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Introduction

At the request of the Speaker of the National Assembly, the National Democratic Institute for
International Affairs (NDI) has devcted much of its program activity to strengthening the existing
committee system NDI has targeted the committees that are most important to parliament and
that have the greatest impact on the nation.

In May 1996, NDI invited Mr. Leon Cohen, Chair of the Guateng Provincial Legislature’s
Budget and Finance Committee, to speak to members of the Malawi Budget and Finance
Committee about the budget process in South Africa  From this initial meeting, a
recommendation was made to identify a budget expert who could assist the committee on a long-
term basis. This was a tall order to §ll; thus, a decision was made to try a different approach to
assisting the committee members. Rather than going outside the country, NDI decided to
identify local budget and economic experts who could explain the budget process and who could
later be called upon by the Committee if additional answers were required to very specific
questions.

In addition to the seminar, NDI and Phoenix Securities and Management developed the enclosed
budget handbook which will hopefully provide those who use it with the necessary information to
effectively read, evaluate and comment on the national budget.

Every attempt has been made to ensure that the information contained in this handbook is relevant
and accurate. However, as with most processes which are dynamic, it is hoped that this book will
continue to evolve and expand as the budget process in Malawi become more standardized.

A special thanks to those individuals who provided assistance in putting this handbook together:

Mr. Muzi Jere, Phoenix Securities and Management

Mr. Malcolm Jere, Phoenix Securities and Management

Mr D.Z. Chikhosi, Ministry of Finance

Ms Elizabeth Muggeridge, Ministry of Finapce/World Bank
Mr Felix Kaluma, MTEF Consultant

Mrs. Kaluma, Ministry of Finance

Mr. Bruce Bolnick. MEMRP

M. Tioni, Ministry of Finance

Members of the Budget and Finance Commuttee

NDI Malawi Staff

Please feel free to send us recommendations for changes and any other feedback.
Consuella Brown

Program Director
February 1997
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WHAT IS A BUDGET ?

Budget noun 1. A financial statement of estimated income and
expenses of a country for a period of time; also a
plan for financing a government based on such a
statement.

2. Loosely, the cost of operation, living, etc.; as, a
minimum weekly budget for a family of five.

verb To put or allow for in a budget.

Webster’'s New
Collegiate Dictionary
So we can therefore say that a budget is a forecast of how
much money is likely or expected to be earned over a specific
period of time and further, it is a working plan as to how that
money should be spent. |
In terms of governmental budgets, the specific period of time
is usually one year, known as a fiscal or financial year, which is
normally divided up into four quarters of three months each. The
date upon which the financial year begins is set principally for
administrative convenience, and in Malawi, the financial year for
the government begins on 1st April and ends 31st of March.
Budget policy is a critical part of any government’s economic
policy. Shifts in proportional allocation can be looked upon as a
key indicator of the government’s priorities in the coming financial
year.

WHAT IS IN THE MALAWINATIONAL BUDGET ?

The Malawi National Budget generally contains first, the financial
statement, which will be a brief explanation of what were the goals
to be achieved in the previous financial year’s budget and how
well the aims and objectives were executed. The financial

»



statement, in short, should tell us where we are now. It tells us
what the financial performance of the government was in the
previous year and tells us briefly which areas shall be highlighted
in the next year’s estimates.

Following the financial statement are tables which
summarize estimated recurrent expenditures, estimates of
revenues, the budget summaries ar.d economic classification of
recurrent expenditure.

The next section. which is the main bulk of the budget
document, deals with each individual vote. The term “vote” in this
context means the budget for the irdividual ministries, independent
offices, departments, etc. Each vots begins with a page called the
treasury memorandum The treasury memorandum is a brief
description of what the particular organization that is the subject of
that particular entry does and is intended to do. It finally
states the approved and revised budget for the previous year and
the budget estimate for the coming financial year.

The next part of the vote is the detailed breakdown of ;
(1) the actual expenditure for the previous financial
year,
(2) the approved and revised expenditure for the current
financial year, and
(3) the budget estimate for the coming financial year.

This breakdown is further split into sections A, B and C for ease of
reference. Section A is a simple statement of the amount estimated
amount necessary to carry out basicoperations for the financial
year. Section B is a summary of the estimates per program, and
section C details how the morney is spent in each program.

Each vote concludes with an appendix which is composed
of the staff breakdown indicating number of personnel at each
grade.

Also included in the buclget estimates is a new section called
the Malawi Medium Term Expendifure Framework or MTEF. This



is a pilot program intended to improve and the budget process “that
will facilitate a long lasting improvement in the management of
public resources.” The MTEF was introduced in Financial Year
1996/97 in four ministries; Health, Agriculture, Education and
Works as well as in the Malawi Police Force. Among the program
aims is the goal to assist ministries and departments to decide what
programs are indeed their priorities and to plan and allocate
available funds accordingly. This year the program will expand to
cover more ministries and departments with the eventual goal of
the entire budget process, both recurrent and developmental, being
formalized

The final section of the budget document is the appendices.

HOW IS THE MONEY COLLECTED AND HOW IS IT
SPENT ?

The principal means by which the Government finds money
to implement it’s programs is by revenue collection through The
Department of Customs and Excise and through The Department
of Income Tax. Through these departments taxes on income and
profits such as company tax, individual taxes (P.A.Y.E, graduated,
withholding, etc.), property taxes, taxes on goods and services such
as surtax and licenses (motor vehicle, business and professional),
international trade taxes such as customs and import duties, as well
from non-tax revenues such as treasury fund receipts, fees and
departmental receipts, reimbursements and rents.

Please refer to appendix # 1 for pie charts illustrating Central
Goverment Revenues

How the government spends its revenues is of course what
the entire budget procedure is all about. Herein lies the
fundamental questions of “why the paymentof taxes is vital and
what can the citizens of Malawi expect in return?”. Those



questions will be addressed below, but here we are more interested
in the mechanics of “how”. The major

areas of spending can be broken down into general services, social
services, economic services and unallocable services.

Please refer to appendices #s 2 and 3
WHO PREPARES THE NATIONAL BUDGET AND HOW ?

There are two types of budgets in Malawi. The recurrent budget
and the development budget. The recurrent budget includes those
expenditures estimates that can be covered by Revenue collected
by the government. The development budget is comprised of
funding amounts for projects that will be sustained by monies from
Malawi’s donor partners.

The Recurrent Budget

The process of preparing the recurrent budget is commonly
referred to as “The Budget Cycle™. It is not, as in some countries, a
definitive process with set procedures on a precise timetable, it is
rather a more flexible progression toward what is hoped to be an
acceptable compromise.

Generally, it can be said to begin with the Budget Depart-
ment of the Ministry of Finance. The Treasury will generally write
the ministries in October instructing them to begin preparing
estimates of their needs in the coming financial year. This will be
done by section heads and they will in turn submit these estimates
to department management who will be given the task: of collating
the information from all sections in the department before
submitting it to the ministry of administrators. After review by the
ministry administrators, the estimates for the entire ministry are
submitted to the Treasury.

Meanwhile, the Treasury and Economic Planning & De-
velopment (EP&D)with the assistance from the Reserve Bank of



Malawi conduct consultations with the International Monetary
Fund (IMF) and the World Bank to establish a rough idea and
create a forecast of the next financial year’s revenues, expected
Gross Domestic Product (GDP) and likely inflation and compare
this data to the intended levels of the government’s spending.
These consultations which are on-going through out the financia!
year and during the budget cycle result in the Policy Formulation
Paper (PFP), a policy and objectives guideline, which contains the
figures for expected GDP growth, inflation, expected revenues
and an agreed upon “ceiling” to be used in the total expenditure
allotments for the coming year. This agreement is then tabled
before the Cabinet for their revision and approval and an
instruction is then sent through the Treasury to advise the
ministries of their respective ceilings.

At this point in the process,the ministries have of course
already prepared their first drafts of estimates; yet it is likely that
these estimates will exceed the ceiling, thereby necessitating a -
need to review their costs and program priorities and eventually
re-submit these after long, often painful discussions with the
Treasury about removing “unessential activities” in order to stay
within their allocated limits. This process has to be completed by
middle to late February so that figures can be collated, checked and
double checked before being printed in Zomba.

As the estimates of expenditure near final completion the
Minister of Finance will confer with the Budget and Finance
Committee of Parliament and brief them on the budget estimates
for the approaching financial year.

In March the Budget Session of Parliament begins with the
Minister of Finance making his/her annual speech on the
government’s past performance and it’s economic plans for the
coming financial year. This is of course followed by parliamentary
debate, amendment and eventual approval of the budget, barring
unforeseen complications.

Please refer to “The Budget Cycle” flow chart below




The Budget Cycle-Recurrent Expenditure

Treasury writes to Ministries
requesting estimates for
coming financial year

— - Treasury, EP&D with RBM consult
Ministries IMF & World Bank over expected
submit first revenues versus estimated
....................... drafts of | | expenditures to reconcile and agree | . ...
December estimates tc ceilings (PFP)
Treasury for (This is an ongoing process that
revision continues throughout the whole

\ budget cycle)

Cabinet consulted, instruct Treasury to
advise ministries on ceilings

January
Ministries review estimates in
consultation with Budget
.................................... diViSion to remove unessentlal
February activities in order to remain
within ceiling

Estimates finalized, printed in Zomba

Submission of Estimates to Budget Session
of Parliament by Minister of Finance




The Development Budget

The preparation of the development budget is largely done by
EP&D in consultation with the particular ministries involved in the
individual projects. EP&D receives project proposals from the
ministries in April and May and after scrutiny of the projects
submitted, begins discussions with the ministries in June.

If projects submitted are acceptable and fall within the scope
of the Public Sector Investment Program (PSIP), funding is
made available. For those projects not immediately funded but
deemed to be worthwhile, EP&D will assist the ministry concerned
to locate donor assistance.

Please refer to appendix # 4

HOW DOES THE BUDGET AFFECT THE PEOPLE IN
MALAWI ?

The question of cause and effect on the people of Malawi in
regards to the National Budget and it’s effect can best be addressed
on citizenry is posed is best answered by looking at taxation and
what services and benefits the government derives from this
revenue.

First of all it must be noted that in FY1996/97 projected
estimates assumed that revenue from customs and excise would be
more than twice the amount expected to be raised from income tax.
Of a total labor force of approximately 4 million people in 1992,
only 559,042 of them were in paid formal employment, of whom
79.1% were in the private sector? The remainder were working
mainly in small scale agriculture and micro-business according to
The Economist Intelligence Unit.

What this essentially meant was that roughly 85% of the
labor force was being taxed only indirectly through surtax and
other instruments so insignificant as to rarely be noticed at all. This
also meant that the burden of taxation was carried by 15% of




individuals and companies in Malawi that were easier for the
government to track and find.

It is also assumed that those companies and individuals who
import goods from abroad either do so with the intention of either
reselling those goods for profit or have sufficient disposable
income to spend on personal luxury goods. When these
people/companies are assessed with duties on their imports they
are fully aware of the rates of duty which shall be assessed against
them and (though they may not be happy about it, they) plan
accordingly.

In return for these obligations placed on the citizenry by the
government, certain benefits are expected by those same citizens to
be provided by the government in the form of services. Such basics
as Defense and Justice are perhaps two of the most essential
reasons for the existence of a revenue base for essential services. It
is social services such as education and health and the Economic
services such as transport and posts and telecommunications that
different administrations give varying degrees of importance to
that become the basis for real contention. For example a
commercial farmer in the rural areas will be far more interested in
how much of the budget is spent on building and maintaining road
networks to the major markets than if a certain ministry has
sufficient cleaning materials. Likewise, if one is a businessman
engaged in foreign trade. the reliability of the posts and
telecommunications network as well as the road conditions would
be ones primary concerns. But for the vast majority of the people
of Malawi, living at or below the poverty line, it is the social
services such as availability of medicine, access to clean water
guarantee of personal safety and free education which have the
greatest impact on their daily lives and ultinately the future of their
children.

1¢C



How To Read The Budget

Reading a budget is an often confusing exercise that can be simplified if you
take the proper steps. Very often the first problern a layman is likely to have
is that he is given a mass of information, and not knowing where to begin, he
will likely try to read straight through from beginning to end as if it were a
novel. This is not an effective way to proceed because very few people can
absorb this kind of information. The usual result is that at the end he has read
almost every single word of a large document but has probably not even a
vaguely useful understanding of what has passed before his eyes.

First of all you need to know what you are looking for, then you can proceed
from there.

Step 1. When you first open up the budget estimates you will come to the
table of contents which will tell you on which page to find the particular vote
you are looking for.

Step 2. Go to the FINANCIAL STATEMENT. This will tell you the budget
performance of the past financial year, which will include revenue
performance and expenditure. It will also include BUDGET ESTIMATES
for the next financial year and the planned recurrent expenditure.

Step 3. You are now ready to tumn to the Vote which you want to know
more about. For the sake of this exercise, we shall say that we are looking at
Vote 039 : Ministry of Commerce and Industry.

Step 4. The vote begins with a preface page called the TREASURY
MEMORANDUM which will give you a brief description of the functions of
that particular Ministry. It will tell you the main departments that make up




that Ministry, and you will also find the current and future priorities of the
Ministry. Lastly the TREASURY MEMORANDUM will indicate the
amounts that will be required to carry out the activities of the Ministry for the
coming financial year.

Step 5. Now you are ready to read the VOTE. As you look at the lay out
of the page , the first thing vou will find below the vote number and name of
the ministry will be section “A”. This section, very briefly, states the
estimated required amount to fulfill the ministry’s function for the upcoming
financial year.

Step 6. Section “B” is a summary of the estimates per program for the
individual programs that the ministry shall carry out. The programs shall first
be listed by their titles and estimated resources. At the end of that section
you will see a row that says “total amount” and from here you can gauge the
allocations over time so as to make it easier to compare percentage of
allocations over time with other Ministries.

Step 7. Section “C” gives a more detailed expenditure per individual
program such as the personal emoluments, goods and services and capital
formation.

Step 8. As you look at the page on the Ministry programs you will notice
that you have the text on the left and numbers on the right. The numbers are
in a series of columns. First you will notice all the columns have been
labeled as; “Actual”, “Approved”, “Revised” and the last column,
“Estimates”.



that Ministry, and you will also find the current and future priorities of the
Ministry. Lastly the TREASURY MEMORANDUM will indicate the
amounts that will be required to carry out the activities of the Ministry for the
coming financial year.

Step 5. Now you are ready to read the VOTE. As you look at the lay out
of the page , the first thing you will find below the vote number and name of
the ministry will be section “A”. This section, very briefly, states the
estimated required amount to fulfill the ministry’s function for the upcoming
financial year.

Step 6. Section “B” is a summary of the estimates per program for the
individual programs that the ministry shall carry out. The programs shall first
be listed by their titles and estimated resources. At the end of that section
you will see a row that says “total amount” and from here you can gauge the
allocations over time so as to make it easier to compare percentage of
allocations over time with other Ministries.

Step 7. Section “C” gives a more detailed expenditure per individual
program such as the personal emoluments, goods and services and capital
formation.

Step 8. As you look at the page on the Ministry programs you will notice
that you have the text on the left and numbers on the right. The numbers are
in a series of columns. First you will notice all the columns have been
labeled as; “Actual”, “Approved”, “Revised” and the last column,
“Estimates”.

Please refer to the following page for a sample page from a “Vote”
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Section A : Estimates of the amounts for the Financial Year.
Section B : Summary of Estimates Per Programme.

Section C : Programmes; gives detailed breakdown of expenditure per
individual programme.

The Actual column contains the expenditure for the previous year as
captured by the Accountant General’s office.

The Approved and Revised columns are to be looked at together as
they are both for the current year. The approved column will reveal
the amount Parliament has authorized to be spent during the current
financial year. The revised column will show you how much the
ministry is likely to spend for the year at their current rate of spending.

The last column is labeled Estimates and it will tell you the amount
Parliament will be asked to approve as expenditure for the upcoming
financial year.
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Functional Classification of Centrai Government Recurrent Expenditure
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Social Services include: Education, Health & Community & Social Development.
Economic Services include. Natural Resources, Transport, Posts & Telecoms.
Unallocable Services include: Public Debt servicing, Pensions & Gratuities.

Source: Ministry of Finance/Economic Report 1995
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Economic Classification of Development Expenditures

1992/93 Actual 1994/95 Revised
Table 4.1 Table 4.3
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Source: Ministry of Finance/Economic Report 1985
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Central Government Development Expenditure by Main Heads
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Social Services include: Education, Health & Community & Social Development.

Transport & Communications includes: Transport & Post & Telecoms.

Other Services includes:Power,Govemment buildings Housing, Water & Sanitation, Finance, Commerce & Industry & Works.

Source: Ministry of Financa/Economic Report 1995
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The Importance of Budget Oversight

The function of budgetary
oversight  serves many
democratic and governance
functions . Primarily, as a
balance of power between the
executive and the legislature
and more specifically another
avenue for the people of a
country to express their
concerns and needs to the
government. Therefore, at its
base,  oversight's most
important function is to make
sure that funds are being
properly allocated as desired
by the people.

By reducing the likelihood of
budgetary irresponsibility the
government is able to make
the most of the limited
resources that are available.
Effective budget consultations
protects from funds being
wasted on projects that do not
provide adequate resuits per
expense. In all countries there
is a lack of funds to address
all the desired programmes.

No matter how wealthy a
country is, its government
must make hard budgeting

decisions regarding what
programmes will get funded
and at what levels.

There is always the potential
temptation for personal gain
to be made by using
knowledge of budget and tax
information is always a

Effective budget
consultations protect
from waste and
provide adequate
results per expense

danger. The use of sensitive
information to reap private
wealth is universal to all
budgets, public and private.
The only method for
stemming this danger is to
introduce transparency as
soon as is feasible to the
budget process. While there
is always a need to conduct
budget prioritizing privately,
the need to keep this
information from public view
after it has been decided
serves no function other than
to introduce the potential for
private gain and fostering
public distrust.

Budget Oversight
by Other Countries,
a Comparison

There are many approaches to
budget oversight. Each
method is unique to the
legislative model within that
particular country. For
instance, in many
Commonwealth countries a
certain unchangeable amount
of funds are made available
for ministries to spend. While
in some Federal style
democracies. a system of
sequestrations is established
that  automatically  cuts
programmes once  the
spending limits have been
breached. However, implicit
in all of these systems is the
mandate to achieve a certain
level of accountability and
transperancy at the executive
level.

No budget process is
completly free of problems
that may in directly
circumvent the  process;
however, please find below
three models of legislative
oversight from the Canada,
South Africa and the United
States.
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Canada's two-chamber,
parliament has the main
responsibility for

legislation. The Prime Minister
usually selects his cabinet from
the seated members of the
House and occasional from the
un-elected, Senate.

The Minister of Finance is one
of the most active members of
the cabinet and he is primarily
responsible for  providing
Parliament with broad based
economic decisions. He is also
a member of the Treasury
Board on which several other
cabinet Ministers sit. It is this
board's duty to oversee the
integrity of the financial,
resource and management
aspects of all government
programmes. They are also
supposed to provide all
resource estimates for future
programmes. The final budget
manager for the executive is
the Comptroller General who
is entrusted to establish that all
government departments are
being operated responsibly.

Direct budgetary oversight for
Parliament comes when it
receives two budget

documents. The first is as the
budget itself, delivered by the
Minister of Finance. The
second comes from the
President of the Treasury
Board and contains the Main
and Supplementary Budget
estimates as “hey have been
approved by the eatire Board
Sometimes provided along
with these documents is an
assessment of the economic
environment with a medium-
term economic forecast. These
are all delivered within two
months of the start of the new
fiscal year. This informative
process and the ability to
provide interim funding gives
the Canadian Parliament a vital
facet of the budget oversight
process, time for
consideration.

An extensive system
of post-budget
discussions exist to

provide feedback

Once at the Parliament, these
documents arc examined by
the sectoral committees and
continue to be considered past
the beginning of the new fiscal
year (April 1). usually for a
total of four months. The
duration of this phase creates a
budget crisis which is handled
by Parliament granting interim
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spending,  authority  for
departments. This keeps the
government operating,

The Main Estimates reach the
floor of the Parliament usually
about six weeks prior to the
start of the new fiscal year.
During the consideration of
this document, the Canadian
Parliament will usually approve
of less than 30% of the
recommended  spending.
Furthermore., the Executive
can only increase the amounts
to be spent after Parliamentary
assent.  In finalizing their
budget both the House and
Senate sit as a Committee of
the Whole to vote on the Main
Estimates.  Once this has
occurred, usually by the end of
June, Canada has passed its
budget.

This is not the conclusion of
the Parlizmentary oversight for -
their budget. An extensive

system of  post-budget
discussions exist to provide
feedback. By having an

ongoing examination of the
budget, its expenses and
projected costs, Canada is in a
perpetual budget drafting and
editing cycle. One budget
doesn't so much end as it does
meld into the next one. This
would not be possible if it
weren't for the continual
exchange of information



between the Parliament and
Cabinet.

Many changes have been made
to the Canadian budget system
over the past few years. The
highest priority was to open
the system. The Canadian
Parliament believes that a
greater degree of public input
improves the overall system of
taxes and spending. The level
of secrecy involved in their
budget system in the past had
caused an uncomfortable
feeling of mistrust from
Parliament and the people.

Public hearings by the House
of  Commons Finance
Committee well before the
Fiscal New Year not only
includes the people in the
budget system but also
provides valuable information
for the MPs while sparking
public interest and debate.

This extra layer of information
allows the Parliament to better
consider the budget once it's
on the floor. Various
Ministers also have pre- and

meetings with citizen groups.

S

SOUTH AFRICA

claving emerged from a closed

government during the past
few years, South Africa has
faced some unique government
challenges. Among these are
the  revamping of its
Parliamentary consideration of
the national budget. Following
are opinions from concerned
parties on what is currently
wrong with the system and
how it can be made better.

Iraj Abedian, of the School of
Economics at the University of
Cape Town, believes that the
time constraints put on the
S.A. Parliament has reduced
them to nothing more than a
rubber stamp of approval for
the budget regardless of any
changes they may want to
make. Furthermore, the time
frame for consideration of the
Budget in South Africa is far
too short for the proper
examination of the document.
According to South African
MP, Ken Andrew, just the
ability to examune the budget is
not enough. Along with the
ability to scrutinize should be
the power to amend. But not
total power of amendment; he
believes there should be
parameters for such action.

Barbara Hogan, South African
MP, also sees the necessity in
the Parliament taking part in
the budget process, but she
does not recognize any validity
in them actually being involved
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in the executive process of
developing the  budget's
financial estimates. According
to her, the relationship should
be based on “joint problem
solving” between the two
bodies. In this system the
Legislature is empowered to
provide the public with an
opportunity to be heard
concerning the budget

Further  developing  this
concept is James McCrindell
from the Canadian Treasury
Board. He also feels that the
South African budget systems
will be improved through
creating a  balance of
responsibilities. He
recommends that South Africa
should also consider the need
for transparency with freedom
for independent criticism. The
sharing of information between
the Parliament and Executive is
a vital aspect of the
government's responsibility of
drafling and enacting a
legitimate budget.

Direct accountability
for the work is also a
shared responsibility

The common thread between
all these recommendations is
the creation of an oversight
system. First is the concept
that oversight needs to be



placed within the budgeting
framework. The Parliament’s
being engaged in composing
the budget is the most basic
type of oversight. The next
idea places parameters on the
ability to oversee.

By establishing set areas of
interaction the people involved
will more easily be able to
perform their roles. This leads
to the next area of concern.

The recommendation is made
that the executive should
develop the budget without
Parliamentary influence makes
for a  separation of
responsibility. Coming from
this is a direct accountability
for the work done while there
is also a shared responsibility
to complete the task. Finally,
is the recommendation to open
the system and to be
scrutinized by external
participants. This may include
having open hearings, making
the budget proposal public
prior to its consideration in
Parliament,  issuing press
releases, having press
conferences and allowing the
media to interact with all
participants in the budget
process.  Once a budget
system is open to the public,
under the joint direction of the
executive and Parliament there
is less reason for concern;
transparency brings responsive

accountability.

THE UNITED STATES

In the United States a system
of “Checks and Balances”
traditionally  describes the
relationship  between  the
Executive and Legislature.
This is most evident during the
annual budger process. The
importance of representative
budget practices is seen in the
fact that over the past few
years the  disagreements
between the two branches of
governinent has been
illustrated out during the
consideration of the federal
budget. This is not to say that
their system is primarily
dysfunctional, it is merely a
symptom of the equal sharing
of budget responsibilities.

The amount of time and
attention that is given to the
annual federal budget in the
United States is the bedrock of
the Congressicnal oversight.
Even though the President is
required to send his own
version of the budget to
Congress, the Budget
Committees write their own.
This happens every year, even
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when the Chairman is of the
same political party as the
President.  Having two or
three different budget
documents does not mean they
are completely at odds, most
of the spending changes from
one to the other represents a
minority of the total federal
expenses. But it is this amount
that the most political disputes
anse.

Budge:t oversight
includles a series of
Committee and Sub-
Comnmittee hearings
with in-depth
questioning of
witnesses

Before the budget s
considerzd by either
Congressional body several
oversight actions are taken by
each Committee. These
include a series of Committee
and Sub-Committee hearings
with in-depth questioning of
witnesses. These are the
people who are responsible for
drafting the budget figures as
well as testimony from
concerned parties who are
lobbying for funds. All of the
hearings are open to the public
and many are televised.

Another step in the process is



the Committee’s consideration
of the budget. It is at this time
that Committee members offer
amendments After this
consideration is complete the
report on the budget, known as
the “Chairman’s Mark”, is
made public as soon as
possible. This allows for each
Congressional Committee to
read how the programs within
their jurisdiction are going to
be funded.

The Congress has its own
internal oversight prowvisions.
These restrict the amount of
time the budget will be
considered and provide a
germaneness tests within which
floor amendments must be
considered. The primary rule
for Budgets amendments are
that they cannot worsen the
deficit and cannot create new
legislation. Even with these
constraints many  budget
changes are made and political
battles are fought through
amendments.

The root of the power held by
Congress 1s a hold-over from
the Colorual times when it was
learned from the British that
the Parliament should have the
‘power of the purse’ The
United States Constitution
states in Article 1 Section 7
that “All Bills for raising
Revenue shall originate in the

House of Representatives; but
the Senate may propose or
concur with Amendments as
on other bills:" later Section 8
states. “The Congress shall
have Power to lay and collect
Taxes, Duties, Imposts and
Excises, to pay Debts and
provide for the common
Detense and general Welfare
of the United States” This
codifies pnmary Congressional
oversight in the document that
is the base on which the U.S
government is founded.

The President must sign the
document to make it a law. If
he disagrees to the spending it
will usually receive a veto. It
is at this time that much of
each branch of government's
ability to act independently is
tested. This is when both
branches run the nsk of
shutting down the federal
government. For millions of
people this means vital services
stop. Social security checks
don't go out. farm subsidies
stop, Federal parks are closed
and passports and travel visas
aren't issued just to name a
few programs that get effected.
This is much more the
exception than the rule; in
many years there are joint
Congressional-White House
meetings that are convened
simply to ‘hammer out a deal’
for the federal budget. In
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many of these session the best
programs and deficit reduction
measures are made.

The sharing of responsibility for
drafting the federal budget in the
United States instills the public's
trust in both branches of
government  Since all sides are
considered. from witnesses in
hearings, to the majority and
minority members of the Budget
Committees, by the members
amendments on House and
Senate  floors and  with
Executive participation at the
start and conclusion, no voter
can feel as though they were not
represented or informed during
the drafting, consideration and
signing of the federal budget

All throughout the process the
media and interest groups are
there to observe and comment.
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“Seldom, in our history, have so many experienced such anxiety,
Canadians feel our very way of life is at risk.

If there is one obligation before government today, it is to do its
part to address these deep concerns. It is to do what we must so that
confidence can overcome anxiety, and hope can replace despair. In
short, we must act now to help Canadians secure their future.

Canadians know this can't be done by government alone. It will
require the concerted efforts of individual Canadians, their govern-
ments, business and others for our country to tackle these challenges
effectively. What Canadians want from their government is for it to
set the goals, to have a plan and then to work as hard as it can ~
and as long as it must — to belp get the job done.”

The Honourable Paul Martin, P.C., M.P.
Minister of Finance
March 6, 1996
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Securing the Future

The 1996 budget consolidates and extends the actions taken under
the comprehensive strategy set out in the 1994 and 1995 budgets.
The three budgets work together to help Canadians secure their
future in a number of key areas:

Securing our financial future: The government’s fiscal goals
will be met or exceeded, year by year, through sustained reductions
in government program spending.

Getting government right: Further action is being taken
to define a more appropriate and effective role for the federal
government in the modern economy and federation.

Securing social programs for the next century: The
government is acting to restore confidence in the old age secu-
rity system and provide a secure, stable and growing system
of federal support for medicare, post-secondary education and
social assistance.

Investing in the future: The government has reallocated
money to new investments in priority initiatives to support youth,
technology and international trade - areas critical to future jobs and
growth.
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Securing Our Financial Future

The deficit: Actions set in motion in the 1994 and 1995 budgets
ensure that the deticit targets for 1995-96 and 1996-97 will be
achteved. This budget secures the government’s deficit target of
2 per cent of GDP in 199798 and takes action to ensure ongoing
deficit reduction. The deficit track, year by year:

1993-94 - $42 billion (5.9 per cent of GDP)

1994-95 - $37.5 billion (5.0 per cent of GDP)

1995-96¢ - $32.7 billion (4.2 per cent of GDP)

1996-97 -~ $24.3 bill.on (3 per cent of GDP)

1997-98 - $17 billion (2 per cent of GDP)

Table 1
Summary statement of transactions:
Fiscal outlook with budget measures
1993-94 1984-95 1995-96 1996-97 1987-98
(billions of dollars)

Budgetary revenues 116.0 123.3 1306 1350 1410
Program spending -1200 -1187 -1138 -109.0 -1060
Operating balance -4.0 4.6 16.8 26.0 35.0
Public debt charges -38.0 -42.0 -47.0 -478 -43.0
Undertying deficit -42.0 -37.5 -30.2 -21.8 -14.0
Contingency reserve -25 2.5 -3.0
Deficit -42.0 -37.5 -32.7 243 170
Non-budgetary

transactions 12.2 11.6 12.7 10.6 11.0

Financial requirements -29.8 -25.8 -20.0 -13.7 -5.0

Net public debt 508.2 5457 §78.4 602.7 613.7
GDP (calendar year) 712.9 750.1 780.0 806.0 841.0
Per cent of GOP
Revenues 16.3 16.4 16.7 16.7 15.8
Program spending -16.3 -18.8 -14.6 -13.5  -1286
Deficit -5.3 -50 -42 -3.0 -2.0
Financial raquirements  -4.2 -34 -2.6 -1.7 0.7
Net public debt 71.3 72.8 74.2 748 73.7
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No tax rate increases: There are no tax rate increases in this
budget, not personal, not corporate, not excise. There have been no
personal income tax rate increases in any of the last three budgets.

Program spending: This budget will help ensure deficit reduc-
tion beyond 1997-98 with $1.9 billion in additiona!l spending cuts
for 1998-99. There will be a substantial and sustained reduction in
program spending - all budgetary spending except interest on the
public debt - from $120 billion in 1993-94 to $105.5 billion in
1998-99, a decline of 12 per cent.

Chart 1
Projected 1997 central government financial requirements

per cent of GDP
S

Financial requirements - the new funds that government
must borrow from financial markets each year ~ wiil be cut to
$6 billion (0.7 per cent of GDP) in 1997-98, the lowest among all
G-7 central governments.

Combined savings resulting from the 1994, 1995 and 1996
budgets will mean that the net debt in 1998-99 will be $91 billion
lower than otherwise would have been the case. There will be
almost $7 of expenditure cuts for every dollar of tax increases in
the combined actions of the three budgets.
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The debt-to-GDP ratio (the size of the debt in relation to
Canada’s economy) will finally begin to decline in 1997-98 - the
economy will grow faster than the debt.

Economic assumptions: The government’s fiscal projections
continue to be based on economic assumptions that are deliberately
more cautious than those of most private sector forecasters. In addi-
tion, substantial contingency reserves will back up the assumprions.
If not needed to meet unforeseen economic changes, the reserves
will go to reducing the deficit further.

Economic results: Restoring financial health paves the way
for a more dynamic job-creating economy. A lower deficit means
lower interest rates, growing confidence and new investment
leading to more jobs and growth.

u Inflation and interest rates: Inflation is low and will remain low.
Short-term interest rates have declined by about 3 percentage
points since March 1995,

m Cost competitiveness: Canada’s cost competitiveness is the best
it has been in 45 years.

u Trade surplus: Our merchandise trade surplus has reached record
levels and the current aczount deficit as a share of GDP is ar its
lowest level in 10 years.

m Foreign borrowing: Canadian dependence on new foreign loans
has fallen from $29 billion in 1993 to $13 billion in 1995. That
dependence will continue o decline.

Job creadon is the mcst important statistic of all. Since the
beginning of 1995, 263,000 private sector jobs have been created.
These gains have been partially offset by declines in public sector
employment. Further reductions in the unemployment rate will
require a strengthening of private sector job creation.

The challenge is to build on our gains. Toward that goal, the
budget announces a wide range of additional actions to help secure
the future for Canadians.

38



Getting Government Right

The budget takes further actions to create a focused, more afford-
able government that effectively advances the key priorities of a
productive, job-creating economy in a modern Canadian federation.

Program Review: The program review began in 1995 and is
extended in this budget with $368 million in spending cuts for
1997-98 and more than $1.9 billion in 1998-99. The savings will
help to meet the 2-per-cent deficit target in 1997-98, to guarantee
continued deficit reduction beyond the fiscal planning period and
to fund high-priority initiatives.

@ Federal departmental spending will be 22 per cent lower in
1998-99 than 1994-95.

Table 2
Direct budget savings
Cumuiative
effect
1994-95 1995-96 1996-97 1997-98 1998-99 on net debt
{brlions of dollars)
1394 budget 1.8 80 109 1.9 12.6 449
1995 buaget 5.0 108 133 13.8 42.7
Total 1.5 13.0 215 25.2 26.4 87.6
1995 Employment
Insurance reform’ 07 c8 1.5
1996 budget 09 02 1.7 1.9
Total 1.5 13.0 215 26.1 288 91.0
of which:
Expenditures 0.7 10.6 189 233 25.8 79.0
Revenues 0.8 24 26 28 3.4 12.0

' Savings for 1996-97 were inctuded in 1995 buaget savings.

Note: Table shows net savings from adeficits that would have otherwise occumed mn the
ansence of direct measures in the budgets. Numbers may not add due to rounding.
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Departmental spending: Most departments will have their
budgets cut by at least a furthe: 3.5 per cent in 1998-99; some are
cut much more.

® Spending on defence and int:rnational assistance will be furthe:
reduced. The growth of spending on Inuit and Indian program-
ming will be restrained.

8 The dairy subsidy will be phased out over five years and the
postal subsidy program reduced. By 1998-99, grants and contri-
butions to business, including reallocation to new initiatives to
encourage technology and innovation, will be down 60 per cent
from 1994-95, from $3.7 billion to $1.5 billion.

® Further savings in VIA Rail’s operating subsidy will be achieved
in 1998-99 through measures to improve productivity, and fund-
ing for Atomic Energy of Canada Limited will be reduced.

Chart 2
Departmental spending

1988-99 relative to 1994-35
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& Canada Mortgage and Housing Corporation will phase out its
remaining role in social housing except for housing on Indian
reserves. The government is now prepared to offer provincial and
territorial governments the opportunity to take over the manage-
ment of existing social housing resources provided that federal
subsidies on existing housing continue to be used for housing
assistance for low-income households.

Privatization, cotumercialization: Building on the progress
made in privatizing Canadian National Railways and selling a
substantial part of its shares in Petro-Canada, the government will
continue to pursue opportunities for privatization of Crown corpo-
rations and commercialization of other government activities.
Initiatives will include the sale of Theratronics International Limited
and the government’s shares in National Sea Products Limited.

Alternative service delivery: Legislation will be introduced
to create fewer, more effective service agencies with the emphasis
on better service, greater efficiency and partmership efforts.

® A Single Food Inspection Agency will regroup food inspection
and quarantine-related services currently provided by three
government departments into one single agency. The new agency
will facilitate the development of a new partnership with the
provinces in a more effective, efficient joint food inspection
system.

a Canada Revenue Commission: A national revenue agency to be
called the Canada Revenue Commission will be created. It will
facilitate less costly administration and the development of a
closer partnership with the provinces in revenue collection.

® A Parks Canada Agency will be set up as a separate service
agency to manage and preserve a system of national parks,
national historic sites and canals and related protected areas for
the use and enjoyment of Canadians.

Securing social programs for the future

The government is acting to ensure that social programs are
affordable and will be there for Canadians in the future.
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Chart 3
CHST: Security and stability

billions of dollars
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Restoring growth to transfers to provinces

Canada Health and Social Transfer (CHST): Stability and
subsequent growth will be restored to transfers to the provinces
with a stable, predictable and sustainable system of long-term
CHST funding for health care, post-secondary education and social
assistance.

Secure and growing funding: The federal governmerit will
legislate a new five-year CHST funding arrangement beginning in
1998-99. For the first two years, federal support (tax transfers plus
cash) will be maintained at $25.1 billion. Over the subsequent three
years, transfers will grow at an increasing pace related to the
economy.

@ Entitlements over the five-year period will grow from
$25.1 billion to approximately $27.4 billion.

® To provide additional protection to provinces, a new cash floor
will guarantee cash transfers of at least $11 billion in all years.

m Secure and growing funding will ensure the federal government’s
capacity to uphold the orinciples of the Canada Health Act and
the principle that no residency requirements can be imposed on
social assistance recipients who move from one province to
another,



8 The budget proposes to phase in over the five-year period a new
way of allocating CHST transfers among provinces. It would
reduce by half the current per capita disparities in funding
among provinces. The government will review with the
provinces refinements to allocatioa that might be appropriate
after the five-year period.

Health Services Research Fund: Federal funds will also be
provided to help establish a Health Services Research Fund in part-
nership with provincial governments, health institutions and the
private sector. The purpose of the research will be to determine what
works in Canada’s health care system and what does not.

Restoring confidence in the
public pension system

The budget takes action to ensure that Canada’s Old Age Security
system will be there in the future for Canadians when they retire.

For future seniors, benefits will be better targeted by providing
more assistance to low-income Canadians and reducing or elimi-
nating assistance to those with higher incomes. For today’s seniors
and near seniors - and their spouses, no matter what age ~ pensions
will be protected. They will be guaranteed no less than current
pension payments.

A New Seniors Benefit will replace the existing Old Age Security

and Guaranteed Income Suppiement (OAS/GIS) benefits beginning
in 2001.

n Tax free: The new benefit will be completely tax free and will
incorporate the age and pension income tax credits.

8 Paid monthly: Benefits will be delivered in a single monthly
payment. Payments to spouses will be made in separate and equal
cheques to each spouse.

@ More for low-income semiors: GIS recipients will receive an
additional $120 per year.

8 Spouse’s Allowance: The Spouse’s Allowance program will
remain in place and payments will be increased by $120 per year

8 Combined income: For couples, the amount of the payment will
be determined on the basis of the combined income of the
spouses, as is, and always has been, the case with the GIS.




@ Fully indexed: Both the benefit levels and the thresholds at which
benefits begin to be reduced will be fully indexed to inflation.
This will be an important inprovement for seniors who worty
about eroding benefits.

8 One application: Seniors will only have to apply once for the
benefit when they turn 65. The level of benefits will be
automatically recalculated each year, based on the previous year’s
tax return.

Most will be as well or better off: The vast majority of all
seniors will be as well or better off, including:

® three-quarters of all elderly irdividuals and couples;
® nine out of 10 single elderly viomen; ‘

® generally, all singles and couples with incomes up to approxi-
mately $40,000.

Benefit phase-out for higher incomes: For future seniors
under the new system, those with higher incomes will continue to
receive benefits, but at a lower leveal the more income they have from
other sources, and those with the highest incomes will no longer
receive government assistance.

Protecting today’s seniors: The government’s commitment
to protect OAS-GIS payments for today's seniors will be met and
surpassed.

Those 60 and older as of Decernber 31, 1995 will have a choice
between moving to the new system or maintaining their current
monthly OAS/GIS payments, as currently structured — whichever is
more advantageous to them. However, the vast majority will be
better off under the new system.

More affordable and sustainable: The new Seniors Benefit
will help make the public pension system more affordable and
sustainable. Targeting help to those who need it most will slow the
rate of growth of public pensions, making them more affordable for
future generations. This will ensure that the pension system is
sustainable in the future.

The new Seniors Benefit is more fully described in a separate
budget document entitled Securing the Future: The Seniors Benefit.



Eligibility of immigrants for OAS/GIS pensions will be better
linked to their length of residence in Canada, as it is for other
Canadians. The changes will apply immediately to newcomers
arriving in Canada after budget day. For all other newcomers who
have already landed in Canada as of budget day, the existing rules
will apply until December 31, 2000, thereby giving a period of
notice. Those already receiving benefits will not be affected.

The Canada Pension Plan continues as a separate contribu-
tory pension plan. The government is working with the provinces
and territories to make changes to the CPP so it can be sustained
for future generations. The governments of Canada, the provinces
and the territories have released an information paper on the CPP.
It will form the basis of public consultations on the CPP to be held
across Canada, beginning this month.

Increased assistance to those in need

Child Support: The government is announcing new child support
measures to ensure that adequate levels of support are paid regu-
larly and on time to the custodial parent. The package includes
changes to the tax treatment of child support, new guidelines and
enhanced enforcement. The measures are based on the philosophy
that child support is not discretionary — it is the first obligation of
parents, and child support payments are there to provide support
for children, not income for parents.

® New tax treatment: The budget proposes that child support not
be included in the income of the recipient for tax purposes nor
be deductible to the payer if it is paid pursuant to an agreement
or court order made on or after May 1, 1997. Parents with exist-
ing agreements will be able to file a joint election with Revenue
Canada to apply the new tax treatment.

Further details are contained in the document, The New Child
Support Package.

The Working Income Supplement under the Child Tax
benefit will be doubled in two stages from $500 to $750 in
July 1997 and to $1,000 in July 1998. This will provide an addi-
tional $250 million annually to an estimated 700,000 low-income
working families, one-third of which are single-parent families.



Child care expense deduction age limit: The age limit for
the child care expense deduction will be raised to 16 from 14 to help
parents who must work at night.

Credit for infirm dependants: The value of the tax credit for
infirm dependants will be increased from $270 to $400, and the
dependant’s income threshold for the phase-out of benefits will rise
from $2,690 to $4,103.

Charitable donations: Tax assistance for charitable donations
will be increased by raising the annual limit on donations from
20 per cent of net income to 50 per cent; and to 100 per cent in the
event of death. Gifts of appreciated capital property will benefit
from higher limits of up to 100 per cent of net income. Ways of
further encouraging charitable giving and of ensuring that support
for charities is effectively translated into beneficial activities will be
examined.

Investing in the Future

The budget announces actions, funded by reallocation in govern-
ment spending, to increase Canada’s investment in areas critical to
the country’s economic future and to future jobs and growth -
youth, technology and international trade.

Youth: Education and skills development for young Canadians
will be further encouraged with an additional $165 million over
three years funded from reallocarion within the tax system,

8 Education tax credit: To reccgnize the non-tuition costs of
schooling, the amount on which the credit is based will be
increased from $80 to $100 a month.

8 Transfer of tuition and educaticn credits: To support parents or
spouses who help underwrite the education of students, the limit
on transfer of tuition and education credits will also be increased
from $680 to $850. This represents an increase from $4,000 to
$5,000 in the tuition fee and education amounts which may be
transferred.

® Registered Education Savings Plans (RESPs): To assist those
who save for their children’s education, the annual limit on
contributions to RESPs will be increased from $1,500 to $2,000.
The lifetime contribution limit per beneficiary will be increased
from $31,500 to $42,000.




a Child care expense deduction: For single parents who are
full-time students, the child care expense deduction will be
allowed against any income. This measure will also apply to two-
parent families when both parents are full-time students. Parents
who are completing high school will be allowed this deduction
for the first time.

Student loans: More flexible repayment terms will also be
made available for loans under the Canada Student Loans Act.

New employment opportunities will be created for youth by
reallocating $315 million of budget savings over three years.

8 Student summer employment: Funds for 1996-97 student
summer employment placements will be doubled to $120
million.

8 Youth employment: Support will also be increased to help young
people who have left school to find employment opportunities.
The government seeks a new partnership between the public and
private sectors to create entry-level jobs for the young.

Technology and imnovation: The budget increases invest-
ment in technology and innovation through a number of actions
over the next three years, funded by reallocations of $270 million
from budger savings.

@ Technology Partnerships Canada will be established to encour-
age partnership and risk sharing with the private sector and to
leverage investment in the development and commercialization
of high technology products and processes. The fund will grow
from about $150 million in 1996-97 to about $250 million by
1998-99.

8 Business Development Bank: New equity capital of $50 million
will be injected into the Business Development Bank to increase
its lending efforts in strategic growth sectors, such as new
technology. This will permit up to an additional $350 million in
loans to knowledge-based, export and growth businesses.

& The SchoolNet program will be expanded. It will ensure that
every school and library in the country is connected to the infor-
mation highway by 1998. By the same year, 1,000 rural commu-
nities will also be connected through the Community Access
component of SchoolNet. With the help of 2,000 computer
students, 50,000 small businesses will be connected to the
Internet. Students will both install those systems and advise their
owners on how best to use them.
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@ Information highway: To help increase the contribution of the
information highway to jobs and growth, the Ministers of
Industry and Canadian Heritage will be introducing policies and
reforms to facilitate greater reliance on the marketplace while
respecting the commitment to affordable access and to a
Canadian presence on the information highway.

International trade: New steps will be taken to realize
Canada’s trade potential.

8 The Export Development Corporation will receive $50 million
in new equity capital for further innovative types of export
financing.

a Export financing: A major increase in financing available
to exporters will be achieved by reallocating resources from
concessional loans to foreign borrowers to finance higher
volumes of non-concessional financing under an improved
system of risk management.

Business tax review: A comprehensive review of business
taxation will be carried out by a technical committee with three key
goals in mind: promoting, jobs and growth; simplifying the system -
and enhancing fairness.

The budget proposes further actions to ensure that the tax system
raises revenues fairly anc cffectively, and is supportive of jobs and
growth. Revenues raised will be reallocated to priority economic
and social initiatives such as improved tax assistance for students,
charitable donations and| care of the infirm.




Table 3
Summary of tax measures

1996-97 1997-98  1998-99
(milions of dollars)

Revenue-enhancing measures
Personal income tax

Changes to RRSPs
Restrict tax assistance/
non-deductibility of fees 45 180
Tax wortd-wide income of
non-res. pensioners 10 10 10
LSVC: Restrict tax assistance 15 60 70
Measures to combat underground
economy 25 60 100
Total 50 175 360
Business income tax
Resource sector
Repeal JEC niles - - -
Tighten flow-through shares 15 20 20
Temporary tax on banks 25 40
Overseas employment credit 10 10 10
Total ‘ 50 70 30
Total 100 245 390
Realiocation to high-priority areas
Personal income tax
Charitable donations -5 -20 -20
Learning paeckage -5 -80 -80
Infirm credit -5 -35 -40
Child support/
Working Income Supplement -10 -105 -180
Total -25 -240 -320
Business income tax
CCA for new mines, oil sands -5 -5 -8
Extension of 60-day flow-through
share rule - - -
Broaden investor base for
renewable energy' -5 -10
Expand flow-through shares to
renewable sector - - -
Total -30 -250 -335
Net impact of revenue actions 70 -5 55
' metowm‘wm”gyprwm.
- Less then $5 milion.
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Fairer, more affordable tax assistance
for retirement savings

A number of changes ate proposed to better target tax assistance
for retirement savings to modest and middle income Canadians and
to limit the cost to taxpzyers.

8 Lifetime carry forward: The seven-year limit on carrying forward
unused RRSP contribution room will be eliminated to provide
greater flexibility in making up for years when full contributions
are not made. This action recognizes that many younger
Canadians have difficulty finding the money to make full RRSP
contributions early in their working lives and through their child-
raising years.

8 RRSP contribution limit: Tax assistance will be limited to help-
ing build pensions based on earnings up to twice the average
wage. To achieve this, annual RRSP and money purchase pension
plan contribution limits will be frozen at $13,500 through 2003
before rising to $15,500 by 2005. The pension limit for defined
benefit pension plans will also be frozen through to 2004.

8 RRSP age limit: The age limit for RRSP contributions will be
reduced from 71 to 69. This means individuals must begin draw-
ing on their private pension savings by the end of the year in
which they turn 69. This will bring the limit more into line with
the age at which Canadians are retiring and will limit unneces-
sary tax deferral.

u Self-directed RRSP administration fees: Administration fees for
self-directed RRSPs will no longer be rax-deductible if paid for
outside the plan - the same rule as for other RRSP expenses.

® Non-resident pension recipients: The pensions of non-resident
pension recipients will be taxed on the basis of world-wide
income to eliminate a tax benefit that is unavailable to Canadian
residents. The goverrument is working with foreign tax authori-
ties to ensure fair taxation of all pension recipients.

Several other measures are proposed to tighten and clarify the
tax system and raise revenues for reallocation to priority initiatives.

& Underground economy: Revenue Canada will step up its actions
to combat the underground economy by devoting more resources
to its audit program for unincorporated businesses and self-
employed individuals in order to increase the audit coverage rate
for these groups. It is expected additional revenues will be about
three cimes the cost involved.
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s Labour Sponsored Venture Capital Corporations (LSVCCs):
Special incentives to encourage investment in LSVCCs will be
reduced. The tax credit for investment in LSVCCs will be reduced
from 20 per cent to a maximum of 15 per cent for shares acquired
after March 5, 1996, The maximum share purchase eligible for
the federal tax credit will be reduced from $5,000 to $3,500,
effective immediately. These measures reflect the fact that
LSVCCs now have a large pool of capital to be invested in small
businesses as a result of the incentives. The minimum holding
period normally applied to federally registered LSVCC shares
will be increased from five to eight years.

# Resource taxation: The rules related to the resource allowance
will be tightened and clarified to ensure a more consistent and
stable tax structure. Changes will be made ro the accelerated cost
allowance rules for new mines, including oil sands mines.
Eligibility will be broadened so that other types of oil sands mines
are treated more consistently.

8 Renewable and non-renewable energy investments: To encour-
age renewable energy investments, the tax rules will be changed
to create an essentially level playing field. Proposed changes will
improve tax rules for the financing of some renewable energy and
conservation projects, including the extension of flow-through
share provisions.

Large deposit-taking institutions: The temporary 12-per-
cent surcharge on banks and other large deposit-taking
institutions will be extended for another year.

Sales tax

The government is continuing its effort to replace the federal
sales tax. The objective is a system that is fairer for Canadians,
simpler and less costly for businesses to comply with, and more
efficient to administer. Toward thar goal, the government is work-
ing with a number of provinces. If successful in getting provincial
agreement, the government will take the necessary steps to
implement harmonization.
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Conclusion

“This budget is about consolidating the gains we have made. It is
about addressing problems before they arise. It is about managing
ahead, continuing to put in place new building blocks for security
and prosperity ...

Our challenge today is to make Canada a place of great expec-
tations, a country once again where our children believe they have
the opportunity to do better than their parents, a place where they
can dream large dreams once more.

Let us follow in the footsteps of those who came before, who saw
challenge as a rallying cry to move forward, never as an excuse to
give up,

And let it be said by those who come after us, that we set the
goals, that we met them together, that we propelled Canada
forward into a new millennium - still and always among the front
ranks of nations.”
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fhe government is determined to push ahead *
with an ambibious programine of Budge! reform,
tut change will not take place overnight, write
Madeleine Wackernagel and Lynda Loxton

HE conmtry s luwuwng pro
cess s tndergolng nothiteg
short ol g revolntion. Dlree

tor Generad of Flywe Marta
oty said this week

Bl the pardhuncntaey luurwe
cotnutice. Raunos agrecd thal the
progrannne of Budget redorn was
atnbilions LUL IE was @ very neves
~aty Hansfotination that necds o
fahe place 101 not soisething that
will fueppen in one day

We sbindd 1ot ke sighit of the potit
that what we are talking about is
alineat g raolutlon in e ga citunait
0 e way we budgel and inanage
tnas b resorees

Pt s fur, there Tus been litde ot-
dence abrsdica) change. A White
fhper wits % heduded for public com-
sent 1 Oviuber. but b rnow been
postponed untif futes this year. As
one ohiseever duse to the process
sabd THanoy did not say anything
mow Huat at least she reiterated the
v ertunent s compunent 1o dolng
~onc gt ”

Enreien Cernonad of Stute Eaperadi
e Hanes Suul was quick W defend
e acminmit s reoed: “The prooess
ok cghityeus lomphanent fully in
Avsteadia and New Zeadawd.
Pl we expuulng
o e by
o stast a
e Ak

Maris Rarnos: Budget reform Is ‘not something that will take pince In one dey’

of things have happened In the last
Uuee years.

°l am not just about restruc-
turing. ! am talking about priority
shifts. changes in management styles,
the govermunent getting thetr ducks in
arw shnuld just go and
take stock Lnstead of just wanting
nxwve forward all the time and getting
frustrated on traing,*

Ken Andrew of the Democratic
Party satd: ] don't believe they are
ust mouthing platitudes: there s 2
serious Inten-
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tlon to fmprove the budgetary
process. Indeed, the wark done to
date has alrcady helped the govern-
ment to hokl down expenditure, as we
saw In last week's Budgel,

“But there Is still room for more
progress and H ts difficult to say U the
changcs emmvisaged will work in prac-

Rznmadmﬂlcd that brief presen.
tatigns Lo the committee did not allow

. enough time to go into the detall of

work that had already been under-
taken.

When work first started on the
medium-team framework
(MTEF). the data for the tnitial costing
oxercises weve very scrappy and out of
date and a great deal of ime had to be
spent updating information, ahe said.

“We are bringing more information
into the exercise 3o that we are in s

better posltion to provide an tnstyy--

ment that ts uscful. i is aleo very
easy (0 taks shovt cuts in this
process because the devil is
slways in the detall .

. “We now have the
from Cabinet to proceed with
the MTEP and start imple-
_ menting it. which we do
this Gacal

PEITO OREBDM: TMlL.

BARCH 20 10 26 1997

The slow revolution

Ure culture of Ludgeting and fhuncal
management within government” at
afl levels. Tius would nol be

without extensive trulning of staff.
Ramos said.

The alm i3 1o stuft from the presend
system of year-on-year Budgets to
three-year roling o create a
better alignment between polikcy and
resource allocation.

“This wil} allow us to quanulfy and
to say that while govermment has all
these plans .. for them to matertaliae,
we need resources. The MTEF will
allow for a closer alignient betwoen
policy and resources.®

uestions about capacity and
Implementation remain,
however, particularly jn
teyms of the provinces.

Says Murply Morobe of the Finan-
ctal and Fiscal Commission: “What we
need ia a frank and bruta) assess-
ment of capabilities — now. Other-
wise, at crunch-tme. it will be too
tate. There is Bttle aenac that training

gr-ahrad . 1a central (o (he whole process.

“it cannot be seen as an incidental.

otherwise, just when we think it's all
under control, it won't happen.”
- Committee members also volced
their concerns about whether many
departments had the ability and sikflls
(0 plan new projects, to which Smit
replied that training was an impor-
tant part of the new direction.

A pilot project on Lhree-year Bud-
#ets would be launched in the Depart-
ment of Land Affairs. which would
provide practical experience for other
depastments.

“It 18 going to ake capacity
new thinking, nat only from the
cials but definttely mare fram the politt-
clans because the politictans w4l now
also be measured for delivery,” he said.

Ramos said that no matter how
#ood financial controls were, thie gov-
ernment would nol be able to meet Hs

1t did not have a clear idea
of the cholces it had to make to
achieve certain results.

Thus, the MTEF would allow for
greater stabiiity and certamnty tn plan-
ning and over ttme would reduce the
nead for roliovers and front-loading,

“it will allow ua to identify policy
lndmmmdecﬂnmchu.
for exampie. how to bal

mmwummmpﬁ

'hwum}y # allows for repriorttt-
sation and ratlanalisation. {( atiows
you to thake choices,” she saldd. ¢

On the revenue side, the Depart-
ment of Finence was also ona
medium-term revenue framework,
which would identify revenue souroes
and how they tied in with the overall
. o policy. b A
strategies and spending imits.

Ramos said l.hlo approach was
nmntnnl use he pvemm:nl

rvut:nnd umplynetoullofulﬂllht
ture wish-Usts without con-
tion for the kinds of resources
we have svailable, wewuldbehad
with an
tures far exceed the resources we
have avallable as a government ...
Thua, we need to prioritiee.”

L




MAIL & GUARDIAN
Navember 1S 1o 21 1996

7~ BUSINESS B3

Provinces must ‘bake
their own cakes’

The Finance and Fiscal
Commission befieves itis
time the provinces raise
their own revenue.

Murphy Morobe spoke to
Aspasia Karras about
the commission's proposals

ROVINGES st st
plavead oo h steonger
tode e developing helr
o fiscus il hiey cue n
SHRVIVE as exvcorine enth
fies That s the miessaee the Fasan
citliaunl Fiseal Commission (FFCHs
Lyving to éanmer home with
mereasmg tegeney incils ceports o
Pitbament < stncdhing connnittee
on lininmee
Lastveek, s compission ok led
mene Nosly o s propasals thal
[rovinees Luse e own novenue
o the comteat aof e admnnstiative
crses i two ob The ik prosinees,
Hee Free State and the Eastern
i the commission sy b fght-
wigamn lengare comples case than
JUSE e Tor 1evenne expuinsion,
My Meoralwe ¢ bununnal the
1 ssnies

s on, afties,
bresnng tousee e entieal. We line in
ek nrselves whial form e stie
willaond con ke As the pohitio sl
b g cerlhwath giving nesming
1o the provisions of the new Cotist -
tien, el The lonn and contend
al the state nowel Weas thus oo

wussien luve 1o besiwane of These
developnents in order to realn
elevant.”

The comnsiession. an tnovition
ol the mienm Constiintion, wis ap-
pomlvll by the prestllent 1t alvises
b reconnends apprens bes aned
soluttons to the fisead and linaoecial
requirements of the natlonal,
provincid amd locil governments
thionch the retevant legishiative
Snthonities

The connsissian, sis Marobe,
has deliberately 1aken a lew profile
dinmd the past (wo years in order
dosely tomemilor el evihaale the
terrain ek the roke It shiouls) ptay.
L this tise 1 has developed $is
Cunency” - its consistent qualily
of work und legitimaey.

There ate precedents in ather
counties sueh as Ausiralia and
i, but thetr role, siyy< Morobe,
can iy fion eing “Inclisyensable
tathie systesn 1o being alkui as use-
i as i toy telephone™.

the commisston's prncipal lask
v towtnk onlvway fo split the penl
ol nrney belween lhe pratieesing
given vear. First, the money is
divided vertically. between cuinister-
1es and vatlonal funcions: then
allocated] 1o the provinees in a hort-
sontal split. ‘The Constitation does
ned explicitly state 1hat the ¥FC can-
tud play o rode i the vertieal splid,
Lt i T tetebed 1o tnsud concdully,
as Ihe dssue s potitiend minetickd,
anl s iow driven by a new institu-
Hon — the Hinlget Cosawcd).

“Should we want to get more
tvalved n the vertical splil, we
wonikd have to play the role msuch a
wary that wre ddidd ol usnrp the pow-
ers of the execntive. Aler all. Uwy
tive the first call in lgs of deters
mining the mational interesi. We
cannot, however, he impissive to
decisions nuade At that level: co-
vperatbve genermmed hggeets atadl
levels.” sys Morotas.

Trving to hatanee the needs of
prninces agtnsd The constinthnal
reyorements for ety in e con-
test of i olecentratbaxd vrntary state

Murphy Morobe: ‘First prize is a comprehensive government

response to the sroposals’

i~ uncdeed diftnll, e says.
The new propeesalsiee an allenygit
touddress the sroblems of nine
dependent provinees — signilicant
fibalances in revenuc-ralsiog
capgicities and o penditnre respon.
sihilittes, s well as groaving defictts,
{t 1. however, the conunission’s
role fo point ot ik its progeesals
cnconypiss the liseal selattonship
cmvisiged by the Constitation, Guly
a sysiemalic approach to these
Issues will preves 1 complete chaos.
o fact, i1 18 tatking about that
most erlkal of coaeepis of co-oper-
wive governance, which Edward
Ritchken from Ashokit, a non- g
conmental orgialation dedicated to
supporting fun o vation in social
development, explains as; “The
process throngh which power and
anthonity are excteised between asd
within the state and civil socicty
arndd the allocition of resources.
1ow iintagongstic forces with mater-
tal Interests in the state and civil
sucicty forge alliuwes and enter into
conflicts %o as to access mure
resourees 1o reinloree thele prower.”

he commsson has con-

clucked thid i dhvetnbisesd

systemi can bnprove the allo-

calji of resources, prvided
it sub-nutonal govermments are
accountable to Lhelr elcctorates.
Thers each province s gven spectfic
allncathons deterntned at national
kevel for ecicathon and health care,
wkl s allowed ta determine hrow It
will speixl the res: of its portyon. The
FFC has allowed for a live.year
phasing-in provess.

But Morube claborates: TThis Is
not Just abont numbers, it is not
only an expenditure issue, but
more inportastbr a revenite issue.
If we continue te nuike significant
transfers from {1 ¢ contre, in some
years # will hecoine difficult {o Jus-
tify the existenee of provinees with
anexecnlhe.”

Ay essentiid chment of acoount-
ability is the responsibility of ratsing
vour ewn reventee, The issue is then
nol entirely abo st which way the
cake will be xphit. bt more Inigor-
Lty hieaw prosiiies can be engponv-

FHOUOGRAPYC RUTH MOTALS

cred o lxeke their own cakes, Al e
sent, the averige prsvitn e rfses 4%
of 15 expeandiluee B

The FFC, In i1s most recent pie-
sentation. has adited some critieal
clements o the fonaula. The most
connenersial one I8 the priposal 1o
allow prrovinees to raise thelr own
revemies by iposing surcharges
o persanal ieemme 1ax

This does oot mcain it inedividual
Incrane i rise. bt miher that een-
tral govertunent reduees its inedhvid-
ual Income tax rates by a few per-
conbige polnts, In A plices] preess.

n other words, within the 25%
capping on personal incoe tax.
the provinces are given a few per-
centage points” leewiy to levy as
they chese, This woukd then connt
as own revenue. Morabe argues
thit in this way richer provinees,
whiich might olherwise feel done in
Ly te recddisiributive clements of
the flurnula, can comnpensate for
the hortzontad split.

While the provinees have not been
formnally accorded taxing powers,
{he commisslon arpues for a proxy
for own revenue (a transitionaily
assigned surchamie) to epial the lax
room given (o cach provinee In the
tirsd year.

The sccomd element (s the tax-
capacity equallsaton grant which
sceks to conipensale provinces for
their diffcrent tax capociiies.

“The grant will partially compen-
sile Tor the diferent tax capacities
and disparities In the varlous
provinces.” says Morolic.

Finally. the FFC has hegun a
major programme to develop sind-
far recummendauons for local gov-
emmen.

Morobx concludes: “First prie Is
a comprehensive government re-
sponse to the proposals. But there
has to be a strategy. which in the
present pertod must also lake tilo
account Lhe establishment of the
Natlonal Council of Provinces and
Its ruie in the system.

“We are many interrelaled
whedes, morrybody has to be ative to
chagier tUwee of the Constitutiun,
on co.aperallve government anet
the croms: functional lssues.”
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Debating the shape
of the budget

PARLIAMENT finally passed the
national budget after months of
haggling and debate. PATRICK
BULGER takes you through the
process.

1E national budget is the centrepivee

I of Parllatient's annual activity and

concerns the Gtizenry direstty

because it tells you, the citizen and taspuy-

er, just how your hard-carucd L rand is
bring used. O misused.

The interminable debates i the <ham-
bers, which start i fate swrnmer and
cndure throughout the winter noaths and
which drive some MPs to distraction, are ail
intended 10 concentrate the pobitical il
on the RE73,7-billion that then Hhisaine
iunister Chais Lichenberg told fadiment
the government would speid to inple-
ment its objectives.

Lheoretically, Parliament and its
plethora of committees are meant to take a
dose and critical louk at the budget, in par-
ticulae the sepatate votes to the ditferent
goverinent departiments.

And Fadiament can then reject thie baud-
get. but this is unlibely becanse it would
anount to a vote of no conlidence in the
ntajority party and its executive and would
uigger anelection.

So, unlike the situation in the United
States whiere Congiess G reject the peesi-
dent’s hudget aud the president can then
refuse tosign Congress's amended budget
== leading 1o a “shut-deswn” in government
= the approval of South Alrica’s Patha-
ment for the budget is taken as a given.

Of course, the minority panies are frec
o oppose the budget orany of tie separate
votes to government departments, In
doing so they register the strongest possible
protest against the majurity pasty’s spend-
g unclinations.

(Lrue to political torm, Patlimment last
week finally passed the budget. In doing so
1t gave the nod o the executive to bogrow

money whichiit is unable to gather in av™—

ard other impositions o individaals ae

bustiesses Hias year the government Is
rasing loars of K28 8-inlhion, ail of which
v to e pard back, not by cugret gener-
Aty bt by our culdien and our grand-
uldeen,

L other words, the govermment is still
spentdtog swav beyod trs means and,
S==oughothere s now 3 sobd comumtient

P Tess aned gathic g i o ey

T~

enue, there has been a noticeable absence
of calls for a "balanced budget” belore bor-
rowing which is a major polltical issue In
th US. So where does your money go? Not
surprisingly, for every R1 that the govern-
ment spends, the second biggest ltem of
expenditure goes towards servicing the
loans goveriunent has had to take to bring
its revenue In line with its expenditute.
This year, 18,7c of every RI goes towards
debt redemptiont.

This Is topped only by education which
teceives R21,2¢ of every R1. The remainder
is spent as follows: "economic services”
gets 11,4¢, health gets 9,9¢, welfare 9,6¢,
defence 7,5¢, police 6,3c and lousing 1,9¢,
and other” gets 13,6¢.

And how Is the inoney raised? For every
R1 that the govenmment gets in, a whop-
ping 13,4¢ comes fronm you, the individual
taxpayer.

Nor daes the burden
on individuals end there:
thiey stilt contribute part of
the 21,3c that comes (rom
value added tax, part of
the 6¢ that comes from
the fuel levy and, indirect-
ly, part of the 12,3c from
compaaies and §,1¢ from
customs and excise. tn
addition the government
ralses 16,6¢ by taking out
loans and $,4¢ comes from
“other” like the sale of
strategic fuel stocks and
the like.

This is the scenario P'ae-
liament s presented with
in March and it spends
tiearly six months approv-

ing the breakdown,

in an indication of how the crime wave
has concentrated political minds, dissent-
Ing voices were raised against the alloca-
tons made to the crime-tighting anns ol
government. Both the Demuocsatic Party
and the Freedom Front voted against the
catrectional services llocation which they
Srid was insalficient (e NI voted against

ﬂ& CQ(JQ lines
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the finazice vote {n protest against the tax
on the life assurance inndustey, the NI°, the
FF and the PP opposed the health allsca-
tion because of the Saralina 2 déhicle In the
year, the DI and IF both apposed the jus-
tice vote, the FF oppused the taiud affairs
vote, the DI and I voted against the puds-
lic enterprises allocation, the I'F came vl
against the public service and administra-
tlon vate, the FF, the DI and the NI*
opjosed the salety and security altocation,
and the'FF opposed the Souatl African Rev-
enue Services vate.

Perhaps the most sobering assessuicnl
of future budgets catie from the ANU'S Rob
Davies wha warned that the Government's
HEW IACTOATOIIIC UAICRY roguined b
ther cuts in the deficit; that is, the dilier-
ence between revenue and expersditure,

Davies wirned that the reductinn
woudd requine “stlEexpenditioe vuts™ and
fre went on: “There are (wo possibilities
that can be created by the dedicit raduction

- langet.

“First of all, it can become a spur lo
sharpen and inake moge effective reprivriti-
sation. Secondly, Jf that does not happen, it
will mean cuts across the boand, including
culs in the areas that ate prioritics io tenns

P of seccial delivery and eedistribation.®

He pointed oul that the govemment
remained as susceptible to interest sate
fncreases as ordinary consumers. In fict, a
mere one percent rise 10 interest rates pash-
es up the government's debi serviving
obligations by R1-hithon.

The FFs Witlie Blotha questioned the
government's conitment to dighting
crime and warned that investors would
stay anvay trom Sowls Alsica, the DI Ken
Andrew warned that econmmic prosperity
was threatened by crime and the rasud's
value s wosld careency miarkets and weged
the govesmment 1o ntove quickly oo
exchange contrals.

With the budget now el g, Parlia.
et has beert treed to concentiate on s
othier mains activity: legisation,

3 Pateick fadger is the pditicad conesponder
of Pin Mae
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Provinces
Cohtinuod &pm Pagel
government would hl.v';l»to decide how

its portion would be divided ite
departments. This wou'd, fo: 13?: fg‘x::{

-time, be done without aun expenditure

s:iztlhmge from cesira! governmen:,
o ce8 roving “a ste .
er to hxmwnnomy', !ixgit.:ni .c'%;:e
split between natjonal and provincial
government was deterrained partly by
using tl'xe Financisl azid Piscal Com.
xez:&s‘io:l: &d:at; ﬁfgrmulq_x and partly by
bare, e amids o ong expeadl

As central governmant intended to

Provinces given
budgetpowers

TimCohen

CAPE TOWN — Government would
allow proviaces more power in deter-
mining their own budgets, taking lts
biggest step to date towards a new pro-
ces3 of deciding expenditure, state ex-
enditure director-gantral Hannes
mit said yesterday. ‘

Budget commiltes meetings be-

tween government departments and
the finance de%utmem oo detarmin-
{ng next year's Budget began last wesk
and would continue this week, he said.

Discussions focused on anticipated
expenditure by natioasl departmenta,
In previous years camual government
developed an esumate of expenditure
for every department. This included a
detailed breakdown of provincial and
nationaj portions of the Budget.

The first step of the process was jm-
plemented in this year's Budget when
provincial governments’ allocations
were listed as a globa) arount in the |'
finance department’s budget. Central
and provincial governunents would de-
termine an overall split between na-
tional government and provincial gov-
ernments, and then each provincial

Continuedon Pd;l;é'z

cut the daficit froin §,1% to 4% of GDP,
there would be a renl decline in the
budgets of national annd proviacial gav-
ernments. However, the average de-
crease in Irovincit\l ffovernment bud-
gets would be less than the drop in the
central governmont budget, :

_The budguted exponditure of cer-
tain provinces would be greater than
tho&c of ;ther provinces.

o changos were likely this year i

the nmcmﬁo for tho rzsenu{i.on l:}
the Budget, despite discussion lagt
ffear_ about presenting the Budget ear.
ier in order to allow Parliament time
torecommand adjustments.

_ Bmit expected a three-year expea-
ditura plan to be prosented to Parlia.
ment for discuasion enrly next year.
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Reform budget to include participation

ARREN [

E government is sending out important sig-
nais that it is serious about reforming the
budget process. The Department of State
Expenditure is to hold a conference on bud-

get reform in Pretoria on April 1-2 and, in the budget
speech, it was announced that the budget will in
future be tabled earlier to allow the legislature more
time to consider it.

It is commonly acknowledged that the budget
process is in need of a thorough overhaul. Budget
reform is a broad topic that includes civil service
reform, monitoring and reporting procedures, medi-
um term planning and the like. However, there are
two aspects of the problem need to be raised because
they affect the ability of citizens and their representa-
tives to be invoived in the budget process.

NEXT WEEK IN PARLIAMENT

The role of parliament in the budget process is as
“the keeper of the purse” and so parliamentary
review is supposed to facilitate the legislature’s moni-
toring of departmental budgeting. Although the
Constitution does not exclude the possibility of the
legislature introducing amendments to the budget,
this procedure was written out of the rules of parlia-
ment when the tri-cameral constitution was adopt-
ed. This implies that at present parliament continues
to be little more than a rubber stamp for the budget.
The budget is still essentially drafted by departments
(with State Expenditure retaining a central role) and
ratified by the Executive.

A related issue is that there is also no formal space
within the budget process for broader civil society to
make an input. At the very least, the budget process
is a perfect opportunity for citizens to learn to appre-
ciate the critical economic trade-offs facing South

WITH the constitutional deadline fast approach-
ing, the focus of Parliament in the next month
and a half will be on the Constitutional Assembly.

On Friday next week the Constitutional
Assembly will meet in a plenary session and there-
after (until May 9), CA business will dominate the
lives of MDs. Monday to Thursday is therefore the
last full period of committee meetings for a while.

The Constitutional Committee will be meeting
on Monday to discuss the fourth edition of the
final draft of the Constitution. On Tuesday, the
Constitutional sub-committee will meet to con-
sider the issues of traditional authorities, self-
determination and security services.

In Parliament, interesting committee meetings
look like those involving Defence, Finance,
Health, Welfare and Correctional Services.

The Portfolio Committee on Defence will meet
on Wednesday to consider the banning of land
mines and the use of part-time forces. Last week
Minister Kadar Asmal reported to the Joint Stand-
ing Committee on Defence that there was an
absolute bar on the export of mines from SA.

The issue of part-time forces is also very perti-
nent, with white men conscripted in the

apartheid era still receiving call-ups for camp duty(
although the state cannot enforce any one’s com-
pliance with these camp call-ups. (Wednesday,
March 27, 10am in Room V119).

The Joint Standing Committee on Finance is
meeting on Tuesday to discuss the issue of special
pensions for people such as ex-MK soldiers. The
Special Pensions Bill has not been formally tabled,
but a draft document has received widespreadﬂ
comment.

Deputy Minister Alec Erwin has been co-ordi-
nating a consultation process around this draft
document. (March 26, 2pm, in Room 249 Nation-
al Assembly Wing).

Also irt the area of Welfare, the portfolio com-
mittee will be briefed by Director-General Dr Laila
Patel on Tuesday. In addition to talking about the
departmental budget, she will talk about the
newly released white paper for social work, and
the restructuring of the department.

On Wednesday the portfolio committee on
Correctional Services will be briefed by Lieu-
tenant-General Khoza on the recent escape by
four right-wingers from Diepkloof prison. (2pm,

Africa. But dvil sodety has already shown that it can
make a further contribution. Through a variety of
structured and ad hoc arrangements with portfolio
committees, civil society has played an important
role, over the last two years, in helping parliament to
build its capacity to engage with the budget.

If no formal opportunity is created for civil soci-
ety in the budget process, it is likely that only the
more organised and well-resourced organs of civil
society will be heard and parliament will lose an
important information channel.

In order to facilitate this it is essential that we
demystify the budget process. The ordinary citizen is
more capable of participating in a process he or she
understands.

The Minister of Finance’s budget speech to parlia-
ment on March 13 is the culmination of an 18-
month drafting process. It naw takes a further six
mon ¢ parliament to pass the budget, There are

our stages to this review process.

" V7 The first stage consists of the Finance Minister’s
: .Mdge

t speech which serves to introduce the budget.
|4t does not constitute the first reading in parliament.
Z, The second stage begins with the parliamentary
~Joint Standing Committee on Finance (JSCOF) hear-
ings.This finishes today.

Partiament then debates the budget for three days
during which time the first reading of the budget
takes place. The parliamentary debates are scheduled
PQ take place this year from March 26-28.

2 The third stage begins with each portfolio com-
"%ittee having the opportunity to consider their
departmental budgetary vote. These discussions are

scheduled for the April 15-19, but the schedule is

normally rather flexible. At the conclusion of each
portfolio committee hearing, the committee may
decide to write a report to the national assembly.
Following the portfolio committee hearings, the
national assembly divides into appropriation com-
mittees that will further discuss the schedule of
expenditures for each vote. The house divides into
two in order to facilitate simultaneous debate on two
olios.
The fourth stage is the second reading. In prac-
K?(e, once the appropriation committees have con-
cluded their debates on each of the votes, a second
reading is scheduled for parliament. This will take

Good Hope Chamber).

place after August 15.
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25. BUDGET SYSTEM AND CONCEPTS AND GLOSSARY

The budget system of the United States Government
provides the means by which the Government decides
how much money to spend and what to spend it on,
and how to raise the money it has decided to spend.
Once these decisions are made, the budget system en-
sures that they are carried out. The Government uses
the budget system to determine the allocation of re-
sources among its major functions—such as ensuring
the national defense, promoting commerce, and provid-
ing health care—asg well as to determine the objectives
and scope of individual programs, projects, and activi-
ties. While the focus of the budget system is on dollars,
other resources, such as federal employment, are con-
trolled through the budget system. The decisions made

in the budget process affect the nation as a whole,
state and local governments, and individual Americans
Many budget decisions have worldwide significance.

This chapter provides an overview of the budget sys-
tem and explains some of the more important budget
concepts. A glossary of budget terms is provided at
the end of the chapter. Summary dollar amounts illus-
trate major concepts. These figures and more detailed
amounts are discussed in more depth in other chapters
of the budget document.

The budget system is governed by various laws that
have been enacted to carry out requirements of the
Constitution. The principal laws pertaining to the budg-
et system are referred to by title throughout the text,
and complete citations are given later in the chapter.

THE BUDGET PROCESS

The budget process has three main phases, each of
which is interrelated with the others:

(1) formulation of the President’s budget;

(2) congressional action on the budget; and

(3) budget execution.

Formulation of the President’'s Budget

The Budget of the United States Government consists
of several volumes that set forth the President’s finan-
cial proposal with recommended priorities for the allo-
cation of resources by the Federal Government. The
primary focus of the budget is on the budget year—
the next fiscal year for which Congress needs to make
appropriations. However, the budget may propose
changes to funding levels already provided for the cur-
rent year, and it covers the four years following the
budget year in order to reflect the effect of budget dec.
sions over the longer term. The budget includes data
on the most recently completed fiscal year so that the
budget estimates can be compared to actual accounting
data. -

The process of formulating the budget begins not
later than the spring of each year, at least nine months
before the budget is tranamitted and at least 18 months
before the fiscal year begins. (See the Budget Calendar
below.) The President establishes general budget and
fiscal policy guidelines. Based on these guidelines, the
Office of Management and Budget (OMB) works wi
the federal agencies to establish specific policy direc
tions and planning levels for the agencies, both for th
budget year and for the following four years, to guide
the preparation of their budget requests.

During the formulation of the budget, there is a con-
tinual exchange of information, proposals, evaluations,
and policy decisions among the President, the Director

of OMB, other officials in the Executive Office of the
President, the Secretaries of the departments, and
other heads of Government agencies. Decisions concern-
ing the upcoming budget are influenced by the results
of previously enacted budgets, including the one for
the fiscal year in progress, and reactions to the last
proposed budget, which is being considered by Con-
gress. Decisions are influenced also by projections of
the economic outlook that are prepared jointly by the
Council of Economic Advisers, OMB, and the Treasury
Department.

In the fall, agencies submit budget requests to OMB,
where analysts review them and identify for QMB offi-
cials issues that need to be discussed with agencies.
Many issues are resolved between OMB and the agen-
cy. Others require the involvement of the President
and White House policy officials. This decision-making
process is usually completed by late December. At that
time, the final stage of developing detailed budget data
and the preparation of the budget documents begins.

The decision-makers must consider the effects of eco-
nomic and technical assumptions on the budget esti-
mates. Interest rates, economic growth, the rate of in-
flation, employment levels, and the size of the bene-
ficiary populations are some of the assumptions that
must be made. Small changes in these assumptions
can affect budget estimates by billions of dollars. (Chap-
ter 1, “Economic Asswr.ptions” in the Analytical Per-
spectives volume of the 1996 budget provides more in-
formation on this subject )

Budget decisions must also take into account any
statutory limitations on receipts, outlays, and the defi-
cit (see Budget Enforcement below).

Thus, the budget formulation process involves the si-
multaneous consideration of the resource needs of indi-

Reproduced by the i.ibrary of Congress, Congressional Research Service
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vidual programs, the allocation of resources among the
functions of the Government, the total outlays and re-
ceipts that sre appropriate in relation to current and
prospective economic conditions, and statutory con-
straints.

In most years, the President transmits the budget
to Congress early in each calendar year, eight to nine
months before the beginning of the next fiscal year
on October first. The transmittal of the President's
budget to Congress is scheduled in law for the first
Monday in February. For various reasons, the budget
has not always been transmitted on the scheduled date.
In some years, Congress has been late in passing appro-
priations acts for the fiscal year prior to the budget
year, which delays preparation of the budget. Also, this
schedule does not require an outgoing President to
transmit a budget, it is not practical for an incoming
President to complete a budget within a few days of
taking office on January 20th.!

Congressional Action?

Congress considers tne rresi0€nts ouaget proposais
and approves, modifies, or disapproves them. It can
change funding levels, eliminate programs. or add pro-
grams not requested by the President. It can add or
eliminate taxes and other sources of receipts, or make
ot‘het"1 changes that affect the amount of receipts col-
lected.

Congressional review of the budget begins shortly
after the President transmits the budget to Congress.
Under the procedures established by the Congressional
Budget Act of 1974, Congress considers budget totals
before completing action on individual appropriations.
The Act requires each standing committee of the House
and Senate to recommend budget levels and report leg-
islative plans concerning matters within the commit-
tee’s jurisdiction to.the Budget Committee in each body.
The Budget Committees then initiate the concurrent
resolution on the budget. The budget resolution sets
appropriate levels for total receipts and for budget au-
thority and outlays, in total and by functional category
(see Functional Classification below). It also sets appro-
priate levels for the budget deficit (or surplus) and debt.

The explanatory statement that accompanies the
budget resolution allocates amounts of budget authority
and outlays within the functional category totals to the
committees that have jurisdiction over the programs
in the functions. The House and Senate Appropriations
Committees are required, in turn, to allocate amounts
of budget authority and outlays among its respective
subcommittees. Other committees may make allocations
among their subcommi‘tees but are not required to.
There is no allocation at the program level. However,
the functional allocctions are based on certain assump-
tions about the level of funding for major programs.

'The dasw was changed in 1990 from the firm Mendsy ahev Jemusry I
Thus, Prandeat Clintsn was the frt Prasident 1a medern Umes o

The 1984 Budgut @as wransrmatiod io aarly Apri 1983,

‘Per o fuller o Ve J
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These assumptions may be included in the explanatory
statement, but they are not binding on the committees
of jurisdiction. The budget resolution may contain “rec-
onciliation directives,” which are discussed below.

The budget resolution is scheduled to be adopted by
the whole Congress by April 15 of each year, but pas-
sage is often delayed. After passage of the budget reso-
lution, a point of order can be raised to block consider-
ation of bills that would cause a committee's allocation
to be exceeded. Like the President’s budget, the budget
resolution is subject to spending limitations imposed
in law through 1998.

Budget resolutions are not laws and, therefore, do
not require the President’s approval. However, Con.
gress considers the Administiation’s views, because leg
islation developed to meet congressional budget alloca-
tions does require the President’s approval. In some
years, the President and the joint leadership of Con-
gress have formally agreed on the framework of a defi-
cit reduction plan. These agreements were reflected in
sha budmas maenjgtion and lagic'etice -sezed for *“oe-
years.

Congress does not enact a budget as such. It provides
spending authority for specified purposes in several ap-
propriations acts each year (usually thirteen). In mak-
ing appropriations, Congress does not vote on the level
of outlays (spending) directly, but rather on budget au-
thonty, which is the authority to incur legally binding
obligations of the Government that will result in imme-
diate or future outlays. In a separate process, prior
‘o making appropriations, Congress usually enacts leg-
1slation that authorizes an agency to carry out a par-
ticular program and, in some cases, includes limits on
the amount that can be appropriated for the program.
$ome programs require annual authorizing legislation,
some are authorized for a specified number of years,
and others are authorized indefinitely. Congress may
enact appropriations for a program even though there
i5 no specific authorization for it.

Appropriations bills are initiated in the House. The
Appropriations Committee in each body has jurisdiction
over annual appropriations. Those committees are di-
vided into subcommittees that hold hearings and review
detailed budget justification materials prepared by the
ajfencies within the subcommittee’s jurisdiction. After
a bill has been approved by the committee and by the
whole House, usually with amendments to the origina:
version, it is forwarded to the Senate, where a similar
review follows. In case of disagreement between the
two Houses of Congress, a confererice committee (con-
sisting of Members of both bodies) meets to resolve
the differences. The -eport of the conference committee
is returned to both Fouses for approval. When the
measure is agreed to, first in the House and then in
the Senate, it is ready to be transmitted to the Presi-
dent as an enrolled %ill, for approval or veto.

If action on one or more appropriations bills is not
conapleted by the beginning of the fitcal year, Congress
enucts a joint continuing resolution to provide authority
for the affected agencies to continue financing oper-
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ations up to a specified date or until their regular ap-
propriations are enacted. In some years, a portion or
all of the Government has been funded for the entire
- year by a continuing resolution. Continuing resolutions
must be presented to the President for approval or veto.

Congress provides spending authority in permanent
laws as well as appropriations acts. These are laws
that do not need to be reenacted each year. In fact,
while spending authority for the majority of Federal
programs is provided each year in appropriations acts,
most of the total spending authority available in a year
is provided by permanent laws. This is because the
budget authority for interest on the public debt ($297
billion in 1994) and a few prcgrams with large amounts
of obligations each year, such 4= social security ($321
billion in 1994), are funded by permanent law. The
outlays from permanent budget authority, together with
the outlays from obligations incurred with budget au-
thority provided in previous years, account for the ma-
jority of the outlay total for any year. Therefore, most
~tles= in a year are not controlled throueh aooropria-
uons acuons for that year. The types of budget author-
ity, their control by Congress, and the relation of out-
lays to budget authority are discussed in more detail
in later in the chapter.

Almost all taxes and most other receipts result from
permanent laws. Tax bills are initiated in the House.
The House Ways and Means Commiittee and the Senate
Finance Committee have jurisdiction over tax laws.

The reconciliation directives in a budget resolution
usually require changes in permanent laws. They in-
struct each designated committee to make changes in
the laws under the committee’s jurisdiction that will
change the levels of receipts and spending controlled
by the laws. The instructions specify the dollar amount
of changes that each designated committee is expected
to achieve through changes in law, but do not specify
the laws to be changed or the changes to be made.
However, the changes in receipt and outlay amounts
are based on certain assumptions about how laws would
be changed, and these assumptions may be included
in the explanatory statement accompanying the budget
resolution. Like other assumptions included in the ex-
planatory statement, these are not binding on the com-
mittees of jurisdiction. -

The committees that are subject to reconciliation di-
rectives are expected to prepare implementing legisia-
tion. Such legisiation may, for example, change the tax
code, change benefit formulas or eligibility require-
ments for entitlement programs, or authorize Govern.
ment agencies to charge fees to cover some of their
costs. In some years, Congress has enacted an omnibus
budget reconciliation act {OBRA), which combines the
amendments to implement reconciliation directives in
a single act. These acts, together with appropriations
acts for the year, often implement agreements between
the President and the Congress. They may inciude
other matters, such as laws providing the means for
enforcing these agreements, as described below.

rn

Budget Enforcement

The Balanced Budget and Emergency Deficit Control
Act of 1985 (commonly known as the Gramm-Rudman-
Hollings Act) constrains legislation that would increase
spending or decrease receipts through 1998. It was ex-
tended and amended extensively by the Budget En-
forcement Act of 1990 and extended agsin by the Omni-
bus Budget Reconciliation Act of 1993

The Act divides spending ints two types—discre-
tionary spending and direct spending (sometimes
called mandatory spending). Discretionary spending is
controlled through annual appropriations acts. Funding
for salaries and other operating expenses of Govern-
ment agencies, for example, is ususlly discretionary be-
cause it is usually provided by appropriations acts. Di-
rect spending is controlled by permanent laws. Medi-
care and medicaid payments, unemployment insurance
benefits, and farm price supports are examples of direct
spending, because payments for those purposes are au-
thorized in permanent laws. The Act specifically defines
funding for the Food Stamp program as direct spending,
eveu wwugn funaing .ur the program is provided in
appropriations acts. The Act includc; receipts under
the same rules that apply to direct spending, because
receipts are generally controlled by permanent laws.

The Act constrains discretionary spending differently
from direct spending and receipts. Discretionary spend-
ing is constrained by dollar limits (“caps”) on budget
authority and outlays for each fiscal year through 1998.
The caps are adjusted when the budget is transmitted
each year for the difference between the inflation rates
assumed when the caps were enacted and actual infla-
tion rates. The Act requires the caps to be adjusted
for certain other reasons, such as to reflect the enact-
ment of emergency appropriations. The caps for this
budget, adjusted to reflect proposed changes, are shown
in the following table:

DISCRETIONARY SPENDING LIMITS

(1a nihens of dollars)
1994 1993 1996 1997 1998
Budget authority ................ §28.1 5270 5082 4979 5105
Outlays ......covunnnnniccrennirannns S47.6 8498 5468 5438 5385

If the amount of budget authority provided in appro-
priations acts for the year exceeds the discretionary
cap on budget authority, or the amount of outlays esti-
aiad to result from this budget authority is estimatea
to exceed the discretionary cap on outlays, the Act
specifies a procedure, called sequestration, for reduc-
ing discretionary spending. Under a sequester, spending
for most discretionary programs is reduced by a uni-
form percentage. Special rules apply in reducing some
programs, and some programs are exempt from seques-
ter by law.

The Violent Crime Control and Law Enforcement Act
of 1994 created tkc Violent Crime Reduction Trust
Fund and appropriated a specified amount to the Fund
for each year from 1995 through 2000. Spending from
the Fund is controlled by annual appropriations acts,
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however, it is not subject to the general purpose discre-
tionary caps. Instead, the Act specified outlay caps,
which are not adjustable, and effectively capped budget
authority, as shown in the following table:

VIOLENT CRIME REDUCTION LIMITS
(ln thllians of doilers?

1994 1995 1998 1997 1988
Budget authofity ... -_ 24 4.3 50 50
OQutlays .....ccoenene. - 0.7 23 39 4.9

The Act amended the Gramm-Rudman-Hollings Act
to require a separate sequester procedure, similar to
the one required for general purpose discretionary
spending, if the Violent Crime Reduction caps are ex-
ceeded.

Laws that would increase direct spending or decrease
receipts are constrained through “pay-as-you-go”
(PAYGOQ) rules. Under these rules, the cumulative ef-
fects of legislation affectine direct spending or receipts
must not increase the detiat. Legislated increases in
benefit payments, for example, have to be offset by
legislated reductions in other direct spending or in-
creases in receipts. Following the end of a session of
Congress, OMB estimates the net effect on the deficit
of laws enacted since the Act was passed that affect
direct spending and receipts. If there is an estimated
net increase in the deficit for the current fiscal year
and the budget year combined, the Act specifies seques-
ter procedures for the uniform reduction of most non-
exempt direct spending programs. Special rules apply
in reducing some non-exempt programs. Less than 3
percent of all direct spending is sequesterable; the rest
is exempt from sequester by law.

The PAYGO rules do not apply to increases in direct
spending or decreases in receipts that are not the result
of new laws. For example, direct spending for benefit
programs, such as unemployment insurance, rises when
the population of eligible beneficiaries rises and many
benefit payments are automatically increased for infla-
tion under existing laws. Tax revenues decrease when
the profits of private businesses decline as the result
of economic conditions. To address the problem of rising
direct spending, President Clinton issued Executive
Order No. 12857, which established targets for direct
spending (excluding deposit insurance and interest on
the public debt) for 1994 through 1997. The targets
were based on estimates made in 1994 and may be
adjusted for unanticipated increases in the number of
beneficiaries. If there is an actual or projected overage
in any year, the President must submit a rmessage to
Congress, explaining the cause. Depending on the eco-
nomic circumstances at the time, the President may
recommend recouping or eliminating all, some, or none
of the overage If the President recommends reducing
the overage, he must specify how. 7'z House has insti-
tuted rules to expedite its response to such a message.
(Chapter 15, “Review of Direct Spending and Receipts,”
in the Analytical Perspectives volume of the 1996 budg-
et provides more information on this subject.;

6l

The Gramm-Rudman-Hollings Act requires OMB to
make the estimates and calculations that determine
whether there is to be a sequester and report them
to the President and Congress. The Congressional
Budget Office (CBO) is required t> make the same esti-
mates and calculations, and the Director of OMB is
required to explain any differences between the OMB
and CBO estimates. The estimates and calculation by
OMB are the basis for sequester orders issued by the
President. The President’s orders may not change any
of the particulars of the OMB report. The General Ac-
counting Office is required to prepare compliance re-

ports.

OMB and CBO are required to publish three seques-
tration reports—a “preview” report at the time the
President submits the budget, an “update” report in
August, and 4 “final” report at the end of a session
of Congress (usually in the Fall of each year). The pre-
view report discusses the status of discretionary and
PAYGO senuestratin~ hased on ~=von* ' This rq,
port explains the adjustments that are required by law
to the discretionary caps and publishes the revised
caps. The preview report estimates are revised in the
update and final reports to reflect the effects of laws
enacted since the preview report. In addition to these
reports, OMB and CBO are required to estimate the
effects of appropriations acts anc PAYGO laws imme-
diately after each one is enacted. The OMB final report
estimates trigger a sequester if the appropriations en-
acted for the current year exceed the caps or if the
cumulative effect of PAYGO legislation are estimated
to increase the deficit.

From the end of a session of Congress through the
following June 30th, discretionary sequesters take place
whenever an appropriation act for the current fiscal
year causes a cap to be exceeded. Because a sequester
in the last quarter of a fiscal year might be too disrup-
tive, the Act specifies that a sequester that otherwise
would be required then is to be accomplished by reduc-
ing the limit for the next fiscal year. These require-
ments ensure that supplemental appropriations enacted
during the fiscal year are coversd by the budget en-
forcement provisions.

Budget Execution

Government offic.als are generally required to spend
no more and no less than has been appropriated, and
they may use funds only for purposes specified in law.
The Antideficiency Act prohibits government officials
from spending cr obligating the government to spend
in advance of an appropriation, unless specific authority
to do s0o has Se: provided in law. Additionally, the
Act requires the President to apportion the funds avail-
able to most executive branch agencies. The Prosident
has delesated this authority to OMB. OMB usually ap-
portions by time ~-riods (usually by quarter of the fis-
cal year) and sometimes by activities. Agencies may
request that an account be reapportioned during the
year to accommodate changing circumstances. This sys-
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tem helps to ensure that funds are available to cover
operatioas for the entire year.

If changes in laws or other factors make it necessary,
Congress may enact supplemental appropriations.
For example, a supplemental appropriation might be
required to respond to an unusually severe natural dis-
aster.

On the other hand, changing circumstance may re-
duce the need for certain spending for which funds
have been appropriated. However, the President may
withhold amounts appropriated from obligation, only
under certain limited circumstances, in order to provide
for contingencies, to achieve savings made possible
through changes in requirements or greater efficiency
of operations, or as otherwise specifically provided in

 —

law. The Impoundment Control Act of 1974 specifies
the procedures that must be followed if funds are with-
held. Deferrals, which are temporary withholdings, take
effect immediately unless overturned by an act of Con-
gress. In 1994, a total of $8.6 billion in deferrals were
reported to and none were overturned. Rescis-
sions, which permanently cance! budget authority, do
not take effect unless Congress passes a law approving
them. If such a law is not within 45 days of
continuous session, the withheld funds must be made
available for spending. In total, Congress has approved
less than one-third of the amount of funds that Presi-
dents have proposed for rescission since enactment of
the Impoundment Control Act. In 1994, the Presider..
proposed rescissions totalling $3.2 billion, and Congress
enacted a total of $1.3 billion.

Budget Calendar
The following timetable highlights the dates of significant budget events during the year.

Between the 1st Moaday in
Jeouary and the lst

Mongay wa February ...

Actioa to be completed on recoaciliation.

Auguat 20 ... OMB updates the sequestar preview.
October 1 weeneee. . Fiseal year bagins.
1S dasys after the end of a

sassion of Congress ..........

Presiaea. wansouts the oudget, i0GiUGIng 2 sequester preview report
Congressional committees report budget sst= . «s to Budget Committees.
Action to be completed on congressioval budget resolution.

. House consideration of anaual appropriations bills may begin.

.. Action oa appropriations to be completed by House.
. President transmits Mid-Session Review of the budget.

OMB wssues (inal sequestar report, and the President ssues a sequester order, if necessary.

COVERAGE OF THE BUDGET

Federal Government and Budget Totals

The budget documents provide information on all
Federai agencies and programs. The total receipts and
outlays of the Federal Government are composed of
both on-budget receipts and outlays and receipts and
outlays th-t, by law, are designated as off-budget. By
law, the receipts and outlays of social security (the
Federal Old-Age and Survivors Insurance and the Fed-
eral Disability Insurance trust funds) and the Postal
Service Fund are excluded from the budget totals and
from the calculation of the deficit for Gramm-Rudman-
Hollings Act purposes. The off-budget transactions are
separately identified in the budget. The on-budget and
»f-budget amounts are added together to derive totals
‘or the Federal Government.

w2

TOTALS FOR THE BUDGET AND THE FEDERAL
GOVERNMENT

tin bellions of dellary)

199¢ 1995 1096
. tie
el T D
On-budget:
Budget authorily .........ccoveveeicrennnnn, 1,248 1,266 1,305
Outlays ......ccocenne. 1,182  1,2¢7 1307
ROCRIPLS ..o e 923 995 1,048
Deficit ........ -259 -252 -262
Off-budget:
Budget authority .........coeeevvrimeerrerieniane 283 298 309
Outlays ... 279 292 308
Receipts ........ccoeoeviniennn. 338 351 370
Surplus 58 60 68
Federal Governmeat:
Budget authorigy ..........cccoceveuicecninnnne, 1828 1,564 1614
CUUIBYE .ot e ersresesnsseseenenees 1,461 1,639 1812
Receipts ... 1,258 1,348 1,418
Deficit ..........ccooovoorrreeeentereennaennns -203 -193 -197
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Neither the on-budget nor the off-budget totals in-
clude transactions of Government-sponsored enter-
prises, such as the Federal Nationa! Mortgage Associa-
tion (Fannie Mae) and the Student Losn Marketing
Association (Sallie Mae). These enterprises were estab-
lished by federal law for public policy purposes but
are privately owned and operated corporations. Because
of their close relationship to the Government, these
enterprises are discussed in several parts of the budget,
and their financial data are reported in the Appendix
to the Budget of the United States Government and
some detailed tables.

A presentation for the Board of Governors of the Fzd-
eral Reserve System is included in the Appendix for
information only. The amounts are not included in ei-
ther the on-budget ¢. off-budget totals because of the
independent status of the System. However, the Federal
Reserve Systems net earnung are transferred annually
to the Treasury, and are recorded in the budget as
receipts.

Functional Classification

The functional classification arrays budget authority,
outlays, and other budget data according to the major
purpose served—such as agriculture, income security,
and national defense. There are nineteen major func-
tions, most of which are divided into subfunctions. For
example, the Agriculture function is divided into
Farm Income Stabilization and Agricultural and
Research Services. The functional classification is an
integral part of the congressional budget process, and
the functional array meets the Congressional Budget
Act requirement for a presentation in the budget by
national needs and agency missions and programs.

The following criteria are used in the establishment
of functional categories and the assignment of activities
to them:

¢ A function comprises activities with similar pur-
poses addressing an important national need. The
emphasis is on what the Federal Government
seeks to accomplish rather than the means of ac-
complishment, the objects purchased, or the clien-
tele or gecgraphic area served.

e A function must be of continuing national impor-
tance, and the amounts attributable to it must
be significant.

e Each basic unit being classified (generally the ap-
propriation or fund account) usually is classified
according to its predominant purpose and assigned
to only one subfunction. However, some large ac-
counts that serve more than one major purpose
are subdivided into two or more subfunctions.

o Activities and programs are normally classified ac-
cording to their primary purpose (or function) re-
gardless of which agencies conduct the activities.

Chapter 6, “Federal Spending by Function, Subfunc-
tion, and Major Program” in the Analytical Perspectives
volume of the 1996 budget provides information on
budget authority and outlays by function and subfunc-
tion.

63

Agencies, Accounts, Programs, Projects, and
Activities

'‘Various summary tables in the Analytical Perspec-
tives volume of the 1996 budget provide information
on budget authority, outlays, and receipts arrayed by
Federal agency. Chapter 26 of that volume, “Federal
Programs by Agency and Account,” sonsists of a table
that lists budget authority and outlays by budget ac-
count within each agency and the totals for each agency
of budget authority, outlays, and receipts that offset
the agency spending totals. The Appendix to the Budget
of the United States Gouernment provides budgetary,
financial, and descriptive information about programs,
prcjects, and activities by account within each agency.
That volume of the budget also presents the most re-
cently enacted appropriation languaze for an account
and any chapges that are proposed to be made for
the budget year.

Types of Funds

Ageucy acuwities are financed through Federa: tunds
and. trust funds.

Federal funds comprise several types of funds. The
general fund, which is the greater part of the budgoet,
is ¢redited with receipts not earmarked by law for a
specific purpose, such as almost all income tax receipts,
and is also credited with the proceecds of general bor-
rowing. General fund appropriation accounts record
general fund expenditures. General fund appropriations
are drawn from general fund receipts collectively and,
therefore, are not specifically linked to receipt accounts.
Special funds consist of receipt accounts for Federal
fund receipts that are earmarked by law for specific
purnoses and associated appropriatior: accounts for the
expenditure of the earmarked receipts. Public enter.
prive (revolving) funds are used for programs author-
ized by law to conduct a cycle of business-type oper-
ations, primarily with the public, in which outiays gen-
erate collections. The collections and the outlays of the
fun< are recorded in the same account. Intragovern-
merital funds are revolving funds that conduct busi.
ness-type operations primarily within and between Gov-
erninent agencies.

Tr-ust funds are established tc account for the re.
ceipt and expenditure of monies by the Government
for carrying out specific purposes and programs in ac.
cordance with the terms of a statute that designates
the fund as a trust fund (such as the Highway Trust
Fund) or for carrying out the stipulations of a trust
agreement (such a' any of several trust funds for gifts
and donations for specific purposes). Trust revolving
funds are trust .unds credited with collections ear-
marked by law to carry out a cycle of business-type
operations.

The Federal budget meaning of the term “trust" dif-
fers significantly from its private sector usage. In the
privite sector, the beneficiary of a trust usually owns
the trust's assets, which are managed by a trustee who
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must follow the stipulations of the trust. In contrast,
the Federal Government owns the assets of most Fed-
eral trust funds, and it can raise or lower future trust
fund collections and payments, or change the purposes

- for which the collections are used, by changing existing
laws. There is no substantive difference between a trust
fund and a special fund or between a trust revolving
fund and a public enterprise revolving fund. (Chapter
18, “Trust Funds and Federal Funds,” in the Analytical
Perspectives volume of the 1996 budget provides more
information on this subject.)

Cwrent Operating Expenses and Capital
Investment

The budget includes all types of spending, including
both current operating expenses and capital invest-
ment. Capital investment includes direct purchases of
land, structures, and equipment. It also includes sub-
sidies for capital investment provided by direct loans
and loan guarantees; the purchase of other financial
assets; grants to state and local governments for the
purchase of physical assets; and the conduct of re-
search, development, education, and training. (Chapter
7, “Federal investment outlays and capital budgets,”
in the Analytical Perspectives volume of the 1996 budg-
et provides more information on capital investment)

COLLECTIONS

In General
Money collected‘ by the Government is classified into

s Governmental receipts, whic’ -re compared in
total to outlays (net of offsetting collections) in
calculating the surplus or deficit.

s Offsetting collections, which are deducted from
gross outlays to produce net outlay figures.

Governmental Receipts

These are collections from the public that result pri-
narily from the exercise of the Government’s sovereign
or governmental powers. Governmental receipts consist
nostly of individual and corporate income taxes and
ocial insurance taxes, but also include excise taxes,
compulsory user charges, customs duties, court fines,
certain license fees, and deposits of earnings by the
“ederal Reserve System. Gifts and donations are also
:ounted as governmental receipts. Total receipts for the
Federal Government include both on-budget and off-
budget receipts (see the table, “Totals for the Budget
nnd Federal Government,” which appears earlier in this
‘hapter.)

Offsetting Collections

These are amounts received from the public as a
‘esult of business-like or market-oriented activities (for
example, proceeds from the sale of postage stamps or
slectricity, fees for admittance to recreation areas, or
he proceeds from the sale of Government-owned land)
and amounts collected from other Government accounts.
Offsetting cotlections from the public are deducted from
Toss budget authority and outlays, rather than com.
sined with governmenta! receipts. The purpose of this
treatment is to produce tudget totals for receipts, budg-
et authority, and outlays that represent governmental
ather than market activity. Intragovernmental offset.
ing collections are deducted from gross budget author-
ity and outlays so that the budget totals measure the
transactions of the Government with the public.

Offsetting collections are classified into two major
;ategories: offsetting collections credited to appro-

priation or fund accounts, and offsetting receipts,
which are deposited in receipt accounts. The offset is
applied differently for each type.

Offsetting Collections Credited to Expenditure
Accounts

For all revolving funds and many appropriation ac-
counts, laws authorize collections to be credited directiy
to expenditure accounts and, usually, to be spent for
the purpose of the account without further action by
Congress. These collections may be from either the pub-
lic or other expenditure accounts. For example, a per-
manent law authorizes the Postal Service to use collec-
tions from the sale of stamps to finance its operations
without a requirement for annual appropriations. The
offsetting collections that are authorized to be spent
are recorded as budget authority. Sometimes this is
not the full amount of the offsetting collections, because
appropriations acts may contain limitations on the obli-
gations that can be financed by such budget authority.
In those cases, the recorded budget authority is ad-
justed to reflect the amount available to incur obliga-
tions. The budget authority and outlays of the appro-
priation or fund account are shown both gross (that
is, before deducting offsetting collections) and net (that
is, after deducting offsetting collections). Totals for the
agency, subfunction, and budget are net of offsetting
collections.

While most offsetting collections credited to expendi-
ture accounts result from business-like activity or are
collected from other Government accounts, some are
governmental in nature but are required by law to be
treated as offsetting. These are labeled as “offsetting
governmental collections.”

Offsetting Receipts

Offsetting collections that are not authorized to be
credited to expenditure accounts are credited to general
fund, special fund, or trust fund receipt accounts and
are called offsetting receipts. Offsetting receipts are de-
ducted from budget authority and outlays in arriving
at total budget authority and outlays. In most cases,
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such deductions are made at the subfunction and agen-
cy levels. Unlike offsetting collections credited to ex-
penditure accounts, offsetting receipts do not offset
budget authority and outlays at the account level. Off-
setting receipts are subdivided into three categories,
as follows:

e Proprietary receipts from the public.—These
are collections from the public, deposited in receipt
accounts, that arise out of the business-type or
market-oriented activities of the Government
Most proprietary receipts are deducted from the
budget authority and outlay totals of the agency
that conducts the activity generating the receipt
and of the subfunction to which the activity is
assigned. For ..ample, fees for using National
Parks are deducted from the totals for the Depart-
ment of Interior, which has responsibility for the
parks, and the Recreational Resources subfunc-
tion. A limited number of proprietary receipts,
however, are not offset against any specific agencv
or function and are classified as undistnbuted otf-
setting receipts. They are deducted from the Gov-
ernment-wide totals for budget authority and out-
lays. For example, the collections of rent and roy-
alties from Outer Continental Shelf lands are un-
distributed because the amounts are large and for
the most part are not related to the spending of
the agency and subfunction that administers the
transactions.

¢ Intragovernmental transactions.—These are
collections ' from appropriation or fund accounts
that are deposited into receipt accounts. Most in-
tragovernmental transactions are deducted from
the budget authority and outlays of the agency

that conducts the activity generating the receipts
and of the subfunction to which the activity is -
assigned. In two cases, however, intragovern-
mental transactions appear as special deductions
in computing total budget authority and outlays
for the Government rather than as offsets at the
agency level—agencies’ payments as employers
into employee retirement trust funds and interest
received by trust funds. The special treatment for
these receipts is necessary because the amounts
are large and would distort the agency totals if
attributed to the agencies.

* Offsetting governmental receipts.—These are
collections that are governrnental in nature but
are required by law tc be treated as offsetting.

There are several categories of intragovernmental
transactions “Intrabudgetary transactions incjude all
payments from on-budget expenditure accounts to on-
budget receipt accounts. These are subdivided into
tnrec categories. (1) interfund (ransactions, ~uc.¢
the payment is from an expenditure account in one
fund group (either Federal funds or trust funds) to a
receipt account in the other fund group, (2) Federal
intrafund transactions, where the payment and re-
ceipt both occur within the Federal fund group; and
(3) trust intrafund transactions, where the payment
and receipt both occur within the trust fund group.
In addition, there are intragovernmental transactions
that are not intrabudgetary—payments from on-budget
expenditure accounts to off-budget receipt accounts, and
from off-budget expenditure accounts to on-budget re-
ceipt accounts.

BUDGET AUTHORITY AND OTHER BUDGETARY RESOURCES, OBLIGATIONS, AND OUTLAYS

Budget Authority and Other Budgetary
Resources

Government agencies are permitted to enter into obli-
gations requiring either immediate or future outlays
only when they have been granted authority to do so
by law. This authority is recorded as budget authority
in the year that it first becomes available. Unobligated
balances of budget authority may remain available from
previous years, but they are not recorded as budget
authority again in subsequent years. They do, however,
constitute a budgetary resource that is available for
obligation. The use of budgetary resources otherwise
available may be constrained by the imposition of le-
gally binding limitations on obligations (for example,
obligations for administrative expenses of benefit pro-
grams). Such limitations substitute for budget author-
ity, for some purposes, and are treated as a budgetary
resource.

In deciding the amount of budget authonty to request
for a program, project, or activity, Government officials
estimate the total amount of obligations that will need
to be incurred to achieve desired goals and subtract

the amounts of unobligated balances available for these
purposes. The amount of budget authority requested
is influenced by the nature of the programs, projects,
or activities being financed. For current operating ex-
penses, the amount requested usually is the amount -
estimated to be needed for the year. For major procure-
ment programs and construction projects, a full funding
policy generally applies. Under this policy, an amount
that is estimated to be adequate to complete the pro-
curement or project must be requested to be appro-
priated in the first year, even though it may be obli-
gated over several years. This policy is intended to
avoid piecemeal funding of programs and projects that
cannot be used unt:l they have been completed.
Budget authoritv takes several forms:

e appropriatiors, which permit obligations to be
incurred and payments to be made;

» borrowing vuthority, which permits obligations
to be incurred but requires that funds be bor-
rowed, generally from the general fund of the
Treasury, to mal.e payment; and A

* contract authority, which permits obligations in
advance of a separate appropriation of the cash



2* BUDGET SYSTEM AND CONCEPTS AND GLOSSARY

319

for payment or in anticipation of the collection
of receipts that can be used for payment.
The form of budget authonty is usually determined
u the authorizing statute for a program. The authoriz-
ing statute may authorize a particular type of budget
‘authority to be provided in annual appropriations acts,
> it may actually provide the budget authority in one
» its forms. Most programs are funded by appropria-
tions. An appropriation may make funds available from
k- general fund, special funds, trust funds, or author-
:2 the spending of offsetting collections credited to ex-
scuditure accounts, including revolving funds. Borrow-
ng authority is usually authorized for business-like ac-
1 ‘ties where the activity being financed is expected
0 produce income over time with which to repay the
sorrowing with interest. Contract authority is a tradi-
ional form of budget authority for certain programs,
% ticularly transportation programs.
ecause offsetting collections (offsetting receipts and
ffsetting cqllections credited to expenditure accounts)
ir~ deducted from gross budget authority, they are re-
€ eu w ao negative budget authonty ror some purpose,
iu.a-as Congressional Budget Act provisions that per-
ain to budget authority.

“udget authority that is provided in an annual appro-
i tions act is available for obligation only during the
iscal year to which the appropriations act applies, un-
ess the appropriation language providing the budget
w aority specifies that it is to remain available for
i+ nger period. Typically, budget authority for current
'perations is made available for obligation in only one
‘ear. Some budget authority is made available for a
p ified number of years. Other budget authority, in-
v ing most provided for construction, some for re-
earch, and many appropriations of trust fund receipts,
s made available for obligation until the amount appro-
v ted has been expended or until the program objec-
iv.3 have been attained.

Congress usually makes budget authority available
n he first day of the fiscal year for which the appro-
' tions act is passed. Occasionally, the appropriations
anguage specifies a different timing. The language may
rovide an advance appropriation—budget authority
h: does not become available until one year or more
< nd the fiscal year for which the appropriations act
; passed. Forward funding refers to budg®t authority
hat is made available for obligation beginning in the
a: quarter of the fiscal year (beginning on July 1st)
ot he financing of ongoing grant programs during the
ext fiscal year. This kind of funding is used mostly
or sducation programs, so that obligations for grants
a be made prior to the beginning of the next school
en.. For certain benefit programs funded by annual
ppropriations, the approgriztion provides for advance
. ling—budget authority that is to be charged to
h¢ appropriation in the succeeding year but which au-
horizes obligations to be incurred in the last quarter
f the fiscal year if necessary to meet benefit payments
a xcess of the specific amount appropriated for the
e .

When budget authority is made available by law for
a specific period of time, any part that is not obligated
during that period expires and cannot be used later.
Provisions of law that extend the availability of unobli-
gated amounts that have expired or would otherwise
expire are called reappropriations. Reappropriations
are counted as new budget authority in the fiscal year
in which the balances become newly available. For ex-
ample, if a 1995 appropriations act extends the avail-
abiity of unobligated budget authority that otherwise
would expire at the end of 1994, new budget authority
would be recorded for 1995.

Budget authority is classified in the budget as cur
rent or permanent. Generally, budget authority is cur-
rent if it is provided by annual appropriations acts and
permanent if it becomes available pursuant o standing
authorizing legislation. Advance appropriations of budg-
et authonty are classified as permanent, even though
they are provided in annusl appropriations acts, be-
cause they become available a year or more following
the ve-r to whi-t %- - R T .
spend offsetting collections credited to appropriation
and revolving fund accounts usually is provided by au-
thorizing legislation and, therefore, is usually a form
of permanent budget authority. _

Obligations and outlays resulting from permanent

Y

budget authority, including the authority to spend off-

setting collections credited to expenditure accounts, ac-
count for more than half of the budget totals. Put an-
other way, less than half of the obligations and outlays
in the budget result from annual appropriations acts.
Most permanent budget authority, other than the au-
thonty to spend offsetting collections, arises from the
authority to spend trust fund receipts and the authority
to pay interest on the public debt. Most authority to
spend offsetting collections applies to public enterprise
revolving funds.

Budget authority also is classified in the budget as
definite or indefinite. Budget authority is definite if
the legislation that provides it specifies a definite dollar
amount (including an amount not to be exceeded).
Budget authority is indefinite if, instead of specifying
an amount, the legisiation providing it permits the
amount to be determined by subsequent circumstances.
For example, indefinite budget authority is provided
for interest on the public debt, payment of claims and
judgments awarded by the courts against the US,, and
many entitlement programs. Many of the laws that au-
thorize collections to be credited to revolving, special,
and trust funds make all of the collections available
for expenditure for the authorized purposes of the fund.
Such authority is considered to be indefinite budget
authority. In some such cases, only some of these
amounts are counted as budget authority, because they
are precluded from obligation in a fiscal year by a provi-
sion of law, such as a limitation on obligations or a
benefit formula that determines the amounts to be paid
(for example, the formula for unemployment insurance
benefits).
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Obligations Incurred

Following the enactment of budget authority and the
completion of required apportionment action, Govern-
ment agencies incur obligations. Such obligations in-
clude: the current liabilities for salaries, wages, and
interest; contracts for the purchase of supplies and
equipment, construction, and the acquisition of office
space, buildings, and land; and other arrangements re-
quiring the payment of money. For Federal credit pro-
grams, obligations are recorded in an amount equal
to the estimated subsidy cost of direct loans and loan
guarantees (see FEDERAL CREDIT below).

Outlays

Outlays are recorded when obligations are paid, in
the amount paid. Obligations are usually paid in the
form of cash (currency, checks, or electronic fund trans-
fers). However, obligations also may be paid and out-
lays recorded even though no cash is disbursed. For
example, outlays are recorded for the full amount of
Federal empivyccs saialles, even tnougn the cas. ais-
bursed to the employee is net of Federal and state
income taxes, retirement contributions, life and health
insurance premiums, and other deductions. (Receipts
are also recorded for the deductions that represent pay-
ments to the Government.) Outlays are recorded when
debt instruments (bonds, debentures, notes, or mone-
tary credits) are used to pay obligations. (An increase
in debt is also recorded when such instruments are
used.) For example, the acquisition of physical assets
through certain types of lease-purchase arrangements
is treated as though an outlay were made for an out-
right purchase. Because no cash is paid up front to
the nominal owner of the asset, a debt is recorded.
The actual cash payments, nominally lease payments,
in such cases are recorded as repayments of principal
and interest.

The treatment of interest varies. Outlays for the in-
terest on the public issues of Treasury debt securities
are recorded as the interest accrues, not when the cash
is paid. Interest on special issues of the debt securities
held by trust funds and other Government accounts
is normally stated on a cash basis. When a Government
account invests in Federal debt securities, the purchase
price is usually close or identical to the par (face) value
of the security. The budget records the investment at
par value and adjusts the interest paid by Treasury
and collected by the account by the differgnce between
purchase price and par, if any. However, in the case
of two trust funds in the Department of ‘Defense, the
Military Retirement Trust Fund and the Education
Benefits Trust Fund, the differences between purchase
price and par are routinely relatively large. For these
funds, the budget records the holdings of debt at par

3 Adthuonal ke 0 previded 18 & separsis reyen. “Salances’ of Budget Authenty.”
whuch 8 labie frem U N. | Tech infe Service.. Department of Com-
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but records the differences between purchase price and
par as adjustments to the assets of the funds that are
amortized over the life of the security. Interest is re-
corded as the amortization occurs. The special issues
of zero-coupon bonds held by the Pension Benefit Guar- ~
anty Corporation are recorded at market value and the
interest is accrued.

For Federal credit programs, outlays are equal to .
the subsidy cost of direct loans and loan guarantees
and are recorded as the underlying loans are disbursed
(see FEDERAL CREDIT below).

Refunds of receipts (such as income taxes in excess
of tax liabilities) are recorded as reductions of receipts,
rather than as outlays.

Outlays during a fiscal year may be for the payment
of obligations incurred in the same year or in prior
years. Obligations, in turn, may be incurred under
budget authority provided in the same or in prior years.
Outlays, therefore, flow in part from unexpended bal-
ances of prior year budget authority and in part from
Sudget authority provided for .... ,..; in wai... Je
money is spent. The ratio of the outlays resulting from
budget authority enacted in any year to the amount
of that budget authority is referred to as the spendout
rate for that year., ' .

Outlays for an account are stated both gross and,
net of offsetting collections, but function, agency, and
Government-wide outlay totals are only stated net.
Total outlays for the Federal Government include both
on-budget and off-budget outlays. (See the table, “Totals
for the Budget and Federal Government,” which ap-
pears earlier in this chapter.)

Balances of Budget Authority

Not all budget authority enacted for a fiscal year'
results in obligations and outlays in the same year
In the case of budget authority that is available for
more than one year, the unobligated balance of budg-
et authority that is still available at the end of a year
may be carried forward for obligation in the following
year. The obligated balance is that portion of the
budget authority that has been cbligated but not paid
For example, in the case of salaries and wages, 1 to
3 weeks elapse between the time of obligation and the
time of payment. In the case »f major procurement
and construction, payments may occur over several
years. Obligated balances of budget authority are car-
ned forward until the obligations are paid.3

A change in the amount of obligations incurred from
one year to the next is not necessarily accompanied
by an equal change in either the budget authority or
the outlays of that same year. Conversely, a change
in budget authori.y in any one year may cause changes
in the level of obligitions and outlays for several years.
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FEDERAL CREDIT

. Government programs may be carried out through
federally supported credit in the form of direct loans
.or loan guarantees. A direct loan is a disbursement
of funds by the Government to a non-Federal borrower
under a contract that requires the repaymeat of such
funds with or without interest. A loan guarantee is
any guarantee, insurance, or other pledge with respect
to the payment of all or a part of the principal or
interest on any debt obligation of a non-Federal bor-
rower to 2 non-Federal lender. The Federal Credit Re-
form Act prescribes the budget treatment for Federal
credit programs. This treatment is designed to measure
the subsidy cost of direct loans and guaranteed loans
in the budget, rather than the cash flows, so they can
be compared to each other and to other methods of
delivering benefits, such as grants, on an equivalent
basis.

Under credit reform, the estimated long-term cost to
the Government arising from the direct loans and loan
guaraniees of A credit program must be esimaicu dnd
recorded in the budget in a credit program account.
The cost is estimated as the present value of expected
disbursements over the term of the loan less the
present value of expected collections.¢+ For most pro-
grams, direct loan obligations and loan guarantee com-
mitments cannot be made unless Congress has appro-
priated funds for the costs in advance in annual appro-
priations acts. In addition, the appropriation language
for most credit programs includes annual limitations
on the amount of obligations for direct loans and com-
mitments for loan guarantees.

When a direct or guaranteed loan is disbursed, the
program account makes a payment equal to the cost,
which is recorded as an outlay, to a non-budgetary
credit financing account. For a few programs, the
computed cost is negative for a portion or all of the
direct loans and loan guarantees. In such cases, the
financing account makes a payment to a special fund
receipt account established for the program, where it
is recorded as an offsetting receipt.

The cost of the outstanding direct and guaranteed
loans is reestimated each year. If the cost is estimated

to have increased, an additional outlay is made from
the program account to the financng account, and, if
the cost is estimated to have decreased, a payment
is made from the financing account to the program’s
special fund receipt account, where it is recorded as
an offsetting receipt. A permanent appropriation 1S
available to pay the increased costs resulting from
reestimates.

If the terms of an outstanding direct loan or loan
guarantee are modified in a way that increases the
cost, an outlay in the amount of the increased cost
is made from the program account to the financing
account. The additional cost is recorded as an obligation
against the budget authority provided for the costs of
the program for that year The requirement to record
the costs of modification applies to pre-credit reform,
as well as post-credit reform, direct loans and loan
guarantees.

wredit f.wading accounts vecord all cash flows to and
from the Government arising from dir~ct loan obliga-
tions and loan guarantee commitments. These cash
flows consist mainly of direct loan disbursements and
repayments and loan guarantee default payments. The
cash flows of direct loans and of loan guarantees are
recorded in separate financing accounts for programs
that do both. The transactions of the financing accounts
are displayed in the budget documents for information
and analytical purposes, together with the related pro-
gram accounts, but are exciuded from the budget totals
because they are not a cost to-the Government. Financ-
ing account transactions are a means of financing a
budget surplus or deficit (see Credit Financing Ac-
counts below).

The transactions associated with direct loan obliga-
tions and loan guarantee commitments made prior to
1992 continue to be accounted for on a cash flow basis
and are recorded in liquidating accounts. In most
cases, the liquidating account is the account that was
used for the program prior to the enactment of credit
reform in 1990.

BUDGET DEFICIT OR SURPLUS AND MEANS OF FINANCING

A budget deficit is the amount by which outlays ex-
ceed receipts. Deficits are financed by borrowing and,
to a limited extent, the other items discussed under
this heading. The debt (debt held by the public) is the
cumulative amount of borrowing to finance deficits, less
repayments. When receipts exceed outlays, the dif-
ference is a budget surplus Surpluses are used to re-
duce debt and, to a limited extent, may be absorbed
by the other items.

< Prosent value 15 5 sandsrd Aasntial cancapt st sllews for the Ume value of meney.
Mt 1s, for L fact thet s @ven sum of money 18 werth mere st present When 1n the
futers buchuse interest can be earned on L

Borrowing and Repayment

Borrowing is not defined as receipts, and debt repay-
ment is not defined as outlays. If they were, the budget
would virtually be balanced by definition. This rule ap-
plies both to borrowing in the form of Treasury securi-
ties and to specialized borrowing in the form‘of agency
securities (including the itsuance of debt securities to
liquidate an obligation and the sale of certificates rep-
resenting participatior. in a pool of loans). In addition

-8
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to issuing debt to the public, the Government issues
debt to Government accounts, primarily trust funds
that are required by law to invest in Treasury securi-
ties. This debt is not a8 means of financing deficits,
because it does not raise any additional cash. In 1994,
the Government borrowed $185 billion from the public
to finance the deficit of $203 billion in that year (the
rest was financed by various other means). At the end
of 1994, the debt held by the public was $3,432 billion.
(See Chapter 13, “Federal Borrowing and Debt,” in the
Analytical Perspectives volume of the 1996 budget for
a fuller discussion of this topic.)

Exercise of Monetary Power

Seigniorage is the profit from coining money. It is
the difference between the value of coins as money
and their cost of production. Seigniorage on coins arises
from the exercise of the Government's monetary powers
but differs from receipts coming from the public, since
there is no corresponding payment by another party.
Mhe—fawn  --ieminrase ig aevnluded from receipts and
treated as a means of financing the deficit other than
borrowing from the public. 1he profit resulting from
the sale of gold as a monetary asset also is treated
as a means of financing, since the value of gold is
determined by its value as a monetary asset rather
than as a commaodity.

Credit Financing Accounts

The net cash flows of credit programs are recorcied
in credit financing accounts, which are excluded from
the budget totals and are called net financing dis-
bursements. (See FEDERAL CREDIT above.) Net fi-
nancing disbursements are defined in the same way
as the outlays of a budgetary account and may be either
positive or negative. If positive, they must be paid in
cash and increase the requirement for Treasury borrow-
ing in the same way as an increase in budget outluys
and the budget deficit; if negative, they provide cash
to the Treasury that can be used to finance the pay-
ment of the Government’s obligations. The net financing

disbursements are therefore a means of financing the
deficit other than borrowing from the public.

Deposit Fund Account Balances

Certain accounts outside the budget, known as de-.
posit funds, are established to record amounts held
temporarily until ownership is determined (for example,
earnest money paid by bidders for mineral leases) or
held by the Government as agent for others (for exam-
ple, State and local income taxes withheld from Federal
employees’ salaries and payroll deductions for the pur-
chase of savings bonds by employees of the Govern-
ment). Deposit fund balances may be held in the form
of either invested or uninvested balances. Changes in
deposit fund balances affect Treasury’s cash balances,
even though the uansactions are not a part of the
budget. To the extent that deposit fund balances are
not invested, changes in the balances are reflected as
a means of financing the deficit other than beorrowing
from the public. To the extent that the balances are
.avested in rederai deot, changes i ..¢ balances are
reflected as borrowing from the public or as a means
of financing the deficit other than borrowing from the
public, depending on whether the deposit fund invest
ments are classified as held by the public or the Gov-
ernment.

Exchange of Cash

The Government’'s deposits with the Internationa.
Monetary Fund (IMF) are considered to be monetary
assets. Therefore, the movement of money between thr
IMF and the Treasury is not considered in itself :
receipt or an outlay, borrowing, or lending. However,
interest paid by the IMF on U.S. deposits is an offset-
ting collection. In a similar manner, the holdings o°
foreign currency by the Exchange Stabilization Fun
are considered to be cash assets. Changes in these hoid-
ings are outlays only to the extent there is a realized
loss of dollars on the exchange and are offsetting collec
tions only to the extent there is a realized dollar profi’

FEDERAJL. EMPLOYMENT

The budget includes information on civilian and mili-
tary employment and personnel compensation and ben-
efits. It also —akes comp.risons between th- Foceral
workforce, State and local government workforces, and
the United States population. Two different measures
of employment levels are provided—actual positions
filled and full-time equivalents (FTE). One FTE is equal
to one work year or 2,080 hours. For most purpoes,
the FTE measure is more meaningful, because it takes
into account par:-time employment, temporary employ-
ment, and vacancies during the year. (Chapter 12, “Feed-
eral Employment,” in the Analytical Perspectives vol-

692

ume of the 1996 budget provides more information on
this subject.)

TOTAL FEDERAL EMPLOYMENT
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BASIS FOR BUDGET FIGURES

Data for the Past Year

The past year column (1994) generally presents the
actual transactions and balances as recorded in agency
accounts and as summarized in the central financial
reports prepared by the Treasury Department for the
most recently completed fiscal year Occasionally the
budget reports corrections to data reported erroneously
to Treasury but not discovered in time to be reflected
in Treasury’s published data. The budget usually notes
the sources of such differences.

Data for the Current Year

The current year column (1995) includes estimates
of transactions and balances based on the amounts of
budgetary resources that were available when the budg-
et was transmitted, including amounts appropriated for
the year. This column also reflects any supplemental
appropriations or rescissions that are prooosed in the
buaget.

Data for the Budget Year

The budget year column (1996) inciudes estimates
of transactions and balances based on the amounts of
budgetary resources that are estimated to be available,
including amounts proposed to be appropriated. The
budget generally includes the appropnations language
for the amounts proposed to be appropriated. Where
the estimates represent amounts that will be requested
under proposed legislation, the appropriation language
usually is not included; 1t is transmitted later, usually
after the legislation is enacted. In a few cases, proposed
language for appropriations to be requested under exist-
ing legslation is transmitted later because the exact
requirements are not known when the budget is trans-
mitted. In certain tables of the budget, the items for
later transmittal and the related outlays are identified
separately. Estimates of the total requirements for the
budget year include both the amounts requested with
the transmittal of the budget and the amounts planned
for later transmittal.

Data for the Outyears

The budget presents estimates for each of the four
years beyond the budget year (1997 through 2000) in

order to reflect the effect of budget decisions on longer
term objectives and plans.

Allowances

Lump-sum allowances may be included in the budget
to cover certain transactions that are expected to in-
crease or decrease budget authority, outlays, or receipts
but that are not for various reasons reflected in the
program details. Budget authority and outlays are
never appropriated as such, rather they indicate th-
estimated budget authority and outlays that will be
requested for specific programs.

Baseline

The budget baseline is an estimate of the receipts,
outlays, and deficits that will result trom laws already
enacted. For receipts and direct spending, which gen-
eraily are autl.urnzed on a permanent oasis, it assumes
th - continue in the future as required by current law.
For discretionary programs, which generally are funded
annually, the baseline commonly assumes future fund-
ing will be equal to the most recently enacted appro-
priation, adjusted for inflation. Because most receipts
and mandatory programs adjust automatically for infla-
tion, the baseline represents the amount of real re-
sources that will be used by the Government over the
period covered by the budget. (Chapter 17, “Curvent
services estimates,” in the Analytical Perspectives vol-
ume of the 1996 budget provides more information on
the baseline.)

The baseline is useful for several reasons. It wams
of future problems, either for Government fiscal policy
as a whole or for individual tax and spending programs.
It provides a starting point for formulating the Presi-
dent's budget. It is a “policy-neutral” benchmark
against which the President’s budget and aiternative
proposals can be compared to see the magnitude of
proposed changes. And it is used, under the Budget
Enforcement Act, to determine how much will be se-
questered from each account and what level of funding
will be available after sequestration.

PRINCIPAL BUDGET LAWS

The following are the basic laws pertaining to the
Federal budget process:

o Article ], section 9, clause 7 of the Constitu-
tion, which requires appropriations in law before
money may be spent from the Treasury.

¢ Chapter 11 of Title 31, United States Code,
which prescribes procedures for submission of the
President's budget and information to be con-
tained in it.

70

¢ Congressional Budget and Impoundment Con-

trol Act of 1974 (Public Law 93-344), as amend-

ed. This Act comj.rises the:

—Congressional Sudget Act of 1974, as amended,
which prescribes the congressional budget proc-
ess; and

—Impoundment Control Act of 1974, which con-
trols certain aspects of budget execution.

Balanced Budget and Emergency Deficit Con-

trol Act of 1985 (Public Law 99-177), as amend-
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ed, which prescribes rules and procedures (includ-
ing “sequestration”) designed to eliminate excess
deficits. This Act is commonly known as the
Gramm-Rudman-Hollings Act.

Budget Enforcement Act of 1990 (Title XIII,
Public Law 101-508), which significantly amended
the laws pertaining to the budget process, includ-
ing the Congressional Budget Act and the Bal-
anced Budget and Emergency Deficit Control Act.
The provisions of this act, which would have ex-
pired after 1995, were extended through 1998 Lty

T

the Omnibus Budget Reconciliation Act of 1993
(Public Law 103-66).

e Federal Credit Reform Act of 1990, a part of

the Budget Enforcement Act of 1990, which
amended the Congressicnal Budget Act to pre-
scribe the budget treatment for Federal ¢redit pro-
grams.

o Antideficiency Act (cod:fied in Chapters 13 and

15 of Title 31, United States Code), which pre-
scribes rules and procedures for budget execution.
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GLOSSARY OF BUDGET TERMS

Balances of budget authority—These are amounts
of budget authority provided in previous years that
have not been outlayed.

Obligated balances—These are amounts that have
been obligated but not yet outlayed. Unobligated bal-
ances are amounts that have not been obligated and
that remain available for obligation under law.

Baseline—A policy neutral set of estimates designed
to show the effect on continuing current law through
the period covered by the budget.

Breach—A breach 1s the amount by which new budg-
et authority or outlays within a category of discre-
tionary appropriations for a fisca! year is above the
cap on new budget authority or outlays for that cat-
egory for that year.

Budget—The Budget of the United States (mvern-
ment sets forth the President's co - ~rehensive financial
plan for allocating resources ana indicates the Presi-
dent’s priorities for the Federal Government.

Budget authority (BA)-—Budget authority is the
authority provided by Federal law to incur financial
obligations that will result in outlays. Specific forms
of budget authority include:

¢ provisions of law that make funds available for
obligation and expenditure (other than borrowing
authority), including the authority to obligate and
expend offsetting receipts and collections;

» borrowing authority, which is authority granted
to a Federal entity to borrow (e.g., through the
issuance of promissory notes or monetary credits)
and to obligate and expend the borrowed funds;

¢ contract authority, which is the making of funds
available for obligation but not for expenditure;
and

» offsetting receipts and collections as negative
budget authority.

Budgetary resources—Budgetary resources com-
prise new budget authority, unobligated balances of
budget authority, direct spending authority, and obliga-
tion limications.

Budget totals—The budget includes totals for budg-
et authority, outlays, and receipts. Some presentations
in the budget distinguish on-budget totals from off-
budget totals. On-budget totals reflect the transactions
of all Federal Government entities except those ex-
cluded from the bucget totals by law. Off-budget totals
reflect the transactions of Government entities that are
excluded from the on-budget totals by law. Currently
excluded are the social security trust funds (Federal
Old-Age and Survivors Insurance and Federal Disabil-
ity Insurance Trust Funds) and the Postal Service
Fund. The on- and off-budget totals are combined to
derive a total for Federal activity.

Cap—This is the term commonly used to refer to
legal limits on the budget authority and outlays for
each fiscal year provided in by discretionary appropnia-
tions. A sequester is required if an appropriation for
a category causes a breach in the cap.

Credit program account—A credit program ac-
count receives an appropriation for the subsidy cost
of a direct loan or loan guarantee program, disburses
such cost to a financing account for the program.

Deficit—A deficit is the amount by which outlays
exceed receipts.

Direct loan—A direct loan is a disbursement of
funds by the Government to a non-Federal borrower
under a contract that requires the repayment of such
funds with or without interest. The term includes the
purchase of, or participation in, a loan made by another
. The tei... Joes not .iuce oo ovquisitivn of
a federally guaranteed loan in satisfaction of default
claims or the price support loans of the Commodity
Credit Corporation. (Cf. loan guarantee.)

Kaemne .

Direct spending—Direct spending, sometimes called
mandatory spending, is a category of outlays from budg-
et authority provided in law -other than appropriations
acts, entitlement authority, and the budget authority
for the food stamp program. (Cf. discretionary appro-
priations.)

Discretionary appropriations—Discretionary ap-
propriations is a category of budget authority that com-
prises budgetary resources (except those provided to
fund direct-spending programs) provided in appropria-
tions acts. (Cf. direct spending.)

Emergency spending—Emergency spending is
spending that the President and the Congress have des-
ignated as an emergency requirement. Such spending
is not subject to the limits on discretionary spending,
if 1t is discretionary spending, or the pay-as-you-go
rules, if it is direct spending.

Entitlement authority—A provision of law that le-
gally obligates the Federal government to make speci-
fied payments to any person or government that meets
the eligibility requirements established by that law.
Section 250(18) of the Balanced Budget and Emergency
Deficit Cqntrol Act of 1985 specifies that the term in-
cludes, for the purposes of defining direct spending
under the Act, a list of so-called mandatory appropria-
tions in the joint explanatory statement of managers
accompanying the Omnibus Reconciliation Act of 1990.

Federal funds—Federa! funds are the moneys col-
lected and spent by the Government other than those
designated as trusc funds. Federal funds include gen-
eral, special, public enterprise, and intragovernmental
funds. (Cf trust funds.)

~n
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Financing account—A financing account receives
the cost payments from a credit program account and
includes other cash flows to and from the Government
resulting from direct loan obligations or loan guarantee
commitments made on or after October 1, 1991. At
least one financing account is associated with each cred-
it program account. For programs with direct and guar-
anteed loans, there are separate financing accounts for
direct loans and guaranteed loans. The transactions of
the finaneing accounts are not included in the budget
totals. (Cf. liguidating account.)

Fiscal year—The fiscal year is the Government's ac-
counting period. It begins on October 1st and ends on
September 30th, and is designated by the calendar year
in which it ends. Before 1976, the fiscal year began
on July 1 and ended on June 30.

General fund—The general fund consists of ac-
counts for receipts not earmarked by law for a specific
purpose, the proceeds of general borrowing, and the
expe-diture of these v

Governmental receipts—These are collections from
the public that result primarily from the exercise of
the Government's sovereign or governmental powers.
Governmental receipts consist mostly of individual and
corporate income taxes and social insurance taxes, but
also include excise taxes, compulsory user charges, cus-
toms duties, court fines, certain license fees, and depcs-
its of earnings by the Federal Reserve System. Giits
and donations are also counted as governmental re-
ceipts. They are compared to outlays in calculating a
surplus or deficit. (Cf. offsetting collections.)

Liquidating account—A liquidating account in-
cludes ail cash flows to and from the Government re-
sulting from direct loan obligations and loan guarantee
commitments prior to October 1, 1991. (Cf financing
account.)

Loan guarantee—A loan guarantee is any guaran-
tee, insurance, or other pledge with respect to the pay-
ment of all or a part of the principal or Jnterest on
any debt ooligation of a non-Federal borrower to a nen-
Federal lender. The term does not include the insurance
of deposits, shares, or other withdrawable accounts in
financial institutions. (Cf. direct loan.) )

Mandatory spending—See direct spending

Intragovernmental funds—Intragevernment.al
funds are accounts for business-type or market-oriented
activities conducted primarily within and between Gov-
ernment agencies and financed by offsetting collections
that are credited directly to the fund.

Obligations—Obligations are binding "agreements
that will result in outlays, immediately or ih the future.
Budgetary resources must be available before obliga-
tions can be incurred legally. :

Off-budget—See budget totals. .

13

Offsetting collections~Offsetting collections are
collections from the public that result from business-
type or market:oriented activities and collections from
other Government accounts. These collections are de-
ducted from gross disbursements in calculating outlays,
rather than counted in Governmental receipt totals.
Some offsetting collections ar: credited directly to ap-
propriation or fund accounts; others, called offsetting
receipts, are credited to receipt accounts. The authority
to spend offsetting collections is a form of budget au-
thority. (Cf. governmental receipts.)

Offsetting receipts—See ojfsetting collections.
On-budget—See budget totals.

Outlays—OQutlays are the mecasure of Government
spending. They are payments to liquidate obligations
(other than the repayment of debt), net of refunds an¢
offsetting collections. Outlays generally are recorded or.

-a cash basis, but also include cash-eqmvalent trans-
acticns, the subsidy cost of Zirect loor: =7

antees, and interest aceruc. on public issues .. 'Preas
ury debt.

Pay-as-you-go (PAYGO)--This term refers to re-
quirements in law that result in a sequester if the
estimated combined result of legislation affecting direc
spending or receipts is an increase in the deficit for
a fiscal year.

Public enterprise funds-~Public enterprise fund:
are revolving accounts for business or market-oriented
activities conducted primarily with the public and fi-
nanced by offsetting collecticns that are credited di
rectly to the fund.

Receipts—See governmental! receipts and offsetting
collections.

Sequester—A sequester is the canceilation of budg-
etary resources provided by discretionary appropna-
tions or direct spending legislation, following variouv
procedures prescribed in law. A sequester may occL
in response to a discretionary appropriation that causes
a breach or in response to increases in the deficit re-
sulting from the combined result of legislation affectir
direct spending or receipts (referred to as a “pay-a.
you-go” sequester).

Special funds—Special funds are Federal fund a
counts for receipts earmarked. for specific purposes ar._
the associated expenditure of those receipts. (Cf. trust
funds.)

Subsidy—T:is term means the same as cost whe .
it is used in connection with Federal credit programs.

Surplus—A surplus is the amount by which receip
exceed outlays.

Supplemental appropriation—A supplemental an-
propriation is one enacted subsequent to a regular 2 -
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nual appropriations act when the need for funds is Trust funds—Trust funds are accounts, designated

too urgent to be postponed until the next regular an- by law as trust funds, for receipts earmarked for spe-
aual appropriations act. cific purpeses and the associated expenditure of those

receipts. (Cf special funds.)
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CIVIL SOCIETY AND THE
BUDGET PROCESS
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1. WHY OVERSIGHT?

The budget process is important to all people in Malawi by virtue of the simple fact that it is the only
way that citizens can identify how government proposes to spend money collected from them.
Observing the budget process ensures that people get their money’s worth in the form of good roads,
hospitals, schools, employment, housing, food, etc.

2. WHO OVERSEES?

It would therefore be negligent of society to take absolutely no interest in how their funds are used.
However, not all citizens have the same comprehension of the process. In most cases, interest groups
(such as NGOs involved in advocacy) take the lead in overseeing the process. These groups are in
a good position to do so because:

a) They have a detailed understanding of the process;

b) They are composed of individuals whose main purpose is to protect the interest of the
community;

c) They have access to relevant information;

d) They are in contact both with the decision makers and the rest of society;,

e) They are capable of informing and influencing society to take actions that will keep decision
makers in check; and

f) They are recognized by decision makers as “watchdogs.”

3. HOW TO OVERSEE

Civil Society can ensure that the national budget process is transparent and that the executive is held
accountable to the electorate by:

D Raising an individual awareness of the content of the budget.
i) Lobbying for change at specific points in the process.
iii)  Facilitating dialogue between elected leaders and the electorate on the budget.

4. DECISION MAKERS' ATTITUDE

There is need for civil society to ensure that decision makers are aware that their final responsibility
is to their constituents. Therefore they should not view queries on the budget with suspicion but
should welcome these queries. Decision makers in fact need to obtain as much input from constituents
as possible so that:

I) the budget reflects the real needs of the people; and
i) transparency and accountability are maintained.
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Who Answers to Whom?
Public Accountability on the Budget Process

by Mr. James Cairns

I. Look at the Budget as a Moral Document

- Move away from numbers and think about people

- Tries to quantify the values, priorities and needs of the government

- Allocating resources in a way that hopefully reflects the needs of the people (Public
interest - who defines it? Is the system closed, creating isolated decision making?)

1. Accountability in Managing Resources

- A concept that is not new - present in any social/political system

- Democracy approaches the issue in a particular way - the relationship between citizens
and leaders, elected representatives, etc. But in many different forms

- Historical context in Malawi works against these ideas - first the British and then under
Dr. Banda, accountability was to the executive, not the people. So Parliament was under the
executive and answered to it, not to the people.

- Not much experience either on the part of leaders or people of what it means to have a
government that answers to the people. It will take time before the people can really demand it,
puts bigger challenge on MPs/Government to consciously seek accountable practices

- As members here, you are accountable in several different ways, which might conflict
with each other:

a. As members of this Committee to the Assembly as a whole

b. As MP to citizens in your constituency _

¢. As a member of a party to that of the party interests

d. As Parfiament to the duties given to it by the Constitution
(Now, we can see how these might conflict at different times.)

- Which one of these should take priority? As elected representative of the people you and
your fellow MPs should strive to represent their interests first.

- This is necessary if the system laid out in the Malawi Constitution is to succeed.
Parliament is the peoples’ assembly - it is where, through their representatives, their
voice/needs/interests can be heard.

- In a country like Malawi, however, where the people have s difficult time/making their
needs known, the temptation is to be more accountable to one’s party than to constituents. This is
not to say that parties are not important.

- Budgets are complicated things, so the people rely on your as MPs to analyze, question
and interpret the budget on their behalf. (Although the budget itself is complicated, people can see
for themselves whether the government actually does what it says it will do in its budget.)

III. Role of Public/Civil Society in Budget Process

- The people, through the organization - NGOs, clubs, religious institutions, etc. - need to
become part of the conversation about how government will spend their money. This means
government - both executive and legislative need to make an effort to communicate with people -
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this means the process will take more time, and that there needs to be more openness in the
process

- What do the people what or need in order to be involved?

a. Respect

b. Information

¢. Transparency

d. Consultation/access

- Government should not see civil society as an adversary to any branch, but should
_ realize that it has its own interests. Its role in democracy is to both cooperate with government to

fulfill its duties and to challenge/remind government what those duties are when they are not
being fulfilled.

- The Budget and Finance Committee, as the one primarily responsible for matters of
revenue and expenses, needs to take the lead in making sure the voice of the public is heard and
taken into account during the budget process.

a. Not just meetings in constituencies, but carefully reading of newspapers, consulting
with people other than economists, etc.

b. As your terms of reference indicate, you have the mandate to encourage public
awareness and debate on the budget and economic policies of government.

- What do you require to fulfill this mandate?

a. Information

b. Expertise

¢. Resources

d. Commitment

- During the financial year, it is perhaps equally important for the Budget and Finance
Committee (and others) to actively review how the budget is agreed to by the government. Does
the money actually get spent on what it wis intended for?

[V. Conclusion

- Come back to the issue of “trickle-down” as it is raised as part of the budget process to
realize that budgets are not about numbers, but about the impact that they have on the people. In
their conclusion they affect reality.

- Government is entrusted with power and resources to perform certain tasks for the
benefit of the people.
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| CAREFUL PLANNING IS THE KEY TO SUCCESS

Determining What
Is Important

Implictt in any fiscal exercise 1s not only
the determination of how much
money is avallable to spend but aiso
the decision about what criteria will
be used to determine who gets what
portion of the total pot. In some
instances, the critena s already
established by virtue of the need to
resolve a cnsis situation. In other
instances, the critena may be
established by an external /internal
force which has imposed funding limits
(i.e. money cannot be used to pay
salanes or cannot be used to cover
entertainment expenses but can be
used to buy supplies and equipment in
order to support certain program
actvities). What ever the case, it is
crucial that some senous thought and
discussion be given to why it makes
sense to allocate funds to certain
expenses/projects/line tems.

With careful planning and a clear set of
priorities a more prudent use of
scarce funds can be obtained which
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may alsc contribute to a more
effective mplementation of the
program.

Hard Choices

" There are two main components in a

1

budget; :he financial segment and the
program segment; and it s not always
clear which segment drives the other
segment. Below is a very simple
example of how a legitimate need can
be directly or indirectly determined by
other factors within the budget
process.

A group of concerned citizens in a
rural community decide that they
want a hospital in their area because
the nearest health care facility 1s 150
kiloretres away. There is very little
transpor in the area and many people
have died because they could not find
basic medicines.

The group decdes that the
government must do something to
address this very serious probiem.
Hence, they channel their request for
assistance through the aporopnate
people and are eventually notified that
the Ministry of Health has agreed that
the request for the hosprta! 1s
reasonable and shouid be funded.

The Mir:stry has reached its decision
to build tnis hospital based on two
assumptions: (1) they see that there is
a genuine need for this particular
community and (2) one of the

ministry’s long-term objectives is to
provide adequate medical facilities to
all citizens by the year 2004.

However, there is a problem. The
revenue from customs and excise
taxes and personal income taxes have
been steadily declining; and the
revenue forecast for the next year is
not very promising. Apparently,
foreign businesses are leaving the
country at an alarming rate because of
the great difficulties they are finding in
transporting their goods. The
government has decided that it must
do something to stop this mass
exodus and if possible entice some of
the old investors back to the country.
Therefore, one of the government's
proposals is to build a new road that
would run through this village but it
would mean no hospital for at least
two years.

Thus. while the community does not
necessarily get what it wants there is a
comprise in that the government is
able to find away to secure revenue
necessary to maintain many programs
of national interest and the community
members may be able to open
businesses to service the drivers of
the trucks who will now be passing
through their community and they
also may find that the increase in traffic
will make it easier for them to travel
to the nearest health care facility and
to have more medicine sent directly
to them.




1 SETTING PRIORITIES

Five Key Ways to
Spend Smartly

i
2.
3.

Identify long - short term goals.
Organize planning meetings.
Determine what activities would
benefit the greater number of
people.

Remember that scarce resources
should be used wisely.

Treat the money of others as if it
were your own.

February 19§




BUDGET AND FINANCE
COMMITTEE




Who is the Budget and Finance Comui { what do they do

The current membership of the Budget & Finance Committee is:

Mr. G.E. Zulu (Chairman, Aford)

Mr. A K.M. Pillane (UDF, Minister of Works and Supplies)
Mr. H.R. Kamwana (UDF)

Mr. A.A. Mbaya (UDF)

Mr. Mauwa (UDF)

Mr. T.J.M. Mnesa (UDF)

Mr. R.J. Makuwila. (UDF, Minister of Education)
Mr. L.J. Chimango (MCP)

Miss C.T. Kainja (MCP)

Mr. P. Chibwana (MCP)

Mr. M.N. Ndhlovu (Aford)

Mr. E.W. Musyani (Aford)

These individuals are chose by the leadership of their respective parties and the Committee
chair is usually a member of one of the opposition parties within Parliament.

The Terms of reference for the Budget and Finance Committee of the Malawi National
Assembly provides for several mandates:

L. to familiarise itself with the budget, published reports and economic issues, statistical
information, international agreements, financial reports and reports on economic and
policy statements;

I1. to sharpen public awareness on the budget and Government financial and economic
policies and therefore encourage informed debate on the budget;

[11. to advise Parliament on Government’s local and international borrowing policies;
IV. 10 study Government taxation policies and advise accordingly;

V. to examine estimates of expenditure;

VL. to seek advise from the Minister of Finance and officials on finance and other
matters; and

VIL. to report its findings to the National Assembly.

The committee is also empowered to examine the expense estimates and seek the advice from
the Minister of Finance and others on these and other matters. They are then to make reports
of their findings to the National Assembly.




10.

1.

12.

(E)
13.

14.

Budget and Finance Committee, just like many other Parliamentary Committees, have
not been meeting as regularly as expected due to financial limitations. 1 believe that
Members of this Committee are in a better position to understand this state of affairs than
any other Committees since you are, no doubt, aware of the economic plight the country
has been going through during the past three years.

As a result, the Committee has not been able to offer its advice to the Minister of
Finance on economic and financial issues on a regular basis. The only exception being
last year when Members met the Minister just before the Budget to brief him on what
they felt were priority areas to be considered in the budget. I am advised that most of
the concerns were indeed taken into account by the Minister.

An equally important issue is the fact that Members of this Committee have not been
taking a leading role during the budget debate. One would have thought that Members
of this Committee should be in the forefront in explaining the budget document to other
Members so that they too can contribute significantly to the debate.

Perhaps this is probably because Members of this Committee require a lot of information
and training in order for them to understand economic issues better. This is the reason
why seminars of this type are very crucial if Members are to perform their tasks more
effectively.

issues to be covered by this seminar

Honourable Members, Resource Persons, I am advised that the Seminar will cover the
following areas:-

(a) Economic trends, past. current and future;
(b)  The mid-term expenditure framework:

(©) An overview of the Budget process;

()] An overview of how to read the Budget; and
(e) Methodology for setting priorities.

I am pleased that this seminar has drawn Resources Persons from a wide range of
organizations which play a vital role in our economy. I am sure Members will benefit
enormously from the knowledge of very experienced and renowned individuals in our
society. It is my hope that issues about the economy and government finances (which
are little understood) will be demystified by our resource persons during the two days of
our deliberations. As legislators, we are supposed to be as knowledgeable as possible
so that we are able to make informed decisions and to pass appropriate laws in the
National Assembly.
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WORKSHOP ON THE GOVERNMENT BUDGET
FOR THE BUDGET AND FINANCE COMMITTEE

A. The budget and Finance Committee Workshop was sponsored by the National Democratic
[nstitute (NDI). It was held at Capital Hotel from Friday, #8February, 1997 to Saturday, 1
March, 1997. The Speaker of the National Assembly gave opening remarks. In his remarks, the
Speaker noted that the financial initiative still remains with the Government under our
Constitution and a Committee like the Budget and Finance Committee with the expertise made
available to it at the seminar. may assist the House in understanding the government Budget and
wether the budget has set the necessary priorities for the nation.

B. Presentations were made on the following subjects:

l. Economics of the Government Budget by Mr. Bruce Bolnick, Malawi Economic Management

and Reform Project;
2. Cash shortfalls and Government reactions by Bruce Boinick;
3. An Overview of the Budget Process by Mr. Chikhosi, Director of Budget, Ministry of Finance

and Professor Max Thondolo, Economics Department, Chancellor College;

4. Economic trends, past, current and future by Mr. Matthews Chxkaonda Governor Reserve
Bank of Malawi;

5. Presentation of the Budget Handbook Draft by Mr. Bradley Austin;
6. Numbers: An overview of how to read the Budget by Mr. Waki Mushani, Deloitte and

Touche:

7. Medium Term Expenditure Framework by Ms. Elizabeth Muggeridge, Ministry of Finance /

World Bank and Mr. Felix Kaluma;

8. Who Answers to Whom by Mr. James Cairns, PAC



EECH FOR THE OF THE BUDGET AND MMITTEE

Honourable Speaker; The Representative of NDI; The governor of the Reserve Bank of Malawi;
Ms Margaret Mudgridge from the World Bank; Mr Gerard Grant from SHARED Project, Mr
Brice Bolnick from the Malawi Economic Management and Reform Project; Mr James Cairns
from Public Affairs Committee; The Secretary for Commerce and Industry; The Director of the
Budget in the Ministry of Finance: The Clerk of Parliament; Honourable Members of
Parliament; Ladies and Gentlemen, there is a saying in English which goes: "The darkest hour
is at dawn".

[, as Chairman of this Committee had been looking forward to an opportunity during which
Members of my Committee and T would meet the Governor of the Reserve Bank of Malawi,
representatives of the donor community and government officials in order to enhance our
knowledge about economic and financial matters. I do recall, for example, that during our last
meeting at Lilongwe Hotel in November, last year, | had requested the clerk of Parliament to
arrange briefings for the Committee by the Reserve Bank, the donor community and other major
players in our economy.

As time went by, | began to lose hope. Little did I know that something in that direction was
already in the offing.

I am therefore unable to find the right words with which to thank the National Democratic
Institute for taking the initiative in organizing such an important workshop for the Committee.

Mr Speaker, Sir, distinguished persons, Honourable Members, [ wish to point out at the outset
that economic and financial affairs are not well understood by people outside those fields.
Concepts such as inflation, interest rates and the exchange rates quite often make very little
sense to a lot of us. The upshot of this is that discussions on such topics are the preserve of the
few who are thought to be knowledgeable.

Unsurprisingly, the budget debate in Parliament has not been spared this situation. [ndeed, there
have been very few Members who have analyzed the budget document in terms of the effects
of various government policies in the economy. More often than not, the budget debate has
turned into a forum whereby Members try to draw government’s attention to problems in their
constituencies. [ believe Mr Speaker, Sir, resource persons, that is a very short sighted view
of the budget. We as Members need to look at the budget from a wider perspective, a national
perspective, if we are to assist government to arrive at proper decisions and thereby contribute
towards the improvement of our economy.

[ am therefore, delighted that NDI has decided to sponsor this very important workshop for the
Committee. [am very hopeful that members will benefit enormously from the presentations and
discussions during the workshop.

May I urge Members to participate actively in the debates. [ also wish to remind my colleagues

that the first step in the learning process is the need for one to accept that one does not know
everything. Then you will be surprised at the amount of knowledge that you will acquire.
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Education is an enemy of people who pretend to know everything.
May I end my very short speech by thanking NDI for sponsoring the workshop, the Speakel.' of
the National Assembly for accepting to open it, and to all resource persons for sparing your time

to come and share your knowledge with us.

I hope that this is only the beginning of training opportunities for Members of the Budget and
Finance Committee.

Thank you, very much.
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THE SPEAKER'’S OPENING SPEECH

The Chairman of the Budget and Finance Committee; The Representative of NDI; The Governor
of the Reserve Bank of Malawi; Ms. Margaret Mudgridge, from the World Bank; Mr Gerard
Grant from SHARED Project; Mr Bruce Bolnick from the Malawi Economic Management and
Reform Project; Mr James Cairns from Public Affairs Committee; The Director of the Budget
in the Ministry of Finance; The Secretary for Commerce and Industry; Clerk of Parliament;
Honourable Members of Parliament; Ladies and Gentlemen.

(A)

1.

Introduction

It gives me great pleasure, to be here this morning to say a few words to the Budget and
Finance Committee before it starts seminar.

Parliament work as Committees of all its Members or through its appointed Committees
as mini legislatures. The only difference is that Committee work largely excludes
partisanship where it is frequently far more subdued; instead cooperation and common
purpose between political adversaries is by no means unusual when working together in
a Committee.

As Crick has stated: "Any complex matter put before any large association of men is
commonly dealt with in four ways: by appointing a small commirtee; by giving that
committee as precise a definition of its functions as possible; by giving the committee as
much time as possible; and by including among the committee technical experts or giving
it access to such experts”.

The financial initiative still remains with the Government under our Constitution and a
Committee like the Budget and Finance Committee with the expertise made available to
it at this seminar, may assist the House in understanding the government Budget and
whether the budget has set the necessary priorities for the nation.

Honourable Members, Resources Persons and distinguished delegates, the Budget and
Finance Committee is one of the most crucial Parliamentary Committees as most of you
will, no doubt agree.

For any organization to operate effectively, it must have funds and normally

organizations will seek the views of outside bodies such as accounting firms to advise
them on how best to prepare budgets which reflect certain realities.

9%




(B)

©

(D)

Terms of Reference for the Budget and Finance Committee

In Malawi, besides whatever advice is sought from outside bodies such as the World
Bank and the IMF, there is a Budget and Finance Committee whose mandate is to:-

(@) familiarize itself with the budget, published reports and economic issues,
statistical information, iniernational agreements, financial reports and reports on
economic and policy statements;

(b)  sharpen public awareness on the budget and Government financial and economic
policies and therefore encourage informed debate on the budget;

(c)  advise Parliament on Government’s local and internationzl borrowing policies;
(d)  study Government taxaticn policies and advise accordingly;
(e) examine estimates of expenditure;

() seek advice from the Minister of Finance and officials on finance and other
matters:; and

(g)  report its findings to the National Assembly.

How the Committee Operates

In order to perform its duties effectively, the Committee is supposed to meet regularly
with the Minister of Finance, officials from the Ministry of Finance, Economic Planning
and Development and the Reserve Bank of Malawi, to mention just a few, with a view
to familiarizing itself with the country’s current economic and financial situation.
Members need to know for instance, the present rate of inflation, the relationship
between inflation and interest rates, micro and macro-economic variables, the meaning
of a budget deficit and how it is financed, local and international borrowing and their
effects on the economy, sources and uses of finance and effects of wage increases, etc.
When debating the budget, Members need to anticipate the effects of various Government
policies, e.g. taxation, on the overall economy and therefore advise government
accordingly.

Members who are not familiar with these concepts cannot offer appropriate advice to
Government.

Some of the Difficulties the Committee has encountered so far

Honourable Members, Resource Persons, 1 regret to inform this gathering, that the
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10.
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Budget and Finance Committee, just like many other Parliamentary Committees, have
not been meeting as regularly as expected due to financial limitations. 1 believe that
Members of this Committee are in a better position to understand this state of affairs than
any other Committees since you are, no doubt, aware of the economic plight the country
has been going through during the past three years.

As a result, the Committee has not been able to offer its advice to the Minister of
Finance on economic and financial issues on a regular basis. The only exception being
last year when Members met the Minister just before the Budget to brief him on what
they felt were priority areas to be considered in the budget. I am advised that most of
the concerns were indeed taken into account by the Minister.

An equally important issue is the fact that Members of this Committee have not been
taking a leading role during the budget debate. One would have thought that Members
of this Committee should be in the forefront in explaining the budget document to other
Members so that they too can contribute significantly to the debate.

Perhaps this is probably because Members of this Committee require a lot of information
and training in order for them to understand economic issues better. This is the reason
why seminars of this type are very crucial if Members are to perform their tasks more
effectively.

issues to be covered by this seminar

Honourable Members, Resource Persons, I am advised that the Seminar will cover the
following areas:-

(a) Economic trends, past. current and future;
(b)  The mid-term expenditure framework:

(© An overview of the Budget process;

()] An overview of how to read the Budget; and
(e) Methodology for setting priorities.

I am pleased that this seminar has drawn Resources Persons from a wide range of
organizations which play a vital role in our economy. I am sure Members will benefit
enormously from the knowledge of very experienced and renowned individuals in our
society. It is my hope that issues about the economy and government finances (which
are little understood) will be demystified by our resource persons during the two days of
our deliberations. As legislators, we are supposed to be as knowledgeable as possible
so that we are able to make informed decisions and to pass appropriate laws in the
National Assembly.
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16.
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(G)

20.

21.

As a teacher by background myself, I believe that education is a continuing process and
that knowledge should trickle down to as many people as possible. This is exactly what
prompted me to invite some Members of Parliament who will attend this seminar in an
observer capacity so that this crucial training should not be confined to Members of the
Budget and Finance Committee.

This gathering will probably have heard about the training for Members of Parliament
which has been going on at Chancellor College since last year,which is an attempt at
improving the knowledge and skills of our Members. One of the subjects being covered
in that course is the economy ard [ am glad to report that two Members from this
Committee namely, Honourable M.N. Ndhlovu and Honourable A.A. Mbaya are
attending that course.

Anyway, that is a broader course. We however require special seminars for Committees
such as the one being opened today.

I do recall that last year the NDI did bring Mr Cohen, the Chairman of a similar
Committee in the Gauteng Legislature in South Africa who held discussions with our
Members. Now, this is something more comprehensive as it involves the Reserve Bank,
the World Bank, Government Ministries and other important organizations.

[ am sure this is a rare opportunity for our Members to enrich their knowledge of
economic and financial issues. [ therefore urge Members to listen carefully to the
various presentations and to ask as many pertinent questions as possible. Mind you, the
Budget Debate is just around the corner and I am relying on you all to contribute
significantly so that our Budget for the 1997/98 financial year should be the best ever.

Conclusion
Finally, I wish to thank the National Democratic Institute (NDI) for sponsoring the
workshop. May [ request the NDI to supporting the Commitiee in various ways,

including visits to neighboring countries so that Members can appreciate how similar
Committees operate elsewhere.

May [ also express my most sincere gratitude to all Resource Persons for accepting to
come, despite your tight schedules.

Thank you, very much.
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ECONOMICS OF A GOVERNMENT BUDGET

PRESENTATION
BY
BRUCE BOLNICK

MALAWI ECONOMIC MANAGEMENT
AND REFORM PROJECT
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ECONOMICS OF THE GOVERNMENT BUDGET:
SETTING PRIORITIES

Government budget and the allocation of resources: To what? For whom? At whose
expense?

a. Size of government

b. Structure of expenditures
c. Tax structure

d. Financing

Size of government: First-order decision on priorities

a. Fundamental political decision

b. “Requirements™ virtually unlimited
c But: the budget constraint

d. Range of cbserved choices

e. Case of Malawi

Composition of government expenditures: Mediating competing claims

a. Recurreat account vs. Development account
b. By functional classification: agriculture, education, health, roads...
c. By economic classification

Ecomnomic considerations in prioritizing expenditures

Opportunity cost !
Consistency with national goals

. Essential functions of government
Quantity/quality trade-off
Public vs private interest
Donor resources & matching funds
Program & project appraisal criteria
i. Cost-effectiveness
i, Rate of retum; diminishing retums
. By-product effects

@moapow

h. MTEF
Estimates vs. Out-turns: the other problem of priorities

Conclusion

a. Politics versus economics
b The role of the National Assembly
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Table 1. Comparative Fiscal Statistics, Selected Countries

Early 19903 (%)
CentralGvt  EducExp/ DevExp/ GvtSaving/
Country Exp/GNP Totlxp GNP GNP

Indonesia 189 10.0 8.1 98
Korea 17.1 16.8 19 4.1
Malayvsia 26.7 20.3 5.0 77
Pakistan 240 1.1 36 -1.8
Singapore 19.7 223 42 114
Thailand 16.3 211 19 6.7
Bolivia ' 266 11.0 5.6 30
Chile 226 134 34 50
Colombia 18.9 29 26 50
Peru 40 na 2.9 22
Botswana 40.2 204 7.4 244
Ghana 210 220 3.1 08
Kemva 289 i8.8 6.1 0.4
Malawi 26.7 25 9.6 4.1
South Africa 326 na 16 -1.8
Zambia 21.0 2.9 7.1 <29
France 45.5 70 2.5 -7
Sweden 539 73 0.7 -11.8
UK 434 . 33 2.8 34

Sources: World Bank. World Developmient Report. 1995 and 1996: World Bank
World Tables. 1995: UNDP. Human Development Report. 1995. and Government
of Malaw1 statistics. °

105




ECONOMICS OF THE GOVERNMENT BUDGET:
WHY “THERE’S NO MORE MONEY”

Living within one’s means

a. What's different about GOVERNMENT ?
b. The government budget canstraint:

Total Expenditure = Revenue (incl. Grants)
+ Net domestic credit + Net foreign financing

The adverse consequences of “excessive” government deficits

e a0 o

Borrowing from the central bank = printing money
Other domestic borrowing
Foreign fmancing
Effect on saving, investment, and growth
Effect on balance of payments and the exchange rate
Effect on poverty alleviation
What is “excessive™?
a. Range of experience
b. Factors determining the prudent, sustainable deficit
c. Lessons from Asia ,
d The case of Malawi
Role of the IMF

a. Certifying effective performance

b. Monetary programming
c. If the IMF sinst down tamorrow ... !

Coaclusion

a. Prudent fiscal management is fundamental to achieving equitable, and sustainable growth
and poverty alleviation

b. The advantage of a simple fiscal rule

c. Implications for the budget process
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Table 2. Malawi Fiscal Statistics

1980-19%6
GvtSaving/ GvtSaving/
GovtExp/ DevExp/ GDP GDP

Year GDP GbP incl grants excl grants
1980 30.8 13.3 55 0.3
1981 334 13.8 36 2.7
1982 26.0 93 39 0.1
1983 294 9.0 0.2 -3.0
1984 225 81 0.1 -2.7
1985 278 83 23 0.9
1986 T 269 6.1 1.7 -2.9
1987 3o.9 7.2 1.1 5.5
1988 20.8 5.0 7.0 25
1989 255 538 1.6 0.9
1990 218 26 0.5 -1.3
1991 25.3 6.3 1.7 -2.2
1992 233 33 -1.9 -2.6
1993 176 29 0.5 08
1994 16.2 1.7 22 1.0
1995 312 6.5 0.8 -7.1
1996 252 4.9 14 -3.2

Note: Revenue figures shown here include grants.
Source: RBM and Govermument tables.
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Table 3. Comparative Macroeconomic Statistics, Selected Countries

c. 1994
Gvt Surplus Avg GDP Domestic Broad Govt

or Deficit growth (%) Saving Moacy Saving

Country % GDP 1980-1994 % GDP % GDP % GDP
[ndonesia - 0.7 6.5 30.0 46.0 39
Korca 0.6 86 390 40.6 4.9
Malaysia 1.7 6.1 370 839 8.9
Pakastan (7.4 58 17.0 423 @2.n
Singapore 12.6 6.9 510 83.6 13.7
Thailand . 2.1 78 35.0 74.2 6.6
Bolivia 2.n na 80 45.1 2.7
Chile 2.1 5.1 280 349 49
Colombia (0.6) 39 15.0 198 29
Peru (1.8) 10 20.0 15.3 22
Botswana 11.2 8.6 250 6.4 23.3
Ghana 2.5 4 4.0 15.8 (0.9)
Kenva (3.8) 32 240 322 0.4
Malawi 5.7 1.7 (1.0} 20.8 1.0
South Africa CX)) 0.9 200 504 (1.n
Zambia (7.3) 05 4.0 10.8 2.9
France 3.8) 19 200 614 4.2)
Sweden (12.2y - 13 17.0 47.5 awn
UK 3D 2.3 140 970 - +.9)

Source: World Bank. World Development Reports. 1995 and 1996.
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| OVERVIEW OF THE ECONOMIC CLIMATE IN MALAWI:
RECENT PERFORMANCE AND PROSPECTS

I. Introduction

Since the late eighties, Malawi has been implementing a broad-based
structural adjustment programme supported by the International Monetary Fund,
the World Bank and other donors. The economic performance was particularly
good during 1988-91. A deterioration ensued during 1992-94 on account of two
major droughts and a sharp reduction in donor aid. However, the economic
situation has dramatically improved since 1995. Indeed during 1995-96, real GDP
growth was about 10 percent per annum. Inflation has declined from 75 percent
in 1995 (December to December) to about 7 percent at end 1996. 'I'hé external
position has markedly improved with gross international reserves averaging over
5.7 months of import cover during 1996. The Malawi kwacha has remained stable
at about 15.3 to the US dollar since late 1995. The government deficit (excluding
grants) was reduced from 27.8 percent of GDP in 1994/95 to 13.6 percent in
1995/96.

The main contributing factors to these developments were the following.
On the policy front, first the authorities markedly tightened fiscal and monetary
policies with the introduction of a cash budget system and the intensification of
open market operations. Second the agricultural sector has been significantly
liberalised. As of now there is virtually no restriction in the production and

marketing of any agricultural produce. Third, public enterprises have been

112




restructured with a large number irtended for privatisation. Indeed there are
over 25 parastatals that the Privatisation Commission has prepared for
privatisation. Fourth, the government is implementing a civil service reform
aimed at increasing efficiency by having more sustainable numbers of civil
servants. Finally the wide-ranging foreign exchange liberalisation has led to
increased economic activity especially in the small and medium scale industries.
As of now, the foreign exchange constraint is no longer a binding problem for
manufacturers.

Other favourable factors have also contributed to the good economic
performance. First, the rains have be2n good the past two years and this has led
to large harvests being realised, especially for the smallholders. Second, the
introduction of multi-party democracy in Malawi has led to increased donor

support in many economic sectors, especially in the social sector.

I1. Recent Economic Developments

e Inflation

One of the most remarkable successes of gavernment econornic policies has
been the fight against inflation, especially in 1996. The annualised inflation rate
dropped to 6.7 percent in December. This is in sharp contrast to the peak level of
almost 100 percent recorded in July 1995. The arnual average rate of inflation for
the year 1996 dropped to 37.6 percent, markedly lower when compared to 833

percent for 1995.

3




Table 1:

Inflation as Measured by the Changs National Consumer Price Index

(1995-1996)

Mooth 5 1998 1996

Monthly Month-oo- Moathly Moath-on-

Annualised month Annualised moath
January 724 8.0 714 5.8
February 73.9 5.2 66.3 2.1
March 74.7 38 61.2 0.6
April 9.1 34 58.1 14
May 83.7 2.8 55.1 0.8
June 9L.5 24 51.1 0.2
July 98.1 33 45.3 Q0.6
August 94.7 1.5 30.5 4.3
September 918 6.2 215 -1.1
October 85.8 1.5 13.0 0.0
November 814 7.5 9.2 3.9
December 74.9 5.8 6.7 33
Source: National Statistical Office.

It is remarkable to note that currently the main source of inflation is related to rising
food costs as a result of seasonal shortages. Due to the still tight monetary stance and ready
availability of non agricultural commodities (especially imported ones), there has been

relatively less pressure for prices to increase particularly from the demand side.

e



Chart 1: Monthly Annualised inflation rate
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o Interest Rates

With the sharp drop in inflation, there has been a corresponding decline in interest
rates. Within 1996, the Reserve Bank of Malawi has been able to reduce the discount rate
from 50 percent in January to 27 percent in November. This move has led to significant
drops in the prime lending rate of the commercial banks from 47 to 26 percent during the
same period. The prime lending rate has moved further down to 23.0 percent since January
, 1997 and expectations are for the rates to continue falling with inflation stabilising at a
single digit level The low rates of inflation and the lending rates should improve investor
confidence and growth prospects for the economy.

Table 2: Developments in Interest Rates

1998 1996

Dec | Jan | Feb | Mar | Apr | May { Jun | Jui | Aug | Sep | Oct { Nov | Dec
Prime 47.00 | 47.00 | 47.00 | 47.00 | 47.00 | 47.00 | 47.00 | 42.00 | 42.00 | 37.00 { 37.00 | 27.50 | 27.50
lending
rate
Savings 33.50 ) 33.50 | 33.50 | 33.50 | 33.50 | 33.50 | 28.00 | 28.00 | 28.00 | 23.50 | 23.50 | 13.00 | 13.00
TB Yield
91 days SL71 | 51.20 | 49.68 | 48.29 | 46.99 | 37.49 | 23.91 | 23.49 | 2237 | 1833 | 15.30 | 14.06 | 14.69
182days | 66.78 | 61.58 | 58.04 | 56.32 | 53.58 | 42.28 | 26.48 | 21.99 [ 22.73 | 18.35 | 16.40 | 15.42 | 16.02
271 days | 7482 | 67.34 | 59.56 | 56.30 | 55.20 | 45.85 | 27.53 | 22.37 | 21.61 | 1752 | 1590 | 15.24 | 16.57

it




CHART 2

Interest Rate {1995 - 1996)
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¢ Foreign Reserves Position

The overall foreign reserves position has remained buoyant in 1996 peaking at over
K3.6 billion (or close to US$240 million) in September. This happened on account of good
export performance and substantial balance of payments suppart especially from the World
Bank under the Fiscal Restructuring and Deregulation Project, and from other bilateral
donors. As result, import cover averaged 5.7 months during the year, a level never attained

throughout the 1980s.
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sExchange Rate Developments

The Malawi Kwacha exchange rate vis-a-vis other selected foreign currencies
stabilised somewhat during the month of December and the year as a whole. Most notable
was the stability of the Malawi Kwacha against the US dollar at about K15.3 per one US
dollar. However, the kwacha strengthened against the South African rand, German mark
and the Japanese yen. Prospects for continued stability in the kwacha exchange rate still

look good because of the much improved foreign exchange position.
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Chart 4: Malawi kwacha exchange rate
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III. Current Economic Challenges

¢ Government Budget

The main reason for the good financial performance during 1996 was
government's steadfast efforts to establish financial stability through the
implementation of the cash budget system. Although the principle of the cash
budget is incontestable —one has to live according to one's means — its practical
implementation has been quite problematic. Top on the list of problems has been
budget cuts without due regard to expenditure priorities. As a result the quality
of some expenditures has often left a lot to be desired, leading to a noticeable
deterioration in the social sector. The Medium Term Expenditure Framework
(MTEF), sufported by the World Bank, should go some way in hglping the
government to getting expenditure priorities right by rationalising the budgeting
process. It should therefore be stated that fiscal adjustment is far from complete.
Some extra-budgetary expenditures continue to be made. Great challenges lay

ahead especially in meeting the government's policy of poverty alleviation.

e External Debt

Although according to the World Bank, Malawi is not a debt-distressed
nation, the overall level of debt is still worrisome. External debt service over the past
five years has hovered at over 20 percent (the low figure of 1994 reflects some arrears)
of total export earnings. More importantly, over eighty percent of Malawi’s debt is

not reschedulable or vforgivable because it is owed to multilateral creditors.
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* New Sources of Growth

Despite the laudable efforts in economic liberalisation and the ready
availability of foreign exchange, it is noteworthy that there has been relatively slow
progress in finding new sources of long term, sustainable growth. Agriculture, which
is the mainstay of the economy, remains hostage to weather conditions. The
government needs to inténsify its efforts on the formulation of a drought
management strategy which can lead to new drought resistant crops being grown.
Land policy reforms will also be important in raising agricultural performance over
the long run. Outside agriculture, the country needs to encourage more labour
intensive, export-oriented manufacturing such as agro-processing, garments
manufacturing and horticultural production including cut flowers.

¢ Low Savings and Investmant Ratios

The domestic savings/GDP and investment/GDP ratios in Malawi have been
extremely low especially in recent years averaging about 8 percent and 15 percent
over the past 3 years. The current investment ratios are certainly insufficient even to
just maintain the current stock of capital, especially in the public sector. The reduction
in the Public Sector Investment Programme over the past three years partly explains
this. The cunen§ unfavourable state of roads, schools, hospitals, the telephone system,
etc., is a manifestation of this phenomenon. Unless more savings are mobilised, it will
be very difficult to improve the investment levels, without which there can be no

sustainable long term growth.
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.Of particular importance in this regard is the need for government to continue
in a more aggressive manner, the creation of an enabling environment for private
investment Thus, government will need to address the issues on temporary
employment permit , the state of the infrastructure( i.e. roads, telephones, power
generation, etc.) coupled with fiscal incentives in order to encourage both domestic

and foreign investment.

II1. Conclusion

The economic performance over the past two years has been remarkable as
highlighted above. Nevertheless, as we have just seen, the long term problems are
numerous and difficult to tackle. There is therefore no room for complacency. The
various achievements over the past two years, have in the main recapw lost
ground, so that to the ordinary person the situation may not seem much improved
only after two years of steady growth. The main challenge for the government is to
consolidate these gains so that they can translate into meaningful improvements in
the lives of ordinary people. To do this the government will need to stay on course
with the structural reforms. Strong political commitment will be required to make
unpopular but necessary decisions which will ensure economic stability, without
which there can not be any good prospects for the growth of the economy.

If the economic situation remains as stable as it is now, prospects for the
medium term look good. The overall macroeconomic objectives for the next four
years are (a) an average real GDP growth rate of 6.5 percent a year; (b) an annual
inflation rate of 5 percent by end 1999; (c ) a further reduction in external imbalances
mainly by having a competitive exchange rate and keeping external indebtedness
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within manageable levels; (d) increasing the domestic savings/GDP ratio from about
5 in 1995 to 15 percent by 1999; and (e) the accommodation of pressing social needs
like free primary education by prioritising government expenditures in the context of
the MTEF.

RESERVE BANK OF MALAWI
26 February 1997
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INSIGHTS ON THE EFFECTS OF GOVERNMENT BUDGETARY
OUTCOMES.

PART 1
INTRODUCTION

Much of what is heard and discussed concerning the Government Budget at the
beginning and end of every fiscal year usually centres on measures taken by
Government to finance or avoid or reduce a perceived excess expenditure,
popularly known as the Budget Deficit. There are several reasons for this. One
is that since the Malawi Government has rarely experienced a surplus on its
income and expenditure operations,(see appendixl) the discussion has
therefore been restricted to the effects of Government budget deficits on the
national economy. Whatever has been debated has therefore ceatred on
measures Government has put in place in order to manage the effects of the
more frequent Government budgetary outcome (ie. fiscal deficits) on macro-
economic goals and variables namely:

(a) Bconomic Growth, ie, by how much will the producton of
goods and services in the whole country increase or conftract as
a result of running a deficit.

(b)  Price Stability, ie., how much inflation is expected as a resuit
of running a deficit

(c) Full Employment, ie., will people condnue to find employment,
to work gainfully, to lose jobs or fail to find work as a result of a
deficit?

(d)  Productivity, ie, will the population be able to produce

significant quantides of goods and services more easily or not as
a result of a deficit?
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(e) Interest Rates, ie., will the price paid for borrowing money or
the gain to money lenders be altered as a result of a deficit?

(f) Money Supply, ie., will the amount of money (including
current account deposits) in the hands of the general public
increase or decrease as a result of the deficit, and what effect
will that have on pricas, on production of goods and services and
on interest rates?

In trying to explore the effects of a budget deficit, which is the difference
between money collected and money spent by Government it may be
necessary to first know sources and uses of Government money.
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PART 2

GOVERNMENT BUDGETARY OPERATIONS:

2.1 Sources of Government Funds
There are several sources of funds for the government among which are the
following:

(a) Tax Revenue
.Income Tax both personal aad company tax
. Surtax or Sales Tax
. Poll Tax

(b) Licences ar:! Fees
(c) Excise/Customs Duty
(d) Public Debt
. Domestic Borrowing, i.e, borrowing within the economy
. Foreign Borrowing, ie., borrowing from other countries
(e) Grants

2.2 Uses of Government Funds

(a) Recurrent Expenditure, i.e., money used for the day to day
running of the civil service

(b) Dewvelopment Expeaditure, i.e., money used for the
establishment of facilities to be used for generations to come eg
bullding roads, schools, hospitals, etc.

(c) Debt Servicing, ie, repayment of principal and interest on
both domestic and foreign debt. '
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PART 3.
GOVERNMENT BUDGETARY OUTCOMES: THE BUDGET DEFICIT

3.1 Causes of Budget Deficit
(1) Reduction in Revenue Sources and magnitudes, eg reduced tax
collection.

(11) Lack of Government Expenditure Control
3.2 Major Effects of a Budget Deflcit: Government Borrowing

When Government fails to find enough money from normal means, it resorts
to borrowing from both the domestic and foreign flnancial markets. Domestic
borrowing does not increase the amount of financial resources within the
economy since the resource merely gets transferred from individuals and
institutions to the Government.'The means of borrowing include selling local
registered stock, treasury, bills and bonds. On the other hand, borrowing from
abroad increases the stock of resources in the economy. Whatever the origins
of borrowed funds, the longterm effect is that of transfering repayment
obligadons to future generations whom Government will tax in order to
secure money for debt repayment. However, of more interest to us are the
immediate or short term effects of borrowing, namely, Monetary effect,
Crowding-out effect, Inflationary effect, Fiscal effect and Exchange Rate
effect.

3.2.1. The Monetary RBffect of Public Debt

One of the early consequences of government borrowing is the raising of
Interest Rates by the lending sector (due to Government determination to
borrow money from anybody at any cost by sales of Treasury Bills). This has
restraining effects on Private sector investment in the form of high
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borrowing costs. People fear getting loans for businesses because of high
interest rates.

3.2.2 The Crowding-Out Effect

The Government monopolises money from banks so that others wishing to
borrow money for investment and consumption can not do so. in This case,
one hears about the 'Credit Squeeze' o1 the general public, meaning that
borrowing becomes severely restricted because banks have reserved most of
the money for lending to government. This has multiple effects on the
economy. No investment means less production and less demand for other
production inputs such as labour. less money for consumption means less
demand for consumer goods, means excess capacity in the sectors producing
the consumer goods leading to less production and laying off of the workforce.

3.2.3 Inflationary Effect

(1)  First If the Productive sector chooses to go ahead and borrow money for
investment at the high interest rates brought about by the Monetary
effect of Public Debt, the cost of acquiring or producing goods and
services rises and the final price t¢ the consumer rise¢s even further as
the producers try to cover the high interest costs.

(i) Too much money injected in the economy chasing too few goods,
because Government borrrowing from the Central Bank (i.e.,
Government instructs the Central Pank to print money the supply of
which does not correspond to the quantity of goods available at the
time).

3.2.4. Fiscal Effect

(1)  Government may elect to raise the level of taxes in order to reduce the
deficit. Tax rises have their own effect on consumption and invesunent.
The tax payers be they people or companies get affected. People buy
fewer goods and services than would be the case if there was no tax rise.
This in turn brings dowm sales turnover and profit in the sectors that
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produce the goods and services resulting in the'down-sizing of
production facilides with resuitant loss of jobs. Companies paying
increased corporation tax experience a lower return on investment
which discourages them from investing further resulting in less
business, less employment opportunities and loss of output to the
economy.

Further effects of tax rises will depend on the type of taxes that will rise. There
are two types of taxes depending on whether or not they favour the poor.
Those that favour the rich at the expense of the poor are known as Regressive
taxes. Those taxes that spread the burden equally between the two categories of
people are known as Progressive taxes. An increase on sales tax or surtax
especially on things that everyone needs every day such as food stuff and
soap tends to hit the poor much more than the rich. Sales taxes are regressive
because the poor who are already struggling to afford food and soap will now
cut down on the consumption of these essential goods and services since they
will now afford even less quandtes of each.

(ii) Expenditure control through the Cash Budget system.

This works on the rule that expenditure allocation for a particular month will

depend on the revenue collected in the previous month. This bring in the
problem of how much to allocate to which sector with certain sectors
suffering savage cuts in allocation. Unfortunately sectors like education and
health can not been exempted allocation cuts resuiting in shortages of
teaching materials, late payment of teachers' salaries and drug shortages.

3.2.5. Exchange Rate Effect

The deficit will also affect the stability of the Kwacha relative to other
currencies for two reasons:
(a)  Scarcity of locally produced goods as a result of depressed private sector
investment brought about by the tax rise or the rise in interest rates
will force Malawians to import the scarce goods.
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(b)

The resultant scramble for foreign currency to

faciliwate importation of the scarce goods. Forex becomes
a scarce commodity which then fetches a high price in
Kwacha terms, meaning that one has to pay more Kwacha
per unit of convertible foreign currencies. The exchange
rate stops to be in the Kwacha's favour,
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PART 4

MEASURES TAKEN BY GOVERNMENT TO CORRECT THE NBGATIVE
SIDE EFFECTS OF THE BUDGET DEFICIT

4.1 Monetary Policy Measures.

Raising interest rates to facilitate easy sale of Treasury Bills so as to mop up

excess liquidity from the econonty ie, to prevent people having money in their
hands. This is complemented by the fact that high interest rates encourage
savings which are a withdrawal of money from the hands of the public into
banks. At the same time, high interest rates discourage borrowing by the
general public thus further preventing people from having money in their
bands. The objectve of all this is to reduce the type of infladon caused by
people having too much money chasing too few goods. This may actually also
deceptively end up as a deficit financing measure rather than a measure to
contro! inflation.

4.2 Fiscal Policy Measures
Tax Cuts to stimulate consumption and investment which will in turn
generate more tax revenue for the government through incremental
sales tax and Income tax,

4.3 Exchange Rate stabilization measures

(a)  Curting down on imports by making them expensive through imposition
of high customs duty. This also serves as a way of increasing
government revenue whose effect is to reduce the deficit.

(b) Ratoning of foreign exchange through exchange controls
(c)  Stmulate production of more exports goods eg through establishment of

Export Processing Zones (EPZ) and export promotion activities such as
attendance of international trade fairs.
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SUMMARY

This paper has sought to explain the issues that occupy tost people’s minds
and provoke a lot of discussion soon after presentation of the Govermment
Budget. While it is possible for Government to balance the budget or even
achleve a surpius, discussion of the effects of these has not been made because
we are more concerned with the effects of budget deflcits with which we have
lived since independence. In seeking to familiarise oneself with causes,
effects and corrective measures of budget deficits one sees the numerous
dilemmas policy makers fall into. For instance, while high Interest rates
happen as a result of government intention to flnance budget deficits, the
same government uses high Interest rates ro reduce inflation. It takes more
than common sense for one to know the exact reason of the prevailing
condition of the economy such as high interest rates. It is easy for one to
conclude logically that reducing inflaton can also lead to a worsening
investment climate.

Academically, priorides of government in economic terms should embrace
items spelt out in the introduction, namely,

(a)  Bconomic growth reflected in a year-on-year increase in Gross
Domestic Product (GDP) or Gross Natlonal Product ( GNP)
depending on whether the country has a sizeable number of its
own citizens engaged in economic activities abroad which bave a
direct economic benefit to Malawi;

(b) A stable price structure for all goods and services whether
imported or locally produced, i.e., a bearable inflation regime.

(¢) A fully employed population where no workers are losing jobs
(Job security); everyone is finding a job (employment creaton);
and nobody is doing jobs that make them produce less output
than would normally be the case ( no under employment) .
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(d) A state of affairs where machines, people, land and money are
utlised to the extent that more goods are produced per machine
hour; man hour; hectare cultivated or let out; or Kwacha spent
than was the case in the preceding period. This is what is meant
as increased productlvity.

(e) Stable interest rates that are conducive to both lenders and
borrowers operating gainfully.

(N A manageable supply of money in the economy that will not
trigger an insatiable demand for available goods and services.

Balancing these noble goals with the state of the national budget which
history has proved to be perpetually in the negative is a wrestler's
nightmare. Take the full employment goal for example. It will not tally with
policies that advocate deficit financing through an increase in taxes because
not only will companies grumble, so too will the ordinary citizens for the
reduction in take-home pay. The ramnifications are all too obvious:

L Reluctance by companies to invest will lead to lack of resources
to train employees; update equipment and expanding operations
resulting in reduced productivity and production.

2. Depressed demand for consumer products will lead to the
productive sector scaling down operations including retrenching
workers.

Price stability will not be achieved if customs duty is raised in the name of
discouraging people from importing goods and services for the sake of
reducing the demand for imports and therefore stabilising the exchange rate.
Those that are determined to import will seek to have the customer absord the
duty thereby bringing ‘'cost-push' inflation. One could go on attacking one
policy measure after another. However what is important to our legislators and
policy makers is for them to know that to every prescribed medicine there is
an antedote. It is therefore important for them to know both.
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Appendix 1

A HISTORY OF GOVERNMENT BUDGET DEFICITS IN MALAWI 1970-1993
-(Pigures in Millions of Malawi Kwacha)

Total
Revenue Expend. Balance
1970 38.6 73.5 -334.9
1971 45.9 71.5 -25.6
1972 §2.4 83.2 -30.8
1973 §9.2 88.4 -29.2
1974 65.3 80.7 -15.4
1978 76.7 117.1 -40.4
1976 81.7 126.8 -345.1
1977 100.9 136.0 -35.1
1978 136.0 202.2 -66.2
1979 156.0 252.4 -96.4
1980 198.8 309.7 -110.9
1981 214.6 370.2 -155.6
1982 230.7 324.1 -93.4
1983 272.6 422.2 -149.5§
1984 311.1 469.6 -158.6
1985§ 383.6 540.7 -157.1
1986 457.5 §90.2 -132.7
1987 549.0 808.8 -159.8
1988 689.4 710.7 -21.3
1689 855.6 1118.0 -262.4
1990 913.2 1104.9 -191.7
1991 1001.1 1547.0 -545.9
1992 1146.5 1559.9 -413.4
1993 1280.3 1577.5 -297.2

. - - —— > "> T W R M A S M W A Am P - — A Wb -

Source: Reserve Bank of Mai{awi Financial Economic Review,
1991 Volume XXII! - Number 2
Note: The revenue excludes grants in order to expose
Government's capcity to finance commitments on its own
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APPENDIX 2

SAMPLE GOVERNMENT BUDGETARY OUTCOME FOR 19XX
(Figures are in Mililons of Malawi Kwacha)

INFLOWS_OF_FUNDS
Revenue 583,40
Grants 69.00
TOTAL INFLOWS 652.40

OUTFLOWS OF FUNDS

Recurrent Expenditure 616.50
Development Expenditure 207,40
TOTAL OUTFLOWS 823.90
DEFICIT (171.50)

FINANCED BY

Foreign Loans 79.80
Domestic Borrowing 91.70
(171.50)
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KEY ISSUES IN REVENUE ANALYSIS

e GOVERNMENT FISCAL POLICY

e KEY ECONOMIC VARIABLES E.G.

- Economic activity

- Income distribution

- Growth in GDP

- Growth in Imports/Exports

- Level of personnal and corporate incomes

e THE NATURE OF THE TAX BASE

¢ TAX ADMINISTRATION CAPACITY

e EXPENDITURE REQUIREMENTS
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MALAWI CENTRAL GOVERNMENT REVENUE

(K MILLION)

. TAX REVENUE

. Taxes on Income and Profit

Companies

Individuals
Non-Resident Tax
Graduated
PAYE.
Withholding Taxes
Fringe Benefits

. Taxes on Property

. Taxes on Goods and Services

Accommodation and Refreshment ax
Surtax
Excise Duties
Licences
Business and Professional
Motor Vehicle Licences

. International Trade Taxes

Custom Duties
Import Duties
Export Duties
Miscellaneous Duties

. Stamp Duties

NON-TAX REVENUE
Treasury Fund Receipts
Rents
Departmental Receipts
Reimbursements

GRAND TOTAL
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1995/96  1996/97 % Change
391371 525114  34.17%
1,380.00  1,84500  32.73%

660.00 81000  22.73%
730.00  1,035.00  41.78%
9.00 1500  66.67%
0.00 0.00 0.00%
500.00  660.00  32.00%
17500 30000  71.43%
46.00 60.00  30.43%
0.00 0.00 0.00%
141471 192414  36.01%
0.00 0.00 0.00%
121000 177500  46.69%
190.00  130.00  -31.58%
14.71 19.14  30.12%
1.71 214 25.15%
13.00 17.00  30.77%
110000 1,472.00  33.82%
1100.00 1.472.00  33.82%
749.00 1,000.00  33.51%
347.00  450.00  29.68%
4.00 2200  450.00%
9.00 10.00  11.11%
44213 477.03 7.89%
5.08 5.23 2.95%
40.50 90.00  122.22%
382.71 32397  -14.04%
13.84 5283  281.72%
435584 572817  31.51%



CENTRAL GOVERNMENT BUDGETARY OPERATIONS

(K MILLION)
1995/96
TOTAL REVENUE AND GRANTS 6,321.26
Revenue 4,355.83
Grants 1.965.43
TOTAL EXPENDITURE 7,101.93
Recurrent Expenditure 5,636.50
Development Expenditure 1,465.43
DEFICIT
Excluding Grants -2,746.10
Including Grants -780.67
FINANCING 780.87
Foreign Loans (net) ' 137.81
Borrowing 998.73
Repayment -860.92
Domestic Borrowing (net) -642.86
(As a percentage of GDP)
Revenue (Excluding grants) 27.04%
Recurrent Expenditure 34.99%
Development Expenditure 91.00%
Deficit Excluding Grants -17.05%
Deficit including Grants -4 85%
GDP at Current Market Prices (K mn) 16,109.70
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1986/97

7.289.09
572817
1,560.92

8,877.00
6,797.00
2,080.00

-3,148.83
-1,587.91

1,587.01
1,857.07
2,361.07
-704.00
69.18

18.12%
21.50%
6.58%
-9.96%
5.02%
31.620.90




Sheet1

! FUNCTIONAL CLASSIFICATION OF THE RECURRENT

IEXPENDITURE ]

—

{
1 L ﬁ
! ‘ 19989 . ] 1.9251.91 Mname
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GENERAL SERVICES | 1,947.47 ! 2.028.4@! 4.18%
General Administration | ;. 1,438.89 | 1,60848 11.78%
Defence | l : |  255.88 | 260.00 I 1.61%
Justice lr H H i 252.70 160.00] | -36.68%
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SOCIAL SERVICES | | 1,270.06. 1.288.14 | 17.17%)
Education i | 843.99 £21.03 | 2.72%
Health | | | 367.46 | 610.51] | 66.14%
Community and Social Developmen]  58.61. 56.601 -3.43%
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ECONOMIC SERVICES ! . 1,306.99! i 1,788.93 . 35.34%
Natural Resources i 370.61 [ 632.20 . 70.58%
Transport | l 62.11] -38.18( | 122.48%
Post and Telecommunications 0.00! 0.00| P 0.00%
Other Economic Services 874.27 998.55, 14.22%

UNALLOCABLE SERVICES 1,928.70! 2.549.20 32.17%
Public Debt Services i 1,466.02! 2.004.00 36.70%
Pensions and Gratuities | 220.00 267.60 21.84%
Other Unallocable Services 242.68 277.60 | 14.39%

T T o
] j
TOTAL 6,453.22 7,834.73 21.41%
LESS: Debt Ammotization 816.72 1,037.73 27.06%
| ! n : i
TOTAL RECURRENT EXPENDITURE | 5,836.50 I 6,797.00! 20.59%
i l | l
! (As a pefcentagre of totai Recurrent Expenditure) i
! I !

GENERAL SERVICES ! 34.55% 29.84%|
General Admlmst:aﬂon 25.53% 1 23.66%

Defence | P 4.54%| | 3.83% A
Justice | | | 4.48% | 2.35% '
i | ; i

SOCIAL SERVICES L 22.53% T 1.89% :
Education i . 14.97% © 12.08% i
Haalth { | ' 6.52% i 8.98% j
Community and Social Developmeni 1.04% T 0.83%i i

| H | ! | i i !

ECONOMIC SERVICES 23.19%| . 26.03%

Natural Resources L . 6.58%! | 9.30%

___ Transport | i . 1.10%] | 2.03%[ 1
Past and Telecommunications 0.00%: | 0.00% i
Other Economic Serices 15.51%| T 14.69% ;

] L l » : Lo e

UNALLOCABLE SERVICES | 34.22% | 37.50%!

_ Public Debt Services L _26.01% [ _29.48%i

___Pensions and Gratuities | 3.90% L 3.94%,
Other Unatlocable Services: 431%- 4.08%.
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Malawi Medium Term Expenditure Framework

The Medium Term Expenditure Framework

Introduction

1. The Government has initiated several measures for improving
the budget process that will facilitate a long 1lasting
improvement in the management of public resources. The most
important measure taken so far is the introduction of the Medium
Term Expenditure Framework (MTEF) as the basis for a more
strategic approach to public expenditure planning in Malawi. The
MTEF began in preparation of the 1996/97 budget in four pilot
ministries, namely Education, Health, Agriculture and Works,
which account for more than 40% of the recurrent expenditures.
Police has also followed the MTEF approach in framing their
estimates. The MTEF approach will be introduced in other sectors
* in the 1997/98 financial year.

2. This brief note describes the weaknesses in the . existing
budget system that the MTEF will address, explains the process
of preparing an MTEF, and describes progress made to date.

Current Weaknesses in Budgeting

3. The current budget process has the following weaknesses:

+ the recurrent budget is prepared on an incremental basis,
i.e. simply adding a certain percentage to the pravious
year’s estimates. The process of preparing the recurrent
budget does not involve reviewing whether the particular
activities are in line with Government priorities nor
whether they are being implemented in the most effective
manner.

- in some votes the structure of the recurrent budget does
not adequately reflect the activities that ministries are
responsible for. Instead the budget shows the types of
expenditure, such as travelling expenses, under a
particular cost centre, without giving any indication of
the purpose of travelling;

+ there is no forward planning of the recurrent budget;

while the development budget is not prepared on an
incremental basis, it tends to be driven by the
availability of donor funds, rather than being based on
government’s own needs and priorities;

- the process of preparation and monitoring of the
development and recurrent budgets are quite separate.

4. The results of these weaknesses are:

¢ recurrent fﬁnded programmes/activities continue from year
to year, even if they are not consistent with changing
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priorities and circumstances. The current process also
means that ministries are not reviewing whether the level
of services is appropriate; :

+ the budget process does not involve assessing the real
funding requirements of services, but is based on adding
a small percentage to the previcus year'’s allocations.
The result is that essential services are underfunded;

+ the efficiency and cost effectiveness of government
services is not being reviewed;

+ development projects proceed without assessing their
recurrent cost implications and whether sufficient
recurrent funds will be availanle to cover the recurrent
costs that will arise.

The Need for Change

5. Even if government resources were expanding, the above
weaknesses in the budgeting process would result in an
inappropriate allocation of resources. In Malawi’s situation
there is an urgent need to restructure public expenditures and
to introduce a more rational approach %o allocation of resources.

6. The need for restructuring of public expenditures is the
result of two factors: :

- policies of economic reform have led the Jovernment to
reconsider its role in many sectors, requiring radical
changes in budget allocations between and within sectors.

- severe economic circumstances have greatly overstretched
government resources, particularly the recurrent budget.
This has resulted in under-funding of priority activities,
greatly reducing the effectiveness of these services. The
situation became so severe in 1995/96 that the government
has introduced the cash budget as a short term Crisis
measure.

Objectives of the MTEF

7. The objectives of the MTEF are to improve the budget process
in such a way as to:

restructure expenditures both within and between sectors
in line with clearly established priorities;

- identify the actual ccsts of particular activities so that
government can begin to move away from incremental
budgeting.

plan for restructuring of expenditures, as these shifts in
expenditures cannot take place from one year to the next.

- introduce a more rational approach to resource al.location,
by identifying fewer priority activities, which would
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receive adeguate funding and provide greater value for
money.

* integrate the preparation of the development and recurrent
budgets, so as to plan for the recurrent costs arising
from projects.

* Plan both budgets on the basis of government priorities
and requirements for a sector and its programmes, so that
the development budget will become less project driven.

8. The aim is to indicate trade-offs between and within sectors
to senior management and politicians. By estimating the real
costs of providing services within sectors, government can begin
to make decisions about which services it can afford to provide.
The MTEF will show these trade-~offs and point to changes in
resource allocation that need to take place over the medium term,
as well as identifying policy changes that would improve the
quality of services and availability of funding.

9. A secondary objective of an MTEF, at least in developed
countries, has often been to permit line agencies to take on
greater responsibility for planning and executing their
programmes. An MTEF enables central resource management agencies
to focus on sector and programme aggregates, while allowing
greater delegation to the line agencies in the matter of detail.
In Malawi greater devolution of responsibility for resource
allocation and management is one of the medium term objectives
of the MTEF.

10. One possible misconception about the MTEF needs to be
avoided from the outset: the introduction of an MTEF will not
result in an increase in the availability of funds. The MTEF is
simply a management tool for improving the allocation of
resources and in Malawi’s case, reallocating resources to fewer
priority activities.

Introduction of an MTEF in Malawi

11. Malawi is learning from the experience of several other
countries who are in the process of introducing a similar
approach to budgeting. Rather than taking the exact procedures
from these other countries, Treasury is working with four pilot
sector ministries to develop methodologies appropriate to
Malawi’s conditions. The four pilot sectors are education,
health, agriculture and works who have identified and costed
programmes of activities in their sectors, focusing primarily on
the recurrent budget.

12. The first round of the MTEF process has necessarily been a
learning experience for both Treasury and the four pilot
ministries. ' It is also helping to guide the process of civil
service reform and restructuring by providing information on the
objectives and programme priorities for the four sectors.
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13. The main developments proposed for the secand MTEF round are
to develop a definitive timetable and procedures, by learning
from the experience of preparing the first MTEF. In addition,
the scope of the MTEF will be broadened in two ways - to include
other sectors in the preparation process and to cover the
development budget.

Stages in Preparing an MTEF
14. The stages in preparation of an MTEF are:

1. developing a consistent macroeconomic framework and from
this realistic resource projections for a three year
period;

2. deducting statutory payments such as pensions and debt
payments;

3. breaking down the remaining aggregate expenditure figures
intc sectoral ceilings, based on the relative importance
of each sector;

4. within each sector, determining which programmes should
receive a greater o1 lesser share of the sector resource
envelope;

5. approval of ceilings by Cabiret for the annual budget and
two outer years of the three year period;

6. preparation of annual budget estimates (year 1 of the
MTEF) ;

7. approval of the Budget by Parliament.

15. The MTEF ceilings for the outer years may either be
incorporated into the government’s annual budget statement, so
as to emphasis its strategic perspective, or they may be shown
in a separate report published in conjunction with the budgat.

l6. For the fourth stage in the process, sector ministries need
to have sufficient information on their programmes of activities
and the actual costs of these activities, before they can make
realistic and rational decisions about the allocation of
resources. Developing this kind of information has been the main
focus of activity for the first MTEF as describec below.

Progress to Date

17. Although it is usual to start an MTEF cycle with the
establishment of a medium term resource framework and indigat;ve
ceilings, the approach the first time around was slightly
different. The four pilot ministries, accounting for around 40%
of the recurrent budget, started on their reviews in July 1995,
prior to the development of the resource framework. Once ;he
resource framawork had been finalised in November, indicative
ceilings were provided to the four ministries.




Malawi Medium Term Expenditure Framework

Sector Reviews el

18. Each of the four ministries followed an integrated sector
approach to planning which involved:

reviewing and defining sectoral objectives and policies.
Each of the 4 ministries had already prepared detailed
pelicy documents.

+ identifying the programme of activities needed to
implement the sectoral policies. For some ministries this
involved a fairly radical restructuring of their existing
budget structures, as the current structure does not
reflect the activities that the ministry is responsible
for. For example, the Ministry of Health and Population
has divided its hospital services programme into several
programmes to indicate the type of services or activities,
such as preventive and curative services.

estimating the actual costs of providing these services;

- identifying activities that can be scaled back or stopped
altogether so as to fit within the expenditure ceilings.

19. Each of the 4 ministries identified and costed their
programmes through a series of workshops, coordinated by
ministerial task forces and assisted by Treasury. During early
November, the 4 pilot ministries and institutions undertook the
most difficult task in the exercise: identifying ways in which
their programme costs could be cut back so as to fit within the
ceilings. The aim was to identify specific activities that would
be scaled back or stopped, rather than cutting back on all
activities and perpetuating the present under-funding problem.

20. Although the 4 priority sectors were the only sectors to
receive an increase in the level of funding for 1996/97,,many.of
their activities were underfunded. In order to provide
sufficient funding for priority activities, funding of some
activities had to be cut back for 1996/97. Programme managers
in the 4 sectors were requested to explain the implications of
these cuts on the provision of services and on meeting sectoral
objectives. They also attempted to identify policy options for
addressing the shortfall in funding.

21. The first year of implementation was a learning experience
for all concerned and while progress was made in moving away from
the incremental approach to preparation of the recurrent budget,
there were some problems particularly in the identification and
costing of programme activities. Treasury will be working with
the four pilot ministries to define in detail the process that
should be followed in the implementation of the MTEF for 1997/98.
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Plans for the Second MTEF o

22. 1In preparation of the 1997/98 budget, the MTEF approach will
be expanded to other ministries and further improved as follows:

+ including both the recurrent and development budgets;

+ providing ministries indicative ceilings earlier in the
year; '

+ Treasury will work with EPSD and DHRM&D to assist
ministries in the review of their functions and
activities, so as to identify those priority activities to
be undertaken, and those that can be phased out, either
because they are no longer compatible with government
policy or they can be handed over to the private sector;

giving more attention to the preparation of programme
estimates for 1998/89 and 1989/20y0 as well as to the
1997/98 annual estimates;

improving the classification of the recurrent and
development budgets so as to provide more meaningful
information to managers and developing a budget and
accounting coding system to reflect the improved
classification system.

Requirements for the Success of the MTEF

23. The success of the MTEF in achieving its objectives will
depend on the following factors:

political commitment and endorsement at the highest level
to make and abide by the difficult decisions involved in
restructuring of expenditures. Some ministries will be
need to scale back their activities so that more resources
can be directed to higher priority sectors.

understanding of and conmitment to the difficult. decisions
at the sector ministry level

commitment at all levels to abide by the budget decisions
so that new expenditure decisions are not introduced
during budget implementation that would require
reallocation of resources. These new decisions mean that
the priorities set when the budget is approved by
Parliament are often overturned.

. improvements in expendifure control so that the budget
decisions are not undermined by over-expenditures and
reallocation of funds during budget implementation.

improved macroeconomic management and revenue collection
so that revenue shortfalls do not necessitate adjustments
to the budget estimates, as has been the case in the
1995/96 budget.
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24. The Treasury and Ministry of Economic Planning and
Development are developing the conditions for successful
introduction of the MTEF. These include:

briefings for senior management and Cabinet on the
objectives of the MTEF, as well as the preliminary
findings of the first MTEF exercise;

- extensive involvement of senior managers within line
ministries in the process of preparing the MTEF.
Workshops have been held throughout the process, at which
senior managers have been invelved in developing the
methodology and programme costs;

improvements in expenditure control and timeliness of
expenditure reporting through computerisation of the
budget and accounting system and training of staff in
improved accounting procedures;

training of staff in the MTEF approach through a series of
workshops to be held in 1996 anc 1997.
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MAIN RESOLUTIONS OF THE WORKSHOP

The NDI sponsored Budget and Finance Committee workshop held at Capital Hotel from 281
February to F March, 1997 resolved as follows -

L. That the Committee’s mandate be expanded to include consultations with the Reserve bank of
Malawi, the Malawi Chamber of Commerce and Industry, MIPA and other organizations on
economic and financial matters:

2. That the Committee be empowered to make proposals on natural features to be used on our
currency and to submit such proposals to Parliament for its approval;

3. That the cash budget system is a necessary tool for controlling government expenditure and
inflation:;

4. That Members of the Budget and Finance Committee should take a leading role in the budget
debate in the National Assembly;

5. That in addition to advancing the interests of their constituencies during the budget debate,
members should also comment on wider issues such as the effects of increased taxation on the
economy

6. That structural adjustment policies are necessary for economic growth even though the
benetits of growth take time to trickle down to the masses;

7. That the private sector is the engine for economic growth and the banks and the Government
should assist in promoting it through appropriate monetary and fiscal policies;

8. That the restructuring of the civil services should focus on placing highly productive
individuals in offices and that retrenchment per se may not be the ultimate solution considering

the fact that our civil service is relatively small compared to some neighboring countries;

9. That the Budget and Finance Committee, being a very crucial committee, be provided with the
necessary financial and technical resources to enable it carry out its functions satisfactorily.
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RECOMMENDATIONS

1. NDI should consider organising more seminars of this nature to involve possibly all
Committees of the House, funds permitting. The seminars should however cover a longer period
of time and should include simulations.

2. NDI should consider organising a study tour for the Committee in neighboring countries so
that members can appreciate how similar committees operate elsewhere.

3. That the secretariat should continue sourcing documents on financial and economic matters for
distribution to Members of the Committee.

4. The Budget and Finance Committee should meet between October and December to receive a
briefing by the ministry of Finance on the performance of the budget and the direction which the
Treasury recommends to Ministries before Cabinet is consulted to enable Parliament/The Budget
and Finance Committee to have a meaningful input in the budget process.

5. NDI should consider training the Secretariat servicing the budget and Finance Committee so
that it can provide better service to the Committee.

6. NDI should consider organising a joint seminar for the Public Accounts and the Budget and
Finance Committees so as to facilitate a process of consultation between Members of the two
Committees. '

7. NDI should consider financing the Committee to enable it meet regularly so that it can
scrutinise the planning process and estimates of the national budget.
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BUDGET WORKSHOP
EVALUATION SUMMARY
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Evaluation Summary For
Budget and Finance Committee Workshop
28 February to 1 March, 1997

NOTE: The evaluation form was distributed at the very end of the workshop and was done
in an anonymous fashion as a means of soliciting more honest comments from the workshop
participants. Eleven of the twelve participants returned evaluation forms. Of these eleven, the
following observations were made:

Section 1

1. Venue ( Poor- 0%, Fair- 0%, Good- 27%, Excellent-73%)
Comments:

-The venue was most central

2. Lodging (Poor- 0%, Fair-0%, Good-9%, Excellent-82%)
Comments:

-One participant did not require accommodation

3. Conference Room (Poor-0%, Fair-0%, Good-55%, Excellent-45%)
Comments:

-The conference room was quite good
-There was need for more microphones

4. Agenda (Poor-0%, Fair-9%, Good-64%, Excellent-27%)
Comments:
-The agenda was crammed, there was not enough room for discussion

-The agenda was well planned
-It was easy to follow
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Budget and Finance Workshop
Evaluation Summary
Page 2

S. Resource People (Poor-0%, Fair-0%, Good-45%, Excellent-55%)
Comments:

~They knew what they were doing
- Well presented

6. Length of Workshop (Paor-9%, Fair-27%, Good-55%, Excellent-9%)
Comments:

-Please extend, the length of the workshop was very short
-There was need for more time

-People were not tired

-Not enough days; four days would do

-We needed more time for discussions

-Time too short for the contents of the workshop

-3 days would be ideal

7. Effectiveness of Workshop (Poor-0%, Fair-9%, Geod-36%, Excellent-4!5%)
Comments:

-We probably require budget simulation
-Very effective

8. Reference Materials (Poor0%, Fair-0%, Good-64%, Excellent-18%)
Comments:

-We need more
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Budget and Finance Workshop
Evaluation Summary
Page 3

Section .‘2

9. Did you learn something you did not already know about the budget process in Malawi? (Yes-
90%, No-9%)

Comments:

-I belong to the profession

-I have increased my knowledge

~It has just added on to that which I already know

-I learned more about the interpretation of the budget

-1 learned about the affects of various policies on the economy

10. Do you believe that the presentations and handouts will be useful in your work as a member
of the Budget and Finance Committee? (Yes-90%, No-0%)

Comments:
-It has been an eye opener
-The handouts will be useful because they will help to go through the process

-They will help me greatly
-We need another workshop as soon as possible

11. Did you find the workshop useful? (Yes-100%, No-0%)

Comments:
-The workshop was very useful
-We have learnt new ideas

12.  Will you share what you learned from the workshop with other Members of Parliament?
(Yes-82%, No-9%)

Comments:
-Yes, especially during parliament debates
-t is difficult in view of the various levels of appreciation

-1 will teach my friends
-Yes, to those willing to learn

172



Budget and Finance Workshop
Evaluation Summary

Page 4

Section 3

13. Please list 2 or 3 things that would better enable you to perform your cuties as a member of
the Budget and Finance Committee more effectively?

8o OLO6 0O 66 0 b6 6O 06 V¢

Interpretation of the budget,
Involvement in the preparation of the budget from below to the top;

Meet the initial people on the budget,
Have handouts from those who initiate the budget,

I have attained the skills necessary to quickly analyze the budget,
Handouts on aspects of budget and economy,

Policy documents from all ministries,

More regular meetings,

Information from Minister of Finarnce,

I can now read budget figures,
I know what happens in the Ministiy of Finance:

Reading the budget,
Interpreting the effects of the budget on the people of Malawi,

More statistical data and informaticn,
More analysis of budget after presentation;
Consultancy service at our disposal for analysis,

An overview of how to read the buiget;
Planning and estimates which came under MTEF;

@ As a Clerk serving the committee, I will be able to explain some basic economic facts to other
Members of Parliament and colleagues;

« | will also be able to source the right reference materials for members of the committee since I
am in a better position to determine their needs.
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Budget and Finance Workshop
Evaluation Summary
Page §

Section 4

14. What kind of assistance would like NDI to provide to the Budget and Finance Committee in
the future?

Sponsoring more of these workshops;

Offering trips to the committee to visit other committees in other countries,

Continuous financial assistance on workshops;,

Facilitate a budget analysis seminar immediately after budget presentation by Minister of
Finance,

It would assist to have experts to analyze the budget for the committee,

Research results on reality on the ground, e.g. situation analysis to assess whether the
budget allocations really trickle down to the people or programmes/projects intended,
Facilitate a joint seminar of the Budget and Finance Committee and the Public Accounts
Committee- each should consult and inform the other,

Let us have more workshops,

Organize more seminars to make the committee to learn more information from several
ministries;,

Upgrade secretariat servicing the committee through training the secretary,

Make available computer services to parliament for use of remarks of the committee;
Financing the committee to enable it to meet regularly so that it can scrutinize the planning
and estimates of the national budget;

The committee needs more workshops;

More seminars of this nature so that we get a stronger grip on the budget formulation
process,

Study tours to other countries so that members and the clerk serving the committee can
learn more about how similar committees operate elsewhere.
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Section §
5. Other Comments:

I have enjoyed the workshop and will be glad if you will organize more workshops because it is
very educative to me.

We need more lectures from the Governor of the Reserve Bank on the changes in the economy.
Grateful for NDI prompt and effective response.

The workshop was very fruitful but time was too short to accommodate the material learnt so far.
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