills
that are more readily available in the private sector, it makes PPPs more attractive (with
six more reporting that it might sometimes be the case) (see Table 30). For the opposite
- i.e. that the absence of skills makes TIP more attractive relative to PPPs — 12 countries
reported that it does not, while none reported that it does (Table 31).

Table 30 also shows that if a project requires high levels of constant maintenance and
service delivery performance, it might render PPPs more attractive relative to TIP. With
regard to the opposite, 12 countries indicated - for when a project requires high levels of
both constant maintenance and service delivery performance - that it does not make TIP
more attractive relative to a PPP (see Table 31).
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Table 31. Do the following make TIP more attractive in comparison to PPPs?

Yes No Sometimes Not answered Total

The project is politically/strategically important (e.g. defence) 9 4 40 3 20
The project is complex in management and design 2 8 5 5 20
The project risk is difficult to quantify and measure (e.g. large IT investments) o° 3 4d 4 20
The project requires a high level of constant maintenance 1 128 2 5 20
The project requires a high level of service delivery performance 0 12f 3 5 20
The project requires skills that are more readily available in the private sector compared 0 129 3 5 20
to the public sector )

Strong public unions in the public sector in the relevant sector h 4 8l 8 20
Other 3 2 0 15 20
a. Chile, Czech Republic, Ireland, Korea, Mexico, Netherlands, Norway, South Africa, Spain.
b. Australia, Denmark, Hungary, Italy.

c. Czech Republic, Germany, Greece, Ireland, Korea, Mexico, Netherlands, South Africa, United Kingdom.

d. Australia, Canada, France, Hungary.

e. Australia, Canada, Chile, Denmark, France, Greece, Ireland, Italy, Korea, Netherlands, South Africa, United Kingdom.

f. Australia, Canada, Chile, Denmark, France, Greece, Ireland, Italy, Korea, Netherlands, South Africa, United Kingdom.

g. Australia, Canada, Chile, Czech Republic, Denmark, Greece, Ireland, Italy, Korea, Netherlands, South Africa, United Kingdom.
h. Czech Republic, France, Mexico, Netherlands, South Africa.

1. Australia, Ireland, Korea.

The presence of strong public unions may also create an incentive towards either a
PPP or traditional procurement. Where a government holds a perception that the presence
of strong public sector unions affects negatively its ability to deliver value for money, it
may prefer to use a PPP (assuming of course that private sector unions are not as strong).
However, strong public sector unions may also object to the use of PPPs. Very often the
use of a PPP will require a special agreement regarding public sector staff, particularly in
cases where public sector staff become redundant as a result of a PPP replacing a service
previously delivered by the government.!? Table 30 indicates that, in only three countries,
the presence of strong public sector unions sometimes renders PPPs more attractive relative
to TIP, while in 11 countries it does not. This contrasts with Table 31, which indicates that
in five countries the presence of strong public sector unions renders TIP more attractive to
PPPs, while in three countries this is sometimes the case.

It is sometimes said that complex projects do not make for good PPPs. If a project is
rather complex, it becomes extremely difficult for PPP contracts to cover important future
contingencies. As a result, a government might prefer to use traditional procurement
instead of a PPP. The same goes for projects that face high probabilities of redundancies
due to technological change. This explains why PPPs are more prevalent in less complex
areas such as roads and other infrastructure. It also explains why, in projects such as health
care and education, PPPs usually deal with the infrastructure and management of facilities
and less with the direct health service or teaching. However, only two countries report that
complexity makes TIP more attractive relative to PPPs, with five reporting that it might
sometimes be the case (see Table 31). Eight countries reported that complexity does not
make TIP more attractive relative to PPPs.

Complexity and redundancy are very closely linked to cases where it is difficult to
quantify and measure project risk (e.g. large IT investments).!3 Also, in these cases it
becomes extremely difficult for PPP contracts to cover important future contingencies.
However, in contrast to complexity that does not seem to affect the attractiveness of TIP
relative to PPPs in so many countries, ten countries reported that a difficulty to quantify
and measure risk makes TIP more attractive relative to PPPs (see Table 31).
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In cases where a project is politically or strategically important (e.g. defence), a
government might prefer to use traditional procurement and not a PPP. In some countries,
there is even a prohibition on the private sector delivering these services. In nine countries,
the political or strategic importance of a project might render TIP more attractive relative
to PPPs, while in three countries this might sometimes be the case.

Lastly, political preferences towards private sector service delivery may have
contributed in the past towards a preference for procurement through PPPs, while political
preferences towards public sector service delivery may have contributed towards a
preference for procurement through traditional infrastructure procurement. Which of these
two statements holds true for a particular country very much depends on the influence
of ideology in individual countries. This influence very often plays itself out through the
political system. Table 32 shows that political preferences towards private sector service
delivery contributed to a large extent in the past towards a preference for procurement
through PPPs in only one country. In six countries it did so to some extent, while in 12
it did not. However, this situation contrasts sharply with the opposite proposition that
political preferences towards public sector service delivery contributed in the past towards
a preference for procurement through TIPs: in four countries, it did so to a large extent, in
nine to some extent (making a total of 13 countries where it did so to either a large or some
extent) and, in seven countries, it did not contribute towards a preference for procurement

through TIP.
Table 32. Political preferences
Yes, to alarge Yes, to some No Other Total
extent extent
Have political preferences towards private sector service delivery 13 60 12 1 20

contributed in the past towards a preference for procurement

through PPPs?

Have political preferences towards public sector service delivery 4 od 7 0 20
contributed in the past towards a preference for procurement through TIP?

a. Korea.

b. Austria, Canada, Denmark, Hungary, Ireland, Norway.

c. Czech Republic, France, Norway, South Africa.

d. Australia, Austria, Canada, Germany, Hungary, Ireland, Italy, Mexico, Netherlands.

3.10. Concluding discussion on the survey results

Traditional infrastructure procurement is usually the default option because it is the
much older procurement option in most countries (the exception being countries where
concessions have been a common procurement method for a long time). Therefore, due to
their novelty, the PPP option is still treated in many countries as the “add on” procurement
option. The novelty of PPPs in many countries also means that more uncertainty exists
with regard to their potential and the risks that they hold. This would explain why, in
many of the surveyed countries, more is required from potential PPP projects compared
to traditional procurement. Introducing PPPs in most countries also meant the de novo
design and implementation of a new type of procurement method and system; policy
makers had a clean slate on which to design it and then implement it. This very often
means that PPP procurement processes fulfil many of the textbook requirements about
what would constitute good procurement. For instance, one of the key aspects of good
PPP design is a whole-of-life approach to project implementation. Most ex ante value-for-
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money assessments for PPPs have a whole-of-life approach built into them. However, not all
countries follow a whole-of-life approach towards traditional procurement, indicating that
more is required from PPPs. In addition, processes to change traditional public infrastructure
procurement practices might suffer from inertia meaning that, unlike the newly designed
PPP practices, traditional public infrastructure procurement practices might not fulfil all the
textbook requirements about what would constitute good procurement.

The survey also indicated that, in some countries, finance ministries (together with

PPP units) play a larger role in the approval of projects compared to TIP projects, while PPPs
are also in general subjected to more ex post value-for-money assessments. Because more
is required from PPPs in these countries, an incentive exists to prefer the TIP route instead.
However, processes are not the only factor that might render traditional procurement more
attractive relative to PPPs and hence create an incentive to take the traditional procurement
route. The survey also indicates that, in a significant number of countries, the existence
of strong public sector unions as well as political preferences towards public sector
service delivery also contributed to rendering TIP more attractive than PPP procurement.
Nevertheless, incentives may also operate in the opposite direction. For instance, in some
countries, having the debt that a PPP entails off the government books still creates an
incentive to prefer the PPP route. Furthermore, if projects require skills that are more readily
available in the private sector, or if the project requires a high level of constant maintenance,
PPP procurement may also become more attractive compared to TIP. However, overall and
on balance, the respondents to the survey felt that the rules in place impede attaining
the maximum value for money by creating incentives to prefer traditional infrastructure

procurement to PPPs (with not much support found for the opposite proposition).

4. Four country case studies

4.1. Background information

To augment the findings of the questionnaire, this section presents four case studies

covering the procurement process for PPPs and TIP in France, Germany, Korea and the United
Kingdom. The information in this section, including the table and two figures, originate
from the relevant PPP authorities in the four countries.’* The four authorities were given a
list of questions for brief response:

N O s N

. Describe the procurement process that a traditional infrastructure project (TIP) undergoes.
. Describe the procurement process that a public-private partnership (PPP) undergoes.

. Describe the ex ante value-for-money criteria and tests to which a TIP is subjected.

. Describe the ex ante value-for-money criteria and tests to which a PPP is subjected.

. Describe the ex post value-for-money criteria and tests to which a TIP is subjected.

. Describe the ex post value-for-money criteria and tests to which a PPP is subjected.

. To what extent is the playing field for PPPs and TIP equal or unequal in terms of criteria,
tests and processes?
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4.2. France

4.2.1. Describe the procurement process that a traditional infrastructure project (TIP)
undergoes

The TIP and PPP procurement processes in France follow standard EU procurement
laws, i.e. open competition and application of MEAT principles (“most economically
advantageous tender”). Table 33 summarises the key elements of TIP and PPP contracts in
France. The first row indicates the legal framework covering TIP and PPPs in France, while
the second row indicates the long-term or short-term nature of the contracts as well as the
scope of their objectives. The third and fourth rows indicate the role of the private sector as
well as the extent to which risk is transferred to the private sector.

Table 33. A comparative analysis of French public procurement tools

TIP PPPs

Procurement contract (call for tender: open or | Partnership contracts (competitive dialogue or ~ Concessions/build-operate-transfer (BOT)
restricted) negotiated procedure) (negotiated procedure)

Law No. 85-704 of 12 July 1985 relating to public Order No. 2004-559 of 17 June 2004 on partnership  Law No. 93-122 of 29 January 1993
works management and its relation to private project | contracts

management
Short-term; one object (allotment) Long-term; multiple object Long-term; multiple object
No financing; successive tenders; no service provided | Pre-financing and financing; design-build-operate- Financing; design-build-operate-maintain; service
(object is pieces of infrastructure); payment by public | maintain; service provided to public authority; payment provided to users; payment by users; third-party
authority mostly by public authority; third-party revenues revenues possible
possible
Construction risk transferred only by pieces Construction risk transferred; performance risk Construction risk transferred; performance risk
transferred; demand risk may be transferred transferred; demand/traffic risk transferred

Source: Mission d’appui aux PPP, France.

4.2.2. Describe the procurement process that a public-private partnership (PPP)
undergoes’®

In France, a PPP is defined as a long-term contract (typically 15 to 35 years) whereby
a public entity awards to a commercial firm a DBFO contract (design, build, finance and
operate/maintain) for a public asset. Payments are spread over the life of the contract and
are linked to performance objectives; they cover operating costs, reimbursement of debt
linked to equipment financing, and investors and private partner return on equity linked
to the risk taking. A PPP is subject to a comparative preliminary assessment on both legal

and economic grounds.

Public authorities may award PPP contracts through one of two alternative options:1®

e Ordinarily by way of a competitive dialogue procedure, for projects where the public
authority is objectively not able to either identify the best means to satisfy its needs,
or to evaluate which technical, legal or financial solutions are best suited (derived from
EU Directive No. 2004/18/CE defining complexity). The object of the dialogue, therefore,
is to define the technical means and legal/financial structure to best address the public
authority’s needs and will generally involve: i) risk matrix fine tuning; ii) discussion of
legal, financial and/or technical clauses; iii) contract wording (drafts and finalisation);
and iv) elimination of candidates by means of successive short lists.
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¢ Inlimited circumstances by way of a tender procedure, for projects launched in a context
of particular urgency (specific for partnership contracts).

In broad terms, the competition procedure would typically involve the following stages
(for a competitive dialogue):

¢ the preparatory stage, including scope definition, public sector comparator, preparation
of the tender documents package, official issue of a tender notice (avis d’appel public d la
concurrence or AAPC) and prequalification of candidates;

e the competitive dialogue proceedings proper, including distribution of bidding packs
(in particular, tender rules and draft contract), dialogue iterations management, and
dialogue iterations conclusions and decisions;

¢ the final stage, including distribution of the final offer pack, invitation to submit final
offers, examination/clarification of final offers, preferred bidder selection, finalisation of
contract, approvals, signature and associated controls (legal, budgetary, etc.) (contréle de
légalité).

Any aspect of the project may be discussed to allow the public authority to finalise
its requirements and for the candidate to finalise its offer, provided the characteristics of
the project as initially presented in the tender notice remain unchanged. The award will
ultimately be made to the “most economically advantageous” offer with respect to the
criteria set out in the tender process (described in more details below). Strict conditions
of equality apply to each candidate. The public authority must not provide any candidates
with information likely to place them at an advantage against others, and must not reveal
to other candidates any indication on solutions or any confidential information proffered.

The procurement timetable clearly varies from project to project, and there is no
overall limit on the length of the competitive dialogue phase. Looking again at the three
basic stages set out above, an indicative timetable for a given project might be as follows,
depending upon the size and complexity of the underlying deals:

e Preparatory stage:
- from AAPC to prequalification submissions: one-and-a-half months;
- confirmation of prequalified consortia: one to two months.
¢ Competitive dialogue proper:
- from confirmation of prequalified consortia to launch of competitive dialogue
proceedings: one to three months;

- competitive dialogue: four to twelve months.
e Final stage:
- from conclusion on the last iteration of the competitive dialogue to submission of final
offers: two to four months;
- examination/clarification of final offers to execution/contract finalisation, entry in
force of contract (e.g. due diligences): two to six months.

4.2.3. Describe the ex ante value-for-money criteria and tests to which a TIP is subjected

Traditional procurement complies with the CMP (code des marchés publics) and with a
law on public programme management (Law No. 85-704 of 12 july 1985). Both texts do not
provide for any compulsory standard value-for-money criteria before, during and after the
procurement process.
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4.2.4. Describe the ex ante value-for-money criteria and tests to which a PPP is subjected

The Mission d’appui aux PPP (MAPPP) has developed a methodology which is described
in detail in a PPP guidance book (currently being revised). The methodology is based on the
idea that, even if uncalculated, value for money nevertheless does exist in a project realised
through traditional procurement. The methodology comprises a comparative assessment
of value for money, and more precisely an assessment of comparative value for money:
the best realisation mode of a project (traditional or PPP) being the one for which value for
money is the maximum. In 2010, the MAPPP made the methodology more sophisticated
to take into account the time savings in investment realisation that can be derived from
PPP use and that are confirmed by statistical observations. The subject has been widely
discussed at the EPEC level — the European PPP Expertise Centre based within the European
Investment Bank in Luxembourg, and which co-ordinates PPP systems throughout EU
member states.

The need for methodological sophistication and complements is the consequence of
the new PPP law of 28 July 2008 that introduced the criterion of economic efficiency. This
methodology takes into account what are generally referred to as non-financial benefits
associated with PPPs. In particular, concerns about sustainability and ecology are part of
the approach.

4.2.5. Describe the ex post value-for-money criteria and tests to which a TIP is subjected

Same as 4.2.3 above, i.e. none.

4.2.6. Describe the ex post value-for-money criteria and tests to which a PPP is subjected

The law of 28 July 2008 introduced rules of monitoring applicable to PPPs. It includes
reporting on contract realisation/life, and in particular on the value of the variables on
which the preliminary value-for-money calculation has been established. This reporting
begins at the end of the competition process, before contract signature: the public authority
in charge is obliged to provide the MAPPP with data describing the competition process
and, in particular, the financial assumptions and parameters included in the preferred
bidder’s offer. Such data are examined by the MAPPP and consolidated in a short report to
the Minister of Economy and Finance.

4.2.7. To what extent is the playing field for PPPs and TIP equal or unequal in terms
of criteria, tests and processes?

PPPs are now mostly on an equal playing field regarding tax issues, eligibility for
public subsidies and insurance coverage obligations. However, the procedure remains
more demanding and more tightly controlled than traditional public procurement, with in
particular the requirement for a preliminary assessment showing the grounds for taking
the PPP route (no such requirement exists for projects launched as traditional public
procurement, marchés publics or concessions).

4.3. Germany

The following applies to projects conducted by the administration at the levels of the
central government and of the federal states.
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4.3.1. Describe the procurement process that a traditional infrastructure project (TIP)
undergoes

The government department responsible for a particular public sector function and
the ministry responsible for preparing and executing the budget determine: the staffing
level (Point 1) required for the function in question; and the infrastructure (Point 2) needed
for that level of staffing. The government department responsible for the function then
instructs a building authority at the federal (i.e. central) government level or the federal
state level to draw up a plan showing the required scope of the building project. The plan
also includes an estimate of the costs to be funded from the budget (Point 3).

Once the department responsible for the administrative function and the ministry in
charge of preparing and executing the budget have officially recognised the necessity of the
project as outlined in the plan, the building administration of the federal government or the
federal state specifies in detail how the building project will be carried out. This specification
forms the basis of the procurement procedure. The construction to be procured is divided
into construction phases and types of work including overall planning and construction
supervision (Point 4). The parcels of work are then put out to tender on this basis. The
successful bidder for each is awarded the contract and receives payment once the work is
completed (Point 5). When the construction is complete, the building administration signs
it over for use to the government department responsible for the administrative function
(Point 6). A public sector company responsible for real estate management, or a special
administration set up for the purpose, takes care of operation and maintenance (Point 7).

4.3.2. Describe the procurement process that a public-private partnership (PPP) undergoes

Points 1 and 2 of the procedure are identical to those described in sub-section 4.3.1
above. When it comes to Point 3, an analysis is carried out of different variants apt to meet
the need. The main component is the PPP suitability test, which investigates whether or
not the PPP variant is possible, legally permissible and potentially more efficient. If possible
efficiencies are identified, the PPP suitability test is followed by a provisional economic
feasibility analysis. This compares the estimated costs of building, financing, operating and
maintaining the variants under consideration. Regarding Points 4 and 5, the construction
project as a whole is put out to tender on the basis of an output specification, including
financing and operation. As regards Point 7, operation and maintenance are carried out by
the contractor.

4.3.3. Describe the ex ante value-for-money criteria and tests to which a TIP is subjected

Where conventional procurement is used, the government department responsible for
carrying out the administrative function undertakes a cost-benefit analysis of the project
before it approves the plans detailing the staffing levels and space required. Once the scope
of the building project has been approved, the cost of the investment is estimated using the
outcomes of comparable contracting procedures.

4.3.4. Describe the ex ante value-for-money criteria and tests to which a PPP is subjected

Initially, the procedure followed for PPPs is the same as that described in sub-
section 4.3.3, but with one special feature: a PPP suitability test is carried out before the
cost is estimated. This test answers the question of whether it is at all possible to achieve
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higher efficiency by procuring with PPP instead of the traditional procedure (also see sub-
section 4.3.2).

4.3.5. Describe the ex post value-for-money criteria and tests to which a TIP is subjected

The investment on offer and the operational and maintenance service on offer must
be available in the ordinary course of business at an appropriate price which is usual for
the location.

4.3.6. Describe the ex post value-for-money criteria and tests to which a PPP is subjected

Same as sub-section 4.3.5 above.

4.3.7. To what extent is the playing field for PPPs and TIP equal or unequal in terms
of criteria, tests and processes?

There is no real difference. Within the legal framework where PPP is a permissible
alternative, all of the criteria are neutral and only serve to assess the economic efficiency
of the different alternatives.

4.4. Korea

4.4.1. Describe the procurement process that a traditional infrastructure project (TIP)
undergoes

The National Finance Act requires that the Ministry of Strategy and Finance (MoSF)
conduct a preliminary feasibility study (PFS) for any large-scale investment project that
exceeds KRW 50 billion and that requires a central government subsidy of more than
KRW 30 billion. Based on general research on large-scale development projects and using
the PFS, the MoSF verifies the feasibility of the project with regard to (among others) its
economic feasibility, policy analysis, investment priority, proper timing and financing
methods.

If a project turns out to be feasible as a result of the PFS, the competent authority carries
out a feasibility study. A feasibility study focuses mainly on technical viability, whereas a PFS
largely reviews economic and policy adequacy. While a feasibility study is carried out by the
concerned competent authorities, every PFS is carried out by the PIMAC (Public and Private
Infrastructure Investment Management Center, within the Korea Development Institute,
KDI), entrusted by the MoSF, to ensure consistency. After a feasibility study, the competent
authority prepares the basic and detailed design and selects contractors through an open
competitive bidding process.

4.4.2. Describe the procurement process that a public-private partnership (PPP) undergoes

The PPP Act and the Enforcement Decree regulate the general procurement procedure
for PPP projects. The Basic Plan for PPP formulated under the PPP Act provides a detailed
implementation process set by project types and initiation, and defines the roles of
associated parties in each step such as the competent authority, the private company, the
finance ministry (Ministry of Strategy and Finance, MoSF) and the PIMAC.

The procurement procedure is designed to secure or enhance the value for money of
PPP projects. A PFS is also required for PPP projects that exceed KRW 50 billion and require
a central government subsidy of more than KRW 30 billion. Procurement procedures for
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build-transfer-operate projects (BTO) (concession type) are described in Figure 1. Both
solicited and unsolicited projects are eligible for BTO projects. After conducting a value-for-
money test to evaluate its potential as a PPP project, a competent authority announces a
request for proposals (RFPs) and evaluates proposals for selection. A competent authority
negotiates with a preferred bidder for contract terms. After a PPP contract is awarded, the
concessionaire commences construction.

Figure 1. The PPP procurement process for build-transfer-operate projects (BTO)
in Korea

Solicited project Unsolicited project

c tent authorit P Selection of PPP Submission of - Private sector
ompetent authority project project proposal — competent authority
v v
Competent authority, | R
review by PIMAC VFM test VFM test > PIMAC
v v
. Designation as the Notification of | Competent authority
Competent authority [« PPP project project implementation v — proponent

v .
:

Announcement of request g Competent authorit
for proposals (RFPs) d P y
Submission of project proposals Private sector .

| — competent authority

Evaluation and selection of - )

. tent authorit
preferred bidder Competent authority
Negotiation and contract award | Competent authority
(designation of concessionaire) "1 <« preferred bidder

Application for approval of detailed > Concessionaire —
implementation plan competent authority

Construction and operation P Concessionaire

Source: Public and Private Infrastructure Investment Management Center (PIMAC), Korea.

A build-transfer-lease project (BTL) (service contract type) is initiated by the competent
authority, reviewed by the MoSF to decide on an aggregate investment ceiling for BTL
projects, and then approved by the National Assembly. The subsequent procedure after the
RFP announcement is the same as with BTO projects.
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Figure 2. The PPP procurement process for build-transfer-lease projects (BTL)

in Korea
Selection of BTL project > Competent authority
VFM.tESt and appllpgtlon of »  Competent authority, review by PIMAC
investment ceiling
Determination of aggregate N L -
investment ceiling for BTL projects »  Ministry of Strategy and Finance (MoSF)

National Assembly approval > National Assembly
Y Designation as the PPP project > Competent authority
2
o
g v
B Announcement of request »| Competent authority, review by PIMAC
= for proposals (RFPs) g p Bk y
S
w
2
3 Submission of project proposals »  Private sector - competent authority
S
k2 v
§ Evaluation and selection of preferred > Competent authority
z bidder
3 v
8 Negptiatipn and contraqt award » Competent authority«<—> preferred bidder
o (designation of concessionaire)
=1
g v
g Application for approval of detailed » Concessionaire — competent authority
P implementation plan
2 v
E
@l Construction and operation > Concessionaire

Source: Public and Private Infrastructure Investment Management Center (PIMAC), Korea.

4.4.3. Describe the ex ante value-for-money criteria and tests to which a TIP is subjected

The main analysis of the preliminary feasibility study (PFS) includes an economic
analysis, a policy analysis, and a balanced regional development analysis. The backbone
of the economic analysis is a cost-benefit analysis. The economic benefits and costs of a
project are estimated on the basis of forecast demand and costs. Policy analysis examines
the effects of the projects in qualitative and quantitative terms. The policy analysis
includes consistency with higher-level policies, project risks and other project-specific
considerations. Balanced regional development analysis evaluates the project from the
perspective of a regional dimension. The regional backwardness index, which is a composite
index of eight characteristics for local entities, has been developed by the PFS guideline.

To synthesise the results of economic, policy, and balanced regional development
analyses, a technique called analytic hierarchy process (AHP) is applied in the PFS. AHP is a
multi-criteria decision-making approach that enables the combination of quantitative and
qualitative analyses into a decision under a hierarchical structure. Lastly, the MoSF takes
a decision on budget allocation for large-scale fiscal projects based on the results of the
preliminary feasibility studies.
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4.4.4. Describe the ex ante value-for-money criteria and tests to which a PPP is subjected

As is the case for TIP, a PFS is required for PPP projects that exceed KRW 50 billion
and require a central government subsidy of more than KRW 30 billion. For PPP projects,
a further analysis is conducted that compares the value for money associated with the
PPP procurement option with value for money associated with a public sector comparator
(PSC). This PSC replicates the case in which the project had been procured as a traditional
fiscal investment method. The value-for-money test examines not only quantitative aspects
(e.g. costs, demands, revenue) but also qualitative aspects (e.g. service quality, efficiency in
contract execution and management, effects of risk transfer, impacts on the public sector
and market, and project-specific issues).

4.4.5. Describe the ex post value-for-money criteria and tests to which a TIP is subjected

Ex post value-for-money assessment is not a required process, but is often reviewed
for selected TIP projects (not many). The effects of cost overrun and construction delay
of selected projects are evaluated. To analyse the cost overrun prevention effect, the total
construction costs of projects announced on RFPs and those realised are compared. To
assess the construction delay prevention effect, the estimated construction period on RFPs
and actual construction duration are compared for completed projects.

4.4.6. Describe the ex post value-for-money criteria and tests to which a PPP is subjected
Similar to TIP projects; see sub-section 4.4.5 above.

4.4.7. To what extent is the playing field for PPPs and TIP equal or unequal in terms

of criteria, tests and processes?

The institutional setting for infrastructure project evaluation provides a level playing
field for PPPs and TIP. A PFS is required for both TIP and PPP projects that exceed a certain
threshold size. A value-for-money test ensures that a PPP option is selected only when it
has value for money compared to a PSC.

4.5. United Kingdom

4.5.1. Describe the procurement process that a traditional infrastructure project (TIP)
undergoes

Traditional procurement for infrastructure in the United Kingdom follows a
procurement process in line with standard EU procurement laws. This process follows the
values of open competition and award of contracts based on the MEAT principles (“most
economically advantageous tender”).

4.5.2. Describe the procurement process that a public-private partnership (PPP) undergoes
PPP infrastructure procurement in the United Kingdom follows the same procurement

process as that of traditional projects described above.

4.5.3. Describe the ex ante value-for-money criteria and tests to which a TIP is subjected

Before going forward with any infrastructure project in the United Kingdom, a full
economic analysis is completed that compares the value for money that is expected to be
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achieved through each of the options available. This analysis is completed in line with the
HM Treasury Green Book (see www.hm-treasury.gov.uk/data_greenbook_index.htm).

4.5.4. Describe the ex ante value-for-money criteria and tests to which a PPP is subjected

Again, prior to going forward with any infrastructure project in the United Kingdom,
including PPPs, an analysis in line with the HM Treasury Green Book is completed. For PFI
projects, a further analysis is then completed that compares the value for money associated
with the PFI procurement option with value for money associated with a public sector
comparator. This public sector comparator replicates the case in which the project had been
procured through a traditional route (see the HM Treasury value for money assessment
guidance at www.hm-treasury.gov.uk/ppp_vfm_index.htm).

4.5.5. Describe the ex post value-for-money criteria and tests to which a TIP is subjected

See below.

4.5.6. Describe the ex post value-for-money criteria and tests to which a PPP is subjected

The Office of Government Commerce (OGC) recommends that all projects go through
the gateway review process. Gateway 5 aims to assess whether the expected benefits have
been realised, whether the contract is operating smoothly, and whether there is a plan in
place to improve the value for money that is being achieved by the project (see the OGC
Gateway process, www.ogc.gov.uk/what_is_ogc_gateway_review.asp).

The National Audit Office (NAO) also completes around 60 value-for-money reports each
year in which an ex post evaluation of a project is completed. These reports relate to a wide
range of projects that include both traditionally procured infrastructure and infrastructure
procured through a PPP. In addition, the NAO has also published a framework to be used
to evaluate the implementation of PFI projects (see wwuw.nao.org.uk/publications/0506/
pfi_framework.aspx).

4.5.7. To what extent is the playing field for PPPs and TIP equal or unequal in terms
of criteria, tests and processes?

HM Treasury policy ensures that there is a level playing field for the PPP and traditional
procurement options. The Green Book analysis completed for all projects ensures that the
procurement route that will provide the best value for money is used. Further to this, the
value-for-money analysis completed for PFI projects will ensure that the PFI procurement
route is only chosen where this route offers the best value for money when compared to a
traditional procurement method.

5. General discussion

5.1. Introduction

Any project, whether it is a PPP or a traditionally procured project, should be undertaken
only if it creates value for money. As such, PPPs and traditional infrastructure procurement
(TIP) are merely two modes to deliver value for money. Hence, the choice of procurement
mode should also depend on which mode delivers the most value for money. However, as
the discussion in this article and the results of the questionnaire indicate, the value-for-
money objective is very often blurred, and the choice between using a PPP and traditional
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infrastructure procurement may be skewed by factors other than value for money. Indeed,
overall and on balance, the respondents to the survey felt that the rules in place impede
attaining the maximum value for money by creating incentives to prefer traditional
infrastructure procurement to PPPs (with not much support found for the opposite
proposition).

What seems to be needed is the alignment of what is required from PPPs and TIP. This
does not mean that requirements are identical for PPPs and traditionally procured projects.
However, alignment does mean that:

e For the same type of project, the same level of detail and information is available to
assess value for money, be that project a PPP or a traditionally procured infrastructure
project.

e The scope and volume of institutional and legal requirement as applied to PPPs and
traditional procurement respectively, as well as ex ante and ex post value-for-money
assessments required from each type, do not create incentives to prefer one type of
procurement to the other.

In the light of the small percentage that PPPs constitute in some countries, it might
seem unreasonable to undertake such an alignment. However, the question is whether or
not governments foresee that PPPs might play a bigger role in the future.l” If governments
foresee an expanding role for PPPs (say, in excess of 10% of total public sector infrastructure
investment), the PPP option will become sufficiently important in the pursuit of value for
money to require an alignment of procurement option requirements. Bringing about an
alignment prior to such an expansion will only serve in the interest of delivering maximum
value for money.

The discussion in Section 3 above indicated that there are marked differences between
the ex ante and ex post value-for-money assessment processes that PPPs and traditional
infrastructure projects undergo. In general, more strict requirements are imposed on PPPs
compared to traditional procurement. Section 4 above demonstrated the extent to which
countries such as Korea and the United Kingdom have gone to align TIP and PPP procurement
processes, while this section discusses several options to align the two procurement
options. It focuses both on the ex ante and ex post value-for-money assessment processes
that PPPs and traditional infrastructure projects undergo. With regard to ex ante value-for-
money assessment, the article notes that, in general, once candidate PPP projects have been
identified as candidates, they are compared to a public sector alternative. However, in many
countries this occurs only once they have been identified as candidates. How they get to be
candidates is not always clear, with many countries still not having a process in place to
select the optimal method of procurement (be that a PPP or traditional infrastructure). Sub-
section 5.2 below proposes a list of criteria to select the optimal method of procurement.

In Sub-section 5.3 below, the focus shifts to the ex post value-for-money assessment
processes. It argues that traditional procurement processes might do well to incorporate
some of the features of PPP projects, such as a whole-of-life approach to value-for-money
assessment as well as reporting project results on a whole-of-life project-by-project basis.
This requires that data be recorded and reported on a whole-of-life project-by-project basis.
Recording data on a whole-of-life project-by-project basis will subsequently allow for an
ex post assessment of both PPPs and traditionally procured projects. Sub-section 5.3 also
deals with so-called optimism bias, defined as the propensity of officials to systemically
underestimate project construction and operation costs and underestimate project benefits.
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Dealing with optimism bias ensures a more robust comparison between procurement
options, which will render ex post value-for-money assessments more reliable —i.e. if a PPP
outperforms a TIP, it would be clear that this is not due to an optimism bias but to the actual
improvements in value for money and efficiency. Introducing the measures proposed in
Sub-section 5.3 not only aligns PPP and traditional procurement but also introduces
sound financial management, particularly in countries where traditional infrastructure
procurement projects are currently not subjected to cost-benefit analysis or any other form
of whole-of-life project-by-project analysis.

In addition to value for money being assessed on a whole-of-life project-by-project
basis, Sub-section 5.4 proposes that value for money be assessed prior to taking the decision
about which mode of procurement will be used. Both the PPP and TIP mode require that
the public sector option be a viable one, irrespective of the procurement mode ultimately
used. Even in the case of a PPP, the public sector option (frequently in the form of a public
sector comparator) always needs to be a real and credible alternative to private delivery. A
public sector option that does not deliver value for money should not be the benchmark for
a PPP, even if that PPP itself can deliver value for money. It should also be noted that such a
whole-of-life project-by-project approach does not necessarily imply a significant increase
in the bureaucratic activity needed to create a process. For instance, the United Kingdom
has shown that its value-for-money instrument - a spreadsheet developed to assess the
value for money of a public sector option and a PFI option — need not be overly elaborate to
nevertheless contain the key elements required to assess value for money.

5.2. Ex ante value-for-money assessment and the choice between PPPs and
traditional procurement

In many countries, traditional procurement is the default procurement option, while
procurement through the PPP option represents the exception or is only undertaken when,
as one of the survey’s respondents noted, there is someone acting as a champion for
setting up the project as a PPP. This also very often means that there are no clear criteria
to decide which procurement option to use. Therefore, what is needed is a set of criteria
to decide which mode of procurement will yield the highest value for money. As shown
in Section 3 above, most countries currently using PPPs use a public sector comparator
(PSC) to compare the value for money of potential PPP projects to the value for money that
traditional procurement could offer. The hypothesis tested in such a comparison is that
traditional procurement could deliver more value for money than the PPP option. Ideally,
what holds true for PPPs should also hold true for TIP projects - i.e. the question should
be asked whether the value for money of projects selected for traditional procurement
could not be enhanced if they took the PPP route. However, as argued in Section 3, a
government cannot always be expected to credibly forecast the range of innovative designs
and risk management procedures which competing private partners can invent. There is
unfortunately limited or no scope for government to create a “private sector comparator”.
As an alternative, governments could rather consider the use of a procurement option
test to decide between the traditional procurement and PPP options.'® Figure 3b contrasts
a procurement process that includes this procurement option test with one (Figure 3a)
that treats the PPP option as the exception (indicated by the dotted line) and traditional
procurement as the default.
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Figure 3a. The procurement choice with traditional procurement
as the default option
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Figure 3b. The procurement choice with a procurement option test
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From existingliterature as well as existing criteria applied by governments, it is possible
to distil the criteria to include in the procurement option test (cf. Miller et al., 2009; Estache,
Iimi and Ruzzier, 2009; HM Treasury, 2008; Love et al., 2008; Grimsey and Lewis, 2007; Luu,
Ng and Chen, 2003; Kumaraswamy and Dissanayaka, 2001). The literature on the criteria to
use when choosing between different methods of procurement predates the general use of
PPPs. For instance, Love et al. (2008:755-6) as well as Luu et al. (2003) list criteria originally set
out in NEDO (1985). These criteria are:

e Is early completion important?
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¢ Is on-time completion of the project important?

e Iscostcertainty (and therefore whether or not a firm price is needed prior to a commitment
being made) important?

¢ [s price competition important in the selection of the construction team?

e Is flexibility and the ability to make changes to the project once work commences
important?

e Is the project complex (i.e. is it specialised, technologically advanced and in need of high
levels of servicing)?

¢ Is quality important?
¢ Is the government the only party who needs to be responsible for design and cost, or
should designers and consultants also carry part of the risk?

e Is the transfer of the risk of cost and time slippage important?

Later criteria very often represent a variation on the above (Miller et al., 2009:89).
In addition, that report notes that the Department of Commerce in New South Wales
(Australia) uses procurement choice criteria aimed at obtaining the best value for money
and managing procurement risk. The department’s approach focuses on factors such as
value for money, the cash flow rate, timeliness, quality of design, and quality of construction.
Miller et al. (2009) also highlight the importance of innovation in the design of a project as
a determinant of what procurement method is selected.

HM Treasury (2008) highlights several aspects that favour either the selection of private
finance initiatives (PFIs), concessions or traditional procurement, as well as variations on
these options such as strategic infrastructure partnerships (SIPs), integrators and alliancing.
In the case of PFIs, HM Treasury (2008:19) highlights the following criteria that favour their
use:

e Major capital investment is required.

¢ The nature of the service allows outputs to be clearly defined, and risk allocation between
the public and private sectors can be made and enforced.

¢ The capital value of the project exceeds GBP 20 million so that procurement cost is not
disproportionately large relative to the size of the project.

¢ The technology involved is stable and not subject to fast and frequent change.
¢ Planning horizons are long, and the project is foreseen to operate into the long term.

In the case of concessions, HM Treasury (2008:20) adds that the project should be able
to operate independently and that a market (i.e. demand) for the service should exist, with
the concessionaire being able to influence that demand.

Using the above criteria as well as the prerequisites for a successful PPP identified in
OECD (2008) (where success means a PPP that delivers improved value for money compared
to traditional procurement), this sub-section seeks to identify criteria that governments
can use as part of their procurement option test (i.e. when deciding between using PPPs and
traditional procurement).

The requisites identified in OECD (2008) include risk transfer and competition. OECD
(2008) argues that, to obtain value for money in a PPP, sufficient risk must be transferred
to the private partner. The risk transferred should be endogenous risk, i.e. risk that can be
managed by the private partner (as opposed to exogenous risk that cannot be managed).
Risk is defined as the probability that the actual outcome will deviate from the expected
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(estimated) outcome. Where the outcome is profit, carrying the risk means that the private
partner has the incentive to manage revenue and cost in such a manner that the actual
profit is as close as manageable to the expected profit.

However, effective risk transfer requires competition in the bidding process
(i.e. competition for the market) and competition or contestability while in operation
(i.e. competition or contestability of the market).1® Competition ensures that the government
has a choice between possible private partners, both during the bidding process and during
the operational phase. Should a private partner not deliver value for money during the
operational phase, the effective transfer of risk will mean that its profit will fall (or it might
even make a loss). If the lack of value for money persists, the private partner will either go
out of business or, via the step-in rights of the government and the financers, be replaced
by a competitor.

The possible threat of a competitor appearing puts pressure on the private partner to
deliver the value for money. If the private partner is aware that no such competitor exists,
the pressure will not exist. In these circumstances, if the private partner runs into financial
trouble, the government might have to either:

1. cease delivering the service;

2. take over the service and deliver the service itself;

3. bail the private partner out; or

4. renegotiate the contract to ensure the private partner’s profits.

If the service that the PPP delivers is seen by the public as an essential service, only
options (2), (3) and (4) exist. However, since critics might interpret a takeover as an admission
of PPP failure, a takeover might be politically unpalatable. A takeover might also be ruled out
if the government does not have the requisite skills to manage the project itself. This will
leave bailout and renegotiation as the only alternatives — options (3) and (4). With a bailout,
the government in essence takes over the accumulated losses of the private partner. This
means that the government, in effect, carried the risk all the while. With renegotiation,
the government ensures the private partner’s profit. Again, this means that, in effect, the
government absorbs the losses that the private partner would have suffered. Furthermore,
if the private partner knows that competition is absent and that options (3) and (4) are
the only two real options on the table, it will also know that it has an implicit government
guarantee. Such an implicit guarantee might cause moral hazard, meaning that the private
partner will not manage its risk to ensure the highest value for money - it might not even
outperform traditional procurement.

Therefore, in deciding between traditional procurement and a PPP, a government
should address the following criteria in the procurement option test:

a) Defining, identifying and measuring risk: Can the risks of the project be clearly defined,
identified and measured? To ensure an effective transfer of risk to the private partner, the
risks that the private partner will be required to carry should be clearly defined, identified
and measured. If risk cannot be defined, identified or measured, there is room for conflict
in the contract, particularly when the risk realises. In addition, potential private partners
might ex ante also be unwilling to take on risks that are not clearly defined, identified and
measured.

b) The transfer of risk: Can the right types of risk be transferred to the private partner to
ensure value for money? For instance, if the only risk that is transferred is construction
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and delivery-of-asset risk, while demand-side and supply-side operational risks are not
transferred, then the right types of risks might not have been transferred to ensure the
attainment of value for money. If for some reason these operational risks cannot be
transferred, or if potential private partners are not willing to take them on, then entering
into a PPP does not make much sense. Furthermore, the government needs to transfer
endogenous risks, i.e. risks that the private partner can manage. If it also transfers
exogenous risks (risks that are exogenous to both the government and the private sector),
it needs to compensate the private partner for carrying these exogenous risks (such a
payment is akin to an insurance premium). However, exogenous risk does not serve as a
driver of efficiency and value for money.

c¢) The size of risk: Is the risk large enough to make a difference to the value for money
being delivered? If the probability is small that actual costs and revenues will deviate
from expected (estimated) costs and revenues by a significant amount relative to the
profit margin of the private partner, then there is relatively not much risk to manage. As such,
entering into a PPP to ensure value for money does not necessarily make much sense.

d) Willingness to accept risk: How large is the appetite of the private partner for risk? If the
probability for actual costs and revenues to deviate from expected (estimated) costs and
revenues is significant relative to the profit margin of the private partner, but the private
partner is unwilling to take on that risk, then the government might be left with too
much risk. An example is a toll-road where the government guarantees revenue if traffic
falls below a certain level. If that minimum level is relatively close to the expected level
of traffic, then not much risk is transferred. As such, entering into a PPP to ensure value
for money does not necessarily make much sense.

e) Competition for the market: What is the potential level of competition for the market? If
competition levels are limited, the government might encounter the problems discussed
above that relate to the lack of competition. Competition for the market is also important
when the government follows the traditional procurement route and puts out a project
on a tender. However, because a PPP usually integrates both the construction phase
and the operational phase of the project - something that is not usually done with a
traditionally procured (build-and-deliver) project — competition plays an even bigger role
to ensure value for money in the case of a PPP. As such, a PPP might not be the best option
when competition is limited, as it might not deliver the best value for money.

f) Competition in the market: What is the potential level of competition in the market?
Again, if competition levels are limited, the government might encounter the problems
discussed above. If all competition disappears once a contract has been awarded, the next
question is whether or not the market will be contestable —i.e. is it likely that, if required,
competitors will enter the market? If competition and contestability do not exist, a PPP
might not be the best option as it will probably not deliver better value for money.

Additional criteria also need to be added:

¢ Whole-of-life contracts: How large are the benefits from combining the construction phase
and the operating phase of a project in one contract? Estache et al. (2009:15) mention that
combining these two phases depends on the presence of positive externalities between
the construction and operating phases. As mentioned above, PPP contracts integrate the
construction and operational aspects of the project in a single contract. This ensures that
the private partner has an incentive to incur additional construction cost if it reduces
future operating and maintenance cost, but only if the present value of the operating
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and maintenance cost saving exceeds or equals the increase in the present value of the
additional construction cost. This incentive does not exist in traditional procurement.
However, in a PPP the size of this incentive depends on the extent to which there is scope
for future cost saving, as well as the size of additional construction cost to facilitate
this future cost saving - i.e. it depends on the extent of the trade-off. Where this scope
and trade-off are limited, there is less need to integrate the construction and operating
phases of the project and hence less need to enter into a PPP contract. For instance, in
projects where there is not a large capital and construction phase, the scope to integrate
is limited, thus also limiting the value-for-money benefit that a PPP can bring.

¢ Dealing with cost and quality trade-offs: Related to the previous point is the relationship
between cost and quality. Estache et al. (2009:9-10) discuss the case where the private
partner has an incentive to incur construction cost that would reduce future cost in the
operating phase. However, such future cost reductions may also, in some cases, lead to a
decrease in quality. Because the overriding objective of the private partner is to maximise
profit, quality might hold a lower priority for the private partner than for the government
(for whom service delivery objectives might hold the highest priority). As such, Estache
et al. (2009:10) argue that the bundling of the construction and operating phases should
preferably not be undertaken if a reduction in future cost leads to a relative large reduction
in quality. It should be noted, however, that this point is valid only if the quality of future
output cannot be defined clearly in the contract (or if the government fails to define it
clearly) and if the payment to the private partner has not been linked specifically to
the attainment and maintenance of the required level of quality. Hence, the questions
are: can the quantity and quality of project outputs be clearly defined, quantified and
measured, and can the private partner be kept to those levels by rendering the payment it
receives dependent on the attainment and maintenance of the required level of quality?
To ensure sufficient risk transfer to the private partner usually means that the private
partner is paid if it delivers the quantity and quality set out in the PPP contract. Any
significant and persistent shortfall from this will result in lower revenue earnings for
the private partner. However, if the quantity and quality of the outputs cannot be clearly
defined, quantified and measured, the effective transfer of risk to the private partner will
be undermined. With no effective transfer of risk, the driver of improved efficiency and
value for money will be absent, and integrating the construction and operating phases in
a PPP might then very well cause a reduction in quality of service.

¢ The importance of innovation: How much innovation is required? Where profit depends
on improved efficiency and the delivery of improved value for money, and where these
improvements will depend on design innovation in a still non-existent project, the
government might seriously consider entering a PPP. Leaving design to the private partner
also very often means that either the government cannot specify the design itself or, if it
can, that it nevertheless realises that, by specifying the design, it runs the danger that its
design might not be the most efficient. As such, traditional procurement is appropriate if
a contract can specify the design and quality of the asset clearly ex ante, while it cannot
do so for the quality of the output; the reverse holds for a PPP contract (cf. Estache et al,,
2009:32). However, it should be noted that, for innovation to take place, the answers to
criteria (a) through (f) above must also point towards a PPP for the project in question.

¢ The availability of public sector skills: Closely related to the above is the availability in
government of the skills required to operate an asset. Therefore, a PPP is a better option
if the government does not itself possess the requisite skills to construct and operate the
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project. However, if the government then opts for a PPP, it will nevertheless need skilled
staff to monitor the private partner and to manage its own responsibilities and risk.

¢ Rapidly and significantly changing technology: Though innovation is often key to the
preference for a PPP, the United Kingdom experience also highlights the need to be
careful about selecting projects for PPP/PFI status where the technology involved in these
projects is subject to frequent and significant change. Technology affects the nature of
the asset, during both the construction and operating phases of a project. Rapidly and
significantly changing technology means that the project faces significant (construction
and operating) supply-side risks as well as redundancy risks. Changing technology might
also influence consumer preferences, thus affecting demand-side risk. As such, the risk
generated by rapid and significant change might render the specification of well-defined
output and service delivery levels in a PPP contract very difficult. This problem is further
aggravated by the long-term nature of PPP contracts (typically 25-30 years).

¢ Need for flexibility: Guasch (2004) notes that, in Latin America and the Caribbean,
up to 30% of PPP projects were renegotiated within the first two years of the contract.
Estache et al. (2009:31) note that in Latin America contractors initiate renegotiations in
50% of rail transactions and 13% of road transaction, with the government initiating no
renegotiations in rail projects but initiating renegotiations in 42.6% of road projects. A
further 7.4% of road project renegotiations are initiated by both parties. HM Treasury
(2003a) reports that 22% of PFI contracts have undergone modifications during their
construction stage. Thus, in general, changes to PPP contracts are not the exception. In
principle, PPP contracts could allow for flexibility and therefore allow changes to be made
regarding output and design. However, the degree of flexibility affects the allocation of
risk: the more rigid the contract, the more risk the government carries, whereas if the
contract is more flexible, the private partner carries more risk. Nevertheless, the private
partner will probably only be willing to carry the additional risk if the government pays
it to do so. Of course, renegotiation usually means that the government can only bargain
with the party with whom it concluded the contract. This may put the private partner in
a virtual monopolistic position and, as such, may mean that the renegotiated terms of
the contract could undermine the initially agreed value for money. The difficulty that the
government will face is to distinguish between genuine and purported costs of redesign
and altering the capital and output. Hence, the larger the possibility that a contract
may have to be substantially renegotiated, the less are the benefits of integrating the
construction and operating phases of the project and the less benefit a PPP might deliver
relative to traditional procurement.

The choice between a pure PPP (depending on the government for its revenue stream)
and a concession (depending on user charges levied directly on the beneficiaries of the
service) adds further criteria:

o Sufficiency of demand: Is demand (and thus the user charges levied by the private
partner) expected to be sufficient over the lifetime of the project to ensure that the private
partner generates the revenue required for it to maximise its profit? This question is not
so much about demand risk as about the expected level of demand.

¢ The presence of externalities: How big are the externalities and the public goods
component of the service delivered and, therefore, how large is the free-rider problem?
The free-rider problem means that demand is not fully revealed. The extent of the free-
rider problem, and thus the extent to which demand is not revealed, will also limit the
extent to which user charges can be levied. Ensuring the desired level of service delivery
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might require that the government either pays for the service in total (and thereby
rules out user charges; this renders the PPP a pure PPP) or subsidises the private partner
(and thereby augments the user charges that the private partner levies). Paying in full
or subsidising the private partner will then ensure the desired level of service delivery.
However, it should also be noted that payment by the government reduces the demand
risk that the private partner faces. Thus, in the limiting case where there is no demand
risk left, the pursuit of value for money will depend on the supply-side operating risks
transferred to the private partner. If these are not present or are limited, using a PPP
makes less sense.

¢ The need for subsidisation: In some projects, demand might exist and there might be
the possibility to levy user charges, but the government might also have to consider the
distributional aspects of the project. For instance, in the case of some healthcare or school
projects the possibility might exist to levy user charges, but the government might also
wish to support less well-off beneficiaries by subsidising them (e.g. by giving them vouchers).

The application of a procurement option test suggests that arbitrary criteria such as
“PPPs should not exceed 15%” of public sector infrastructure investment hold little value.
Rather, the question is which method of procurement delivers the highest value for money,
irrespective of the percentage of public sector procurement that PPPs constitute.

To conclude, this sub-section suggests that, early in the procurement process, a project
should be subjected to a procurement option test. This test should guide the government
in selecting which mode of procurement is likely to deliver the most value for money, be
it a PPP or traditional procurement. This sub-section also sets out the criteria that might
constitute such a test (Box 2 below summarises the criteria).

5.3. Ex post value-for-money assessment and the choice between PPPs and
traditional procurement

In a study of 258 public sector transportation infrastructure projects from across the
world, spanning the period 1927-98, Flyvbjerg, Holm and Buhl (2002) compared actual
construction cost (measured at the time of project completion) and estimated construction
cost (measured at the time that the decision to construct the infrastructure was taken). They
found that in 86% of all projects actual costs exceeded estimated cost, and that on average
this excess equalled 28% (Flyvbjerg et al., 2002:282). Rail projects registered the largest
excess (44.7%), followed by fixed-link projects such as bridges and tunnels (33.8%) and road
projects (20.4%) (Flyvbjerg et al., 2002:282).2%: 21 They also found that the underestimation of
costs did not decrease during the 70-year period covered by their sample.

Flyvbjerg et al. (2002:286-290) subsequently consider four explanations that might
explain the persistent and substantial underestimation of costs. These are technical,
psychological, economic and political explanations. Technical explanations include: a lack
of data, honest mistakes, a lack of experience and imperfect techniques. If these were
present, the probabilities of over- and underestimating costs should be approximately the
same. However, as noted above, Flyvbjerg et al. (2002:286-287) show that 86% of all projects
had significantly underestimated costs. This led them to reject the technical explanation.

“Appraisal optimism”is the main psychological explanation and refers to the proneness
of project developers, officials, politicians and others involved in a project towards being
optimistic regarding costs and outcomes. However, Flyvbjerg et al. (2002:288-289) dismiss
psychological explanations too. They argue that, in the course of time, practitioners must
have noticed such proneness. With such learning taking place, mistaken estimates should
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decrease over time and thereby reduce, if not eliminate, “appraisal optimism”. However, their
results indicate that the extent to which costs have been underestimated did not decrease in the
70 years covered by their data. Therefore, “appraisal optimism” cannot serve as an explanation
for the underestimation of cost. However, as discussed below, a question exists as to how much
learning really does take place. Very often, actual and estimated cost and time-delay data exist for
the construction phase of projects, while only estimated but no actual whole-of-life project-by-
project data exist for benefits and operational and maintenance costs.?2

This leaves economic and political explanations; these refer to the incentive structure that
officials face. To increase the probability of a project being accepted, officials and politicians may
intentionally underestimate the costs and overestimate the benefits of the project (Flyvbjerg et al.,
2002:287-288, 289-290). As Flyvbjerg et al. argue, the incentive to present optimistic estimates
intentionally is very strong, while the penalty for doing so is small, if not negligible.?> In addition,
Flyvbjerg et al. (2002:288) argue that, where officials have to compete for funds from a limited budget
(which is more often than not the case), there is even more of an incentive to underestimate the
costs of the project.

Therefore, Flyvbjerget al. (2002:287-288,289-290) argue that economic and political explanations,
i.e. theincentive structure that officials face to intentionally underestimate the costs of their projects,
largely explain the actual underestimation of costs, while technical and psychological explanations
such as “appraisal optimism” fail to explain. They conclude by arguing that the problem might be
addressed by: i) increased transparency; ii) the use of performance specifications; iii) the explicit
formulation of the regulatory regimes that apply to project development and implementation; and
iv) the involvement of private risk capital in public projects (Flyvbjerg et al., 2002:291). A fifth way is
to estimate costs and benefits and then adjust them for “appraisal optimism”. This is done in the
United Kingdom, where the government recognised the bias to underestimate costs (HM Treasury,
2003b). As a result, the government Green Book (HM Treasury, 2003b:29-30, 85-87), which sets out
guidelines for project preparation, recommends that government departments should adjust
their cost and benefit estimates of projects to allow for the underestimation of cost and the
overestimation of benefits (also see British Department of Transport, 2004, and HM Treasury, 2006a
and 2006b, where the adjustments are made for PFI projects). As far as possible, this should be done
on the basis of empirical evidence about the degree of the observed bias present in similar projects.
Therefore, even if the estimated cost of a project seems affordable, the inclusion of an adjustment
to allow for optimism bias may render it unaffordable.

The fourth way to address “appraisal optimism” is the involvement of private risk capital in
public projects. This implies the use, among others, of PPPs. The use of PPPs raises the question
of how PPPs perform relative to traditionally procured projects. Are PPPs also as prone to the
underestimation of costs and, if so, is this underestimation of the same order of magnitude? Several
studies have been undertaken for Australia, the United Kingdom and the United States to establish
whether or not PPPs deliver improved value for money compared to traditional procurement. For
the United Kingdom, these studies include the Arthur Andersen and Enterprise LSE report (2000),
the Mott MacDonald review (2002) and the National Audit Office report (2003). Three studies exist for
Australia: the Fitzgerald review (2004), the Allen Consulting Group report (2007) and the University
of Melbourne report (2008). For the United States, there is the Haskins, Gale and Kelly report (2002).
Also see Grimsey and Lewis (2007:174-176) for a succinct summary of the findings of many of
the above-cited studies as well as others. These studies all compared the ex post performance of
PPPs and traditional infrastructure procurement in terms of the actual cost and time used to put
the project into operation. A common finding among all these studies is that PPPs outperform
traditional procurement in terms of both cost and time overruns, with outperformance in terms
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of cost being the most significant. (As reported in Section 3 above, the survey conducted
for this article asked respondents to report on the performance of PPPs relative to TIP in
their respective countries. Although many of the countries reported that PPPs outperform
traditionally procured projects in terms of time and budget, some countries also reported
that they do not have sufficient information to report on the budgetary performance of
PPPs.)

The University of Melbourne (2008:9) argues that, depending on the measures used,
one reason why PPPs may seem to outperform traditionally procured projects stems
from the more thorough cost and time estimates required from PPPs versus traditionally
procured projects. In the case of a PPP, a public sector comparator (PSC) or reference project
might be required. Usually a PSC requires more detail than the budget of a traditionally
procured project that is tested in competitive bidding (University of Melbourne, 2008:9).24
More thorough cost and time estimates may reduce what the report calls the optimism bias
(i.e. the underestimation of cost) in PPPs relative to that of traditionally procured projects.

The problem, though, is that “optimism bias” or “appraisal optimism” is not necessarily
limited to the estimation of construction cost and time. As noted in the United Kingdom
Green Book (HM Treasury, 2003b), the Mott MacDonald review (2002) and the University
of Melbourne report (2008:9), the “optimism bias” could also be present when officials
calculate the value for money that a project may create over the whole of its life. To measure
the extent of such optimism bias would require data on actual and estimated operating
and maintenance costs, as well as outputs (and outcomes) and the relative weighing and
discounting of risks over the project life cycle as part of the estimates. However, as noted
by the University of Melbourne (2008:9), all the above-cited studies have one common
drawback: data on whole-of-life performance for traditionally procured projects do not
exist. This means that, beyond the comparison of construction cost and time, it is extremely
difficult to really establish whether or not PPPs outperform traditionally procured projects,
particularly in terms of delivering value for money. The absence of whole-of-life data on
project performance, of course, does not mean that value-for-money criteria are absent
from traditionally procured projects. Indeed, as the survey for this article indicates, most
governments of OECD countries use cost-benefit analysis when assessing ex ante whether
or not a project represents value for money. In addition, governments may also use outcome
indicators to establish ex post whether or not traditionally procured projects represent value
for money. However, the difference in data available with regard to PPPs and traditionally
procured projects does make it difficult, if not impossible, to compare the operational
performance of PPPs and traditionally procured projects.

Because more often than not a whole-of-life assessment of project performance is not
made in the case of a traditionally procured project, there might be little learning about the
degree of optimism bias/appraisal optimism and thus limited scope to reduce the optimism
bias/appraisal optimism ex ante (i.e. the underestimation of maintenance and operating cost
and the overestimation of benefits). Therefore, in the event that performance is measured
ex post, traditional procurement may exhibit a bigger failure to achieve expected value for
money compared to PPPs that undergo much more value-for-money scrutiny.

It should be noted that the optimism bias/underestimation of cost and the resultant
disappointment are not inherent as such in traditional procurement. Indeed, as pointed
out by Flyvbjerg et al. (2002), the bias results from the incentives officials face. Given the
limited learning that follows an absence of measurement, the bias may also result from
the technical and psychological explanations that Flyvbjerg et al. highlighted. Therefore,
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the optimism bias may be present in all longer-term projects, be these PPPs or traditionally
procured projects. Nevertheless, the presence of the bias is more significant in the case
of traditionally procured projects because of the absence of rigorous whole-of-life
assessments of performance in many projects. The absence of such assessments in the
case of traditionally procured projects might however create an incentive for officials to
prefer traditional procurement. This might be true particularly if procuring entities are
afraid that a thorough whole-of-life assessment of performance made in the future may
bring to light an absence of value for money. This fear might be very real if, as Flyvbjerg
et al. (2002) argue, budgeting entities succumbed to the incentive to underestimate costs
and overestimate benefits.

In the case of a PPP, the procuring department or entity usually has to indicate why
the PPP route will deliver more value for money than the traditional public procurement
route. However, the reverse is not true, meaning that a department taking the traditional
public procurement route does not have to indicate why that route will deliver more value
for money than the PPP route. As argued above, such a comparison might not be feasible in
practice, as a government might be unable to foresee what the private sector option would
entail. (If the government can foresee it, it would in principle also be able to deliver the
project itself, obviating the need for a PPP.) Nevertheless, it leaves traditional procurement
as the default procurement option, demanding less from procuring departments in terms
of demonstrating value for money. This means that, in principle, it is possible that service
provision through a PPP could have delivered more value for money. However, since the
comparison is not made, the question as to whether the project delivers maximum value
for money cannot be answered.?® This, of course, could explain some of the difference
in performance that several studies found between PPPs and traditional procurement. If,
according to the government:

¢ to become a PPP requires the application of a whole-of-life approach that includes the
requirement that a project ex ante outperforms traditional procurement;

¢ while, in the case of traditional procurement, it is not necessary that the traditionally
procured project outperforms a PPP;

e and if, in the absence of a whole-of-life assessment of performance for traditionally
procured projects, there is room for a larger optimism bias in traditionally procured
projects; then

it will not be surprising that, when an ex post assessment is made on occasion, PPPs
indeed do ex post outperform traditional procurement. But whether this is due to “optimism
bias” or PPPs really delivering improved value for money will be difficult, if not impossible,
to say. A related factor is the possibility of cherry picking: i.e. one reason why PPPs may
ex post outperform TIP projects (especially in terms of construction cost and delivery time)
is that the projects selected were good projects to begin with. Had these projects been
procured through TIP, they probably would also have performed well.

Therefore, what is required is the recording and reporting of data on a whole-of-life
project-by-projectbasis and the subsequent ex post assessment of both PPPs and traditionally
procured projects. This should be done not only to establish and compare performance in
terms of construction cost and time delays, but also in terms of outputs (and outcomes)
and operating and maintenance cost.

Furthermore, to deal with optimism bias and to ensure a more robust comparison
between procurement options, both traditionally procured and PPP projects should ex ante
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include an adjustment for possible cost and time overruns and revenue shortfalls. This
should be done for the construction phase as well as the operating phase. Where possible,
the estimated degree of the optimism bias should be based on empirical evidence collected
from similar projects.

Thus, to conclude, this sub-section suggests that governments record and report data
on a whole-of-life project-by-project basis. It also recommends that the data be used to
conduct an ex post assessment of both PPPs and traditionally procured projects. This should
be done with regard to construction costs and time, as well as operating and maintenance
cost. It should also be done for outputs and outcomes of projects.

In addition, governments should deal with optimism bias by ex ante including
an adjustment for possible cost and time overruns and revenue shortfalls, both for the
construction phase as well as the operating phase. This should be done for both traditionally
procured and PPP projects. Doing so will ensure a more robust comparison between
procurement options. In addition, if possible, the estimated degree of the optimism bias
should be based on empirical evidence collected from similar projects. By including an
adjustment for optimism bias, ex post value-for-money assessments will become more
reliable and governments can be sure that if a PPP outperforms a TIP, it cannot be ascribed
to optimism bias. Instead, such an outperformance will clearly originate in actual value-
for-money improvements.

5.4. A unified framework for public procurement options

From the survey results, officials in a significant number of countries clearly noted
that the rules in place impede attaining value for money by creating incentives to prefer
traditional infrastructure procurement over PPPs. Very often, for a project to proceed as
a PPP requires the provision of more detail and the compliance with more prescriptions.
Hence, officials in line departments would prefer to follow the easier route towards the
realisation of the project. In addition, officials in line departments are also more used to
traditional procurement, which in itself creates an incentive to steer clear of unknown,
unfamiliar or less well-known procedures. Some officials participating in the survey also
reported unfamiliarity among officials in line departments with a whole-of-life planning
approach that includes an integrated approach towards construction and operation. As
discussed above, this is something that is key to PPP contracting, as it ensures that the
private partner has an incentive to incur additional construction cost if this will reduce
future operating and maintenance cost. As discussed, this incentive does not exist in
traditional procurement. Furthermore, officials in a significant number of countries
also reported that political preferences contributed in the past towards a preference for
procurement through traditional infrastructure procurement (while no such preferences
were reported for procurement through PPPs).

To partially overcome this problem, the discussion above noted the necessity to conduct
a procurement option test. This will ensure that the PPP route is not just taken on an ad hoc
basis, but that clear and explicit consideration is given to procurement options prior to the
undertaking of a project. To unify the procurement process further, governments could also
shift the value-for-money assessment to earlier in the procurement process and place it
prior to the procurement option test (see Figure 4). This will ensure that the public sector
option always represents value for money irrespective of the procurement option chosen.
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Figure 4. Unified framework for public procurement options
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This forward shift can be justified on the grounds that an assessment of the value
for money of a public sector option is always needed, irrespective of the method of
procurement ultimately used. Even in the case of a PPP, the public sector option (becoming
the public sector comparator) always needs to be a real and credible alternative to private
delivery. Thus, a public sector option that does not deliver value for money should not be
the benchmark for a PPP to attain, even if that PPP itself can deliver value for money.

This value-for-money estimation that is brought forward in the procurement cycle
might be a broader cost-benefit analysis. However, as a subcomponent it should also
contain a narrower estimate of direct costs and benefits (including revenue benefits)
for the government. This could simply be called a “public sector option” (PSO), which is
akin to a public sector comparator (or the value-for-money assessment for the public
sector alternative that is done for PFIs in the United Kingdom; see the value-for-money
assessment guidance and spreadsheet for HM Treasury [2006a; 2006b]). Compared to the
broader social costs and benefits included in a cost-benefit analysis (CBA), narrower, more
direct costs and benefits are easier to define and measure. Furthermore, a PSO done for
all projects will bring public sector officials into the habit of always thinking in terms of a
lifetime approach to a project’s direct costs and revenues for government. Thus, it forces
them to simultaneously consider the construction and operating phases of the project.
If the narrower numbers are less difficult to define and measure, it will also render the
comparison between procurement options more credible.

Thus, with the PSO in existence, it can also serve as a public sector comparator/
value-for-money (PSC/VIM) assessment model for a PPP and thereby streamline the
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procurement process. Should the PPP option then not demonstrate an improvement in
value for money over and above the value demonstrated in the PSO, then delivery through
public procurement follows.2® Once a project is allocated to either the PPP or the traditional
procurement stream, development of the project will reflect the characteristics common
to the type of procurement selected. For instance, in traditionally procured projects, the
design of the project is specified in detail even before the project is put out to tender. The
design specifications are also very often set out in the contract. This leaves little room for
contractors to change the design of the service or the output.?’ In contrast, in PPP projects
the PPP contract specifies the output it requires and the price it will pay for that output, but
not the design of the project. Given that a significant part of the efficiency improvement (and
hence profit) is contained in the design of the project, the design is left to the private partner.

5.5. Concluding discussion

In addition to being the most common procurement mode, traditional procurement in
many of the surveyed countries still constitutes the default mode of procurement. Though
it will probably remain the most common procurement mode, it need not remain the
default mode. The survey indicated that, although most of the surveyed countries test PPP
candidates against the alternative of a public sector option, many countries still do not
have clear criteria to identify how projects get to be either PPP candidates or TIP candidates.
In some countries, it is left to the discretion of line departments and so-called project
champions to identify PPP candidates.

With theabove analysisasbackground, thisarticle developed three sets of recommendations:

e With regard to ex ante value-for-money assessment, the article suggested that early in
the procurement process a project should be subjected to a procurement option test. This
test is meant to guide the government in selecting which mode of procurement is likely
to deliver the most value for money. The article set out a list of criteria that should be
considered in a procurement option test: drawn from the discussion in Section 5, Box 2
highlights the issues addressed by the criteria.

e With regard to ex post value-for-money assessment, the article suggested that:

- Data are recorded and reported on a whole-of-life project-by-project basis and that
subsequently an ex post assessment of both PPPs and traditionally procured projects
is made. This should be done not only to establish and compare performance in terms
of construction cost and time delays, but also in terms of outputs (and outcomes) and
operating and maintenance cost.

— Furthermore, to deal with optimism bias and to ensure a more robust comparison
between procurement options, both traditionally procured and PPP projects should
ex anteinclude an adjustment for possible cost and time overruns and revenue shortfalls.
This should be done for the construction phase as well as the operating phase. Where
possible, the estimated degree of the optimism bias should be based on empirical
evidence collected from similar projects. The inclusion of such adjustments will render
ex post value-for-money assessments more reliable - i.e. if a PPP outperforms a TIP, it
would be clear that this is not due to an optimism bias but to the actual improvements
in value for money and efficiency.

e The article also suggests a unified framework within which to deal with the choice
between procurement options. As such, the article suggests that governments could
shift the value-for-money assessment to earlier in the procurement process and place it
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prior to the procurement option test. This ensures that the public sector option always
represents value for money no matter which procurement method is selected. As argued
above, the public sector option might form part of a broader cost-benefit analysis.
However, the focus of the public sector option (PSO) is narrower, because narrower, more
direct costs and benefits are easier to define and measure. The PSO will then merely
become the public sector comparator should the procurement option test that follows
the estimation of the PSO indicate that a PPP might deliver more value for money than
traditional procurement. Should the received PPP bids outperform the PSO, the project
becomes a PPP. Should the received bids fall short of the PSO, the project reverts back to
the traditional procurement stream since the PSO already indicated that it represents
value for money (assuming, of course, the existence of the necessary funds and political
will that identified the project as a priority).

Box 2. Criteria that should be considered in a procurement option test

e Can risk be defined, identified and measured?

e Can the right type of risk be transferred?

e Is the size of risk large enough to serve as an incentive towards value for money?
e Are private partners willing to accept the risk to be transferred to them?

e How much competition is there for the market?

e How much competition is there in the market?

e How large are the benefits from combining the construction phase and the operating phase of the project
in a whole-of-life contract?

e Can the quality and quantity of service output that the private partner must deliver be clearly measured
so as to deal with possible cost and quality trade-offs?

e How much innovation is required?
e What is the availability in the public sector of the skills needed to operate the asset?
e How rapidly and significantly does the technology needed for the project change?

e How much flexibility does the government want to change the output specifications of the service to be
delivered?

The choice between a pure PPP (depending on the government for its revenue stream) and a concession
(depending on user charges levied directly on the beneficiaries of the service) adds further criteria:

e Is demand sufficient to render the levying of user charges a viable source of income for a concessionaire?

e Does the service create externalities that might give rise to a free-rider problem and hence lead to
demand not being revealed by beneficiaries?

e To what extent is there a need for/desire by the government to subsidise all or part of the beneficiaries
of a service?

140 OECD JOURNAL ON BUDGETING - VOLUME 2011/1 © OECD 2011



HOW TO ATTAIN VALUE FOR MONEY: COMPARING PPP AND TRADITIONAL INFRASTRUCTURE PUBLIC PROCUREMENT

APPENDIX

Defining Value for Money

As mentioned in the introduction, the concept of value for money includes both
qualitative and quantitative aspects. In addition, it typically involves an element of
judgment on the part of a government. As such, a precise indicator to measure value for
money does not exist. Value for money can broadly be defined as what a government judges
to be an optimal combination of quantity, quality, features and price (i.e. cost), expected
(sometimes, but not always, calculated) over the whole of the project’s lifetime.

The typical definition for value for money found in the literature defines it in terms
of three elements: economy, efficiency and effectiveness (Diamond, 2005:162). Economy is
the minimisation of the costs of inputs, while efficiency is the minimisation of inputs for
a given set of outputs, or the maximisation of outputs for a given set of inputs. Efficiency
entails both technical and economic efficiency. Technical inefficiency, also known as
X-inefficiency, refers to when resources are not technically employed in the best way; it
usually means that the levels of some inputs can be reduced while still delivering the same
outputs (Diamond, 2005:161). A typical example is over-staffed programmes where the level
of staff can be reduced without any need to reduce output levels. Economic inefficiency
results from the combination of inputs that is not optimal given the relative prices of inputs.
Usually, different combinations of inputs can deliver the same level of output (e.g. one
might substitute teachers for computerised teaching aids or vice versa). However, given the
relative prices of inputs, only one of these combinations will minimise cost. Therefore, if by
changing the combination of inputs the cost of delivering a service can be lowered, the new
combination will represent an improvement in economic efficiency. Economic efficiency
is maximised when no further cost reductions can be made by altering the composition
of inputs. Effectiveness refers to the impact of policy, i.e. whether or not the outputs
reached (e.g. a certain teacher/pupil ratio) deliver the desired outcome (improvements in
educational attainment as measured by indicators such as throughput rates). According to
Diamond (2005:163), there are two forms of ineffectiveness: technical and economic. Even
when delivery of a service is technically and economically efficient, the service itself may
technically fall short of addressing the needs it was designed to address. It is then said to
be technically ineffective. Economic ineffectiveness exists when the overall effectiveness of
public resources can be improved by reallocating resources.

The above argument is sometimes summarised as:
e Economy in the use of resources: maximise inputs per dollar, euro, pound, yen, etc.
e Efficiency: maximise outputs per input.

e Effectiveness: maximise outcomes per output.
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Following from these three components, the maximisation of value for money is defined
as the maximisation of outcomes with respect to every dollar, euro, etc., spent on inputs.
This is only possible if outcomes are maximised with respect to outputs (effectiveness) and
if outputs are maximised with respect to inputs (efficiency), which in turn are maximised
with respect to every dollar, euro, etc., spent on the inputs (economy).

Although appearing straightforward when stated as ratios to be maximised, such an
appearance is deceptive. Defining value for money in terms of outcomes per dollar, euro,
etc., spent on inputs addresses only supply-side efficiencies and effectiveness, while leaving
out demand-side efficiency. Demand-side efficiency is more commonly known as allocative
or Pareto efficiency. This form of efficiency might be the most difficult to measure, but it
is nevertheless key to whether or not a service really represents value for money. When
considering value for money, the question is “value for whom?” Presumably the answer is
not government, but the recipient of the service/taxpayer.?® As in private goods markets,
allocative efficiency refers to the allocation of consumers’ purchasing power to various
goods and services in a manner that will maximise their welfare (utility). Thus, it refers
to the welfare of those receiving a service. An improvement in allocative efficiency can be
attained if one can improve the welfare position of one agent (i.e. recipient of the service)
without causing a deterioration in the welfare position of another agent. This is attained by
reallocating resources spent on services so as to deliver the quantity and quality of different
types of outputs (with the desired output features) that will maximise welfare. When no
reallocation can improve the welfare of one agent without causing a deterioration in the
welfare of another, the allocation of resources is said to be allocatively or Pareto efficient.

Unfortunately, the welfare that individuals derive from consuming goods and services
cannot be measured directly. In a private goods market this is not a problem, because
individuals are forced to translate the welfare that they expect from consuming a good
into a demand for that good (they are said to “reveal their demand”). However, many of
the goods that governments deliver suffer from the free-rider problem, which means
that demand (and therefore what will maximise welfare) is not revealed. Therefore, it is
possible that a service is delivered in a technically efficient way, also reaching all output
and outcome goals, but that it is not something society wants and thus wanted to allocate
resources to. This renders the service allocatively inefficient and hence also means that,
even though all output and outcome objectives might have been reached (supply-side
efficiency and effectiveness), the service nevertheless represents no or limited value for
money (because it lacks demand-side efficiency). This situation is of course aggravated by
budgetary constraints that require the government to set priorities and to trade off the
benefits and welfare improvements of different spending programmes.

In essence, the problem is that the composition of goods that will maximise welfare can
only be approximated by voters revealing their preferences in elections - an approximation
that is quite imperfect at times, as the public choice literature has demonstrated. In
addition, allocative efficiency depends on demand, which in turn depends (among other
things) on wealth and income. Thus, should the government also pursue redistributional
goals, it will indirectly affect the allocative efficiency of its programmes and hence render
the decision as to what constitutes value for money even more difficult.

All of the above discussion serves to indicate that what constitutes value for money
is not just a quantitative exercise. Because of all the difficulties highlighted above, what
constitutes value for money usually also requires a significant level of qualitative judgment
on the part of the government. A government needs to judge the unrevealed demand for
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different services. Thus, it needs to judge what are the appropriate services to deliver and,
in the case of each service, what will constitute the optimal combination of quantity, quality
and features. It then needs to deliver these services with economy, technical and economic
efficiency, and technical and economic effectiveness.

Notes

1. In some countries, the pursuit towards the use of PPPs has been premised on access to additional
and alternative sources of finance. However, it is increasingly understood that PPPs do not
necessarily increase the public expenditure envelope, in particular when the future liabilities and
payment commitments of PPPs are taken into consideration. As such, the premise of additional
and alternative sources of finance might be largely false (cf. OECD, 2008). This leaves the pursuit of
value for money as the legitimate premise underlying the drive towards PPPs (cf. OECD, 2008).

2. Mostly PPPs operate through a special purpose vehicle (SPV). An SPV is usually the vehicle through
which the construction and operation of the asset is managed by the private partners. The SPV can
take many forms. Ye (2008:184) notes that SPVs can be incorporated companies, contractual joint
ventures (unincorporated joint ventures), general or limited partnerships and trusts. Furthermore,
the SPV can be a single entity responsible for all activities related to the PPP. It can also be a dual-
entity structure where one entity is a borrowing entity and the other the managing entity, or
alternatively, where one entity is the leasing company and the other the project company. Lastly, a
PPP can be a multi-entity structure, with a borrowing vehicle, a management vehicle and a leasing
vehicle (see Ye, 2008, for more details).

3. Within the category of public-private partnerships, a number of different models exist and can also
give rise to different definitions. These are influenced not only by the responsibilities of the private
partner but also the ownership and conceptualisation of the asset. For example, the private partner
may design, build, own, operate and manage an asset with no obligation to transfer ownership
to the government (e.g. design-build-finance-operate). Alternatively, the private partner may
buy/lease an existing asset from the government, modernise and/or expand it before operating
the asset but have no obligation to transfer ownership back to the government (e.g. buy-build-
operate). Finally, the private partner may design, build and operate an asset before transferring
it back to the government when the operating contract ends or at some other pre-specified time
(e.g. build-operate-transfer). A large soup of acronyms for public-private partnerships has emerged.
This article refers to public-private partnerships in general and does not go into specific types
- which, indeed, vary significantly between countries. There exist a number of variations on design-
build-finance-operate (DBFO), buy-build-operate (BBO) and build-operate-transfer (BOT) schemes.
Variations of DBFO include build-own-operate (BOO), build-develop-operate (BDO), and design-
construct-manage-finance (DCMF) schemes. Variations of BBO include lease-develop-operate (LDO)
and wrap-around addition. Finally, variations of BOT include build-own-operate-transfer (BOOT),
build-rent-own-transfer (BROT), build-lease-operate-transfer (BLOT) and build-transfer-operate
(BTO) schemes (see Hemming et al., 2006).

4. The Statistics Office of the European Communities (Eurostat) considers that the main issue in
classifying a public-private partnership depends on who bears the most risk. The recommendation
in Eurostat’s decision is that assets involved in a public-private partnership should be classified
outside the government sector if both of the following conditions are met: i) the private partner
bears the construction risk; and ii) the private partner bears either the availability risk or the
demand risk. The bearer of risk is not always easy to define, and contract design varies. In cases
where it is not possible to classify a public-private partnership as on or off the government books,
other contract features can be considered, such as if the asset is supposed to be transferred from
the private partner to the government at the end of the contract period and at what price. This
event is also an important part of the risk sharing (see Eurostat, 2004).

5. Along-standing alternative to traditional infrastructure procurement is the use of processes where
the government buys the raw material and other inputs necessary for the construction of an asset
and then constructs the asset itself; large public works programmes very often function in this way.

6. Questionnaires were sent to both the federal government and the government of New South Wales.
The federal government response covered both the federal and state level, while the response for
New South Wales applied to the state level. To prevent double counting for Australia, the responses
from the federal and New South Wales governments were consolidated. As one would expect, by
far most of the replies to questions by these two respondents were the same. Where a difference
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exists, the most encompassing answer was selected. For instance, if one response indicated that
the provincial government plays a role, while the other did not select the provincial government as
playing a role, the former was selected as the Australian response. Where one indicated “Yes” while
the other indicated “Sometimes”, or if one indicated “No” while the other indicated “Sometimes”,
“Sometimes” was selected as the response.

7. The United Kingdom count includes only private finance initiatives (PFIs) and not PPPs falling
under a wider definition. Italy reported a much higher number (approximately 2 000), but this
number includes all concessions.

8. Excludes concessions, and includes only those PPPs falling under the authority of the PPP unit.

9. Contingent liabilities are obligations that have been entered into, but the timing and amount of
which are contingent on the occurrence of some uncertain future event. Contingent liabilities
are not expected to realise. They are therefore not yet liabilities, and may never be if the specific
contingency does not materialise.

10. Contingent costs - like contingent liabilities — are obligations that have been entered into, but
the timing and amount of which are contingent on the occurrence of some uncertain future
event. However, unlike contingent liabilities that are not expected to realise (although there is a
probability that they might realise), contingent costs are expected to realise. An example is the
future payment of fees by a government to a private partner for services delivered. Given that the
payment of these fees is contingent upon meeting the standards and fulfilling the requirements of
the PPP contract, there is a probability that the private partner will not meet the standards and fulfil
the requirements. Nevertheless, the private partner is expected to meet the standards and fulfil the
requirements, turning this into a contingent cost and not a contingent liability.

11. This disadvantage exists with regard to the ability of the public sector to both negotiate and manage
the contract. Although the public sector can use outside consultants for the relatively short time
that it takes to negotiate the contract, doing so for the long-term management of the contract is
rarely feasible. This might lead to a situation where, although the government does not have the
skills to manage the project or oversee private partners to manage it, the government may fear that
a PPP might cost more than traditional procurement. Thus, despite its lack of skill, the government
might prefer traditional procurement.

12. See OECD (2008:122) on the TUPE agreement in the United Kingdom that dealt with PPPs and labour.

13. Complexity very often means that it is difficult to foresee how all the elements involved in the
project might interact and thereby affect outcomes. Measuring the risk (i.e. the probability of
outcomes) therefore becomes difficult. Redundancy occurs with the introduction of new technology
into a market. The nature and effect of new technology on cost and output can very often not be
predicted. As such, innovation and technological change introduce uncertainty (i.e. immeasurable
risk) as opposed to what is conventionally understood as risk (i.e. measurable risk).

14. The authors would like to express their gratitude to the relevant authorities for participating and
for providing the information necessary to compile this section.

15. The MAPPP (Mission d’appui aux PPP) is responsible for supporting and regulating partnership
contract projects and procedures, but not for managing tender processes.

16. To be noted: the PPP law of 28 July 2008 widely opened the application field for PPPs to cases that are
defined neither by the criterion of complexity nor by the criterion of urgency, but simply by the criterion
of economic efficiency. In such cases, the public authority freely chooses competitive dialogue or tender.

17. And even if PPPs constitute just 10% of total public sector infrastructure investment, the amounts
involved might be quite significant and, as such, oblige governments to pursue maximum value
for money.

18. Further alternatives such as “alliancing”, incremental partnerships and integrator models also
exist (cf. Miller et al., 2009; HM Treasury, 2008; Grimsey and Lewis, 2007). They usually represent
variations on the theme of either PPPs or TIP. However, they are beyond the scope of this article.

19. In the absence of competition during the bidding process, the best that the government can do is to
compare the one bid received to the public sector comparator (PSC). However, some governments
do not entertain a single bid on the grounds that the lack of competition means that there is a
danger that the government will not obtain value for money.

20. Flyvbjerg et al. (2002:293) also note that the smallest projects are usually stretches of roads, while
rail, bridges and tunnels are usually larger projects.

21. According to Flyvbjerg et al. (2002:281), questions have been raised as to whether or not the correct
comparison is to compare the actual data with cost estimates that were made when the decision
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to undertake the project was taken. The question is raised because, depending on the stage of
the project cycle, different cost estimates exist: cost estimates are made at the time when the
decision to build is taken, when the project goes to tender, when the contract is concluded and
when changes were made to the contract. The later these estimates are made in the project cycle,
the more accurate one can expect them to be. Thus, estimates included in the contract can be
expected to be closer to actual costs, than estimates made when the decision was taken to build.
However, Flyvbjerg et al. (2002:291) argue that the focus should be on the cost estimate that is used
when the actual decision to build is taken, because that is the information used in the decision.

22. It should be noted that this does not mean that data on operational and maintenance cost are not
recorded and reported, but that they are not necessarily recorded and reported on a whole-of-life
project-by-project basis.

23. Flyvbjerg et al. (2002:288) also mention that cost forecasters may underestimate costs in an effort
to pressure officials to cut down on costs. However, they still argue that, even though the intention
might be “noble”, the underestimation of cost still means that the viability of the projects has not
been established.

24. The University of Melbourne (2008) uses data coming from the project finalisation sequence. This
sequence starts with the original project announcement, then continues to the budget approval,
the contractual commitment and lastly the actual finalisation and the readying of the project
for commencement of service. The report argues that data from the later stages suffer from less
optimism bias, largely because the rigour with which costs and time estimates are made improves
for both PPPs and traditionally procured projects during the later stages. However, the point made
in note 21 above by Flyvbjerg et al. (2002:281) should be remembered here: when measuring the
extent of cost underestimation, it is better to use the cost estimate made at the time when the
decision to build was taken, because that is the estimate on which the decision is based.

25. Atbest what can be said is that the project has delivered (or is expected to deliver) value for money
relative to some preset standard.

26. It should be noted that this is also the stage in the procurement process where alternatives such
as alliancing are considered. These are very often variations on PPPs and TIP. However, they fall
outside the scope of this article.

27. This is very often also a source of major cost overruns in traditionally procured projects: after a
contract is concluded, the government may realise that it wants to change the design and output.
Given that the government is already at that stage locked into a contract that details the design, the
design can only be changed at great cost to the government.

28. Discussing value for money only in terms of the supply-side efficiencies and effectiveness might
also explain why some critics of PPPs base their comments on a criticism of the value-for-money
concept. Ignoring the demand-side efficiency might create the impression that the answer to the
question “value for whom?” is government. To include demand-side efficiency refocuses attention
on who policy is ultimately designed for: the taxpayer/voter/citizen.

References
Allen Consulting Group (2007), “Performance of PPPs and Traditional Procurement in Australia”, report
to Infrastructure Partnerships Australia, Melbourne, Australia.

Arthur Andersen and Enterprise LSE (London School of Economics) (2000), “Value for Money Drivers in
the Private Finance Initiative”, report commissioned by the Treasury Taskforce, 17 January, London.

British Department for Transport (2004), “Procedures for Dealing with Optimism Bias in
Transport Planning - Guidance Document”, June, British Department for Transport, London,
www.hm-treasury.gov.uk/green_book_guidance_optimism_bias.htm.

Deloitte (Ireland) (2009), interview and correspondence.

Diamond, J. (2005), “Establishing a performance management framework for government”, Presupuesto
y Gasto Publico, 40/2005, pp. 159-183.

EIB (European Investment Bank) (2004), The EIB’s Role in Public-Private Partnerships (PPPs), European
Investment Bank, Luxembourg, www.eib.org/Attachments/thematic/eib_ppp_en.pdf.

Estache, A., A. Iimi and C. Ruzzier (2009), “Procurement in Infrastructure: What does theory tell us?”,
Policy Research Working Paper No. 4994, The World Bank, Washington DC.

OECD JOURNAL ON BUDGETING - VOLUME 2011/1 © OECD 2011 145


http://www.hm-treasury.gov.uk/green_book_guidance_optimism_bias.htm
http://www.eib.org/Attachments/thematic/eib_ppp_en.pdf

HOW TO ATTAIN VALUE FOR MONEY: COMPARING PPP AND TRADITIONAL INFRASTRUCTURE PUBLIC PROCUREMENT

Eurostat (2004), “New Decision of Eurostat on Deficit and Debt: Treatment of Public-Private Partnerships”,
News Release No. 18, 11 February, Statistical Office of the European Communities, Luxembourg.

Fitzgerald, P. (2004), Review of Partnerships Victoria Provided Infrastructure: Final Report to the Treasurer,
Growth Solutions Group, Melbourne, Australia.

Flyvbjerg, B., M.S. Holm and S. Buhl (2002), “Underestimating costs in public works projects: Error or
lie?”, Journal of the American Planning Association, 68(3), pp. 279-295.

Grimsey, D. and M. Lewis (2007), “Public Private Partnerships and Public Procurement”, Agenda, 14(2),
pp.- 171-188.

Guasch, J.L. (2004), Granting and Renegotiating Infrastructure Concessions: Doing it Right, The World Bank,
Washington DC.

Haskins, S.,D. Gale and L. Kelly (2002), “Creating and optimizing new forms of public-private partnerships
in Seattle”, Water Science and Technology: Water Supply, 2(4), pp. 211-218.

Hemming, R., M. Alier, B. Anderson, M. Cangiano and M. Petrie (2006), Public-Private Partnerships,
Government Guarantees, and Fiscal Risk, International Monetary Fund, Washington DC.

HM Treasury (2003a), PFI: Meeting the Investment Challenge, The Stationery Office, London.

HM Treasury (2003b), The Green Book: Appraisal and Evaluation in Central Government, The Stationery Office,
London, www.hm-treasury.gov.uk/data_greenbook_index.htm.

HM Treasury (2006a), “Value for Money Assessment Guidance”, www.hm-treasury.gov.uk/ppp_vfm_index.htm.
HM Treasury (2006b), “PFI value for money quantitative assessment”, www.hm-treasury.gouv.uk.
HM Treasury (2008), “Infrastructure procurement: delivering long-term value”, www.hm-treasury.gov.uk.

KPMG (Klynveld, Peat, Marwick and Goerdeler) (2007), Effectiveness of Operational Contracts in PFI 2007,
KPMG LLP, London, wwu.kpmg.co.uk.

Kumaraswamy, M.M. and S.M. Dissanayaka (2001), “Developing a Decision Support System for Building
Project Procurement”, Building and Environment 36:337-349.

Love, P.E.D., P. Davis, D. Baccarini, G. Wilson and R. Lopez (2008), Procurement Selection in the Public Sector:
A Tale of Two States, conference proceedings from “Clients Driving Innovation: Benefitting from
Innovation”, 12-14 March, Gold Coast, Australia.

Luu, D.T,, S.T. Ng and S.E. Chen (2003), “A Case-Based Procurement Advisory System for Construction”,
Advances in Engineering Software 34:429-438.

Miller, G., C.W. Furneaux, P. Davis, P. Love and A. O’Donnell (2009), “Built Environment Procurement
Practice: Impediments to Innovation and Opportunities for Changes”, report commissioned by
the Built Environment Industry Innovation Council, Canberra, available at www.innovation.gov.au/
Industry/BuildingandConstruction/BEIIC/Documents/BuiltEnvironmentProcurementPractice.pdf.

Mott MacDonald (2002), Review of large public procurement in the UK, report for HM Treasury, Mott
MacDonald, Croyden, United Kingdom.

National Audit Office (2003), PFI: Construction Performance. Report by the Comptroller and Auditor General,
HC 371 Session 2002-2003: 5 February, The Stationery Office, London.

NEDO (National Economic Development Office) (1985), Thinking about Building, NEDO/HMSO, London.

OECD (2008), Public-Private Partnerships: In Pursuit of Risk Sharing and Value for Money, OECD Publishing,
Paris.

OECD (2009), “Enhancing Integrity in Public Procurement: A Toolbox”, wwuw.oecd.org/governance/
procurement/toolbox.

OECD (2010), Dedicated Public-Private Partnership Units: A Survey of Institutional and Governance Structures,
OECD Publishing, Paris.

PWF (Public Works Financing) (2009), Public Works Financing Newsletter, Vol. 242, October, www.PWFinance.net.

University of Melbourne (2008), National PPP Forum — Benchmarking Study, Phase II: Report on the performance
of PPP projects in Australia when compared with a representative sample of traditionally procured
infrastructure projects, University of Melbourne Report, Melbourne Engineering Research Institute,
Melbourne, Australia.

Ye, S. (2008), “Patterns of Financing PPP Projects” in A. Akintoye and M. Beck (eds.), Policy, Management
and Finance for Public-Private Partnerships, Wiley-Blackwell, London.

146 OECD JOURNAL ON BUDGETING - VOLUME 2011/1 © OECD 2011


http://www.hm-treasury.gov.uk/data_greenbook_index.htm
http://www.hm-treasury.gov.uk/ppp_vfm_index.htm
http://www.hm-treasury.gov.uk
http://www.hm-treasury.gov.uk
http://www.kpmg.co.uk.
http://www.innovation.gov.au/Industry/BuildingandConstruction/BEIIC/Documents/BuiltEnvironmentProcurementPractice.pdf
http://www.innovation.gov.au/Industry/BuildingandConstruction/BEIIC/Documents/BuiltEnvironmentProcurementPractice.pdf
http://www.oecd.org/governance/procurement/toolbox
http://www.oecd.org/governance/procurement/toolbox
http://www.PWFinance.net

OECD Journal on Budgeting
Volume 2011/1
© OECD 2011

Fiscal and Monetary Institutions
in Central, Eastern and
South-Eastern European Countries

by

Zsolt Darvas and Valentina Kostyleva*

This article studies the role of fiscal and monetary institutions in macroeconomic
stability and budgetary control in central, eastern and south-eastern European
countries (CESEE) in comparison with other OECD countries. CESEE countries tend to
grow faster (or at least tended to grow faster before the crisis) and have more volatile
output than non-CESEE OECD countries, which has implications for macroeconomic
management: better fiscal and monetary institutions are needed to avoid pro-cyclical
policies. The article develops a Budgetary Discipline Index to assess whether good
fiscal institutions underpin good fiscal outcomes. Even though most CESEE countries
have low scores, the debt/GDP ratios declined before the crisis. This was largely
the consequence of a very favourable relationship between the economic growth
rate and the interest rate, but such a favourable relationship is not expected in the
future. Econometric estimations confirm that better monetary institutions reduce
macroeconomic volatility and that countries with better budgetary procedures have
better fiscal outcomes. All these factors call for improved monetary institutions,
stronger fiscal rules and better budgetary procedures in CESEE countries.

JEL classification: E32, E50, H11, H60

Keywords: CESEE countries, Budgetary Discipline Index, budget process, fiscal
institutions, budgetary institutions, monetary institutions, macroeconomic stability,
econometric analysis, budgetary procedures, fiscal outcomes, fiscal rules

* Zsolt Darvas is a research fellow at Bruegel and at the Institute of Economics of the Hungarian Academy of
Sciences, and associate professor at the Corvinus University of Budapest (e-mail: zsolt.darvas@bruegel.org).
Valentina Kostyleva is a policy analyst in the Budgeting and Public Expenditures Division of the OECD Public
Governance and Territorial Development Directorate (e-mail: valentina.kostyleva@oecd.org). The authors thank
Mark Hallerberg, Dirk-Jan Kraan, Peter Van den Berg and the participants at the 6™ annual meeting of CESEE
Senior Budget Officials in Budva, Montenegro, 23-24 September 2010, for comments and suggestions, and Rita
Orsolya Téth and Lucia Granelli for research assistance.

147



FISCAL AND MONETARY INSTITUTIONS IN CENTRAL, EASTERN AND SOUTH-EASTERN EUROPEAN COUNTRIES

1. Introduction

This article aims to identify the major institutional determinants of macroeconomic
stability and aggregate budgetary control in central, eastern and south-eastern European
(CESEE) countries.! The region grew fast before the crisis, but the crisis hit most of these
countries hard — more so than any other country group of the world — and the recovery
from the crisis is also generally slow. As a consequence, the pre-crisis seemingly smooth
economic progress and good budgetary record suddenly came to an end.

Have fiscal? and monetary institutions played important roles in macroeconomic
stability and aggregate budgetary control? Since the crisis had a decisive impact on both
macroeconomic stability and budgetary control, the impact of these institutions on the
build-up of pre-crisis vulnerabilities and on crisis response has a crucial relevance to this
question. The article defines fiscal institutions as a set of arrangements directing budgetary
preparation (including expenditure frameworks and fiscal rules), approval and execution.
Monetary institutions are associated with the exchange rate regime, the quality of financial
regulation and supervision, the independence of central banks, and the transparency
of central bank decision making. Causal links from fiscal and monetary institutions to
budgetary control and macroeconomic stability can be hypothesised as follows:

e Fiscal institutions and macroeconomic stability: Countries with better fiscal frameworks
are presumably following counter-cyclical fiscal policy. Letting automatic stabilisers run
and implementing counter-cyclical discretionary fiscal policy through the business cycle
can dampen macroeconomic volatility.

e Fiscal institutions and budgetary control: Better fiscal institutions can directly lead to
better budgetary outcomes (i.e. low deficit or surplus, and low public debt) by constraining
fiscal policy.

e Monetary institutions and macroeconomic stability: The ultimate goal of monetary
policy should be the stabilisation of the economy through the business cycle, and better
monetary institutions should be more successful in achieving this goal. Monetary
institutions are defined broadly, and the role of financial stability is considered through
regulation and supervision. The crisis has proven even more clearly that financial stability
has strong implications for macroeconomic stability.

¢ Monetary institutions and budgetary control: There should not be a direct causal link
from monetary institutions to budgetary control. However, the indirect channel through
a higher level of macroeconomic stability can work.

The article is structured as follows. Section 2 describes macroeconomic stability and
budgetary outcomes. Budgetary institutions are assessed in Section 3: the “Budgetary
Discipline Index” deviates from similar indices in the literature as it considers a set of
institutional features that focus specifically on budgetary discipline. Section 4 discusses
monetary institutions. Section 5 presents the empirical analysis on the impact of fiscal
and monetary institutions on macroeconomic stability and budgetary control. Section 6
presents some concluding remarks.
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2. Macroeconomic stability and fiscal outcomes

2.1. Development of GDP

90

80

70

60

50

40

30

1980

50
45
40
35
30
25
20
15
10

5

1980

Most of the CESEE countries went through an historically unprecedented transition
from socialist political systems towards democracies and from centrally planned economies
towards market economies. The extraordinarily deep recession after the collapse of the
communist regimes was followed by a fast and apparently smooth economic recovery
- that is, growth of per capita GDP has well exceeded the growth in the CESEE region’s main
trading partners (Figure 1).3
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Figure 1 also indicates that the duration of the recession in the 1990s (the transition
period) varied substantially across CESEE countries, which complicates the selection of a
start date for the sample period for the econometric analysis in this study. The current
global financial and economic crisis complicates the selection of the end date of the sample
period. Figure 1 indicates that the recovery has halted in several CESEE countries and even
reversed in some of them. Quarterly GDP indicators also show that recovery from the crisis
is in general slow in CESEE countries and much slower than in other emerging country
groups (Figure 2). For example, in the six small and open Asian economies shown in Panel A
of Figure 2, output growth is currently faster than it was before the crisis, implying that
these countries may converge to their pre-crisis trend line. But in CESEE countries, the
speed of recovery so far falls behind pre-crisis growth, even though there is heterogeneity:
Albania and Poland have not suffered from a recession in 2009, while in Armenia, Estonia,
Latvia, Lithuania and Ukraine the drop in output was close to or even above 20%.

The reasons behind both the more serious average impact of the crisis on CESEE
countries and the diversity among those countries have been studied (see, for example,
Mitra, Selowsky and Zalduendo, 2009; Darvas, 2010; and Becker et al., 2010), so only the main
issues are summarised here.

The pre-crisis development model pursued by CESEE countries had many special
features compared to other emerging economies. It was based on deep political,
institutional, financial and trade integration with the EU* which was also accompanied by
substantial labour mobility into EU15 countries. Other emerging country regions did not
have an anchor similar to the role the EU played for CESEE countries. Economic growth in
the CESEE region relied on net private capital inflows, which have reached higher levels
than elsewhere. In the aftermath of the dramatic crises in Asia and Latin America in the
late 1990s and early 2000s, the CESEE region was the only emerging region of the world
that had persistent current account deficits. Economic recovery was accompanied by real
exchange rate appreciations — again a largely unique feature of the CESEE development
model - and real interest rates fell.

But the CESEE development model had two important variants within the region. Some
countries, most notably countries in central Europe, were more successful in making use
of the development model. In these countries, pre-crisis growth was accompanied by small
and even improving trade balances, as a reflection of reindustrialisation after the collapse
that followed the fall of communist regimes. In most of the other countries, however, the
trade and current account balances deteriorated sharply before the crisis, reaching double-
digit levels in several cases. As a consequence, external debt rose fast before the crisis.
Also, housing prices rose much faster and real exchange rate appreciation was also more
rapid, while real interest rates fell to lower levels than in central European countries and
inflation also rose considerably before the crisis. All of these factors suggest that economic
growth in this group of countries was to a considerable extent fuelled by unsustainable
booms. Indeed, there was extremely rapid growth of credit to the private sector, and the
composition of foreign direct investment (FDI) was also biased in favour of banking, real
estate and other domestic sectors.

When the crisis started, most people thought that the CESEE region would not be hit
too hard. For example, the April 2008 Regional Economic Outlook Europe of the IMF foresaw
that “emerging Europe’s convergence trend is set to continue, based on good fundamentals,
although its pace is likely to slow” (IMF, 2008), and other institutions and commentators
shared this view. However, after the collapse of Lehman Brothers, there was a sudden
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Figure 2. Quarterly GDP developments (2008Q3=100), 2005Q1-2010Q3

Panel A. Main country regions’

Asia-6 — — — Latin America-7
—-—- QECDnon-CESEE  =-==-=-=-- CESEE-21

110
105
100
95

90

85

80

75

70 | | | | |
2005Q1 2006Q1 2007Q1 2008Q1 2009Q1 2010Q1

Panel B. CESEE countries

Czech Republic = =— =— Hungary Bulgaria = =— =— Estonia
—=-=—=- Poland ======- Slovak Republic —-=—- latvia = m===-- Lithuania
Slovenia Romania
110 110
105 105
100 100
95 95
90 90
85 85
80 80
75 75
70 Il Il Il Il 70 Il Il Il
2005Q1 2006Q1 2007Q1 2008Q1 2009Q1 2010Q1 2005Q1 2006Q1 2007Q1 2008Q1 2009Q1 2010Q1
Croatia — — — Serbia Russian Federation = = = Ukraine
=eo=o CYpie 0 oooooo Malta —-=—- Armenia = ====== Belarus
Turkey Georgia — --=— Moldova
110 110
105 105
100 |- L= 7= 100
95 'ﬂb\"' 95
o | _,.,).4‘;‘( %
.’/,'\//
85 85
80 [/ 80
75 75
70 Il Il Il Il Il 70
2005Q1 2006Q1 2007Q1 2008Q1 2009Q1 2010Q1 2005Q1 2006Q1 2007Q1 2008Q1 2009Q1 2010Q1

1. Country group averages in panel A are non-weighted averages. Asia-6: Indonesia, Korea, Malaysia, Philippines,
Taiwan and Thailand. Latin America-7: Argentina, Brazil, Chile, Columbia, Ecuador, Mexico and Peru. CESEE-21: the
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interruption, and even reversal in some countries, of capital inflows to CESEE countries.
This led to a credit crunch which, combined with the subsequent export and investment
declines, has depressed economic activity. Commodity exporters, such as Azerbaijan, the
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Russian Federation or Ukraine, were also hit by falling commodity prices. As the crisis
unfolded, the credit crunch was replaced by falling demand for credit, caused by increased
uncertainty and lowered expectations with respect to future growth prospects (Ghosh,
2009).

The diversity of responses to the crisis within the CESEE region could be related to
different reliance on pre-crisis capital inflows, trade and commodity exports. But the crisis
responses have likely been influenced by the fiscal and monetary policies during the crisis:
only a few CESEE countries (e.g. Azerbaijan, Czech Republic, Poland, Russian Federation,
Slovenia, Turkey) implemented fiscal stimulus in order to dampen the crisis. Most other
countries had to consolidate public finances, thereby likely amplifying the downturn
(Darvas, 2010).> Furthermore, monetary policy could not be eased at a time when capital
was moving out, and indeed several countries had to raise interest rates as well.

2.2. Macroeconomic stability

Two measures of macroeconomic stability are used for the econometric analysis of
Section 5 below:

¢ volatility of GDP growth rates, 2000-10
e output decline in 2009

The first one can be regarded as an average measure of stability, while the second can
be regarded as a “tail” event. The selection of these measures is based on the following.

The developments described in the previous sub-section suggest that considering the
pre-crisis period only would be misleading, since pre-crisis economic growth has led to
economic structures that made CESEE countries more prone to the crisis. In particular, the
seemingly fast and smooth growth before the crisis has led to vulnerabilities in several
CESEE countries, which eventually resulted in huge output falls and slow recoveries so far.
Therefore, the crisis should be included in the sample. On the other hand, the 1990s was
burdened with so many structural changes that the inclusion of this sample period would
not be informative. Therefore, whenever data availability allows, the sample period of 2000-
10 is used when studying macroeconomic stability, but a pre-crisis sample period (2000-07)
is also used for comparison.

Macroeconomic stability has various interpretations.® The focus here is on GDP
volatility, which of course can also reflect internal and external disequilibrium. Ideally,
GDP volatility should be measured as the volatility of the deviation from potential output.
However, measures of potential output are especially uncertain for countries like those of
central, eastern and south-eastern Europe and at the time of the global crisis. An example
is given in Figure 3 which depicts the 2007 output gap in EU member CESEE countries as
seen at different dates, using data from the European Commission. The figure shows huge
revisions in potential output calculations. The EC first published forecasts for the 2007
output gap in autumn 2005, when it predicted, for example, that the output gap of Latvia
in 2007 would be -0.7%. This forecast was maintained in the spring of 2006, but later it was
substantially revised upward. In the spring of 2008, the 2007 output gap was seen as 4.8%
and in autumn 2009 it was seen as 16.3%. Therefore, we do not study the volatility of the
output gap, but concentrate on GDP growth.
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Figure 3. The 2007 output gap as seen at different dates
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Source: European Commission forecasts made at the dates indicated on the horizontal axis.

Figure 4 shows the standard deviation of real GDP growth rates in 2000-07 and
in 2000-10 in order to assess the possible increase in volatility in response to the crisis.
Indeed, considering the pre-crisis period of 2000-07, volatility was seemingly low in several
CESEE countries. In some cases, volatility was even below the average of non-CESEE OECD

Figure 4. Standard deviation of annual GDP growth rates
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Source: Authors’ calculations using data from the IMF World Economic Outlook April 2010.
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countries. However, data for 2000-10 suggest that the seemingly low pre-crisis volatility has
indeed masked underlying vulnerabilities. In some cases, such as Estonia, Latvia, Lithuania
and Ukraine, the rise in volatility is quite dramatic. On the other hand, there are four
countries (Albania, Belarus, Cyprus and Poland) where volatility is below the non-CESEE
OECD average in the 2000-10 period.

2.3. Fiscal outcomes

Two measures of fiscal outcomes are used for the econometric analysis of Section 5
below:

e average general government balance (as a per cent of GDP) in 2000-10
¢ change in general government gross debt (as a per cent of GDP) from 2000 to 2010

The two measures are related, but not perfectly, as will be demonstrated below. The
second measure considers the change in the debt/GDP ratio (as opposed to the level of the
debt/GDP ratio) because good fiscal institutions in a given year cannot impact the inherited
stock of debt, but can impact the change in debt. Of course, the econometric analysis
controls for the initial level of debt and other potential determinants. Similarly to the study
of macroeconomic stability, the pre-crisis period (2000-07) is also used for comparison to
the preferred sample of 2000-10.

Figure 5 shows developments in general government balance and debt as a per cent
of GDP. The trend in general government gross debt has been much more favourable in
CESEE countries than in non-CESEE OECD countries. The average ratio of debt to GDP has
decreased by more than 20 percentage points between 2000 and 2008 in CESEE countries,
whereas it has been stable (or showed just slight decreases) in (other) OECD countries.
One reason for this development could be differences in budget balances. However, this is
certainly not the case, since the budget balance’
than in CESEE countries. Therefore, the two measures described at the beginning of this
sub-section are not perfectly correlated.

was better in non-CESEE OECD countries

Figure 5. General government balance and gross debt (% GDP), 2000-10
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Sources: IMF World Economic Outlook April 2010 and EBRD database on main macroeconomic indicators.
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The explanation for the divergent trends in debt/GDP ratios is most likely the
consequence of a highly favourable relationship between the economic growth rate and the
interest rate. As Figure 6 indicates, economic growth in CESEE countries largely exceeded
the interest rate before the crisis, while in (other) OECD countries the two variables broadly
moved together. The favourable relationship in CESEE countries was supported by financial
integration (by reducing borrowing costs), higher real GDP growth rates and higher inflation
rates.®

Figure 6. Implicit nominal interest rate! on government debt and nominal GDP
growth (per cent), 2000-10
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1. Interest rate = government interest expenditures/previous year gross debt.
Source: Authors’ calculations using data from the IMF World Economic Outlook April 2010 and Eurostat website (implicit
interest rate).

3. Fiscal institutions

This section identifies budgetary institutions which may contribute to aggregate
control and fiscal discipline, and proposes a new index called “Budgetary Discipline Index”.
The “Fiscal Institutions Index” of Fabrizio and Mody (2008) and the budgetary institutions
indexes of Hallerberg, Strauch and von Hagen (2007) have motivated the development of
this Budgetary Discipline Index which nevertheless differs by according more importance
to different or additional aspects and by omitting some criteria analysed by the previous
authors. This article develops a set of institutional features which are considered to be
crucial for mechanisms of fiscal discipline at the three stages of the budgetary cycle: the
preparation stage (when the budget is drafted), the authorisation stage (when the budget is
approved by parliament) and the implementation stage (when the budget is implemented
and may be amended). The set provides a benchmark for assessing the countries and a
basis for constructing the Budgetary Discipline Index.

3.1. Budget preparation stage

For the stage of budgetary preparation, three leading parameters contribute to
budgetary control: fiscal rules, the medium-term expenditure framework and multi-annual
expenditure estimates.
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3.1.1. Fiscal rules

According to the definition of a fiscal rule proposed by Kopits and Symanski (1998,
p. 2), a fiscal rule is “a permanent constraint on fiscal policy, typically defined in terms
of an indicator of overall fiscal performance. ...A critical feature of a fiscal rule is that ...
it is intended for application on a permanent basis by successive governments in a given
country.”

Fiscal rules can serve different goals, and their role in promoting budgetary control

varies. Depending on how they affect fiscal discipline, the rules are classified as follows:°

¢ Expenditure rules usually set permanent or medium-term limits on total, primary or
current spending in absolute terms, in growth rates, or in per cent of GDP. Expenditure
rules in their essence include expenditure frameworks with fixed ceilings (ceilings that
cannot be changed from year to year). Expenditure rules are always anchored in a budget
balance rule over the cycle (see below). Expenditure rules can provide an operational
tool to trigger the required fiscal consolidation consistent with sustainability. Steering
on the expenditure side rather than on a cyclically adjusted deficit constraint is more
transparent and possibly less susceptible to manipulation (Anderson and Minarik, 2006).
Therefore, the largest value is assigned to expenditure rules.

¢ Budget balance rules, which can be set as headline balance and structural (or cyclically
adjusted) balance, help to ensure that the debt-to-GDP ratio converges to a finite level.
(Sometimes the “balance rule” is referred to as a “deficit rule”.)

— Headline balance rules have certain disadvantages. The revenue side of the budget is
almost entirely determined by substantive legislation, namely tax legislation, and the
expenditure side is partly determined by substantive legislation, in particular social
security and health legislation (entitlements). This means that forecasts for the actual
deficit are permanently moving, not only during the formulation phase of the budget
process but also during the execution phase. Focus on the headline balance therefore
requires that the budget be amended often during both phases of the budget process
to react to the latest predictions. This hampers an orderly decision-making process
and tranquillity in the budget numbers. Moreover, it leads to a volatile fiscal stance
that changes from month to month in the light of the latest forecasts. Budgetary
adjustments motivated by short-term macroeconomic fluctuations bring a pro-cyclical
element into budgetary policy and hamper the stabilising effect of the budget (Kraan
et al., 2006).

— A structural (or cyclically adjusted) balance rule may solve some issues associated
with the headline balance rule and improve the trade-off between concerns about
sustainability and cyclicality. The cyclically adjusted fiscal balance is obtained by
removing the cyclical component from the headline fiscal balance. The cyclical
component, in turn, depends on two factors: the size of the output gap; and the output
elasticity of the tax yield, which indicates the extent to which the tax yield reacts
to fluctuations in GDP. However, one disadvantage of a cyclically adjusted deficit
constraint is that there are arbitrary elements in the calculation of the output gap on
which the cyclically adjusted deficit is based.1® Moreover, the concept of the cyclically
adjusted balance rule is not always transparent to politicians and the public.

— Some variant of cyclically adjusted balance rules is now used by about 11% of countries
around the world (IMF, 2009). However, none of the CESEE countries have adopted
cyclically adjusted balance rules. Concerns about the accuracy of calculations might
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be the main reason for the countries’ abstinence. Given the relatively high volatility
of macroeconomic variables in the CESEE region, it would be difficult to produce an
accurate cyclical component. Therefore, this article does not separate structural and
headline balance rules, but rather assigns them the same score (after expenditure
rules).

¢ Debt rules set an explicit limit or target for public debt in per cent of GDP. This type of
rule is, by definition, the most effective in terms of ensuring convergence to a debt target.
However, it does not provide sufficient guidance for fiscal policy when debt is well below
its ceiling. Therefore, debt rules score low in the calculation.

A significant proportion of countries frequently combine balance and debt rules, which
reflects governments’ preferences for rules with a close link to fiscal sustainability.

Finally, the absence of a fiscal rule of any kind does not contribute to fiscal discipline;
thus a zero is assigned to the countries with no fiscal rules.

3.1.2. Medium-term expenditure framework

Almost all OECD countries currently work with a medium-term expenditure
framework. Most of them adjust the framework from year to year in the light of the previous
year’s outcomes, new estimates of the consequences of current policies and new political
priorities. This framework can be called a flexible one. The major advantage of a flexible
framework in comparison to no framework is that, at the time of budget formulation, the
multi-annual consequences of all changes (setbacks and windfalls on the revenue and
expenditure sides, and new priorities) have to be traded off against each other and against
the adjustment of medium-term targets for expenditures, revenues or the deficit.

A few countries (notably the Netherlands, Sweden and the United Kingdom) have
a medium-term expenditure framework that is not adjusted from year to year; this can
be called a fixed framework. It is characteristic for a fixed framework that, during budget
formulation, all line-item budget numbers and all line-item multi-year estimates have to
be squeezed under the overall ceiling over the entire term of the framework. The first major
advantage of a fixed expenditure framework in comparison to no framework is identical to
that of a flexible framework: all trade-offs have to be considered. A second major advantage
is that a fixed framework is (more) effective than a flexible framework in realising multi-year
expenditure targets. Precisely because the overall ceiling cannot be changed from year to
year, the target is automatically realised as long as the framework is maintained. Although
only a few OECD countries work with a fixed expenditure framework, many others seek to
keep their expenditure framework as stable as possible from year to year (without formally
committing to a fixed framework).

Medium-term expenditure frameworks sometimes contain not only overall ceilings
or broad sectoral ceilings for central government, local government or the social security
funds, but also ceilings at the level of ministries or expenditure areas. Ministerial ceilings
are important because, once established, they impose a certain discipline on ministers and
help to prevent overspending.

CESEE countries have also adopted expenditure frameworks in their budgetary process.
The frameworks are characterised by different degrees of flexibility. For the purposes of
this article, the highest score was attributed to the countries that have fixed ceilings for
the ministries at the very beginning of the budget formulation process and that try to
keep them as stable as possible from year to year. If a country has targets which may be
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substantially changed and renegotiated during the budget drafting process, the country
was given a score of zero.

3.1.3. Multi-annual estimates

Multi-annual estimates should be integrated into the annual budget to ensure
consistency with the expenditure framework. Multi-annual line-item estimates on the
basis of current policy or current law are essential for the allocation of financial resources
in the annual budget negotiation, and they help to ensure the consistency of current law
or policy with the multi-annual ceilings. Multi-annual estimates on the basis of current
policy or current law (“baseline estimates”) should be produced and agreed between the
line ministry and the finance ministry at least twice a year. Such estimates are an essential
tool for budgetary discipline not only during budget formulation, but also during budget
execution: during execution, they alert at an early stage to possible overspending, which
may trigger corrective measures.

Establishing the expenditure framework can be seen as a top-down process, and
preparing budgetary and multi-annual estimates as a bottom-up process. In fact, the
reconciliation of prescriptive targets or ceilings with descriptive line-item estimates is
central to a programme-based budget process. Government spending programmes in OECD
countries have reached such levels of size and complexity that it is frequently difficult to
make policy changes in the current year that substantially affect the next year’s budget.

Therefore, the maximum score was attributed to the countries where multi-annual
line-item estimates based on current policy are updated twice or several times per year,
a lower score to the countries where multi-annual line-item estimates based on current
policy are available at the start of the budget preparation, and zero to the countries where
the estimates are prepared on an ad hoc basis or are not produced at all.

3.2. Budget authorisation stage (legislation)

In the legislative stage of the budgetary process, parliament can amend the budget bill
and either pass or reject it. Two indicators in this second stage are important for promoting
fiscal discipline: constraints on parliament to amend the budget bill, and independent
assessment of fiscal policy by a fiscal council.

3.2.1. Constraints on parliament to amend the budget bill

The approval stage of the budget cycle serves as an important opportunity for debate
of the executive’s policy and expenditure priorities. Without intending to study the
meaning of political representation or the confidence in the legislature held by civil society,
the argument is that a restricted formal amendment power of parliament contributes to
better budgetary discipline. If the legislature can only make budget amendments under
the condition that the budget balance (surplus or deficit) within the executive’s budget
proposal is unchanged - or, alternatively, if the legislature can only amend downwards any
aggregates of expenditure — the constraints on the executive budget are maintained and
the budgetary cycle is not fragmented. This situation will contribute to fiscal discipline.
The highest score was attributed to countries where the amendment power of parliament
is restricted, and a score of zero to the countries where the legislature may increase or
decrease the level of revenues and/or expenditures without the consent of the executive.
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3.2.2. Fiscal councils

An independent fiscal agency or a fiscal council can help in the formulation and
implementation of sound fiscal policies. Fiscal councils analyse and assess budgetary
developments and policies, offer advice, and stimulate public debate and scrutiny while
leaving the policy mandate with the elected representatives. Fiscal councils can provide
independent input into the budgetary process and contribute to greater transparency by
alerting about the political cost of inappropriate policy.

The desirable form of a fiscal council is specific to each country. The best form depends
on the nature of a country’s political environment, including the constitutional set-up, the
legal traditions and the policy-making customs. A fiscal council can complement the role
played by existing institutions and enhance the effectiveness of fiscal rules (see Debrun,
Hauner and Kumar, 2009).

For the analysis in this article, only fiscal agencies which are fully independent (or a
nonpartisan government agency) and whose role consists in assessing fiscal policy were
considered. The premise is that the larger the guarantee of independence from political
interference, the greater the likelihood of perceived or actual impact on fiscal outcomes.

3.3. Budget implementation stage

In the third stage, the budget law is executed and further modifications of the law may
be possible. Two parameters were selected to indicate the level of budgetary control: the
rules for carryovers of unused funds to the next fiscal year, and the quality of external audit.

3.3.1. Carryovers of unused funds

The issue of carryovers of unused funds to the next fiscal year arises in the stage
of budgetary execution. Any automatic carryover arrangement, whether cash-based or
accruals-based, will lead to stacks of unused appropriations that will increase from year
to year. Any general rule limiting carryover will lead to “December fever”. Therefore, the
most sensible solution is bilateral negotiation between the line minister and the finance
minister on a case-by-case basis. Under a cash regime, each agreed carryover will have to
be compensated in the next budget year and the finance minister should see to that (Kraan,
2007). Therefore, the rules allowing carryovers within certain limits with authorisation of
the finance ministry were given the highest score, prohibited carryovers were given an
average score, and unlimited carryover rules (which do not contribute to fiscal discipline)
were given a value of zero.

3.3.2. Quality of external audit

The quality of external audit is probably the most arbitrary parameter. It encompasses
various issues related to external audit, namely the openness and availability of audit
reports to the public, timeliness of such publications, the nature of audit reports (for
instance, performance audit reports are considered as a more advanced level of auditing
with greater outcomes than compliance reports), the mechanism provided for follow-up
measures, and some other criteria which can differ depending on countries’ circumstances.
Therefore, the countries with both financial and performance audits complemented by
strong mechanisms for follow-up measures score high in the ranking. A focus on financial
audit and/or insufficient use of audit reports indicates an insufficient level of development
of audit institutions (zero score).
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3.4. Design of the index

Table 1 provides an overview of the design of the Budgetary Discipline Index and
indicates the preferred weights.

It should be kept in mind that the study looks at budgetary institutions from the
perspective of how well they contribute to the fulfilment of one particular function of the
budget: control of spending, taxation and borrowing. Therefore, other functions of the
budget — namely the efficient allocation of resources, the cost-efficient management of
spending programmes, the democratic authorisation of and accountability for taxation,
spending and borrowing - are not considered. This focus determines the set of variables
in the construction of the Budgetary Discipline Index. Institutional characteristics that
promote co-ordinated and cohesive decision making are expected to be more conducive to
fiscal discipline and therefore receive a higher score in the quantitative index used for the
empirical analysis.

Table 1. Construction of the Budgetary Discipline Index: index parameters’

Index Sub-index Numerical coding
Budget preparation 0.50
Fiscal rules 0.50
Expenditure rule 4.00
Budget balance rule 2.67
Debt rule 1.33
None 0.00
Medium-term expenditure framework 0.25
Multi-annual ceilings are decided at the start of the budget preparation. 4.00
No framework or ceilings may be substantially and frequently changed during the budget preparation. 0.00
Multi-annual line-item expenditure estimates 0.25
Multi-annual estimates based on current policy are updated twice or several times per year. 4.00
Multi-annual estimates based on current policy are available at the start of the budget preparation. 2.00
There are no multi-annual estimates based on current policy. 0.00
Budget authorisation 0.25
Constraints on parliament to amend the budget bill 0.50
Amendments leading to spending increases or decreases of tax revenue are required to be offset by savings 4.00
or tax increases.
No constraints. 0.00
Fiscal council 0.50
There is a fiscal council to assess fiscal policies independently. 4.00
No fiscal council. 0.00
Budget implementation 0.25
Carryover of unused funds to the next fiscal year 0.50
Allowed within certain limits with authorisation of the finance ministry. 4.00
Not permitted. 2.00
Unlimited. 0.00
Quality of external audit 0.50
Financial and performance audits with detailed scrutiny completed by strong mechanisms for follow-up 4.00
measures.
Focus on financial audit and/or insufficient use of audit reports. 0.00

1. By constriction, the index can take values between zero and four.

3.5. Data

Limited availability of data on CESEE countries restricts the research, and the major
concern is that the data do not always contain enough information to enable solid
conclusions to be drawn. Two main sources have been used: OECD budget reviews (www.
oecd.org/gou/budget) and the OECD International Budget Practices and Procedures Database
2007/08 (www.oecd.org/gov/budget/database).
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The objective of the budget reviews is to provide a comprehensive overview of the
budget process in the country under examination, to evaluate national experiences in the
light of international best practice and to provide specific policy recommendations, as well
as to offer other countries an opportunity to comment on specific budgeting issues in the
country under examination (“peer review”).!! The reviews look at the budget institutions
or the rules of the budget process and the way they function. Therefore, the budget reviews
provided the required facts and analyses of institutional features in CESEE countries.

The International Budget Practices and Procedures Database is a database maintained by
the OECD.? Therefore, the Budgetary Discipline Index calculated here is a snapshot of the
situation between 2007 and 2008. The index does not reflect emerging trends or reforms
since 2008, or the general economic slowdown. For instance, all the progress achieved in
such countries as Hungary (introduction of advanced fiscal rules and a fiscal council) is not
reflected in this article.

3.6. Results

On the basis of the premises and parameters discussed in the previous sub-section, a
quantitative Budgetary Discipline Index was constructed for 20 CESEE countries for which
data were available: Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Cyprus, Czech
Republic, Estonia, Georgia, Hungary, Latvia, Lithuania, Malta, Moldova, Poland, Romania,
the Russian Federation, the Slovak Republic, Slovenia, Turkey and Ukraine. For comparative
reasons, the same indices were created for OECD countries. Figures 7 and 8 show the overall
index for CESEE and OECD countries!? (the OECD countries do not include the ones which
are also CESEE countries: Czech Republic, Hungary, Poland, Slovak Republic and Turkey).
Tables 2 and 3 detail the calculations.

Figure 7. Budgetary Discipline Index for CESEE countries (2007/08)
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Source: Authors’ calculations based on OECD budget reviews and the OECD International Budget Practices and Procedures
Database.
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Figure 8. Budgetary Discipline Index for non-CESEE OECD countries (2007/08)
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Source: Authors’ calculations based on OECD budget reviews and the OECD International Budget Practices and Procedures
Database.

Among CESEE countries, there is a relatively large disparity in terms of scores. Globally,
EU member countries have higher scores than non EU members, with the notable exception
of Romania scoring relatively low. Slovenia, Estonia and Malta had the strongest budgetary
institutions at the time. Overall, countries which adopted fiscal rules score the highest in
the ranking.

By comparing the indices of CESEE countries (Figure 7) with the indices of OECD
countries (Figure 8), the OECD indices appear to be generally higher, and the average
index among OECD countries (2.7) is significantly higher than the average index in CESEE
countries (2.2). However, there is a relatively large heterogeneity among OECD countries as
well, and some OECD countries — namely the United States, Australia, Norway, Belgium and
Switzerland - show relatively low rates.

The low scores in some OECD countries might be due to the fact that this article
looks at the legal framework of a country (at the central level) and coalition agreements
to examine the presence and the nature of fiscal rules and expenditure frameworks. The
fact that some countries (for example, Australia, Norway or the United States) have long-
standing customs which are not necessarily reflected in the legislation is not taken into
consideration. Therefore, even if these countries have no legal provisions regarding fiscal
control measures, they may have other strong tools to promote aggregated budgetary
control.
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Table 2. Budgetary Discipline Index for CESEE countries

Index  Sub-index Numgrlcal Albania Bosnia apd Bulgaria Croatia Cyprus Czech' Estonia
coding Herzegovina Republic

Budget preparation 0.50
Fiscal rules 0.50

Expenditure rule 4.00 1 1 1

Budget balance rule 2.67 1 1 1

Debt rule 1.33

None 0.00 1

Score 2.67 2.67 4.00 0.00 4.00 4.00 2.67
Medium-term expenditure framework 0.25

Multi-annual ceilings are decided at the start of the budget preparation. 4.00 1 1 1 1 1 1

No framework or ceilings may be substantially and frequently changed during the budget preparation. 0.00 1

Score 0.00 4.00 4.00 4.00 4.00 4.00 4.00
Multi-annual line-item expenditure estimates 0.25

Multi-annual estimates based on current policy are updated twice or several times per year. 4.00 1

Multi-annual estimates based on current policy are available at the start of the budget preparation. 2.00 1 1 1 1

There are no multi-annual estimates based on current policy. 0.00 1 1

Score 0.00 0.00 2.00 2.00 2.00 4.00 2.00
Score for budget preparation 1.34 2.34 3.50 1.50 3.50 4.00 2.84
Budget authorisation 0.25
Constraints on parliament to amend the budget bill 0.50

Amendments leading to spending increases or decreases of tax revenue are required to be offset 4.00 1 1 1 1 1 1

by savings or tax increases.

No constraints. 0.00 1

Score 4.00 4.00 0.00 4.00 4.00 4.00 4.00
Fiscal council 0.50

There is a fiscal council to assess fiscal policies independently. 4.00

No fiscal council. 0.00 1 1 1 1 1 1 1

Score 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Score for budget authorisation 2.00 2.00 0.00 2.00 2.00 2.00 2.00
Budget implementation 0.25
Carryover of unused funds to the next fiscal year 0.50

Allowed within certain limits with authorisation of the finance ministry. 4.00

Not permitted. 2.00 1 1 1 1 1 1

Unlimited. 0.00 1

Score 2.00 2.00 2.00 2.00 2.00 0.00 2.00
Quality of external audit 0.50

Financial and performance audits with detailed scrutiny completed by strong mechanisms 4.00 1 1 1

for follow-up measures.

Focus on financial audit and/or insufficient use of audit reports. 0.00 1 1 1 1

Score 4.00 4.00 0.00 0.00 0.00 0.00 4.00
Score for budget implementation 3.00 3.00 1.00 1.00 1.00 0.00 3.00
Overall index 1.92 2.42 2.00 1.50 2.50 2.50 2.67
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Table 2. Budgetary Discipline Index for CESEE Countries (cont.)

Index Sub-index Nl;g:;:;al Georgia  Hungary Latvia Lithuania Malta Moldova Poland

Budget preparation 0.50
Fiscal rules 0.50

Expenditure rule 4.00 1

Budget balance rule 2.67 1 1 1

Debt rule 1.33

None 0.00 1 1 1

Score 0.00 0.00 2.67 4.00 2.67 0.00 2.67
Medium-term expenditure framework 0.25

Multi-annual ceilings are decided at the start of the budget preparation. 4.00 1 1 1 1 1

No framework or ceilings may be substantially and frequently changed during the budget preparation. 0.00 1 1

Score 4.00 4.00 0.00 4.00 4.00 4.00 0.00
Multi-annual line-item expenditure estimates 0.25

Multi-annual estimates based on current policy are updated twice or several times per year. 4.00 1 1 1

Multi-annual estimates based on current policy are available at the start of the budget preparation. 2.00 1 1 1 1

There are no multi-annual estimates based on current policy. 0.00

Score 2.00 4.00 2.00 2.00 4.00 2.00 4.00
Score for budget preparation 1.50 2.00 1.84 3.50 3.34 1.50 2.34
Budget authorisation 0.25
Constraints on parliament to amend the budget bill 0.50

Amendments leading to spending increases or decreases of tax revenue are required to be offset by 4.00 1 1 1 1

savings or tax increases.

No constraints. 0.00 1 1 1

Score 0.00 0.00 4.00 4.00 0.00 4.00 4.00
Fiscal council 0.50

There is a fiscal council to assess fiscal policies independently. 4.00

No fiscal council. 0.00 1 1 1 1 1 1 1

Score 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Score for budget authorisation 0.00 0.00 2.00 2.00 0.00 2.00 2.00
Budget implementation 0.25
Carryover of unused funds to the next fiscal year 0.50

Allowed within certain limits with authorisation of the finance ministry. 4.00 1 1 1

Not permitted. 2.00 1 1 1 1

Unlimited. 0.00

Score 2.00 4.00 4.00 2.00 4.00 2.00 2.00
Quality of external audit 0.50

Financial and performance audits with detailed scrutiny completed by strong mechanisms for follow-up 4.00 1 1 1 1 1

measures.

Focus on financial audit and/or insufficient use of audit reports. 0.00 1

Score 0.00 4.00 4.00 0.00 4.00 4.00 4.00
Score for budget implementation 1 4.00 4.00 1.00 4.00 3.00 3.00
Overall index 1.00 2.00 2.42 2.50 2.67 2.00 2.42
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Table 2. Budgetary Discipline Index for CESEE Countries (cont.)

) Numerical . Russian Slovak ) ) Average
Index  Sub-index coding Romania Federation Republic Slovenia Turkey Ukraine CESEE

Budget preparation 0.50
Fiscal rules 0.50

Expenditure rule 4.00 1 1

Budget balance rule 2.67 1

Debt rule 1.33 1

None 0.00 1 1

Score 0.00 2.67 4.00 4.00 0.00 1.33 2.20
Medium-term expenditure framework 0.25

Multi-annual ceilings are decided at the start of the budget preparation. 4.00 1 1 1 1

No framework or ceilings may be substantially and frequently changed during the budget preparation. 0.00 1 1

Score 4.00 0.00 4.00 4.00 4.00 0.00 3.00
Multi-annual line-item expenditure estimates 0.25

Multi-annual estimates based on current policy are updated twice or several times per year. 4.00 1 1

Multi-annual estimates based on current policy are available at the start of the budget preparation. 2.00 1 1 1

There are no multi-annual estimates based on current policy. 0.00 1

Score 2.00 2.00 4.00 2.00 4.00 0.00 2.30
Score for budget preparation 1.50 1.84 4.00 3.50 2.00 0.67 2.43
Budget authorisation 0.25
Constraints on parliament to amend the budget bill 0.50

Amendments leading to spending increases or decreases of tax revenue are required to be offset by 4.00 1 1 1 1 1

savings or tax increases.

No constraints. 0.00 1

Score 4.00 4.00 0.00 4.00 4.00 4.00 3.00
Fiscal council 0.50

There is a fiscal council to assess fiscal policies independently. 4.00

No fiscal council. 0.00 1 1 1 1 1 1

Score 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Score for budget authorisation 2.00 2.00 0.00 2.00 2.00 2.00 1.50
Budget implementation 0.25
Carryover of unused funds to the next fiscal year 0.50

Allowed within certain limits with authorisation of the finance ministry. 4.00 1 1 1

Not permitted. 2.00 1

Unlimited. 0.00 1 1

Score 2.00 4.00 0.00 4.00 4.00 0.00 2.30
Quality of external audit 0.50

Financial and performance audits with detailed scrutiny completed by strong mechanisms for follow-up 4.00 1 1 1 1

measures.

Focus on financial audit and/or insufficient use of audit reports. 0.00 1 1

Score 0.00 4.00 4.00 0.00 4.00 4.00 2.40
Score for budget implementation 1.00 4.00 2.00 2.00 4.00 2.00 2.35
Overall index 1.50 2.42 2.50 2.75 2.50 1.33 2.18

Source: Authors’ calculations based on OECD budget reviews and the OECD International Budget Practices and Procedures Database.
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Table 3. Budgetary Discipline Index for non-CESEE OECD countries

Index  Sub-index Nggndﬁzsal Australia  Austria  Belgium  Canada  Denmark  Finland France  Germany  Greece

Budget preparation 0.50
Fiscal rules 0.50

Expenditure rule 4.00 1 1 1 1 1

Budget balance rule 2.67 1 1 1

Debt rule 1.33

None 0.00 1

Score 0.00 4.00 2.67 4.00 4.00 4.00 4.00 2.67 2.67
Medium-term expenditure framework 0.25

Multi-annual ceilings are decided at the start of the budget preparation. 4.00 1 1 1 1 1

No framework or ceilings may be substantially and frequently changed during 0.00 1 1 1 1

the budget preparation.

Score 0.00 4.00 0.00 0.00 4.00 4.00 4.00 4.00 0.00
Multi-annual line-item expenditure estimates 0.25

Multi-annual estimates based on current policy are updated twice or several 4.00 1 1 1 1 1 1

times per year.

Multi-annual estimates based on current policy are available at the start of the 2.00 1 1 1

budget preparation.

There are no multi-annual estimates based on current policy. 0.00

Score 4.00 4.00 4.00 4.00 4.00 2.00 2.00 4.00 2.00
Score for budget preparation 1.00 4.00 2.34 3.00 4.00 3.50 3.50 3.34 1.84
Budget authorisation 0.25
Constraints on parliament to amend the budget bill 0.50

Amendments leading to spending increases or decreases of tax revenue are 4.00 1 1 1 1

required to be offset by savings or tax increases.

No constraints. 0.00 1 1 1 1 1

Score 4.00 0.00 0.00 4.00 0.00 0.00 4.00 0.00 4.00
Fiscal council 0.50

There is a fiscal council to assess fiscal policies independently. 4.00 1 1 1

No fiscal council. 0.00 1 1 1 1 1 1

Score 0.00 0.00 4.00 4.00 4.00 0.00 0.00 0.00 0.00
Score for budget authorisation 2.00 0.00 2.00 4.00 2.00 0.00 2.00 0.00 2.00
Budget implementation 0.25
Carryover of unused funds to the next fiscal year 0.50

Allowed within certain limits with authorisation of the finance ministry. 4.00 1 1 1

Not permitted. 2.00 1 1 1 1 1

Unlimited. 0.00 1

Score 2.00 4.00 2.00 4.00 2.00 2.00 0.00 4.00 2.00
Quality of external audit 0.50

Financial and performance audits with detailed scrutiny completed by strong 4.00 1 1 1 1 1 1 1 1

mechanisms for follow-up measures.

Focus on financial audit and/or insufficient use of audit reports. 0.00 1

Score 4.00 4.00 0.00 4.00 4.00 4.00 4.00 4.00 4.00
Score for budget implementation 3.00 4.00 1.00 4.00 3.00 3.00 2.00 4.00 3.00
Overall index 1.75 3.00 1.92 3.50 3.25 2.50 2.75 2.67 217
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Table 3. Budgetary Discipline Index for non-CESEE OECD countries (cont.)

Index  Sub-index Numgrlcal Iceland Ireland Italy Japan Korea Luxembourg ~ Mexico Netherlands New
coding Zealand

Budget preparation 0.50
Fiscal rules 0.50

Expenditure rule 4.00 1 1 1 1 1 1

Budget balance rule 2.67 1

Debt rule 1.33

None 0.00 1 1

Score 4.00 2.67 4.00 4.00 0.00 4.00 4.00 4.00 0.00
Medium-term expenditure framework 0.25

Multi-annual ceilings are decided at the start of the budget preparation. 4.00 1 1 1 1 1 1 1 1

No framework or ceilings may be substantially and frequently changed 0.00 1

during the budget preparation.

Score 4.00 4.00 0.00 4.00 4.00 4.00 4.00 4.00 4.00
Multi-annual line-item expenditure estimates 0.25

Multi-annual estimates based on current policy are updated twice or several 4.00 1 1 1 1 1 1

times per year.

Multi-annual estimates based on current policy are available at the start of 2.00 1 1 1

the budget preparation.

There are no multi-annual estimates based on current policy. 0.00

Score 4.00 2.00 4.00 4.00 2.00 4.00 2.00 4.00 4.00
Score for budget preparation 4.00 2.84 3.00 4.00 1.50 4.00 3.50 4.00 2.00
Budget authorisation 0.25
Constraints on parliament to amend the budget bill 0.50

Amendments leading to spending increases or decreases of tax revenue are 4.00 1 1 1 1 1 1

required to be offset by savings or tax increases.

No constraints. 0.00 1 1 1

Score 0.00 4.00 0.00 4.00 4.00 0.00 4.00 4.00 4.00
Fiscal council 0.50

There is a fiscal council to assess fiscal policies independently. 4.00 1 1 1

No fiscal council. 0.00 1 1 1 1 1 1

Score 0.00 0.00 0.00 0.00 4.00 0.00 4.00 4.00 0.00
Score for budget authorisation 0.00 2.00 0.00 2.00 4.00 0.00 4.00 4.00 2.00
Budget implementation 0.25
Carryover of unused funds to the next fiscal year 0.50

Allowed within certain limits with authorisation of the finance ministry. 4.00 1 1 1 1

Not permitted. 2.00 1 1 1 1

Unlimited. 0.00 1

Score 4.00 4.00 2.00 4.00 2.00 2.00 2.00 0.00 4.00
Quality of external audit 0.50

Financial and performance audits with detailed scrutiny completed by strong 4.00 1 1 1 1 1 1 1 1

mechanisms for follow-up measures.

Focus on financial audit and/or insufficient use of audit reports. 0.00 1

Score 4.00 4.00 4.00 4.00 4.00 4.00 0.00 4.00 4.00
Score for budget implementation 4.00 4.00 3.00 4.00 3.00 3.00 1.00 2.00 4.00
Overall index 3.00 2.92 2.25 3.50 2.50 2.75 3.00 3.50 2.50
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Table 3. Budgetary Discipline Index for non-CESEE OECD countries (cont.)
Index  Sub-index Nlcjg]dei:;al Norway  Portugal Spain Sweden  Switzerland K}Jnnglzii)dm g:ﬁ:: n:r\ll—e(.‘tggiE

Budget preparation 0.50
Fiscal rules 0.50

Expenditure rule 4.00 1 1 1

Budget balance rule 2.67 1 1 1

Debt rule 1.33

None 0.00 1

Score 2.67 2.67 4.00 4.00 4.00 2.67 0.00 2.99
Medium-term expenditure framework 0.25

Multi-annual ceilings are decided at the start of the budget preparation. 4.00 1 1 1

No framework or ceilings may be substantially and frequently changed during the budget 0.00 1 1 1 1

preparation.

Score 0.00 0.00 0.00 4.00 4.00 4.00 0.00 2.56
Multi-annual line-item expenditure estimates 0.25

Multi-annual estimates based on current policy are updated twice or several times per year. 4.00 1 1 1 1

Multi-annual estimates based on current policy are available at the start of the budget 2.00 1 1 1

preparation.

There are no multi-annual estimates based on current policy. 0.00

Score 4.00 2.00 2.00 4.00 2.00 4.00 4.00 3.28
Score for budget preparation 2.34 1.84 2.50 4.00 3.50 3.34 1.00 2.95
Budget authorisation 0.25
Constraints on parliament to amend the budget bill 0.50

Amendments leading to spending increases or decreases of tax revenue are required to be 4.00 1 1

offset by savings or tax increases.

No constraints. 0.00 1 1 1 1 1

Score 0.00 0.00 4.00 0.00 0.00 4.00 0.00 1.92
Fiscal council 0.50

There is a fiscal council to assess fiscal policies independently. 4.00 1 1 1

No fiscal council. 0.00 1 1 1 1

Score 0.00 4.00 0.00 4.00 0.00 0.00 4.00 1.44
Score for budget authorisation 0.00 2.00 2.00 2.00 0.00 2.00 2.00 1.68
Budget implementation 0.25
Carryover of unused funds to the next fiscal year 0.50

Allowed within certain limits with authorisation of the finance ministry. 4.00 1 1 1

Not permitted. 2.00 1 1 1 1

Unlimited. 0.00

Score 2.00 4.00 2.00 4.00 2.00 4.00 2.00 2.64
Quality of external audit 0.50

Financial and performance audits with detailed scrutiny completed by strong mechanisms 4.00 1 1 1 1 1 1

for follow-up measures.

Focus on financial audit and/or insufficient use of audit reports. 0.00 1

Score 4.00 4.00 4.00 4.00 0.00 4.00 4.00 3.52
Score for budget implementation 3.00 4.00 3.00 4.00 1.00 4.00 3.00 3.08
Overall index 1.92 2.42 2.50 3.50 2.00 3.17 1.75 2.67

Source: Authors’ calculations based on OECD budget reviews and the OECD International Budget Practices and Procedures Database.
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4. Monetary institutions

Four measures of monetary institutions are used:
¢ exchange rate regime
¢ central bank independence
¢ central bank transparency
¢ financial regulation and supervision

The importance of these factors and their relation to monetary institutions are
explained in the following sub-sections.

4.1. Exchange rate regime

The nature of the exchange rate regime is the dominant determinant of monetary
institutions. Table 4 indicates a wide diversity of exchange rate regimes, both across
countries and over time. It is interesting to observe that sometimes even countries with
similar circumstances often opted for different regimes: for example, the Czech Republic
(float) and the Slovak Republic (euro); Romania (float) and Bulgaria (currency boards);
Serbia and Albania (float) and the other four western Balkan countries (various kinds of
fixed exchange rates). This diversity suggests that it could be quite difficult to identify the
reasons behind exchange rate regime choices apart from, for example, market-forced exit
from pegs such as the move of the Czech Republic in 1997, the Russian Federation in 1998,
Turkey in 2002, or Ukraine in late 2008.

Another interesting observation is the disappearance of intermediate regimes. While in
the 1990s several countries adopted crawling or horizontal bands, these regimes have passed,
and there are more countries with either (more or less) freely floating exchange rate regimes
or currency pegs. This finding is in line with global trends. Yet it is also important to note that,
while several countries moved from a peg to a float, only two countries so far have moved
in the opposite direction (Bulgaria and the Slovak Republic). Finally, it is also interesting to
observe that even neighbouring countries move away from United States dollar pegs.

Have exchange rate regimes played a role in macroeconomic developments? Table 5
presents rough evidence that they may have. Countries with fixed exchange rate regimes
had higher macroeconomic volatility, larger current account deficits, higher inflation, faster
credit growth, and a higher share of finance and real estate sectors in FDI inflows.

For economies that are catching up with developed countries, the adoption of fixed
exchange rate regimes carries a risk (see, for example, Darvas and Szapary, 2008). When the
exchange rate is fixed, price level convergence — which accompanies economic catching-up -
translates into higher inflation. (In floating exchange rate countries, nominal exchange
rate appreciation can also accommodate price level convergence.) But when the exchange
rate peg is credible, nominal interest rates decline, and borrowers are also more willing to
take foreign currency loans because they do not observe the exchange rate risk. But higher
inflation and low interest rates (either domestic currency interest rates, or foreign currency
interest rates) fuel credit booms which can lead to real estate booms and overheating of
the economy, which in turn raise inflation above its equilibrium value, leading to a vicious
circle. All these factors can lead to a misallocation of capital and labour.

However, it also has to be emphasised that a floating exchange rate regime is not a
panacea. For example, Hungary (a floating exchange rate country) was the first to turn to
the IMF for help after the collapse of Lehman Brothers. Romania and Serbia, two other
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Table 4. Exchange rate arrangements in CESEE countries, 1996-2009

EU members

Neighbours

1996 | 1997 | 1998 |1999 | 2000 |2001 | 2002 (2003| 2004 | 2005 | 2006 | 2007 |2008 | 2009

Bulgaria Floating
Band65%DEM,
Czech Republic 35% USD Floating
+/- 7.5%

ERM-II, narrow band

ERM-II, Currency board

Estonia

Crawling band, +/-2.25%, 30%USD
and:

Hungary 70% Floating
70% ECU| 70% DEM EUR
Latvia Peg to SDR, +/- 1% ERM-II +/-1%

Lithuania Currency board to USD ERM-II, Currency board

Malta Peg to a basket of ECU/euro, USD, and GBP ERM-II, narrow band

Crawling band
45% USD, 35% DEM, |55% EUR,

poland | 10% GBP, 5% FRF, 5% CHF /45% usD Floating
/- [H-
+1-7% 1"0% 12| +/-15%
5
Romania Floating

ERM-II +/-15%, de facto
float with revaluations

60% DEM, 40% USD
/-394 +/-5% +/-1%

Slovak Republic Floating Euro

Slovenia ERM-II narrow band Euro

Albania Floating (1992.07. -)

Managed floating

Bosnia and
Herzegovina

FYR Macedonia
Montenegro Euro adoption

Managed floating

Turkey Peg to a basket Floating

Crawling peg to a basket

Euro-dollar

Peg to USD Crawling peg heeloli

Azerbaijan

Armenia Floating

Belarus Peg to USD Crawling band/managed against the RUB, later USD as well Basket

Moldova Peg to USD Managed floating

Russian Floating

Ukraine Peg or de facto peg to USD Floating

Federation
Peg/band Peg/band
to USD to a basket

Peg/band to ;
.DEM/euro ERM-II ‘. Euro Float

Note: For basket pegs and bands, the composition of the basket is indicated. Whenever a band is adopted, its width is indicated (e.g. +/- 7%).
CHF = Swiss franc; DEM = German deutschmark; ECU = European currency unit; ERM-II = (European) exchange rate mechanism II; EUR
= euro; FRF = French franc; GBP = United Kingdom pound; RUB = new Russian ruble; SDR = special drawing rights (monetary unit of
international reserve assets defined and maintained by the International Monetary Fund); USD = United States dollar.

Sources: For EU member states: updated from Szapary, Gyorgy (2009), “Regional Perspectives: Euro Area Neighboring Countries” in Jean
Pisani-Ferry and Adam S. Posen (eds.), The Euro at Ten: The Next Global Currency?, Peterson Institute for International Economics and
Bruegel, Washington DC, pp. 121-138. For other countries: IMF and central bank reports.
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floating rate countries, also had to rely on an IMF financing programme. Therefore, while
the evidence in Table 5 is telling, other factors should be at work in addition to the exchange
rate regime.

Table 5. Exchange rate regimes and main macroeconomic developments

. Credit/GDP: Foreign direct investment to finance
. Current account balance/ Inflation,
GDP volatility GDP (%), 2008 2008 % change from and real estate sectors
o 2004 to 2008 (% of total FDI), 2007
Floaters 3.7 -7.8 7.8 20 26
Fixers 4.7 -12.3 1.1 36 40

Source: Authors’ calculations using data from the IMF (first four indicators) and the Vienna Institute for International
Economic Studies, WIIW (sectoral composition of FDI).

4.2. Central bank independence

Central bank independence is an important metric of monetary institutions. In
a seminal work, Kydland and Prescott (1977) developed a model of the so-called time
inconsistency problem. Central bankers not isolated from political pressures would have
ended up running inflationary policies without being able to boost the economy, which
probably characterised a couple of central banks in the 1970s when inflation was high and
growth was low in advanced countries. Solutions to the problem of time inconsistency were
offered by Rogoff (1985) and Walsh (1995): either hiring a central banker who is strongly
opposed to inflation or giving the central banker incentives to keep inflation as low as
possible. Since then, a consensus has developed that the central bank’s management has
to be isolated from the government.

The literature has developed ways to measure central bank independence. This article
uses the index developed by Cukierman, Webb, and Neyapti (1992) which has been updated
by Crowe and Meade (2007). Unfortunately, the most recent year for which this index is
available is 2003. Figures 9 and 10 below show the 2003 value in comparison to the average
of 1980-99 whenever available. CESEE countries rank reasonably well along this metric, and
most of them have even more independent central banks than non-CESEE OECD countries.

4.3. Central bank transparency

In addition to central bank independence, central bank transparency also plays
an important role in improving monetary policy making. A major change in conduct of
monetary policy over the last twenty years has been improvements in transparency
(Dincer and Eichengreen, 2007, 2009; Geraats, 2006, 2008, 2009). Transparency of monetary
policy refers to the absence of information asymmetries between monetary policy makers
and the private sector. A higher degree in transparency should allow economic agents to
interpret central bank policies and hence to better align their decisions with those of the
central bank and forecast more accurately the time path of relevant variables. Dincer and
Eichengreen (2007) have shown that a higher degree of transparency seems to be positively
correlated with the higher level of stability of a country and with a more advanced stage of
development of financial markets.

This study uses the index developed by Dincer and Eichengreen (2007). Figure 11 shows
the transparency index for 2000 and 2006. Improvements can be observed in some CESEE
countries, but several of these countries still have a large gap compared to OECD countries
(Figure 12).

OECD JOURNAL ON BUDGETING - VOLUME 2011/1 © OECD 2011 171



FISCAL AND MONETARY INSTITUTIONS IN CENTRAL, EASTERN AND SOUTH-EASTERN EUROPEAN COUNTRIES

Figure 9. Central bank independence in CESEE countries
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Source: Crowe, Christopher and Ellen E. Meade (2007), “Evolution of Central Bank Governance around the World”,
Journal of Economic Perspectives 21(4):69-90.

Figure 10. Central bank independence in non-CESEE OECD countries
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Source: Crowe, Christopher and Ellen E. Meade (2007), “Evolution of Central Bank Governance around the World”,
Journal of Economic Perspectives 21(4):69-90.
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Figure 11. Central bank transparency in CESEE countries
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Source: Dincer, Nergiz and Barry Eichengreen (2007), “Central Bank Transparency: Where, Why and With What Effects?”,
NBER Working Paper No. 13003, National Bureau of Economic Research, Cambridge, Massachusetts, United States.

Figure 12. Central bank transparency in non-GESEE OECD countries
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Source: Dincer, Nergiz and Barry Eichengreen (2007), “Central Bank Transparency: Where, Why and With What Effects?”,
NBER Working Paper No. 13003, National Bureau of Economic Research, Cambridge, Massachusetts, United States.

Figures 13 and 14 reveal that central bank transparency correlates well with both the
2009 GDP developments and the GDP volatility during 2000-10.
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Figure 13. Central bank transparency versus GDP growth in 2009
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Source: Authors’ calculations based on data from Dincer, Nergiz and Barry Eichengreen (2007), “Central Bank
Transparency: Where, Why and With What Effects?”, NBER Working Paper No. 13003, National Bureau of Economic
Research, Cambridge, Massachusetts, United States, and the IMF World Economic Outlook April 2010.

Figure 14. Central bank transparency versus GDP volatility
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Source: Authors’ calculations based on data from Dincer, Nergiz and Barry Eichengreen (2007), “Central Bank
Transparency: Where, Why and With What Effects?”, NBER Working Paper No. 13003, National Bureau of Economic
Research, Cambridge, Massachusetts, United States, and the IMF World Economic Outlook April 2010.

4.4. Financial regulation and supervision

Financial regulation and supervision are crucial elements of the macroeconomic
policy mix, and essential complements to monetary policy. The crisis has indicated that
the combination of lax monetary policy with lax financial regulation and supervision may
lead to financial excesses and unsustainable booms.

Unfortunately, it is extremely difficult to measure the “quality” of financial regulation
because it has so many dimensions (see, for example, Hilbers et al., 2005). Also, in an
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integrated market, domestic financial regulation may not be very effective after all. On
average, 70% of the domestic banking systems in CESEE countries are owned by mostly
western European banking groups (Berglof et al., 2009) and, under free capital mobility,
domestic regulations could be circumvented.

A set of indicators to measure regulation and supervision has been developed by Barth,
Caprio and Levine (2008). Figures 15 and 16 report their results. On average, CESEE countries
do not lag behind OECD countries, though there is heterogeneity within the region; and
while some countries improved from 2003 to 2007, others fell behind.

Figure 15. Quality of financial regulation and supervision in CESEE countries
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Source: Barth, James R., Gerard Caprio Jr. and Ross Levine (2008), “Bank Regulations are Changing: For Better or Worse?”,
Comparative Economic Studies 50:537-563.

Figure 16. Quality of financial regulation and supervision in non-CESEE
OECD countries
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Source: Barth, James R., Gerard Caprio Jr. and Ross Levine (2008), “Bank Regulations are Changing: For Better or Worse?”,
Comparative Economic Studies 50:537-563.
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However, the assessment of financial regulation and supervision is complicated by
the fact that the lack of strict financial regulation has led to unsustainable credit booms
in certain countries, but not in others. These differing outcomes could most likely be
explained by the appropriateness of other elements of the macroeconomic policy mix. To
put it another way, one cannot claim that the lack of strict regulation and supervision was a
policy mistake. One can only claim that it was a likely policy mistake in countries in which
credit growth reached extraordinarily high levels. Not surprisingly, the pre-crisis speed of
credit growth correlates strongly with pre-crisis current account imbalances and also with
output falls in 2009 in CESEE countries, as Figure 17 indicates. The correlation in non-CESEE
OECD countries is weaker, but this is not surprising since there were just a few non-CESEE
OECD countries that followed a growth model similar to that of CESEE countries, like the
Mediterranean euro area members. The correlation of pre-crisis credit growth and GDP
volatility reveals a similar relationship (Figure 18).

For the reasons previously discussed, this article uses both the index derived by Barth,
Caprio and Levine (2008) and the actual speed of credit growth from 2003 to 2007 as a proxy
of proper regulation and supervision.

Figure 17. Credit growth in 2004-07 versus GDP growth in 2009
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Source: Authors’ calculations based on data from the IMF World Economic Outlook April 2010 and International Financial
Statistics (www.imfstatistics.org).

5. Econometric analysis

Having established certain measures of fiscal and monetary institutions in the previous
sections, this section presents formal econometric models for studying the impact of these
institutions on macroeconomic stability and budgetary control.
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Figure 18. Credit growth in 2004-07 versus GDP volatility
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Source: Authors’ calculations based on data from the IMF World Economic Outlook April 2010 and International Financial
Statistics (www.imfstatistics.org).

5.1. Macroeconomic stability

As indicated in Section 2.2, two measures of macroeconomic stability are used for the
econometric analysis: volatility of GDP growth rates (for two periods: 2000-07 and 2000-10)
and output decline in 2009. The regression framework adopted is the following:

1) log(o}) = a+ fmon.nst., +y fisc.inst., + dcontrols, + v,
2 Ayyo00 = @ + fmon.inst., + y fisc.inst.. + ocontrols, + v,

where log(o;") denotes the logarithm of GDP volatility (a logarithmic transformation is
adopted in order to ensure that the fitted volatility will be positive), denotes the real change
in GDP in 2009, denotes a measure of monetary institutions, denotes a measure of fiscal
institutions, denotes a set of control variables, and denotes the error term. Cross-section
regressions are run, and therefore there is no time dimension in the regression.

For fiscal institutions, the Budgetary Discipline Index is used. For monetary institutions,
the four indicators discussed in Section 4 are used: exchange rate regime; central bank
independence;'* central bank transparency; and financial regulation and supervision, as
well as credit growth (which is used as a proxy for financial regulation and supervision).
In addition, various controls have been used that can impact macroeconomic volatility:
volatility of terms of trade, trade openness, GDP per capita, government expenditures/GDP,
debt/GDP, pre-crisis speed of credit growth, and the overall institutional quality index of the
World Economic Forum.'®

Table 6 shows the Ordinary Least Squares (OLS) estimation results. The columns of
the table correspond to different regressions. The rows of the table indicate the variables
included in a particular regression. Two equations are presented for each indicator: one
without controls and one controlling for GDP per capita (since poorer countries used to
show more output volatility) and trade openness (since more open countries used to be
more volatile). Other possible control variables did not prove to be significant.
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Table 6. Ordinary Least Squares (OLS) regressions for GDP volatility
A. Dependent variable! is GDP volatility in 2000-07
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t-ratio
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-0.13
=11

0.03
45

0.00
0.0

-3.6
0.004

2.7
0.26
44
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0.4

-0.16
-1.2

-0.009
-4.3
0.005

3.2
0.00 0.33
51 49
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0.3

0.00
44

-0.23
-0.8

-0.007
-4.0
0.004

2.8
0.27
43

-0.048
-1.9

0.11
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-0.009
-2.8
0.000

0.2
0.35
33

-0.050
-0.6

0.01
39

-0.058
-0.9

-0.006
-2.8
0.003

0.22
38

0.007
0.2

0.0003 0.0010 0.0018
0.2 0.5 1.3
-0.009 -0.009

-4.4 -3.1

0.004  0.000

2.7 0.1

0.00 0.32 0.38
51 49 33

B. Dependent variable! is GDP volatility in 2000-10

Expected
sign
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0.04 0.38
51 50
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0.08
44

0.30
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-0.006
-3.8
0.003
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C. Dependent variable! is GDP growth in 2009

Expected
sign
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0.048

2.5
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0.03
39

0.771
0.9

0.041
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0.14

39

-0.019
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-0.022 -0.017
-2.2 -2.0
0.028  0.030
1.3 1.1
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-1.3 -0.5
0.08 0.07 0.19

51 50 34

1. The dependent variable is the logarithm of the standard deviation of annual GDP growth rates between 2000 and 2010 (Panel A) and
between 2000 and 2010 (Panel B); the 2009 real GDP growth rate is the dependent variable in Panel C.
BDI: Budgetary Discipline Index; FIXED: fixed exchange rate (all euro area members are classified as having a fixed exchange rate); CBIL:
Central bank independence; CBT: Central bank transparency; R&S: Financial regulation and supervision; CREDIT: change in credit/GDP
from 2004 to 2008. Constant is also included in the regression; heteroskedasticity robust standard errors are used; the t-ratios are shown
below the parameter estimates. Parameter estimates that are statistically significant (at least at the 10% level) are in bold.

Source: Authors’ calculations.
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Considering volatility during the pre-crisis period, practically none of the indicators
are significant.’® However, Section 2 above argued that considering the pre-crisis period
only is misleading, because the seemingly smooth development of CESEE countries has in
fact led to the build-up of various vulnerabilities. It is much more preferable to include the
bust phase of the business cycle as well.

Indeed, Panels B and C do indicate that countries with better monetary institutions
tended to have less GDP volatility. In particular, lower output volatility is associated with
more transparent central banks and lower pre-crisis credit growth, and these results are
robust to various controls (see columns H and L). Including both variables along with the
controls (see column M) does not change the results much: both variables continue to be
significant.

Central bank independence is significant only when other controls are not considered,
though this variable is significant at the level of 11% when the 2009 growth is considered.
The parameter estimate of financial regulation and supervision is correct, but this variable
is not significant (columns I and J). Countries with fixed exchange rates tend to have more
volatile business cycles, but the parameter estimate is not significant (columns C and D).

Central bank transparency explains about one-third of the variation in the dependent
variable and, when combined with GDP per capita and trade openness, explain more than
one-half of the cross-sectional variation of GDP volatility in 2000-10.

Finally, the Budgetary Discipline Index (see columns A and B) does not have a significant
parameter estimate, and in some cases even the point estimate of the parameter has an
incorrect sign. There might be two reasons why the premise that better fiscal institutions
can dampen macroeconomic volatility did not prove true. First, not all parameters used
in the construction of the Budgetary Discipline Index are important for macroeconomic
stabilisation. In fact, institutions that foster stabilisation (expenditure rules or a medium-
term expenditure framework) were often overwhelmed by some other features used in the
index design. Thus the index is not fully adapted to testing the influence on macroeconomic
volatility.

Second, the design of the Budgetary Discipline Index is tailored to CESEE countries
and takes into consideration specific circumstances of the region. A number of parameters
which could also be important for fostering macroeconomic stabilisation (for instance,
structural balance rule and notjustheadline balance rule, and the existence of compensation
requirements in case of overspending) are not considered in the index construction
because they do not exist or are not frequent in the region. This focus on specific regional
circumstances may have impaired the confirmation of the hypothesis, but obviously also
reflects real facts (namely the absence of institutions that may be particularly relevant for
stabilisation, which lends plausibility to the research result).

5.2. Fiscal outcomes

This sub-section studies the impact of the Budgetary Discipline Index on fiscal
outcomes: on government debt and balance developments. As argued in Section 2.3, the
study regresses the change in the debt/GDP ratio and not the level of that ratio, because
current fiscal institutions do not have an impact on the inherited stock of debt which
largely determines the actual level of debt.” Of course, the study controls for the initial
level of debt (by including the debt level of 2000) because countries with higher debt/GDP
ratios may make more efforts to reduce their debt. The study also controls for the interest
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rate/GDP growth rate differential because, as argued in Section 2.3, this differential had a
significant impact on debt developments. These controls are included in every regression.
Other control variables are also added one by one: overall institutional quality, the four
measures of monetary institutions, and GDP volatility. Therefore, the regression has the
following form:

debt debt
A =a+ f BDI. + — o) +
(DDP),. @+ ABDL +pi) ﬂ{DDP

The following parameter signs would be in line with our priors: ; < 0 (better fiscal
institutions decrease the debt/GDP ratio), 3, > 0 (lower interest rate and faster growth
reduce the debt/GDP ratio) and B3 < 0 (higher initial debt/GDP level may induce efforts
to cut decrease ratio). The expected sign of the control parameters varies. A negative
parameter is expected for the overall institutional quality and monetary institutions (better
institutions lead to a fall in debt), while a positive parameter is expected for GDP volatility
(higher volatility makes it more difficult to reduce the debt). The key results are shown in
Table 7.

j + ocontrols, +v,
2000,i

Table 7. Regression of change in debt/GDP on Budgetary Discipline Index

Dependent variable: change in debt/GDP from 2000 to 2007 | Dependent variable: change in debt/GDP from 2000 to 2010
Expected OECD + OECD + CESEE CESEE OECD + OECD + CESEE CESEE

sign CESEE CESEE only only CESEE CESEE only only
= BDI 2.0 24 -8.3 -12.9 9.6 10.0 -28.3 -33.2
t-ratio 0.2 0.3 -1.0 -14 0.8 0.9 -2.8 -3.5
+ Interest rate — GDP growth 2.2 2.0 2.4 2.2 2.9 2.4 3.2 2.9
t-ratio 5.5 4.4 6.0 4.7 2.9 1.9 5.6 4.1
= Debt/GDP in 2000 -0.2 -0.1 -0.6 -0.6 -0.1 -0.1 -0.9 -0.9
t-ratio -0.9 -0.7 -5.0 -3.1 -0.5 -0.3 -4.3 -3.1
- Institutional quality -1.2 7.2 -0.6 7.3
t-ratio -04 1.3 -0.1 0.9
R2bar 0.41 0.30 0.83 0.79 0.30 0.22 0.78 0.73
Nobs 41 40 17 16 4 40 17 16

Notes: BDI: Budgetary Discipline Index. Constant is also included in the regression; heteroskedasticity robust standard errors
are used; the t-ratios are shown below the parameter estimates. Parameter estimates that are statistically significant (at least
at the 10% level) are in bold.

Source: Authors’ calculations.

The Budgetary Discipline Index is not significant for the combined sample of OECD
and CESEE countries, but this result is due to the inclusion of OECD countries. When the
sample is restricted to CESEE countries only, the point estimate is negative as expected, and
the results are highly significant when considering the 2000-10 sample. It has already been
argued that the 2000-10 sample is preferable to the 2000-07 sample.

The interest rate/growth rate differential is highly significant with a proper positive
coefficient in all regressions, and the initial level of debt is highly significant with a proper
negative sign for the CESEE countries.

A couple of additional control variables have been included. First, we controlled for
the overall institutional quality, because we have found that countries with better overall
institutions tend to have better budgetary institutions as well. However, as Table 7 reveals,
the BDI variable continues to be significant when controlling for the overall institutional
quality, while this latter variable is not significant (and even contradictory has a positive
point estimate). Second, we controlled for all four measures of monetary institutions (we
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have added them to the equation one by one) to see whether they have an impact on debt
developments: none of the four indicators had a significant parameter estimate. Third,
we also controlled for macroeconomic stability, but again, this variable turned out to be
insignificant. The BDI variable retained its significantly negative estimate (for the CESEE
sample) when using any of these additional control variables. Therefore, a higher BDI
implies a fall in debt, and this result is robust to various controls.

The poor results of the index for the OECD countries can be explained by the existence
of some outliers like Japan (highest BDI and debt) or Norway (low BDI and low debt) with
country-specific circumstances. Moreover, the parameters selected for designing the index
are rather tailored to the CESEE area and do not reflect a number of nuances characteristic
for advanced countries. Therefore, it can impair the index results for the OECD area.

Regarding the estimates for the average budget balance, the explanatory variables are
identical to the debt regressions:

balance
Y " ppp

debt
DDP

j =a+y,BDI, +y,(i-g) +73(

i

j + dcontrols, +v,
2000,

The expected result is exactly the opposite parameter signs to the debt regressions —
thatis,y1 > 0, Yo < 0 and y3 > 0 — and the expected parameter signs of the control variables
are also the opposite. The main results are shown in Table 8.

Table 8. Regression of average balance/GDP on Budgetary Discipline Index

Dependent variable: average balance from 2000 to 2007 Dependent variable: average balance from 2000 to 2010

Expected OECD + OECD + CESEE CESEE OECD + OECD + CESEE CESEE
sign CESEE CESEE only only CESEE CESEE only only
+ BDI 0.4 —0.9 4.9 5.1 0.0 -1.0 4.5 4.5
t-ratio 0.3 -0.7 i/ 4.6 0.0 -0.8 5.5 4.8
- Interest rate — GDP growth -0.1 -0.4 -0.4 -0.5 -0.1 -0.4 -0.4 -0.5
t-ratio -1.2 -2.8 -10.9 -8.2 -1.2 -2.5 -8.7 -1.5
+ Debt/GDP in 2000 -0.03 -0.01 0.02 0.04 -0.03 -0.01 0.02 0.03
t-ratio -1.94 -0.81 1.03 1.19 -1.98 -1.00 0.82 1.04
+ Institutional quality 2.8 0.2 2.6 0.4
t-ratio 3.6 0.3 3.2 0.6
R2bar 0.11 0.48 0.77 0.78 0.10 0.46 0.66 0.68
Nobs 41 40 17 16 41 40 17 16

Notes: BDI: Budgetary Discipline Index. Constant is also included in the regression; heteroskedasticity robust standard errors
are used; the t-ratios are shown below the parameter estimates. Parameter estimates that are statistically significant (at least
at the 10% level) are in bold.

Source: Authors’ calculations.

In general, the results are similar to the results obtained for the debt regression, though
there are important differences. The Budgetary Discipline Index is not significant for the
combined sample of OECD and CESEE countries, but is significant, with a proper sign, for
the CESEE sample. The results are now significant for both time periods. The interest rate/
growth rate differential is significant with a proper parameter sign, but the initial debt level
is not significant.’®
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6. Conclusions

This article studied the role of fiscal and monetary institutions in macroeconomic
stability and budgetary control. To this end, a new index of budgetary discipline was
created (using available data from 2007/08) which combines rules and procedures for the
three main stages of budgeting: the preparation stage (when the budget is drafted), the
authorisation stage (when the budget is approved by parliament) and the implementation
stage (when the budget is implemented and may be amended). For monetary institutions,
four indicators were studied: the type of exchange rate regime, an index of central bank
independence, an index of central bank transparency, and an index of financial regulation
and supervision. Since the latter suffers from deficiencies, the pre-crisis speed of credit
growth has been used as a proxy for proper financial regulation and supervision.

The article studied the impact of these indicators on macroeconomic stability and
budgetary control. It has been noted that CESEE countries tend to grow faster (or at least
tended to grow faster before the crisis) and have more volatile growth than non-CESEE
OECD countries. This phenomenon has implications for macroeconomic management.
More volatile output developments lead to more volatile budget revenues, and expenditures
(both through automatic stabilisers and possibly through discretionary stimulus) are also
expected to be more volatile. In the absence of sound fiscal institutions, this could lead
to pro-cyclical fiscal policy. Indeed, using structural vector-autoregressions, Darvas (2010)
found that fiscal policy was pro-cyclical in most CESEE countries (with a few exceptions).
This calls for strong fiscal institutions. Yet the Budgetary Discipline Index suggests that
fiscal institutions are considerably weaker in several CESEE countries than in non-CESEE
OECD countries. Therefore, there is significant room for improvement in most countries.

The recent global financial and economic crisis hit CESEE countries harder than
other emerging country regions of the world. Recovery from the crisis is also slower.
These developments raise question marks about the pre-crisis development model of the
region, which was largely based on institutional, financial and trade integration with the
EU and was accompanied by substantial labour mobility. Recent research suggests that
the good features of this model should be preserved, but several CESEE countries have to
implement significant changes to this economic model in a much less benign domestic and
international environment. Economic growth will likely fall substantially behind pre-crisis
economic growth trends.

It has been shown that the general decline in government debt/GDP ratios of most
CESEE countries before the crisis was the consequence of a highly favourable relationship
between economic growth and the interest rate: economic growth well exceeded the
interest rate. Therefore, government debt/GDP ratios fell in CESEE countries but not in non-
CESEE OECD countries, even though the budget balance was better in the non-CESEE OECD
group. Since growth will likely slow down and interest rates will rise after the crisis, a less
favourable relationship is expected between the growth rate and the interest rate which
also calls for enhanced budgetary frameworks.

By comparing the budgetary discipline indices of CESEE countries with the indices
of OECD countries, the latter appear to be generally higher, and the average index among
OECD countries is significantly higher than the average index in CESEE countries. However,
there is a relatively large heterogeneity among OECD countries as well.

The final part of the article used econometric models for studying the impact of fiscal
and monetary institutions on macroeconomic stability and fiscal outcomes. Some evidence
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was found that better monetary institutions dampen macroeconomic volatility. But the
hypothesis that better fiscal institutions promote macroeconomic stability could not be
confirmed. This result can possibly be explained by the fact that various parameters which
are important for macroeconomic stability have only weak impact on the index values.
Moreover, the index is specifically tailored to the CESEE region and therefore omits some
important characteristics which are frequentin advanced countries but do not exist in CESEE
countries. When controlling for the difference between interest rate and growth rate and
initial level of debt, the Budgetary Discipline Index significantly explains debt and balance
developments in CESEE countries: countries with a higher index had a smaller increase in
the debt/GDP ratio and better budget balances. This result was robust to the inclusion of
several control variables, including an indicator of overall institutional quality. All of these
results call for better budgetary procedures and improved monetary frameworks.

Notes

1. This article analyses 26 countries of central, eastern and south-eastern Europe: 12 central
European and Baltic members of the EU (Bulgaria, Cyprus, Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Malta, Poland, Romania, Slovak Republic, Slovenia), the six European CIS countries
(Armenia, Azerbaijan, Belarus, Moldova, Russian Federation, Ukraine), five non-EU countries of
former Yugoslavia (Bosnia and Herzegovina, Croatia, FYR Macedonia, Montenegro, Serbia), and
Albania, Georgia and Turkey.

The information in this article with reference to “Cyprus” relates to the southern part of the Island.
There is no single authority representing both Turkish and Greek Cypriot people on the Island.
Turkey recognises the Turkish Republic of Northern Cyprus (TRNC). Until a lasting and equitable
solution is found within the context of the United Nations, Turkey will preserve its position
concerning the “Cyprus issue”.

2. For the purposes of this article, “budgetary” and “fiscal” have the same meaning.

3. Of course, the three non-transition CESEE countries (Cyprus, Malta and Turkey) show a different
pattern.

4. There are also differences within the CESEE region, however. The new EU member states have
reached the highest level of integration, followed by the countries of the western Balkans and Turkey
that have the status of either EU candidate or potential candidate. The six Eastern Partnership
countries, which were part of the Soviet Union, have reached varying degrees of integration with
the EU15, and the Russian Federation still remains an important anchor for these countries.

5. The appendix table in Darvas (2010) details the fiscal measures taken by CESEE countries in
response to the crisis.

6. Atthebroadestlevel, macroeconomic stability can be defined as the volatility of output. It could also
be defined, for example, as the level and volatility of inflation (representing internal equilibrium
in the economy) or the level and volatility of the current account balance (representing external
equilibrium). However, the assessment of both internal and external equilibrium is complicated by
the economic developments of CESEE countries.

7. The primary balance is unfortunately not available for several CESEE countries.

8. It should be noted that, during the crisis, the interest rate risk premium has increased and may
remain at about pre-crisis levels in the coming years, while nominal GDP growth may be squeezed.
Therefore, such a highly favourable relationship between the growth rate and the interest rate may
not return. Also, this article uses the actual implicit interest rate, which is largely determined by
past interest rates due to long maturity bonds. A rise in spot interest rates will be shown in the
implicit interest rates after a lag.

9. See IMF (2009) for further details.
10. See Figure 3 for an example of the uncertainty of output gap estimates.

11. The following countries have been reviewed: Romania and Slovenia in 2005; Croatia, Georgia and
Hungary in 2006; Turkey in 2007; Estonia and the Russian Federation in 2008; Bulgaria and Latvia in
2009, Lithuania and Moldova in 2010.
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12. It contains among other things the results of the 2007 OECD survey of budget practices and
procedures in OECD countries and the 2008 World Bank/OECD survey of budget practices and
procedures in Asia and other regions. Information on budget institutions from 97 countries is
available including the 31 OECD member countries and 66 non-member countries. The data refer
to the years 2007 and 2008.

13. Estonia and Slovenia were not member countries of the OECD in 2008, but joined the Organisation
later.

14. For the first 12 members of the euro area, central bank transparency relates to the European Central
Bank (ECB). Countries in the euro area have been excluded because of the large divergences within
the euro area in terms of various indicators, including fiscal ones.

15. The “Quality of Institutions Index” of the World Economic Forum is the average of 19 sub-
indices: property rights, intellectual property protection, diversion of public funds, public trust of
politicians, judicial independence, favouritism in decisions of government officials, wastefulness of
government spending, burden of government regulation, efficiency of legal framework in settling
disputes, efficiency of legal framework in challenging regulations, transparency of government
policy making, business costs of terrorism, business costs of crime and violence, organised crime,
reliability of police services, ethical behaviour of firms, strength of auditing and reporting standards,
efficacy of corporate boards, and protection of minority shareholders’ interests.

16. The only exception is central bank transparency when controls are not included.

17. The historical developments of fiscal institutions likely have an impact on historical debt
developments. If fiscal institutions are persistent, then past fiscal institutions can impact both
current fiscal institutions and current debt levels. However, even in this case current fiscal
institutions likely impact the change in debt; therefore, the regression is correct in this case.
Furthermore, fiscal institutions change in time, which further calls for the analysis of the change
in debt and not in the level of debt.

18. Considering the other controls: overall institutional quality is significant (with a proper positive
parameter) for the OECD countries, but not for the CESEE countries; the four monetary institutional
variables have properly signed parameter estimates, but are generally not significant (the most
significant variable is central bank independence, which is significant at a 10% level). When
considering the CESEE sample, the Budgetary Discipline Index remained highly significant when
adding any of these control variables, and therefore these regressions also underline that better
fiscal institutions lead to better fiscal outcomes.
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