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Abstract

This paper aims to clarify possible systemic bottlenecks to the introduction of advanced PFM
reforms in the SEE countries and propose measures to overcome these obstacles. It
summarizes key fiscal developments and relates them to PFM reform processes over the last
15 years. PFM reform strategies must be realistic, with clear objectives and timetables, and
with strong country ownership. Among the advanced reforms, medium-term budgeting seems
to be somewhat less challenging than performance-oriented budgeting, and it could be
rational to make sure that there is solid progress in this area first. When developing
performance budgets, initial efforts should be focused on the areas that are most suitable for
performance management and where the likelihood of success is highest, such as education
and health. If ongoing reform efforts fail to produce the planned results, cancellation or
radical restructuring might be a more appropriate response than automatic extension.
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I. INTRODUCTION AND OVERVIEW

A. Introduction

The countries in South East Europe (SEE) have achieved significant improvements in
public financial management (PFM) in the last 15 years. This group includes Albania,
Bosnia and Herzegovina, Bulgaria, Croatia, Kosovo, Macedonia, Moldova, Montenegro,
Romania, Serbia and Slovenia. The PFM improvements have provided crucial support for
broader economic and political reforms, and all the countries in the region have come a long
way in their transition to market economies. Slovenia became an EU member in 2004,
Bulgaria and Romania did so in 2007, and several other SEE countries are actively pursuing
membership. For all the countries, consolidation of ongoing PFM reforms and further
improvements in PFM systems are important for realizing key economic and political goals.

Progress has been uneven in different reform areas. In some important areas, most of the
countries have made significant steps towards good international practices. One example is
the consolidation of government funds into treasury single account systems. In other areas,
progress is more mixed. This is largely related to differences in countries’ capacities and
levels of development. However, some of the reforms have proved to be very difficult for all
the countries, even the more sophisticated ones.

None of the SEE countries have been able to introduce complete, functional medium-
term and performance-oriented budgets. For most of the countries, these reforms are
important elements in the overall PFM reform strategy, and considerable resources have been
spent on these efforts. However, in most cases the results have fallen short of expectations.

This paper aims to clarify possible systemic bottlenecks to the introduction of advanced
PFM reforms in the SEE countries and propose measures to overcome these obstacles.
For each area, the objectives of the reform are outlined and the achievements so far are
discussed. Possible systemic problems and bottlenecks are identified, and options for solving
these are proposed. The focus is on medium-term and performance-oriented budgeting, but
the findings in the paper should also be relevant for other types of advanced reforms, such as
the integration of cash and debt management or the unification of accounting systems.

The second section of this paper gives an overview of PFM objectives and the status of
PFM reforms in SEE countries, as well as key fiscal developments over the last 15
years. Section 111 discusses medium-term budgeting in more detail and Section IV discusses
performance-oriented budgeting. Section VV summarizes the findings of the paper and makes
recommendations on strengthening advanced PFM reform processes.



Il. FISCAL INSTITUTIONS AND OUTCOMES 1990 — 2006

A. PFM objectives

Table 1 lists four major objectives for public financial management, and some key fiscal
indicators related to each objective. When a country improves its PFM system, and thereby
its capacty to pursue the main objectives, this should lead to improvements and changes in
these fiscal indicators over time. However, fiscal developments are related to many different
factors and there may be significant timelags.

Table 1: Main public financial management objectives and indicators

PFM objective Related fiscal indicators

Fiscal control Overall and primary balances, public debt stock
Financial discipline Arrears, consistency between budgets and accounts
Efficient resource allocation Spending/GDP, composition of spending
Cost-effective service delivery Quality-adjusted service costs

B. PFM reform agendas in SEE countries

All the SEE countries are pursuing comprehensive PFM reform agendas. Most of these
reforms contribute towards meeting the four major objectives listed in Table 1, but there is
considerable variation in the more detailed objectives and priorities. Table 2 provides an
overview of 10 important reform areas for the SEE countries. These are divided into basic
reforms, which are necessary to achieve a minimum level of financial management capacity,
and advanced reforms, which will enable countries to move towards international good
practices. The objectives and benchmarks are consistent with broader benchmarking
frameworks for PFM systems, such as the PEFA approach.” These 10 reforms formed the
basis for the IMF regional technical assistance program to the SEE countries from 2005 -
2008, and were selected on the basis of proposals from the recipient countries and IMF
country teams.

2 public Expenditure and Financial Accountability (PEFA) assessments are based on 30 main
indicators with more than 100 sub-indicators. Most of the benchmarks in Table 2 are
reflected in PEFA sub-indicators.
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Table 2: Selected public financial management objectives and benchmarks

Objective Benchmark

Basic reforms

Complete budget Budgets are fully classified by economic, functional,
classification organizational, program and funding codes.

Complete budget coverage  Consolidated budgets include all general government
financial flows, including extrabudgetary financing.

Capital budget integration Capital budgets and associated fiscal risks are fully
incorporated in the regular budget processes.

Consolidated TSA Treasury single accounts cover all central government
financial resources, including EBFs and foreign financing.

Adequate budget controls No systematic overspending or accrual of arrears.

Advanced reforms

Medium-term budgeting Medium-term fiscal frameworks and sectoral spending plans
are fully reconciled and regularly updated.

Performance-oriented Budget decisions reflect the performance of budget programs

budgeting and the linkages are clearly identified.

Integrated cash and debt Financial assets and liabilities are managed as a portfolio to

management balance net financing costs with accepted risks.

Unified accounting There is a single accounting framework fully consistent with

framework budget classifications.

Fiscal transparency Budget systems meet the IMF Code of Fiscal Transparency.

C. Status of PFM reforms in SEE countries

Some SEE countries are near to completing many basic PFM reforms. For instance,
Bulgaria, Croatia, Moldova and Slovenia have made good progress in this regard. Several
other countries have accelerated their reform efforts in recent years, but have not yet reached
the same level of maturity. Figure 1 gives a short summary of the status of public financial
management capacities in each SEE country, related to the 10 objectives listed above. The
shading in the figure indicates areas where there is still need for some improvement (light
grey), substantial improvement (dark grey) or very substantial improvement (black) to
achieve the benchmarks in Table 2. The fields without any shading reflect areas where
countries have completed or are near to meeting the benchmark in question.
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Figure 1: Remaining PFM reform needs in SEE countries

Basic reforms

Complete budget classification
Complete budget coverage
Capital budget integration
Consolidated TSA

Adequate budget controls
Advanced reforms
Medium-term budgeting
Performance-oriented budgeting
Integrated cash/debt management

Unified accounting framework

Fiscal transparency

There has been less progress in implementing advanced PFM reforms. Figure 1 indicates
that most of the countries need substantial or very substantial improvements in order to meet
the benchmarks in many of the five areas defined as advanced reforms. The two areas where
the needs for further improvements are highest are medium-term budgeting and performance-
oriented budgeting.

The assessments contained in Figure 1 are based on information available by the middle
of 2008, and are subject to change over time. The assessments have been updated and
reported regularly over the last three years. They have been compared to and harmonized
with assessments from other sources, including PEFA assessments, World Bank public
expenditure reviews and OECD Sigma assessments, and discussed extensively with many
different stakeholders. The final assessments were sent to the recipient countries for review,
and most of them have provided detailed comments, which are reflected in the figure above.

D. Fiscal objectives and outcomes

This section presents some key fiscal outcomes in the SEE countries, for 1995, 2000 and
2006, and relates these outcomes to the objectives and benchmarks listed in Table 2.



Aggregate fiscal control

Table 3a provides data for general government expenditures in SEE countries as a share of
GDP, whereas 3b describes overall fiscal balances. The numbers in the tables refer to 1994,
2000 and 2006, or the closest years available.

Table 3a: SEE expenditure levels

1994 2000 2006

Albania 41.0 31.4 28.8
BH n.a. 53.5 47.6
Bulgaria 44.7 39.7 35.5
Croatia 42.4 51.0 47.7
Kosovo n.a n.a 27.3
Macedonia 45.4 38.0 34.3
Moldova 25.5 30.2 40.3
Montenegro n.a 42.8 40.4
Romania 32.4 353 3297
Serbia na  37.6° 42.3
Slovenia 47.3 43.6 42.8

Table 3b: SEE fiscal balances

1994 2000 2006

Albania - 14.0 - 91 - 31
BH na. - 6.0 3.0
Bulgaria -66 - 1.0 3.5
Croatia 1.7 - 63 - 30
Kosovo n.a. n.a. 3.6
Macedonia - 2.6 2.2 - 0.6
Moldova - 81 - 26 0.2
Montenegro na. - 26 - 22
Romania - 10 - 40 - 1.7
Serbia na. - 09° - 15
Slovenia - 02 -12 - 038

! Data for consolidated central government
2 Preliminary Outcome

% Serbia and Montenegro
Source: IMF staff reports, national authorities and World Bank staff estimates

The data in Tables 3a and 3b indicate that most SEE countries have improved fiscal
control during this period. In most SEE countries government expenditures as a share of
GDP have been reduced or been fairly stable during this period. However, the shares
increased in Croatia, Moldova and Serbia. More significantly, fiscal balances have improved
significantly over the period, in particular from 2000 to 2006. Most SEE countries now have
modest deficits or surpluses. This is, of course, strongly related to positive international and
domestic market conditions, but it also suggests that countries have succeeded in establishing
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a stronger degree of aggregate fiscal control. Data for public debt, which are not included
here, also indicatet that most SEE countries have been succesful in strengthening their fiscal
position.

Financial discipline

Table 4 provides indicators for financial discipline in six SEE countries. It is based on
the PEFA assessment framework. Countries' ability to implement the budget as planned is a
key indicator of financial discipline. Their ability to contain and to manage arrears is another
important indicator.The first indicator set compares total budget estimates with actual
expenditures, for the last three years before the PEFA assessment was undertaken.The next
set describes variations in sectoral spending compared to the budget. The third set provides
information about arrears.

Table 4: Indicators for financial discipline in six SEE countries

COUNTRY  Actual expenditure versus  Variation in sectoral Stock of arrears ( % of
approved budget spending compared to actual total expenditure)
(difference %) approved budget (%)

Albania -7.38  -6.08 -1.27 179 17.2 9.8 No commitment control

(2006)

Kosovo® -14.1 -3.4 -8.4 43.3 41.6 12.1 Not fully recorded

(2007)

Macedonia <5 2.9-47 <2

(2007)

Moldova 11.3 8.9. 1592 3.9 0.5 0 1.4 1.0 0.6

(2008)

Serbia® -6.2 2.8 -3.9 17.8 6.2 4.0 12.5 11.7 10.6

(2007)

Montenegro 107 108 276 53 5.6 -1.7 <2’

(2008)

! 2004 budget expressed in commitment terms. 2005 budget put on a cash basis.
2 due to high import level (remittances and investment)

data considered uncertain because not audited for the last four FYs
4 data on the stock of arrears may not be complete

Source: PEFA assessments

The table indicates that budget estimates are still inaccurate in many SEE countries,
and that there are still arrears, despite some improvements in recent years. We do not
have comparable PEFA assessments for previous years, but there is strong anecdotal
evidence that financial discipline was very weak in many countries in the 1990s. A review of
IMF staff reports from this period provides several examples of much more significant

% There may still be macroeconomic reasons for some of the countries to maintain an even
tighter fiscal stance, for instance current account imbalances.
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discrepancies between initial budget estimates and final accounts data in many countries
during this period, regarding overall spending levels as well as composition, and also much
higher levels of arrears than today.

Efficient resource allocation

Table 5a and 5b compare the functional breakdown of expenditures in Albania and in
Bulgaria, for 1995, 2000 and 2006, whereas Table 5c¢ indicates the regional shares of GDP
for public investment in 2001, 2003 and 2006.

Table 5a: Albania functional breakdown of expenditures

1995 1998 2006

General public services 38.31 50.10 21.57
Defense 7.09 3.52 4.42
Public order and safety 7.02 5.85 6.26
Economic affairs 12.82 10.88 15.23
Environmental protection 0.00 0.00
Housing and community amenities 3.47 2.94 5.65
Health 5.61 3.80 8.24
Recreation, culture, and religion 1.68 0.90 1.27
Education 2.30 1.94 10.77
Social protection 21.70 20.07 26.59

Source: IMF staff reports

Table 5b: Bulgaria functional breakdown of expenditures

1995 2000 2006

General public services 47.11 27.49 22.93
Defense 6.35 6.90 5.77
Public order and safety 4.35 5.46 7.52
Economic affairs 7.13 9.80 10.69
Environmental protection 0.00 0.00 -0.10
Housing and community amenities 1.10 1.44 0.83
Health 3.37 5.62 11.04
Recreation, culture, and religion 1.14 1.65 1.26
Education 3.99 4.56 5.01
Social protection 25.46 37.09 35.04

Source: IMF staff reports
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Table 5¢: Government investments as share of GDP in SEE countries

2001 2003 2006

Albania 7.1 4.6 5.7
BH 14.5 10.8 6.4
Bulgaria 3.9 3.4 4.7
Croatia 5.4 5.7 4.0
Macedonia 35 4.1 3.8
Moldova 15 4.6 8.1
Montenegro 3.8 34 4.5
Romania 3.1 35 3.7
Serbia 1.5 2.6 5.2
Slovenia 4.2 41 4.4

Source: IMF staff reports

The tables indicate that the composition of public spending has changed considerably
over the last 15 years. In Albania and Bulgaria, fewer resources are directed to general
public administration and to defense, and more is spent on health, education and social
protection. This pattern is also prevalent in many other SEE countries. In addition, most
countries have realized a modest shift of resources from current spending to capital spending,
although there have been reductions in others. These changes indicate that countries are
making conscious efforts to realign public spending in line with political and economic
priorities, and that the PFM systems are capable of facilitating this realignment. However, we
know from country work that some SEE countries want to increase capital spending further,
but that they do not have the capacity to do this, and that the new EU member states are
struggling to absorb the available EU funding.

Cost-effectiveness of public spending

Cost-effectiveness implies that sector objectives, defined as outputs or outcomes, are
achieved with as little use of resources as possible. It is challenging to achieve this, and
also to assess whether it has been achieved. This is usually only possible in countries with
advanced perforance-oriented budgeting system. However, we can use more basic data to
make initial assessments about whether there have been improvements in outcomes and
whether costs have been reduced. The following two tables provide two examples from the
health sector. Table 6a presents data for infant mortality, which is an internationally accepted
outcome indicator for the quality of health systems. Table 6b presents data for average length
of stay in hospitals, which is a common indicator for the productivity of hospital systems.

The tables indicate that there have been improvements in health outcomes, as well as in
hospital productivity, in most SEE countries over the last 25 years. In some countries
these improvements have occurred at a steady pace over the whole period, but in many SEE
countries the onset of the transition process in the 1990s led to visible set-backs both in
outcomes and productivity, before performance recovered and continued to improve. For
some SEE countries, health outcomes and productivity are still considerably lower than for
most EU member states. One of the objectives of improved budget systems, as discussed in
other sections of this paper, is to provide effective support to the continuation of important



-12 -

sectoral reforms: for instance, in the health sector. Country studies of case payment systems
in Slovenia and Bulgaria indicate that these budget reforms have enhanced cost-
effectiveness, but further analysis is required to draw clearer conclusions.

Table 6a: Infant mortality
Infant deaths per 1000 live births
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E. Assessment

As demonstrated in the preceding sub-sections, SEE countries have achieved
considerable improvements in PFM systems and in fiscal outcomes over the last 15
years. While the PFM reforms are only one of many influences on the countries’ fiscal
situation, they have had important impacts in many cases. Further improvements in fiscal
outcomes will be influenced by further PFM reforms. While there is still a need to address
some weaknesses in basic PFM systems, for instance to eliminate arrears and enhance basic
budget realism, the focus is gradually shifting to more advanced reforms.

In particular, countries are putting more emphasis on the efficiency of spending and the
cost-effectiveness of public services through medium-term and perofrmance-oriented
budgeting. The following sections will provide an assessment of the progress so far in these
area, and make suggestions for further improvements.
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I1l. MEDIUM-TERM BUDGETING
A. Overview

Most budget decisions have impacts well beyond the budget year. To make rational and
efficient budgetary decisions, decision-makers must be aware of and consider the medium-
and long-term implications. In line with this, many countries around the world have taken
steps to extend the time horizon of their budget systems.

The potential benefits of medium-term budgeting are well known. A well-designed and
well-managed framework for medium-term budgeting will improve fiscal control, financial
discipline, allocative efficiency and cost-effectiveness of service delivery; through greater
clarity of policy objectives, more predictability in budget allocation, increased
comprehensiveness and validity of budget information and enhanced accountability and
transparency in the use of resources.

In practice, however, efforts to introduce medium-term budgeting have failed to realize
the potential gains in many countries. Sometimes the medium-term budget process has
ended up as a ritualistic, resource-consuming effort of little practical value. In some countries
medium-term spending proposals are not effectively reconciled with the resources available
during the budget period. As a result, the spending plans become mere wish lists and have
limited impact on annual budget preparation or on medium-term resource allocation.
Inefficient coordination with national or sectoral strategies, for instance public investment
programs, is another common problem, as is the failure to ensure that the basic requirements
for effective annual budgeting is met before attempting to extend the budget period.

Whereas MTBs in advanced economies are extensively discussed in the literature, there
has so far been little assessment of the impacts in transition and developing economies.
The most comprehensive study [World Bank 2002] covers 13 countries in Africa. According
to this study, only one of the 13 countries (Uganda) had been able to establish several key
components of a functioning MTB system. The study found some limited empirical evidence
that MTBs are associated with reallocation to subsets of priority sectors, but no clear
evidence of improved macroeconomic balances, greater budgetary predictability or efficiency
gains in sectoral spending. This is not surprising, given the limited levels of implementation
of the new approach.

Among the transition economies in Central and Eastern Europe, Slovakia is the only
country that has introduced all key elements of a functioning medium-term budgeting
system. According to Slovak authorities, this system has strengthened long-term planning
and simplified annual budget preparation. Russia introduced a three-year budget
appropriation system for 2008 — 2010, but the impacts of this are not yet clear.

B. Phases of medium-term budgeting

A complete medium-term budget system includes a number of different steps. Some of
these steps are easier to introduce than others. Most countries have taken a phased approach
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to the introduction process, which often takes several years. Usually, the different steps in the
MTB process also develop over time. For instance, multi-year spending ceilings may initially
be indicative and related to broad functions, but over time they evolve to become more
authoritative ceilings for individual budget organizations.

A medium-term macro-fiscal framework is perhaps the most essential building block
for a medium-term budgeting system. In most countries, the extension of the macro-
economic framework to cover at least three years and to include broader sets of fiscal
parameters, is the first step towards MTB. To ensure that estimates are realistic, the macro-
fiscal framework must be updated regularly and be fully reconciled with budgetary decisions.
For instance, decisions regarding new tax policies during the budget process should feed
back into an update of the macro-fiscal framework.

The next step is often to introduce multi-year expenditure ceilings. The purpose of such
ceilings are to enhance predictability for line ministries, while containing aggregate
expenditures at an acceptable level. Initially, expenditure ceilings tend to be fairly vague.
They are often related to broad functional categories and are only indicative. In order to meet
the objectives of enhancing predictability and fiscal control, the ceilings will usually need to
be related to specific organizational entities, which can be held accountable for not exceeding
the limits, and to have a formal status in the budget process. Unless the budget ceilings for
the years beyond the budget year are the starting points for negotiating the budgets for the
following years, they will tend to have limited impact.*

Thereafter, line ministries can be asked to develop medium-term spending plans that fit
within the established expenditure ceilings. These spending plans should be based on
relevant government and sector strategies. They should identify the costs of different
programs, policies and activities within the ministry’s area of responsibility, to allow the
responsible minister to prioritize among the different policy options within the sector, and the
cabinet to choose between proposals for new policies and activities in different sectors. The
quality of a sector spending program will generally depend on whether the country in
question has introduced performance-oriented budgeting, which is discussed in a subsequent
section of this paper.

To enable rational medium-term budget discussion, it is essential that sector spending
programs separate the costs of existing policies from new spending initiatives. Some
countries have developed advanced forward estimates systems to facilitate this process. With
such systems in place, the roll-over of the budget for existing activities becomes a largely
technical issue, and budget discussions can focus on new policies and spending proposals.
Without this separation, budget discussions will tend to become very general, focusing on
how much the total level of resources given to a specific sector needs to change compared to

* This paper uses the term »binding« budget ceiling when the out-year ceilings are the
starting point for negotiations. It does not require that the out-year ceiling is the final budget
for that year.
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last year’s budget. It will be difficult to link this discussion to specific policy objectives in
any transparent way.

An MTB provides an important basis for the coordination of current and capital
spending. This is a weak spot in many budget systems, and budgets often fail to recognize
the costs required for maintenance of existing capital and operational costs for new capital
projects. At the early stages of MTB introduction, these costs can be captured by lump-sum
allocations, whereas advanced MTBs can provide a detailed breakdown of the costs related to
individual capital projects.

Over time, MTBs will change the character of the annual budget negotiation process.
Traditionally, budget negotiations focus only on the budget year. With the introduction of
MTB, the scope of the negotiations can be gradually extended to reflect impacts of policy
decisions beyond the budget year. In an advanced MTB system, budget negotiations should
effectively cover the whole MTB period. The extension of the negotiation period expands the
scope for possible solutions and makes it easier to reach agreements.

Similarly, the coordination between the annual budget and the MTB documents will
increase over time. In the early stages of an MTB reform process, the documents will tend
to be separate and inconsistent. The MTB is prepared at an early stage of the budget process,
and budget parameters are changed in connection with the annual budget without being
reflected in an updated MTB. This means that the MTB figures may become largely
irrelevant for following year’s budget preparation. Because this undermines the credibility of
the MTB process, countries will at some stage need to begin updating the MTB during the
budget year to ensure consistency. In an advanced MTB system, the MTB and the annual
budget will often be a single, unified document, which is updated regularly througout the
preparation process.

C. Status of medium-term budgeting in SEE countries

All the SEE countries have taken some steps towards medium-term budgeting, but most
of them are at a fairly early stage in this process. Box 1 gives a brief summary of the
MTB systems in these countries, and Table 7 assesses the maturity of the systems compared
to the seven steps described in the previous sub-section. For each of the steps, the table
indicates whether there has been no significant progress (score 0) or whether the country is at
an initial, interim or final stage of implementation (scores 1 — 3). Appendix | explains the
benchmarks that have been used in estimating the scores.

Table 7: Medium-term budget systems in SEE countries

Alb Bul Bos | Cro | Kos | Mac | Mol | Mon | Rom Ser Slo
Macro-fiscal 2 2 1 2 2 2 2 2 2 2 3
framework
Expenditure 1 1 1 1 1 1 2 1 1 1 2
ceilings
Costed sector 2 2 0 1 0 2 1 0 2 0 2
programs
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Box 1: Medium-term budgeting in South East European countries

Albania introduced a medium-term budget program (MTBP) in 2001 and gradually improved it from year to year. Budget ceilings
are set for three years. The ceiling for the first year is now largely binding, whereas out-year ceilings are indicative. The MTBP is
approved by government and sent to Parliament for information. Neither the MTBP nor the annual budget specifies consistency
between initial budget ceilings, medium-term budget allocations and final budget allocations, or explains changes in out-year
budget ceilings from one year to the next.

In Bosnia and Herzegovina the state and entity MOFs prepare medium-term budget frameworks on a three-year, rolling basis.
The entities have prepared MTBFs for some years, and the first MTBF for the state was prepared for 2006. Line ministries are
required to prepare three-year estimates within predetermined ceilings (for the budget year in Republika Srpska and State, and for
3 years in Federation). Annual and medium-term budget ceilings are indicative, in particular at the state level. Consistency from
year to year is not transparently monitored and reported.

In Bulgaria the fiscal framework is well developed and linked to the EU convergence program. Ministries present medium-term
budget estimates before cabinet sets budget ceilings. 2008 regulations provided specific mechanism for linking the medium-term
budget for one year explicitly to previous years’ medium-term budget, but implementation was incomplete.

In Croatia a multi-annual fiscal framework was submitted for the first time with the 2005 budget. This includes indicative three-
year ceilings by budget user. Ministries prepare three-year budget estimates. There is no general costing of sector strategies, but
ministries should prepare development programs for capital spending and transfers, and present the fiscal implications of
legislative changes. The medium-term fiscal framework is updated each year, but there is no explanation of changes in spending
ceilings compared to last year’s framework.

A medium-term expenditure framework was introduced in Kosovo for 2006 — 2008. Expenditure estimates are broken down by
five main groups, not by ministry or function. For 2007 there were ex-ante ceilings for current expenditure, but not for capital. For
2008 there were no ex-ante ceilings for ministries’ budget proposals, so the MTB had limited impact on budget decisions.

The 2005 Budget Law provides the legal basis for medium-term budgeting in Macedonia: the government determines a set of
strategic priorities, while budget users prepare three-year strategic plans. The MOF prepares a three-year fiscal strategy and then
proposes spending limits for the next fiscal year. For 2007-09, the MOF set binding spending ceilings for 2007, ceilings for 2008
and 2009 were indicative. Line ministry strategic plans are required to be consistent with ceilings for the whole planning period.
Fiscal framework for 2008-2010 was submitted to parliament prior to the draft budget bill.

In Moldova in 2007 the medium-term expenditure framework was developed for 2008-2010 period. The MTEF provides
indicative ceilings for the MTEF period, with separate ceilings for current and capital spending. It also provides a set of policy
proposals, which should be consistent with the National Development Plan. According to the MOF, the policy proposals and
medium-term spending plans are fairly consistent with the budget ceilings in the MTEF. The MTEF is approved by the
government and submitted to Parliament for information. It forms a basis for the annual budget preparation, but there are
deviations between the MTEF and the annual budget figures. The MTEF is updated each year, but there is not yet a systematic
tracking of changes in budget estimates between years.

In Montenegro the fiscal framework has been established. Budget preparation for the 2007 and 2008 budgets were based on a
bottom-up approach. MOF plans to introduce a top-down procedure with budgets within specific ceilings for the 2009 budget. A
first step towards medium-term budget was made in 2006 with the implementation of the new capital budget process.

In Romania the medium-term fiscal framework is quite well developed, and the capacity for macrofiscal estimates and analysis is
being further strengthened. According to the 2002 Public Finance Law, the government should establish medium-term spending
ceilings for the budget organizations, and the latter should provide medium-term budget proposals in accordance with these
ceilings. In practice, this approach has not been fully implemented. Ceilings have been set too late to effectively discipline the
budget process, and have been based on increments to last year's budget. The medium-term estimates have been sent to Parliament
for information, but the projections have had limited impact on annual budgetary allocations.

In Serbia, medium-term fiscal forecasts are provided. There are annual, indicative spending ceilings, and some indicative
medium-term ceilings provided by functional classification. Ceilings are based on history and technical coefficients, but there are
no explicit links between sector strategies and budget allocations

In Slovenia the MOF prepares a medium-term fiscal framework. There is a two-year budget process, with authoritative ceilings,
but no ceilings for year 3 and 4 of the medium-term fiscal framework. At the beginning of the budget process, allowed levels of
increase in development programs for years 3, 4 and 5 are determined. The line ministries prepare development programs that
include four-year budget estimates. These are related to sector strategies, and primarily include capital spending. The budget is
based on nroarams. but snendina estimates are not strinaentlv linked to soecific policies and activities.
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Table 7 indicates that SEE countries have generally made quite limited progress in
introducing MTBs. However, some countries seem to be more advanced than others.
Slovenia scores fairly high on many parameters. One reason for this is that Slovenia has a
two-year budget system, which meets many of the same objectives as a more traditional,
three-year MTB, but not all of them. Macedonia also has some high scores, but these are to
some extent based on recent changes in regulations that are yet to be fully tested.

All the countries prepare comprehensive macrofiscal frameworks, which are generally
updated at least twice a year. This is the strongest element of their existing MTB systems.
Many of the countries are EU member or candidate countries, or (recent) IMF program
countries, which ensures that macrofiscal projections and the related budget estimates are
kept up to date.

Many of the countries prepare multi-year expenditure ceilings for the budget process,
but in most cases these are too general to have any strong disciplining effects. In most of
these countries the ceilings are only indicative, either by definition or because they are
allocated to broad functional areas and not to organizations that can be held accountable for
meeting the ceilings. In most SEE countries, the out-year ceilings are usually changed from
one year to the next without any explicit explanation, so they are of limited value for
planning.

There is considerable variation in the scope and quality of sector spending programs. In
some countries, such as Albania and Macedonia, these have been key components of the
MTB reforms. In Albania, the sector spending plans are seen as key input to national
strategies, whereas in Macedonia there has been no comprehensive national strategy so far.
Moldova initially developed their national development strategy largely independent of
sector spending plans for the MTB process, but harmonisation improved in the second
iteration of the national plan.

Some countries have also made progress in using the MTB to improve coordination of
current and capital spending. Although there is still much progress to be made, most have
at least some indication of maintenance and/or operational costs in their MTBs.

For the remaining benchmarks, progress has been very limited. Countries have great
difficulties in separating the costs of existing policies from new spending proposals. This is
not surprising, given that most budgets still focus on financing institutions, not on
implementing policies. None of the SEE countries have been able to develop comprehensive
forward estimates systems. Because of this, MTB discussions tend to be fairly general
discussions about total funding levels and not about specific policy priorities. In general, the
MTBs have had little impact on the specific budget negotiations, which continue to have a
one year focus. The MTB remains a separate document in all countries but Slovenia, and
only one or two countries update the MTBs to reflect budgetary decisions.
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D. Implementation challenges and possible solutions

The objectives of the MTB reforms are not always clearly defined and understood or
commonly agreed upon. The first phases of the MTB process, in particular the
establishment of medium-term macro-fiscal frameworks and indicative spending ceilings,
have generally been agreed upon and understood by all the stakeholders. However, there
seems to be considerable ambiguity about how to take the next steps. Many of the SEE
countries do not have clear strategies and action plans in this regard, and even where such
plans are in place, they are not always well understood and agreed among the stakeholders.

It is not obvious that the MTB model that has been applied in most SEE countries is the
most appropriate and realistic. All the countries have received extensive advice on these
reforms, and the models proposed have largely been based on recent practices in a small
number of very advanced countries. However, in these countries themselves the new
practices developed gradually. It could be that a slower and more organic development
process would also be effective in the SEE countries. It is interesting to note that the country
that has had most success in this regard, Slovenia, has followed an evolutionary development
path and that the (partial) MTB system in place is quite different from the general model
recommended to the other countries.

The MTB models and reform strategies in SEE countries do not always reflect their
different PFM priorities. One of the attractive features of an MTB system is that it can
contribute towards all the four main PFM objectives mentioned in Section I. However, the
details and the balance between different components can and should vary considerably
between different countries. For countries that already have MTB, some emphasize that
forward estimates should enable line ministries to plan their activities more effectively,
others may be more focused on setting binding spending limits to contain expenditure.® Such
differences in focus are not clearly specified in SEE countries” MTB plans.

In most SEE countries, the MTBs remain separate from the annual budget process. The
fact that only Slovenia presents the annual budget and the medium-term budget estimates in
the same document is quite striking. As long as this fragmentation persists, it seems unlikely
that the MTB process will have significant impacts on the actual budget allocations. This
suggests that more efforts could be put into creating a unified budget process and budget
presentation. Instead of the two separate documents, the budget document itself could include
forward estimates, initially perhaps only for one additional year and only for parts of the
budget, as is the case in Slovenia.

The efforts to introduce MTB may have taken the focus away from critical weaknesses
in the annual budget process. In many SEE countries, there continue to be significant

® For instance, in the Australian MTB system, the MOF is involved in discussing line
ministry forward estimates at a detailed level, whereas in the Swedish system the MOF is
mainly concerned with the aggregate spending limits and does not get involved in the
detailed sector estimates.
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discrepancies between spending ceilings and subsequent budget requests. Budget discussions
tend to be very general, have little policy focus, and be repeated from year to year. One major
improvement in many OECD budget systems in the 1970s and 1980s was the introduction of
a separate, initial phase in the budget process that focused on “rolling over” the budget for
existing activities from one year to the next. This exercise would be done prior to the first
budget meeting of the cabinet, and would help identify the fiscal space for new activities.
None of the SEE countries have introduced this step; the rationale sometimes given is that
the forward estimate system in the MTB should take care of this.

The authority of the out-year estimates is very weak in most countries. Given that even
the budget year ceiling fails to discipline budget requests in many countries, it is not
surprising that estimates for subsequent years are given little attention. However, this
effectively undermines a major premise for the whole reform. Unless the out-year estimates
are managed and maintained in a credible manner, the process effectively collapses to a
traditional one-year budget process with some ritualistic estimates added on.

Any MTB reform will be complex and time-consuming, and will require considerable
staff training and considerable capacity building. Even if countries sort out the challenges
mentioned above, additional efforts will be required to succesfully implement MTB. In
general, the SEE countries seem to be well aware of the need for capacity building in finance
ministries. However, in many countries it could be beneficial to put additional efforts into
strenghtening institutions and training staff in line ministries.

Finally, a note of caution in interpreting the survey results: reform success must be seen
in light of objectives. If a country's main objective for MTB actually is to establish a
credible macrofiscal framework and to provide some indicative guidance on the budget
process, many of the current MTB systems are actually reasonably successful. However, if
countries are aiming for more complete systems of MTB, in line with stated objectives, there
is obviously a long way to go. In many countries, there seems to be significant discrepancies
between the official, stated objectives and the objectives that are actively pursued. This may
be because countries accept certain objectives as a result of pressure from donors and
advisors, but then do little to actually implement these.

Tentative summary of recommendations

o Establish a clear strategy and timetable for MTB reforms, and ensure that this strategy
is well understood and generally agreed among all stakeholders.

o Avoid attempts to replicate MTB systems from other countries, focusing instead on
developing approaches that are consistent with the countries’ specific PFM priorities
and institutional capabilities.

o Measures to improve the annual budget process, for instance by clearer phasing of
budget decisions and developing the capacity for costing of policy proposals, are
often prerequisites for succesful MTB reform.
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The MTB and the annual budget should be prepared through a unified development
and negotiation process, should be consistent and presented in a single document.
The out-year estimates must be the starting point for subsequent years' budget
preparation. As a minimum, the MOF should provide detailed explanations for any

differences between budget ceilings and previous out-year estimates.

MTB reforms will require considerable capacity building in line ministries.
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IV. PERFORMANCE-ORIENTED BUDGETING
A. Overview

As for MTB, the potential benefits of a performance-oriented budgeting system are well
established and well understood. Better information about outcomes and effectiveness
helps allocate budget resources to the programs where the benefits are highest, and helps
address equity concerns. Monitoring of cost-effectiveness helps reduce the costs of delivering
specific government services and public goods. Some countries have also found that a
performance-oriented budget helps achieve fiscal control in the long run, because the
mechanism provides a well-founded basis for budget realignment and reduces pressures to
allocate resources to less productive programs.

However, whereas the benefits are well understood, there is still considerable
uncertainty about how to go about implementing a performance-oriented budget
system. Most countries have encountered significant difficulties and have found that it can
take many years to move through the different steps. Many OECD countries established
program classification structures in the late 1960s or early 1970s. A few of them have
recently reached advanced stages of the process, and many have not come this far. Not
surprisingly, efforts to introduce performance-oriented budgeting in transition and
developing countries have often met great difficulties.

For advanced performance oriented budgeting system to become effective, agencies
must usually be given more freedom in determining how to meet their stated objectives
and managing their budgets. For this, good reporting practices as well as appropriate
internal control must be in place to prevent and detect fraud and error. In this system, the
control over the agencies is not based primarily on the inputs it uses, but on review of the
activities carried out and results achieved. It is important to emphasize that more freedom
implies more responsibility and accountability. Agencies should not be given more authority
if there are no appropriate controls and accountability mechanisms.

Most South East European countries have taken initial steps to strengthen the
performance orientation of their budget systems. Some countries have mainly focused on
establishing basic program budget structures, whereas other countries also have developed
indicator sets related to the programs, and begun using the performance information for
budgetary decision-making. In all the countries, the processes have met a number of
obstacles, and implementation has generally been significantly slower than initially expected.

B. Phases of performance-oriented budgeting

A complete POB system includes a number of different steps. The exact phasing may
vary, but countries tend to follow fairly similar development paths. Each step involves a
number of complexities and challenges, and will in most cases depend on successful
completion of more basic reform steps. For instance, it is not possible to develop an effective
performance (output or outcome) budget in the absence of a well-functioning input budget.
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The first step is usually to introduce a programmatic budget classification. This involves
dividing the budget into programs that aim at delivering specific goals and objectives
(outputs and outcomes). In many countries programs are related to the high-level functional
budget classification (COFOG). For instance, the COFOG function health care may be
divided into programs aimed at addressing specific health problems.

A second step is usually to define indicators that describe the inputs to each program
and the related activities. What actions are planned for the achievement of objectives and
which resources are required to carry out these activities? Some inputs may be quite generic,
staff resources for instance, whereas others are program-specific. Activities also tend to be
program-specific.®

Outcome and output indicators should be defined at the beginning of a program and set
for the whole duration of the program. For many programs the focus is on output
indicators, since outcomes are usually difficult to measure. There may be long delays
between outputs and outcomes or it may be unclear to what extent an outcome can be
attributed to a particular organization. Very often an outcome depends on the work of several
different organizations and external factors. Intermediate outcome and output indicators are
used for monitoring progress in program implementation, as well as for revision and
adjustment of indicators.

Once the program structure and related indicators have been established, it is
important to ensure that all activities contribute to the established objectives.
Governments will often be involved in a number of activities that have a historical rationale,
but limited impact on current program objectives. It is important to review such activities to
assess whether they should be discontinued, or restructured to give a clearer contribution to
specific objectives. It may also be necessary to revisit the initial program definitions.

Performance indicators are used to measure effectiveness, efficiency and economy.
These indicators are generally measures of the relationship between input indicators and
outcome or output indicators. For performance indicators to be valid and reliable, it is
essential that the programs themselves, as well as input, activity, output and outcome
indicators are well-defined.

Once performance information is available, it can be used to support management
decisions regarding the allocation of funds. At this stage, performance information is
usually only one of the factors influencing the funding decisions, and there is usually no one-
to-one relationship between performance and funding. The decision mechanisms can be more
or less formalized and stringent. However, in order to use performance information
consistently, the budget process should include explicit mechanisms for the collection of
estimates and results for budget program performance.

® The term “program budgeting” is often used to describe a budget system that includes at
least these first two steps.
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The final and most advanced step is to create stringent funding decision rules based on
performance indicators. ’ Such mechanisms include purchaser-provider systems, where the
central government purchases specific services according to pre-determined prices, for
instance health care services, from agencies and other providers. In many cases, even these
systems are often combined with more discretionary funding mechanisms.

C. Status of performance-oriented budgeting in SEE countries

Most SEE countries have also taken initial steps towards performance-oriented
budgeting. For the purposes of this paper, an initial country survey was carried out in 2006
to identify to what extent and in which areas countries have introduced performance
budgeting mechanisms in their budget process. The results were updated in 2008. Box 2
gives a brief summary of the country systems in these countries, and Table 8 assesses the
systems compared to the steps described above. The table indicates whether there has been
no significant progress (score 0) or whether the country is at an initial, interim or final stage
of implementation (scores 1 — 3). Appendix Il explains the benchmarks that have been used
in estimating the scores.

Table 8: Performance-oriented budget systems in SEE countries

Alb | Bul Bos | Cro | Kos | Mac | Mol | Mon | Rom | Ser Slo
Program 3 3 1 3 2 3 2 1 3 1 3
classification
Activity/input 2 2 1 2 2 3 1 1 2 1 3
indicators
Output/outcome 1 2 0 0 0 2 1 0 1 1 2
indicators
Align activities 1 1 1 1 1 1 1 1 1 1 2
with objectives
Efficiency 0 1 1 0 0 1 1 0 1 0 1
indicators
Performance 0 1 0 0 0 1 0 0 1 0 1
informs decisions
Direct funding- 0 1 0 0 0 0 0 0 0 0 1
performance links
Score 7 11 4 6 5 11 6 3 9 4 13

” The term »performance budgeting« is often used to describe these types of advanced
mechanisms.
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Box 2: Performance-oriented budgeting in South East European countries

In Albania, ministries are required to define missions and programs and to describe a policy for each
program, to set policy objectives for three years, to set policy standards, and to provide program expenditure
and investment plans. Programs and main indicators are included in the MTBP document. So far, most
program data are activity-related. There is no structured collection of data on performance or efficiency, or
systematic use of this for decision-making.

In Bosnia and Herzegovina budget organizations present spending programs with the budget, but there is
no formalized program classification structure. There is no systematic collection or use of performance
indicators in the budget process.

In Bulgaria, the National Assembly, the Council of Ministries, all ministries and all state agencies have
developed a program structure for their activities, including performance information, i.e. output and
outcome indicators with target values. Budgets are appropriated according to programs and economic
classifications, but accounting systems do not allow proper tracking by program. Budget regulations provide
for systematic production and collection of performance data.

In Croatia a program structure has been established. The ongoing efforts to introduce programmatic
budgeting have had limited impact so far. There is no clear link between the government’s priorities and
budget allocations and there is little emphasis on spending efficiency. Work to establish performance
indicators started in 2008.

In Kosovo program structure exists but is largely organizational. Budget documents give some references to
broad objectives and activity targets, but do not define specific performance or efficiency indicators. There
is no systematic reporting on performance.

In Macedonia program structure is established. Since 2005, all budget users are required to prepare
strategic plans and to submit them with the budget circular. So far there are no performance indicators. To
separate costs of existing and new activities, sector budget estimates could be based on specific activities,
not just programs.

In Moldova a program structure now covers most ministries. Programs are based on different conceptual
approaches and are often activity descriptions. The development of sector and ministry strategies will
provide inputs to the budget program structure, which needs to be further developed.

In Montenegro a program structure has been introduced for several budget units, but budgeting has not yet
changed for these units. Program classification is not introduced in the Treasury accounting system.

Romania has established a program structure for all institutions and entities. For the 2007 budget, the
MOPF issued an updated budget circular, requiring ministries to provide information on strategies,
outcomes, efficiency and performance information. However, compliance was mixed and the quality of data
generally unsatisfactory. For the 2008 budget, the requirements were compromised due to the reorganization
of government. There are no clear links between results and budget decisions.

In Serbia a program structure for 5 pilot ministries was established in the 2007 budget. There are plans to
extend to others subsequently. Introduction of performance indicators and performance orientation is a long
term effort.

In Slovenia a program structure is established. The budget contains a number of activity indicators, but
there is limited focus on results and performance information is not systematically used in the budget
process. An MOF task force is developing example performance budgets for some agencies and programs.
There is a purchaser-provider system for hospital financing. Due to phased introduction, much hospital
financing is still based on traditional cost recovery, but fees for service become more important each year.
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The table demonstrates that most SEE countries are at an early stage of developing and
implementing performance budgeting. A few countries are introducing elements of output
oriented budgeting, but many are still struggling with the preparation of programs. None of
the countries, except for Bulgaria and Slovenia in the Health Sector, have developed any
mechanisms where the funds provided are directly related to the results achieved.

Almost all the countries have introduced programmatic budget classifications, but their
quality varies considerably across the region. In many countries programs are designed to
primarily describe an agency’s activities, rather than its operational objectives. Because of
this, there is often significant overlap between programmatic and organization classifications.
In many places, the assumption seems to have been that there should be at least one program
for each existing organization, and at least one sub-program for each department in this
organization.

In addition, all the countries have developed some activity and input indicators. This is
fairly easy to do, partly because programs tend to be based on organizations. Accordingly,
many activity and input indicators primarily describe the traditional activities of the agencies.

Three countries (Bulgaria, Macedonia and Slovenia) have developed reasonably
comprehensive indicators for outputs, but there are few outcome indicators. In many
countries the term “outputs” is used, but the indicators related to this term in many cases
describe activities, not outputs. For instance, for a financial inspection service there may be
indicators for the numbers of controls it carries out (an activity) but not for the number of
errors that it discovers (an output) or for the improvement in financial management quality
(an outcome).

Due to the lack of well-defined output and outcome objectives and the organizational
focus of the budget programs, realignment between the different elements in the result
chain is often lacking or unclear. It is often difficult to see whether and how current
activities contribute to stated objectives. Even in countries with comprehensive program
structures, some programs lack clearly stated objectives and indicators. Where objectives are
defined, it may still be very unclear how the different activities contribute to achieving these.

The lack of a clear result chain, with missing elements and unclear relationships, also
makes it difficult to define efficiency indicators and to systematically assess program
efficiency. There are some ad-hoc attempts to identify efficiency indicators in a few
countries, but this is not done in a comprehensive or systematic manner in any of the SEE
countries.

There is anecdotal evidence that performance information may have some impact on
decisions in a few countries. Line ministries are in principle required to include
performance information in their budget submissions and justifications, but the observance
and enforcement of such provisions is often weak. Even when some information is available,
it is in many cases ignored at the time of decision-making.
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In two countries, Bulgaria and Slovenia, payments from the Health Insurance Fund to
hospitals are largely based on case payment schemes, based on sets of prices for specific
health services. These are so far the only examples of advanced performance-based
payment and budget schemes in the region. In both countries, the health authorities report
that these schemes have had positive impacts on productivity and resource allocation in the
hospital sector, but there are also challenges related to the price-setting mechanisms, to avoid
incentives for sub-optimization and misreporting of activities.

D. Implementation challenges and possible solutions

In all SEE countries, progress in implementing program and performance-oriented
budgeting has been slower than expected. There are different reasons from country to
country, but common obstacles encountered include capacity shortages, especially in line
ministries, a reluctance of staff to adopt changes, underestimation of time and resources
required, and in many cases, the existence of more pressing priorities or more basic reforms
to be put in place. It is apparent from Table 8 that there is still a long way to go until a
performance-oriented approach is fully integrated into the budget process.

As for medium-term budgeting, there is considerable uncertainty about the purpose of
ongoing program and performance budgeting reforms in many SEE countries. A few
countries have concrete and comprehensive reform programs in this area. However, in most
countries this is very much an ad-hoc effort, sometimes driven by vague notions that
performance orientation is a desirable feature of a budget system. In many ways, the
performance budgeting reforms themselves suffer from the same weaknesses as the budget
programs that are defined through the performance reforms: unclear objectives, excessive
activity focus and unclear result chains.

Many SEE countries have found it difficult to establish a clear operational
understanding of basic performance budgeting concepts among the budget
organizations. As mentioned, it is very common that outputs are confused with activities. It
seems even more difficult to establish a clear and agreed upon understanding of concepts
related to outcomes and efficiency. These concepts are in themselves quite complex, and may
be difficult to operationalize even in countries with a more established performance focus in
their budget systems. For budget systems with a strong input and activity focus, a shift to an
outcome focus represents a dramatic change in administrative culture and priorities, and may
seem almost insurmountable.

One generic challenge for performance-based budget systems is that officials are
reluctant to take responsibility for results that they do not control. This reluctance is
understandable, but it is a major factor in the continued focus on activities, instead of outputs
and outcomes. In organizations with a strong legalistic tradition, combined with a culture of
risk aversion, it is particularly difficult to shift focus. This seems to be an issue in many SEE
countries.

It is important to establish a clear understanding of how and to what extent managers
will be held accountable for results. For instance, while outcome indicators are useful for
measuring the progress of a government program in the longer term, it is generally too crude
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a measure to use directly for the annual performance evaluation of a manager. The outcome
indicators will have to be supplemented with indicators related to other parts of the result
chain, to get a clear sense of the effectiveness of the organization and its manager. This
performance management framework should also recognize that managers need to take risks
in some areas, and that in some cases these risks will lead to negative results.

A common misconception, and another reason that budget organizations and managers
are reluctant to embrace performance-oriented budgeting, is the belief that budgets will
be allocated mechanistically on the basis of performance compared to targets. This is
generally not the case. There is a potential to define fairly direct performance-payment links
in some sectors, for instance for hospital services. However, in most sectors performance
information is only a part of the basis for decision-making. Even decisions about whether
under-performance should lead to decreased or increased financing will usually require an
analysis of the reasons for this underperformance.

Action plans for the introduction of performance budgeting have, in many cases, been
unrealistic. These plans have sometimes been developed to try to demonstrate concrete
impacts during the action plan period, which often is limited to one to two years. Some
countries have ended up with several consecutive short-term plans for performance
budgeting. Together, these plans may cover several years, but because of the emphasis on
short-term results little has been achieved. A better alternative would be to have a realistic
long-term strategy, which could cover a five-to-ten-year period and help realize some real
gains during this period.

Some countries have embarked on performance budget reforms prematurely.
Performance budgeting is difficult, much more so than traditional input budgeting. An
absolute minimum requirement for introducing elements of output or outcome budgeting
should therefore be the existence of a well-functioning input budget system. There are no
examples, neither in the SEE region nor internationally, of countries that have been able to
make a transition from an ineffective input budget system to a well-functioning performance
budget.

Successful introduction of performance budgeting requires parallel reforms in public
sector management and human resource practices. Some countries have attempted to
strengthen output control, while retaining traditional input controls. It is very difficult for
managers to improve their efficiency or effectiveness, if they do not have the authority to
take decisions regarding allocation of resources or deployment of staff, and consequently
they will be reluctant to accept any increased responsibility for the performance of their
organizations.

Effective mechanisms for accountability and control are also critical. When managers are
given increased autonomy, it is essential to have well-functioning accounting and reporting
mechanisms, to ensure that they are held accountable for their results and for abiding by
regulatory provisions, in a transparent fashion. Some OECD countries have seen accounting
reform, including the introduction of accrual accounting, as an important pre-requisite for
performance budgeting and increased managerial accountability.
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In most SEE countries, performance-oriented budget reforms are broad, but quite
shallow. As indicated in Table 8, many countries have established budget programs for all
parts of the budget, and defined fairly comprehensive input and activity indicators. It seems
very difficult to get beyond this stage and get closer to the actual performance of budget
programs. Because of this hurdle, program managers and consultants may end up going back
to their initial program definitions and indicators and spend the reform project resources on
perpetual iterations around these concepts.

There could be benefits to a narrower, but deeper approach. Instead of covering all
budget programs, further reform efforts could focus on a select number of budget programs
that are particularly well suited for performance budgeting, and try to develop a complete
performance management framework for these programs, including the budget decision
stage. This approach would provide important learning opportunities, and it could create
some models that could then be emulated in other sectors. The financing schemes for hospital
services in Bulgaria and Slovenia are interesting examples of this narrow and deep approach
to performance budgeting.?

In many countries, the authorities indicate that any movement towards increased
performance-orientation in the budget system is positive, even if the short-term effects
are very modest. There is some merit to this argument. Due to the many cultural,
administrative and technical challenges discussed above, the introduction of performance
budgeting will require considerable learning over a long period of time, and it is useful to
start this learning process. However, this objective can probably be met more effectively with
a long-term program for staff training and gradual systemic change, than through a series of
unrealistic, short-term attempts at premature introduction of performance budgets that
ultimately will fail.

Tentative summary of recommendations

o Countries should have well-functioning input budget systems before embarking on
any output or outcome budget reforms.

. There must also be adequate arrangements for accounting, reporting, internal control
and internal audit, to ensure that managers can be held effectively accountable for
their decisions.

o Performance budget reforms must be combined with reforms in public administration
and human resource management, to ensure that managers have the necessary
authority and autonomy.

® In both countries, the case payment schemes were a result of reforms within the health
sector, and the Finance Ministries were not very active in promoting the new mechanisms.
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The purpose of performance budgeting reforms should be clearly defined and well
understood by all stakeholders.

Countries that have made initial progress in introducing program budgets, and where
the pre-requisites for more extensive performance budgeting are in place, could base
further efforts on developing complete performance budget mechanisms for select
sectors, rather than trying to cover all sectors at the same time.

Performance budget reforms will always take several years, and should be guided by
comprehensive long-term strategies and action plans.

The basic concepts and approaches must be clearly defined and commonly agreed
upon among all the different stakeholders, including the line ministries and agencies.

There should be a clear definition of how and to what extent managers will be held
responsible for the results of their organizations. In most cases, annual performance
evaluations should be based on elements from different parts of the result chain, not
just on the final outcomes.

There should also be clear rules for how performance information will influence
future funding decisions. This will vary between different budget programs. For most
programs it will be important to combine performance indicators with specific
analysis and judgement, but for a few programs it may be possible to establish direct
performance-funding links.
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V. CONCLUSIONS

As discussed in this paper, SEE countries have achieved very important improvements
in many areas of public financial management over the last 15 years. These
improvements have had significant impacts on fiscal outcomes and on the transparency and
quality of public expenditures. The priority has generally been to establish basic building
blocks for modern public financial management, and improvements in fiscal control and
financial discipline have been impressive.

In recent years, many SEE countries have also pursued more advanced public financial
management reforms: medium-term budgeting and performance budgeting, in
particular. Naturally, these are at an earlier stage of implementation than the basic reforms.
In addition, many countries have encountered bottlenecks, and the reforms efforts have in
some cases stalled or are proceeding at a very low pace. As a result, these reforms have so far
had limited impact on the quality of fiscal management. Sector reforms have led to
improvements in outcomes and productivity, for instance in the health sector, but the general
public financial management systems have not yet made any significant contributions to
these types of improvements.

When assessing progress in advanced PFM reformes, it is important to keep in mind the
potential disconnect between formally stated reform objectives, and the actual
expectations to these reforms. Reforms have often been driven by external stakeholders,
with limited country ownership. Not suprisingly, this has sometimes led to unrealistic
objectives and timetables, and actual implementation has lagged considerably behind.

SEE countries have often been quite successful in introducing some of the mechanics of
medium-term and performance-oriented budgeting. Procedures have been put in place,
data produced and documents prepared. Most SEE countries now have a document called a
medium-term budget, as well as a programmatic budget structure with some indicators linked
to the programs.

The weaknesses tend to lie in the quality, validity and usefulness of the new processes,
data sets and documents. Although countries may have a notional medium-term budget, the
contents are often updated in an ad-hoc manner, with limited explanation and little
documentation, and the MTB has little impact on actual budget decisions, particularly
beyond the budget year. Budget programs often coincide with existing organizational
structures, and objectives and indicators largely reflect existing activites. ('The administration
program is implemented by the administration department, and the objective is to provide
efficient administrative services, measured by the number of administrative reports’) Many
reform attempts have degenerated to ritualistic exercises, with limited impact on cultures and
behaviours.

Generally, the top-down dimensions of the advanced PFM reforms have been the most
successful so far. Most SEE countries now have quite well-functioning medium-term,
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macro-fiscal frameworks. In some countries, there has also been considerable progress in
defining broad government budget priorities, and in determining high-level budget program
structures. These mechanisms are typically under very direct control by one or two central
bodies, such as the Ministry of Finance and the Cabinet office, and these bodies are
motivated and quite well resourced to handle the reformed mechanisms.

In contrast, the bottom-up dimension of the advanced PFM reforms tend to be much
weaker. Sector strategies continue to be weak, and very uneven across sectors. Effective
reconciliation of strategies with fiscal envelopes is lacking in most cases. The quality of
sector objectives, activity costing and performance indicators is extremely variable. These
activites are by their nature strongly decentralized, require extensive information and training
efforts across the whole government, and the possibility of establishing effective centralized
control over the reforms are limited.

Although there are many similarities between the two types of advanced PFM reforms
discussed in this paper, there has been more visible progress in the area of medium-
term budgeting than in performance-oriented budgeting. One reason is that the incentives
are stronger. Medium-term budgeting is seen as an important element of ensuring adequate
fiscal control and improving broad resource allocation, which have been clear priorities in all
SEE countries, whereas budget performance-orientation tends to be seen as less urgent. At
the same time, the MTB models are clearer: a number of advanced countries have well-
functioning medium-term budget systems, whereas only a few have reached an advanced
stage of functional, performance-oriented budgeting.

If one agrees that progess in advanced PFM reforms in SEE countries has been modest
so far, the obvious question is what to do with this. There are at least three fundamental
options:

. Continue with the current approach, accepting that results will only be visible in the
long term

o Increase resource allocations and try to accellerate implementation

o Abandon some reforms and allocate the resources to the reform activities with the

highest and/or most immediate payoff

The responses to this question will clearly be different across different countries and
sectors. Often, the most appropriate response could be a combination of the three approaches
mentioned above.

Firstly, it is essential to have realistic reform strategies with clear objectives and
timetables, and with strong country ownership. A realistic reform strategy needs to reflect
the fact that fundamental changes in political and administrative cultures may take 10 or 20
years to realize. Such changes will often require series of inter-connected reforms in several
areas. Most OECD countries have learnt, from experience, that efforts to improve
performance orientation in the budget need to be combined with fundamental changes in
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management approaches, human resource practices, acccounting and fiscal reporting in order
to get beyond the mechanistic and ritualistic stage.

Secondly, it is very difficult to address all issues at the same time, in particular as
reform efforts become more challenging. Countries could benefit significantly from
avoiding too many parallell reforms, and overly broad reforms.

o Given that medium-term budgeting seems to be somewhat less challenging than
performance-oriented budgeting, it could be rational to make sure that there is solid
progress in this area first, before embarking on ambituous performance budget
reforms.

o When developing performance budgets, it could make sense to focus efforts on areas
where the likelihood of success is highest, instead of allocating resources across the
budget. Education and health are generally suitable for performance budgeting, and
constitute large parts of many budgets. As mentioned, the health sector is the only
sector in which any SEE country has made tangible progress in introducing advanced
performance budgeting mechanisms.

Thirdly, decisions in this area should be informed by results, not just hopes and
ambitions. If ongoing reform efforts fail to produce the planned results, countries should not
automatically assume that an extension or a follow-up project will help resolve the problems.
In many cases, a cancellation or a radical restructuring of the reform might be the appropriate
response.
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Appendix I:: Categorization of medium-term budget systems

0 1 2 3
Medium-term None Prepared Bi-annual Continuously
macro-fiscal annually update updated and
framework reconciled with
budget

Expenditure None By function, By organization, | By organization,
ceilings indicative binding year 2 binding all years
Costed sector Costing by Costing of Costing of main | Full costing of
programs ecopnomic overall program | sub-programs individual

classification policies
Separation of No separation Costing of new | Costing of new | Detailed
existing and new initiatives, no initiatives, some | forward
spending adjustement of | adjustement of | estimates system

costs for costs for

existing policies

existing policies

Coordination of
current and
capital spending

Budget does not
identify current
cost

Lump sums for
maintenance of
existing capital

Lump sums for
operation costs
for new

Detailed
allocation of
maintenance and

in MTB implications of | identified in investments in operation costs
capital budget MTB MTB for capital
Multi-year Budget Some discussion | Key spending Focus on whole
budget negotiations beyond budget | items explicitly | MTB period
negotiations only cover year covered
budget year
Coordination of | Only annual Annual budget | MTB updated to | Annual budget
MTB and annual | budget separate from be consistent and MTB
budget MTB with annual completely
budget integrated
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Appendix I1: Categorization of performance-oriented budget systems

0 1 2 3
Program None Pilot programs Broad coverage | Complete
classification coverage
Activity and None Indicators for Indicators for Complete
input indicators some programs | most programs | coverage
Output and None Indicators for Indicators for Complete
outcome some programs | most programs | coverage
indicators
Activities No Clear activity — | Clear activity — | Complete
aligned with objective objective definition of
objectives linkages for linkages for activity —

some programs | most programs | objective links
Performance No Ad-hoc, Performance Consistent rules
informs anecdotal information performance-
decisions evidence integrated in related budget
budget process | decisions

Efficiency None Indicators for Indicators for Complete
indicators some programs | most programs | coverage
Performance No Pilot purchaser — | Extensive use of | Performance-
determines provider purchaser — based funding of
funding mechanisms provider all applicable

systems

budget sectors




