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Multi-Y ear Budgeting: A Review of International Practices

and Lessons for Developing and Transitional Economies

ABSTRACT

In recent years many developed countries have moved to develop their annua budget processin a
drategic multi-year framework. While a common feature of multi-year budgeting approaches is the
incluson of revenue forecasts and expenditures estimates for two or three years beyond the current
year, multi-year budget practices vary substantialy between countries. This paper reviews multi-year
budgeting practices in Sx developed countries (Austraia, Austria, Germany, New Zedand, the United
Kingdom and the United States) and attempts to draw some lesson from this experience for the
potentia use of multi-year budgeting by developing and trangtiond countries. We draw five lessons for
the budget processes of developing and transitiona economies: (1) a multi-year dimension could be a
vauable fiscd policy and management tool for developing and trandtiond countries; (2) the gpproach
chosen in each developing or transtiona economy should reflect the country’ s policy objectives, its
unique budget ingtitutions and traditions, and its adminigtrative capabilities; (3) the introduction of a
multi-year budget dimension isagradud process; (4) the multi-year budget should be used to
encourage the congtructive involvement of line ministries in the budget process, and (5) the usefulness of
the multi-year budget approach will crucidly depend on the reliability and accuracy of the medium term

budget estimates.
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Multi-Y ear Budgeting: A Review of International Practices

and Lessons for Developing and Transitional Economies

INTRODUCTION

Over the last decade alarge number of OECD countries have introduced significant reformsin
the budgeting process. Three generd trends can be discerned in these reforms! Firg, in many these
countries budget responsbilities have been devolved from the centra budget authority to individud
pending departments, thus giving these departments the freedom to dlocate funds within centraly
determined departmenta spending limits. Second, a large number of countries have introduced result-
oriented budgeting techniquesinto the budget process that are based on measures of departmenta
performance. These two sets of reforms are amed a enhancing the efficiency with which public
resources are allocated.

A third generd trend is that in recent years many of these countries have moved to frame ther
annua budget processin a strategic multi-year framework. Although a multi-year budget maybe
narrowly defined as a budget that determines government revenues and gppropriates expenditures for a
multi-year period, the term is more often used to refer to a budgeting gpproach in which the annud
budget process is enhanced with multi-year features, in particular, amulti-year revenue and expenditure
estimates or amulti-year financia plan. Therationale for amulti-year budget gpproach is based on

severd potentid benefits. Firgt, placement of the budget processin a multi-year framework requires



governments to make amore explicit and consistent statement of policy gods and priorities. Second,
medium term budget projections signa whether current policies and their future implications are at odds
with thisfiscd drategy. Third, amulti-year dimension provides continuity to the budget process by
placing the annua budget discussion in the context of the government’s medium term fiscal strategy and
policy priorities. Fourth, a multi-year budget encourages efficiency in the dlocation of public resources
by enhancing transparency and accountability in the budget process and by providing a mechanism for
the systemétic review of expenditure priorities and commitments.  Fifth, amulti-year budget servesasa
vehicle for encouraging cooperation between various government agencies by inviting greater
involvement of line minidries in the budget process.

On the other side of the coin, amulti-year budget gpproach aso has severd potentia
drawbacks. First, excessive reliance on the forward estimatesin the annual budget formulation process
could result ininflexibility and inertiain fiscal policies. Second, overly optimistic multi-year projections
could be used as ajudtification for otherwise unjustifiable public spending programs. Third, depending
on the objectives pursued and the approach chosen, a full-blown multi-year budget approach may be a
complex and adminidratively costly tool which may divert attention and resources from the more
fundamentd task of developing adequate annud budgets. The basic question asked in this paper is
whether the adoption of a multi-year budget approach may help developing and trangtiond countriesto

improve their budgeting systems or whether it may be more of a hindrance.



Multi-Y ear Budgeting in Developing and Trangtiona Economies

Budget processes in many trangtional and lesser developed countries (TLDCs) often suffer
from avariety of shortcomings which compromise the effectiveness of their fiscd policies. Beyond the
inherent difficulties with revenue mobilization brought about by underdevelopment or economic
trangtion, budgetary imbaances in TLDCs often persst due to unredistic forecasts for future revenue
collections and the lack of a Strategy that prioritizes expenditure programs within available government
resources. Thus, thereisa potentid for many TLDCsto benefit from the placement of their budget
process in amulti-year perspective.

With the objective of providing a multi-year context for their economic policies, agrowing
number of developing countries have adopted some type of medium term economic framework or a
multi-year development plan, often comprising a deterministic government “plan” of desired macro-
economic objectives. These development plans have often falled to provide aredistic context for
medium term fisca policies due a combination of factors. The plans tend to incorporate unredistic
expectations regarding medium term economic growth and future revenue collections. The economic
plans are seldom subject to periodic reviews and systematic updates. More limiting is the fact that the
economic development plans typicaly lack a specific focus on fiscd policies and fail to link the
development plan to the budget process. In contrast to these conventiona development plans, amulti-
year budget approach has the advantage of being a more flexible fisca policy tool and much more
focused on fiscal policies and outcomes. A multi-year budget approach can provide a non-deterministic
goprasa of the economic and fisca conditions in the medium term by placing the government’ s current

revenue and expenditure policies in the context of the medium term outlook. The question is whether



TLDCs can/do adopt and benefit from this gpproach without losing focus and control of the annud
budgets.

Actudly, an experiment of sorts on the effectiveness of a multi-year budget approach is on the
way in saverd TLDCs. A number of developing countries have dready introduced a multi-year
component to their budget process (such as Kenya and Tanzania), while others are currently in the
process of doing so (such as Madawi and South Africa).? Among transitional economies, the new
budget codes for the Russian Federation and Kazakhstan (both adopted in 1999) require the inclusion
of amulti-year perspective in the annua budget process. In addition, a number of other TLDCs base
their medium term economic and fiscal strategy on the medium term Policy Framework Paper
prepared jointly by each of these countries with the International Monetary Fund and the World Bank 2

It istoo early to say what is the outcome of these experimentsin TLDCs, but if we wereto
extrgpolate from the experience of more developed economies, the results should be promising. The
introduction of a multi-year dimension to the annua budget process has proven to be a successful tool
for budget management and deficit control for many developed market-based economies. In fact, the
inclusion of a multi-year component in the budget process among OECD countriesis universal.*
France, which until recently was the only remaining OECD country that did not include a multi-year
outlook in its annual budget process, introduced its first Multi-year Program for Public Finances
(Programme pluriannuel des finances publiques) in December 1998.> The convergencein
budgetary practices to include a multi-year perspective reflects the common postive experience with

multi-year budgeting in developed countries. However, the pecific benefits derived from multi-year



budgeting depend on the purpose of the multi-year budget component, the design of the approach, and

the adminigtrative capability for the implementation of the multi-year budget reforms.

MULTI-YEAR BUDGETING:
A REVIEW OF INTERNATIONAL PRACTICES

The review of multi-year budgeting practicesin devel oped economies cannot tell us much about
the condraints faced by TLDCs due to limitationsin administrative capability. Nevertheless, we believe
that the review of internationd practices can be quite helpful in determining the potentid gpplicability of
multi-year budget techniques to developing and trangitional economies.

Since multi-year budget gpproaches vary across countries in response to different policy
objectives and distinct budget ingtitutions, it would not be meaningful to try to identify asngle
internationa best practice. Ingstead, we present an overview of multi-year budget approaches that have
worked well in x countries: Audrdia, Audtria, Germany, New Zedand, the United Kingdom and the
United States. These countries together represent a wide spectrum of multi-year budgeting options.
The main purpose of thisreview isto identify what features from the multi-year budget approachesin
these countries have potentid for improving budgeting practicesin TLDCs. The overview of
internationa practicesin this section isfollowed by a set of main lessons for those countries interested in
exploring a multi-year framework for their budget policies.

The remainder of this section presentsindividua country reviews of the multi-year budget
practices in six OECD countries listed above. For each of the countries, we discuss the purpose of the

multi-year budget gpproach, the assgnment of organizationd respongbilities, and the most sdient



features of the multi-year budget process. A summary of the main features of multi-year budgeting in dl

Sx countriesis presented in Table 1.

Tablel
Overview of Multi-Y ear Budget Approaches in Selected Countries

c
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Do multi year projections reflect
estimates (E) or a budget plan (P) ? E E P E P E P
I's the multi-year budget component
integrated into the budget cycle ? Y N Y Y Y Y
How many years are projected (in
addition to upcoming budget) ? 3 3 3 2 2 4
Are expenditure estimates made
centraly (C) or by departments (D) ? c c c D D C
How often are the multi-year budget
estimates updated per year ? 4 1 1 2 1 1
Do departments have flexibility in
reallocating funds within their budget ? Y N N Y Y N
Is an incremental approach to budgeting v N N v N N
used?

Note: See the text for a more detailed discussion of each country’s multi-year budget approach.



Multi-Y ear Budgeting in Audtria

The Austrian approach to multi-year budgeting is a good example of a budget process
enhanced with multi-year festures that does not require the commitment of excessive adminidrative
resources.® The Austrian case Sits at one end of the spectrum for its Smple gpplication of multi-year
budget estimates to enhance the annua budget process.”

The main purpose of the multi-year expenditure and revenue estimates in the Austrian budget
formulation process is to show the medium term fisca consequences of government policies which have
aready been enacted. As such, these multi-year budget estimates reflect future fisca flows under
current tax and spending policies and are thus drictly informative in nature. The multi-year estimates
are dso used for internd government planning purposes.

Multi-year estimates for revenues and expenditures in Austria are produced for three yearsin
addition to the current annua budget proposal. Multi-year expenditure estimates are presented
annudly, by aggregated inditutiond, functiond and economic dassfications. Unlike more complex
multi-year budget approaches, the multi-year estimates in Austria are not produced concurrent with the
annua budget. While the annua budget proposd is submitted to parliament in October, the multi-year
budget estimates are published in June dong with the government’ s multi-year investment program.
This separation between the annual budget and the multi-year component aso reflects the fact that
these documents are prepared by different divisons within the Budget Department of the Ministry of

Finance.



Multi-Y ear Budgeting in Germany

In stark contrast to the smple nature of the Austrian multi-year budget process, the gpproach to
multi-year budgeting taken in Germany integrates the multi-year budget estimates into a full-fledged
medium term financia plan.® The German approach to multi-year budgeting captures many of the
potentia benefits of multi-year budgeting. Multi-year revenue and expenditure estimates provide an
assessment of the medium term fisca implication of current policies. If the multi-year estimates indicate
that current government policies are not compatible with the government’s medium term fisca Strategy,
corrective policies can be included in the medium term financid plan. In addition to providing the
backbone for a consstent and responsible fiscal gpproach, the multi-year financid plan dso enhances
the stability and continuity of the budget process, as one year’ s expenditure estimates become the
garting point of the budget formulation process for the succeeding year.

The annud budget formulation process within the German federad government is preceded by a
series of discussons with a number of advisory councils and coordination with the states (Lander) and
locd governments through the Financia Planning Counall (Finanzplanungsrat). The Financid Planning
Council is chaired by the Federa Minister of Finance and consists of representatives of dl three levels
of government. Through discussions at the Council, consensus is reached on the target leve of
aggregate expenditure growth, the distribution of public resources across the three levels of
government, and the permissible amount of government borrowing for the upcoming budget year plus
the three following years. Since the recommendations of the Financid Planning Council are not officidly

binding, the effectiveness of the Council depends largely on its professona and palitical credibility. In



practice, the leadership of the federal Minister of Finance in the planning process guarantees
preeminence of federa objectives in the development of nationd policy.

Astheforma beginning of the federa budget formulation process, the Minigter of Finance
issues a budget circular to al federd spending agencies to provide expenditure requests for the
upcoming annua budget and budget projections for the three following years based on the annud
budget request. In preparing their spending requests, the spending agencies have to adhere to detailed
indructions that are laid out in the budget directive, including a number of annua budget ceilings for
components of the ministerid budgets and directions for how to develop the multi-year projections.
The budget requests submitted by the line ministries include recurrent expenditures as well as capitd
investment expenditures.

Upon receipt of the expenditure requests from the spending agencies, the Ministry of Finance
begins the process of reconciling the “top-down” imposed budget limits with the “bottom-up”
expenditure requests. In the budget negotiation process, the annua budget requests and the multi-year
expenditure projections are compared to the government’ s medium term fisca strategy objectives.
Successive rounds of negotiations ensue to reconcile each ministry’ s budget request and projections
with the framework of the medium term financid plan. When the expenditure target is greater than the
aggregated expenditure estimates, the surplus is designated as a genera planning reserve which can be
alocated at alater point when necessary or desirable. When expenditure estimates exceed the
expenditure target for any year in the multi-year framework, the Minigtry of Financeis responsible for
preparing a proposal on how to introduce budget cuts in order to fulfill the government’ s fiscal strategy

objectives.



As part of the multi-year budget process in Germany, multi-year estimates are made for each of
1200 revenue items and the 8000 expenditure itemsin the federdl budget. The culmination of the muilti-
year budget component of the German budget process is the medium term Federal Financial Plan
(Finanzplan des Bundes), which is submitted to parliament concurrent with the government’ s annua
budget proposad. However, the Federal Financial Plan only reports expenditure estimates for about
40 functiond spending categories, the detalled estimates are kept confidentia by the Ministry of

Finance.

Multi-Y ear Budgeting in Greet Britain

Great Britain should be considered the pioneer of multi-year budgeting, as it began the practice
of conducting multi-year public expenditure surveys as early asin 1961.° The centra eement of the
British approach to multi-year budgeting is the pursuit of budgetary discipling, policy rationdization, and
expenditure efficiency by placing expenditure decisonsin a multi-year context.

The emphasis on fiscd discipline and efficiency is not unique to the multi-year budget processin
Greet Britain. Asthe result of historicd ties and continued interaction between the United Kingdom
and members of its Commonwedth, this feature is dso found in other countries of the British
Commonwealth, such as Australia, Canada, and New Zedand.'® Therefore, this gpproach emphasizing
fisca disciplines and expenditure efficiency could be referred to as the “Commonwedth” approach to
multi-year budgeting.

The multi-year budget approach in Great Britain provides policymakers with a medium term

view of budgetary policies, focusing on the multi-year impact of expenditure commitments and on the
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measures necessary to achieve the government’ s medium-term economic objectives. In addition, the
multi-year estimates provide continuity and stability to the budget process, as budget estimates made
this year will be updated and provide the starting point for the subsequent year’ s budget formulation
process. The multi-year budget gpproach dlows the government to determine its annud fiscal policy
with recognition of funding and resource congraints for the following years. A peculiar fegture of the
multi-year budget processin Great Britain is that the multi-year dimension of the budget processis
geared toward the expenditure Sde of the budget. While an expenditure plan is produced for three
years, tax policy proposds are only included for the annual budget under consideration. However,
multi-year revenue estimates are produced for the remainder of the three-year period.

The formulation of the annua budget proposa and the multi-year budget Srategy artsin late
spring or early summer when the Chancellor of the Exchequer (the head of the Treasury), dong with his
senior advisors and the heads of the Inland Revenue Service and the Customs and Excise Service, sets
forth the fiscd Strategy for the coming three years!* The government’s medium term fiscal strategy
guides the multi-year budget formulation process and is formaly published a the time of the annud
presentation of the budget to Parliament in November.

Upon determination of the fiscd strategy in early summer, the Cabinet Committee on Public
Expenditures, led by the Chancellor and comprising the Chief Secretary and severd senior ministers,
establishes aggregate and departmenta expenditure limits for the multi-year period referred to as
“Control Totals” When the multi-year Control Totas have been established, the government conducts
areview of its existing soending commitments for the next two fisca years and develops a projection

for anew third year. This review is known as the Public Expenditure Survey (PES).*2
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In Great Britain, the individud line departments are responsble for determining program
priorities within the limits set by the Treasury.  Thisis a practice followed in other commonwedth
nations. The line departments are given extensive authority in the budget formulation process to shift
fiscd resources within their own departmental budgets to provide funding for higher-priority programs,
while reducing or eiminating lower-priority programs. In doing so, the departmentd budget have to
comply with the departmenta control totals, which identify not only aggregate departmenta expenditure
limits but aso place limits on departments running costs, such aswage bills. 1n recent years, the
Treasury has congtrained administrative and wage spending of line departments in order to induce cost-
saving behavior in governmentd units and increase efficiency within the public sector. The generd
policy has been that pay and price increases should be offset, or more than offset, by increased
efficiency gains. Line departmentsthat arein need of additiond fisca resources can submit requests for
additiond resources with the corresponding line divisons within the Treasury. Theline divisons then
work with the spending departments to reconcile the expenditure limits with the spending requests.

Like in other Commonwed th countries, the multi-year budget in Greet Britain is not presented
in aseparae document. Instead, the multi-year budget is fully integrated into the annuad budget and
presented to Parliament as a component of the Financial Statement and Budget Report (FSBR), the
government’ s budget proposad. Besides the government’ s annua budget proposd, the FSBR includes
the government’ s Medium Term Financial Strategy, a short-term economic forecast, an anaysis of
tax measures contained in the budget, and an andysis of the public finances in the Public Sector

Borrowing Requirement.

12



Multi-Y ear Budgeting in Audrdia

Audrdia s multi-year budget gpproach is another example of the “ Commonwedth” gpproach
to multi-year budgeting, in which multi-year budget estimates and flexibility a the departmentd leve are
integral parts of the government’ s strategy to encourage efficient use of public resources and fiscal
discipline® Until recently, and unlike other Commonwesdlth nations, the forward estimatesin Austraia
were not made by the line departments themselves, but rather by the Department of Finance.*

A medium-term fisca Strategy was introduced by the Australian government in the early 1980s
as ameans of achieving particular fiscal objectives. The main concern of the Audtralian government at
that time was the excessively high levd of government spending and the resulting high tax burden.
Reductionsin both the level of government spending aswell asthe leve of taxation became the
government’ s medium-term Strategic objectives. The Charter of Budget Honesty Act of 1998
formalized a multi-year budget gpproach, requiring that the government’ s medium term fisca srategy is
reviewed and updated annually and published as part of the government’ s Budget Papers.

The forward expenditure estimates, which until 1998 were produced by the Audtrdian
Department of Finance, and now are produced by the live ministries quantify the cost of ongoing
policies aswell as proposed government initiatives for the coming budget plus three more years.™®
These forward estimates are an integrd part of Audtrdia s centraized system of Finance Information on
Resource Management (FIRM).1® The forward estimates do not include any alowance for the
introduction of new programs or expangon of existing programs, unless dready announced by the
government. At the beginning of the budget formulation process for the next fiscd yesar, the forward

estimates are updated and the expenditure basdline becomes the basis for next year’ s budget proposdl.
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The focus of the ensuing budget preparation processis not the level of expenditures per se, but rather
on the incrementd changes in expenditures necessary to synchronize the budget with the government’s
medium-term fisca strategy objectives and policy priorities. Unless additiond funding is approved by
the Cabinet, line departments are forced to find funding for new or expanded programs from within
their own departmenta budget as determined by the departmentd expenditure basdine.

Four documents are circulated as part of Augtrdia s Budget Papers. The first budget paper
(Budget Srrategy and Outlook) contains the fiscdl strategy statement, the economic outlook and
genera budget projections; the second budget paper (Budget Measures) contains the proposed budget
measures for the next fiscd year dong with detailed multi-year budget estimates; the third budget paper
(Federal Fiscal Relations) describes the state of intergovernmenta relations; and the fourth budget
paper (Commonwealth Public Account) contains the gppropriation bills for the coming fiscd year.

All four budget papers incorporate a medium-term framework and include multi-year estimates.

Multi-Y ear Budgeting in New Zedand

The budget processin New Zedand has undergone a series of important reforms in the past
decade. Dominant among these reforms are the Public Finance Act of 1989 and the Fiscal
Responsibility Act of 1994, which are at the basis of the multi-year budget process now in placein
New Zedand.*” Like other examples of the Commonwedlth approach to multi-year budgeting, the
overriding objective of the budgetary reforms in New Zedand has been to devise a means to impose
greater fiscd discipline on the government by increasing trangparency and accountability in the budget

process. Multi-year projections further function as an early detection mechanism for government
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policies that diverge with the government’ s strategic fiscal objectives of reducing the fiscd deficit, the
level of public debt, and the Sze of the public sector. Systematic reporting requirements throughout the
budget process enhance the transparency, efficiency and accountability of the resource dlocation
process.

Although the Fiscal Responsibility Act of 1994 does not require that specific medium term
fiscal targets be sat, it does seek to achieve severa distinct fiscal objectives and principles® In
addition, the Fiscal Responsibility Act requires that budget estimates are produced for the budget year
under congderation plus for two more years. By not imposing specific numerica targets in the Fiscal
Responsibility Act, New Zedand's multi-year budgeting process accords greater policy flexibility for
the government to respond to changesin genera economic conditions.™®

The budget processin New Zedand is highly devolved and places alarge share of the
responghility for financid management a the minigterid leve. Conggtent with this philosophy the multi-
year estimatesin New Zedland are produced by the line departments. Since 1991, New Zedand has
adhered to the practice of incremental budgeting by which spending agencies are asked to update last
year’ sforecadts of their expenditure basdline using a set of Treasury guiddines that are endorsed by the
Cabinet. Additiond funding requests are then specified as the change from thisbasdine level. The
departmenta expenditure basdine estimates submitted to the Treasury by the line departments cover
the upcoming budget year as well as outward estimates for the following two years®

The Treasury guiddines for the preparation of ministerid multi-year expenditure estimates
include severd features to encourage fisca discipline and efficiency. Departments are often asked to

find resources within their own departmenta budget for new programs. Departments are a'so warned
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that under norma circumstances they will not recelve compensation for increases in their input codts,
extrafunding is only provided where expenditures are determined by statute (for example, welfare
benefits) or for mgjor government initiatives. In addition, departments that seek funding for capital
projects are required to prepare strategic business plans and sound business cases to support their bids.
In order to create a high degree of transparency, three key documents are produced throughout
the year as part of the budget cycle. First, concurrent with the second reading of the budget in
Parliament, the government must submit its Budget Policy Statement to Parliament. This document
outlines the government’ s short-term fiscd plan as wel as medium-term srategic fiscd policy
objectives. Second, a Fiscal Srategy Report must be published at the time of the find submission of
the budget to Parliament. The Fiscal Srategy Report contains updated fiscal estimates and addresses
any differences between the budget and the objectives and strategies reported in the Budget Policy
Satement. Third, multi-year fiscd and economic projections (Budget Economic and Fiscal
Updates) must be published twice each year, which are compared to independent estimates produced

outside the government.?

Multi-Y ear Budgeting in the United States

The federa budget process in the United States contains several multi-year dements?? Most
importantly, actua multi-year gppropriations are included in the budget for certain capita projects. In
addition, the Budget of the United States Government includes expenditure and revenue estimates for
the coming budget year plus four more years. The purpose of the multi-year budget estimates

contained in the federa budget isto provide amulti-year framework for current fisca policy decisons,
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S0 asto ensure that these decisions are compatible with the government’ s medium term fisca strategy
of deficit containment. The multi-year expenditure estimates aso provide an informa starting point for
the formulation of the annud budget for the following year.

The medium term fisca strategy in the United States can be described and understood best in
the context of pecific legidative acts and the mativation of those legidative actions. The Budget
Enforcement Act (BEA) of 1990 sgnificantly reformed the existing budgetary process and st forth
overal expenditure limits with the god of achieving a balanced federal budget.® The BEA distinguishes
between two types of spending: discretionary spending and direct spending.2* To ensure that overall
budget spending limits are effectively followed, the BEA provides for a procedure called sequestration
for discretionary budget items. If the Congressiona gppropriations provide expenditure authorization in
excess of the discretionary spending limit set forth by the law, then dl discretionary spending programs
are automaticaly reduced by a common percentage sufficient to bring the prospective spending levels
into balance with the spending limit or budget cap.

In order to ensure that proposed government policies fal within the projected expenditure limits
for future years, medium term expenditure estimates are contained in the President’ s budget proposal
that reflect the cost in future years of ongoing and proposed government programs and policies.
Similarly, revenue estimates in the budget proposal reflect the amount of tax collections projected based
on currently enacted and proposed tax legidation. These multi-year estimates thus demondtrate the
impact of current and proposed policies on future fiscal outcomes such as the federd deficit.?®

Additiondly, the Analytical Perspectives, adocument published concurrent with the President’s
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budget proposd, contains “ current service estimates,” which are designed to show what receipts,
outlays, deficits and budget authority would be in future years if no changesin policy would be made.

An important dement of the multi-year dimension of the U.S. annud budget centers on the
difference between budget authority and outlays. Budget authority isthe authority thet isgivento line
departments to enter into obligations that will result in immediate or future outlays of government funds.
Outlays are actud expenditures made from government resources. In the American budget process,
the Congress does not vote on the levd of outlays directly, but rather on budget authority. Budget
authority is recorded in the budget as the dollar amount in the year that it becomes available. While
budget authority normally expires after one year, in certain cases the unused balance of budget authority
may be carried over into the next year.

For mgor procurement programs or construction projects an amount adequate to complete the
project or programs must be requested by the executive to be appropriated by Congress the first year,
even though the project may last more than one year.® The unspent remainder does not have to be re-
gopropriated next year, but can Smply be carried over to the next budget year. This policy isintended
to ensure continued funding of multi-year projects and programs that cannot be used until they are
completed. However, for certain capital assets the budget includes arequests for aregular
gppropriation in the budget year and advance appropriations of budget authority in subsequent years,
that are together sufficient to fully fund the acquisition of the capitdl asset. Thisis doneto avoid
“spikes’ -- large amounts of budget authority that cannot be accommodated under the discretionary
budget caps imposed by the BEA. In this sense, the United States has a multi-year capital budget to

the extent that such multi-year gppropriations are used for capita projects.
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Organizationdly, both the Office of Management and Budget (OMB) and its congressona
counterpart, the Congressond Budget Office (CBO) are given sgnificant responghbilitiesin making the
required spending and revenue estimates necessary for determining the need for sequestration. Each
agency preparesits own estimates, and any differences in the sets of estimates must be made public and
explained by the OMB. The OMB estimates are the basis of the President’ s sequester order and the
President is under the obligation not to change the OMB estimates. The Generd Accounting Office
(GAO) reports to Congress on the President’ s compliance with the rules and procedures imposed by

the Budget Enforcement Act.

IMPLICATIONS FOR THE BUDGET PRACTICES
IN DEVELOPING AND TRANSITIONAL ECONOMIES
Clearly multi-year budgeting has not been panacea but it has been a useful fiscd policy tool for
developed, market-based economies. Multi-year budgeting has been instrumenta for the success of
these countriesin the effort to improve fiscd discipline in the public sector. 1t dso gppears that multi-
year budgeting has been a useful toal in the drive to increase the efficiency of public expenditures.
Although multi-year budgeting carries the risks of introducing rigidities and inertiain the budget process,
there is no evidence that these risks have materidized in devel oped economies. The judgement on the
effect: newness of multi-year budgeting reveded by actua country practicesis a pogtive one. Now dl
OECD countries use some verson of multi-year budgeting and, as aso reviewed at the beginning of the
paper, an incipient number of developing and trandtiond countries are adopting multi-year budgeting

approaches. However, some disagreement exists whether multi-year budgeting would aso be a
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worthwhile congtruct in the budget process of developing or trangtiona economies. Skepticism arises
from the fact that many developing and trangitional economies face serious problemsin the formulation
and execution of their annual budget. The basic question is whether it would make sense for these
countries to introduce multi-year eements into the budget process if they are dreedy falling to
implement the annud budget in a condgstent manner. The main answers are, fird that it is the absence of
an appropriate multi-year strategy for fiscd policiesin these countries that playsamgor rolein
perpetuating their fiscd distress, and second, thet it would be ill-advised for a developing or trangtiond
country to seek to implement a complex multi-year budget approaches but that they could benefit from
asmpler gpproach. In fact, the review of the multi-year budget practices above does contain a number
of vauable lessons for the possible introduction a multi-year budget component in the budget process of

developing and trangtional economies.

Lesson 1: Recognize the Vaue of aMulti-Y ear Budget Perspective

Developing and trangtiona economies often face an array of budgetary problems, including
increasing debt burdens, chronic underfunding of government programs, unpredictable budgetary flows,
the existence of budget arrears, and other symptoms of afailing budget processes. Consequently, an
argument could be made that budgetary reform efforts under these conditions should focus on the
improvement of the annua budget process and leave the introduction of amulti-year budget approach
for later reforms. However, in our view, concentrating al efforts on the improvement of budget
execution soldy within the context of the annual budget would overlook the close connection between

the annua budget formulation process and the longer-term budgetary problems faced by many
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developing and transitiona economies. Indeed, any budgetary process that fals to prioritize
expenditures over the medium term or thet fails to interndize the linkages between budget decisonsin
the current year and expenditure requirements in subsequent yearsis exposed to inconsistencies and,
ultimately, falure.

Introduction of amulti-year dimension in the budget process of developing and transitiond
countries (or the transformation of a multi-year development plan into a true multi-year budget strategy)
could improve the budgetary processin avariety of ways. Perhaps most importantly, a multi-year
budget framework could make a substantia contribution to correcting the perennia fiscal problem in
these economies. the imba ance between the available resources and the government’ s expenditure
commitments. Placement of the budget in amedium term context would provide a framework for these
countries to andyze fiscd drategy issues and provide a mechanism to build a palitica consensus on
nationd priorities. The multi-year dimenson would dso alow for the structura review and prioritization
of expenditure commitments as opposed to the arbitrary across-the-board cuts which are often relied
on in the absence of aclear multi-year framework. In this gpplication, multi-year estimates would
serve as atool to increase the efficiency of the public resource alocation process.

There are other potentia benefits that would derive from the incluson of amulti-year dimenson
in the budget process of developing and trangitiond nations. Multi-year budget estimates could provide
aprojection of fiscal outcomes under aternative economic conditions. In this sense, multi-year budget
estimates would function as an early warning sgnd for policies that are not compatible with the
medium-term fisca objectives of the government. A multi-year budget approach could further be used

to provide stability and continuity to the budget process by using this year’ s expenditure forecadts as the

21



garting point for the annua budget formulation process for next year. Finaly, amulti-year budget
drategy could encourage increased involvement of line ministriesin the budget process. These various
objectives of the multi-year dimension are by no means exclusve or incompatible. As demondrated by
the review of internationd practices, most governments pursue a combination of these objectives

Smultaneoudy.

Lesson 2: One Multi-Y ear Budget Approach Does Not Fit All

A relevant observation when considering the introduction of a multi-year budget component in a
developing or trangtiona economy is that substantial differences exist between the respective
gpproaches to multi-year budgeting in the six developed economies reviewed earlier. Differencesin
multi-year budgeting approaches are caused by differences across countries in policy objectives,
budget indtitutions and traditions, adminigirative cgpabilities or differencesin the availability of
adminigtrative resources. Thus, each multi-year budget approach reviewed was specifically designed to
uniquely suit the particular policy needs and fiscal conditions in each respective country.

For example, one of the most complete gpproaches to multi-year budgeting is the devel opment
of adetailed multi-year tax and expenditure plan such asthe Federal Financial Plan in Gemany. The
German multi-year financid plan enhances the budgetary processin severd ways. Most importantly,
the financid plan ensures that the government’ s fiscal policies are congstent with the country’s
economic policy objectives and the government’s medium-term fiscal srategy. In addition, if executed

properly and updated frequently, multi-year financid plans provide a high degree of certainty about
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future fiscal policies and provide continuity to the budgeting process. In combination these dements
resultsin avery sysematic development of fisca palicy.

However, the integrated multi-year financid plan used in Germany has severd disadvantages
and is not widely gpplicable outsde the German context. Firg, the formulation of an integrated muilti-
year finandd plan is quite complex and adminigratively very demanding. In addition, the use of afull-
fledged multi-year financid plan requires strong politica and socid consensus, which may be absent in
developing and trangtiond economies. Findly, given the rgpid economic and ingtitutiona changes that
often take place in developing and trandtional economies, a multi-year financid plan istoo rigid for
many of these countries?” Therefore, in many cases the introduction of multi-year financia plan would
neither be feasible nor desirable.

Another comprehensive gpproach to multi-year budgeting is pursued in New Zedand. In New
Zedand, many budget responghbilities (including the development of multi-budget estimates) have been
devolved to the spending agencies through a system of system of forma contracts. Thereliance on
contracts within the government sector is possible because the country has a strong private sector,
established mechanisms for enforcing contracts, a high degree of transparency in the dlocation of public
resources and efficient public expenditure controls. Many of these features are missing or are not
aufficiently developed in TLDCs. Adoption of New Zedand' s budgetary approach by most would
result in certain failure

Infact, it would be unwise for adeveloping or trangtiona country to duplicate any of the
reviewed multi-year budget approaches smply because the gpproach has proven to be successful in the

context of some other country’s budget process. Instead, a more advisable gpproach would be for
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each developing or trangtiond country to first carefully consder its own budget ingtitutions and its
policy objectives in introducing a multi-year budget approach. Then, guided by the review of
internationd practices, each country should attempt to develop its own multi-year budget approach with
the ideaof capturing the benefits of multi-year budgeting within the context of the country’ s specific

policy objectives, budget inditutions, and the rlevant ingtitutiona and adminidrative condrants.

Lesson 3: The Development of a Multi-Y ear Budget Approach is a Gradual Process

The history of most country practices suggests that the introduction of a multi-year budget
processisagradua processin which eements of the multi-year budget one first introduced and tested
and which later evolved and are modified from time to time. Arguably the gppropriate sarting point for
the development of a multi-year budget approach in TLDCs is a basic approach, as discussed
immediately below. Over time, as adminidrative cgpabilities are enhanced, fisca performanceis
improved, and the multi-year budget component becomes more established, the basic gpproach can
evolve into amore integrated and ambitious multi-year budget.

A basic gpproach to multi-year budgeting would consst of an annud budget cyde that isjust
enhanced by asmple multi-year budget framework, conssting mainly of first, a satement of the
government’s medium term fiscal strategy (defined in terms of mgor targets such as overdl tax burden
and the Sze of the deficit), and second more aggregate multi-year expenditure and revenue projections.
The multi-year budget document could be presented ether at the beginning of the budget cycle (asis
done in Audtria), concurrently with the annua budget (asin most other countries), or more than once

during the budget process (asin New Zedland). Presenting the multi-year budget framework
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concurrently with the annua budget would better alow the government to place the current budget
debate in a multi-year context and help bring more redlism and improved fiscal discipline to the annud
budget. In particular, the multi-year revenue and expenditure projections would serve to frame fisca
policies within well-defined medium-term objectives and would provide an early warning sgnd for
budget policiesthat are inconsstent with the government’ s medium term fisca drategy. These
projections may aso help enhance the trangparency of the budget process by forcing discusson and the
forging of a consensus on medium-term priorities. In addition, updated aggregate multi-year
expenditure estimates could serve as the (informd) starting point for the following budget cycle, thus
providing the benefits of arolling budget without having to put together a detailed multi-year
expenditure plan.

Although the sophigtication and complexity of New Zedand' s gpproach to multi-year
budgeting suggests not reproducing this gpproach early onin TLDCs, there is one aspect of the New
Zedand' s gpproach that should be given careful thought by TLDCs. The systematic publication and
updating of the government’ s fiscal strategy and the fiscal outlook can ensure more informed decision-
making, a greater degree of continuity in the budget process, as well as greater levels of trangparency
and efficiency in the budget formulation process. Since the fiscd strategy of any government needs to
be widely understood, both within the executive and legidative branches as well as by the public at
large, there is an advantage to publicizing the government’ s strategic gods (possibly dong with
preiminary multi-year revenue and expenditure estimates) early on in the budget process. Later on with

the transmisson of the annua budget to the legidature the fiscd drategy could be updated with a
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description of any departure from the fiscd srategy and budget estimates specified in the earlier multi-

year budget document.

Lesson 4: The Importance of Government-Wide [nvolvement

The degree of centrdization or decentrdization of adminigrative responsbility in preparing
multi-year budget estimatesis a politica choice that carries with it Sgnificant implications, for the
divison of power between the Ministry of Finance and the spending agencies as well asfor the
efficiency with which public policies are implemented.

Traditionally, government agencies inTLDCs have been dmost exclusively focused on the
implementation of sectord policies within their purview and only minimaly involved in the budgetary
process. This narrow poalicy focus of the line minigtries often results in the submission of inflated budget
requests by departments and other spending units, antagonistic rel ationships between the Ministry of
Finance and the spending agencies, and the absence of controlled and fiscally responsible behavior
during budget execution. A more explicit satement of the government’ s medium-term Strategic gods as
part of amulti-year budget dimension and the involvement of departments and live minigriesin
developing sectiond strategy could provide these agencies with a sense of common purpose and could
spur more fiscaly responsible and cooperative behavior.

While experiences vary between countries, recommendations for the organizational structure
and the assgnment of the respongbility for the development of multi-year revenue and expenditure
estimates will generdly be influenced by the traditional centrdization of budget responsibilities within the

Minigtry of Finance. Dueto the lack of atradition of inditutiona cooperation and budget discipline

26



among the spending agencies, and the Ministry of Finance in many TLDCs it may be more desirable to
concentrate the development and maintenance of the multi-year budget estimates, a least initidly, within
the Budget Department of the Minigtry of Finance, preferably by a separate divison within the Budget
Department. While this divison should be the centrd player in the development of the multi-year
budget estimates and the production of the medium-term financid drategy, it could coordinate its
activitieswith other divisons within the Ministry of Finance (pecifically, the divisons respongible for
macroeconomic policy and revenue forecasting) as well astheindividud line minidries.

Theinitid centraization of the responghilities for the multi-year budget processin TLDCs hasa
number of distinct advantages. Firg, this gpproach may prove to be smplest, most economicd, and
adminigratively feesble. Second, it would facilitate the timeliness and frequency with which estimates
can be made. Third, control over the estimates by the Budget Department will prevent possible
drategic manipulation of the multi-year estimates by the line departments.

The concentration of full respongbility for the multi-year budget process within the Minigtry of
Finance should not be a permanent arrangement. The mgor disadvantage with this gpproach isthat it
limits the exposure and involvement of line minitriesin sectora policy prioritization and the identification
of cost cutting opportunities. However, devolution of multi-year budget estimate, in the absence of
controlled expenditure limits would not be prudent nor effective® Gradud devolution of
responsbilities for the multi-year expenditure estimates could congtructively increase the involvement of
line minigtries in the budget process without relinquishing centra control over the budget expenditure

envelope.®
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Lesson 5: The Importance of Producing Reliable Multi-Y ear Budget Estimates

As part of any multi-year budget gpproach, multi-year estimates are typicdly made for
government revenues and government expenditures, including multi-year capitd expenditures. The
success or failure of the multi-year budget gpproach as afiscal policy and management tool dependsin
large part on agovernment’ s ability to produce rdiable and accurate medium-term budget estimates.

Multi-Year Revenue Projections. Conceptudly, the first step in producing a multi-year fiscd
outlook isthe estimation of future revenues, since the aggregate revenue forecast provides the fisca
envelope for government spending in future years.®!  Conditions for developing authoritative multi-year
revenue forecasts for budgeting purposes include the requirements that: (a) the estimates are made by
fiscal expertsthat are outsde the politica process, (b) objective quantitative analysis methods are used
to develop the revenue forecadts, and (c) the revenue estimates are frequently updated. The dangers of
inaccurate or politicaly motivated revenue forecasts are abundantly gpparent. The recent experience of
many TLDCs bear witnessto this. When given a chance, many politicians would be tempted to rely and
even promote overly optimigtic revenue estimates for future yearsin order to accommodate higher
expendituresin the current budget year.

Severd practices can be used to increase the prudence of the multi-year revenue estimates.
Firde, revenue estimates could be based on economic projections that are dightly more pessmigtic (e.g.,
based on dightly lower economic growth or dightly higher interest rates) than the “ consensus’ economic
outlook. Alternatively, the fisca outlook could include two separate sets of revenue projections. one
et that reflects the most likely economic scenario and another set that reflects the fiscal Situation under

less favorable economic conditions. Second, budget procedures may require the government to
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compare the Ministry of Finance or Budget Department’ s revenue estimates with revenue estimates
from a separate source. The source of these comparison revenue estimates generaly could be an
independent government agency (such as the centra bank or a parliamentary budget office). If those
dternative estimates and not available, it would be possible to use the revenue estimates from a multi-
nationd organization (such asthe Internationa Monetary Fund or the World Bank) or an independent
domestic source (such as mgor financid ingtitutions or academic research organizations). Indeed, there
isagrowing trend among OECD countries to ensure prudence in forecasting by submitting their interna
economic forecasts to externa review.*

Multi-Year Expenditure Projections. Thereview of international practices reveds that
medium term revenue and expenditure forecadts are often made at ahigh level of detall. For example,
the German Ministry of Finance produces forecasts for 8000 expenditure items and 1200 revenue
items. Other, countries that include the multi-year budget forecasts in the annua budget document
produce forecagts for every line item in the budget.

Y et despite the large number of forecasted budget items, often only afew basic “driving
variables’ are used to arrive at the forecasts. Frequently, expenditure items are Smply expected to
grow over time at the pace of inflation. Thisisthe case, for example, for most discretionary
expenditure projections in the United States budget.>* The accuracy of expenditure forecasts may be
increased by using different assumptions for mgor itemsin the economic classfications of the budget,
such as wage expenditures, other current expenditures, and capital expenditures.

An additional ement that is regularly included in the forecast methodology for budget

expenditures are sectord trends. For example, financing needs for eementary and secondary

29



education are likely to be proportiona to the number of school-aged children. Smilarly, expenditures
for statutory government programs can often be estimated by combining expected socid, economic and
demographic trends and knowledge about legidative requirements. For example, expenditure estimates
for penson benefits in Audrdia are produced by multiplying the average pendon rate in the current
budget year by the projected number of pensioners and the projected priceindex.® Asaresult, a
select number of basic macroeconomic forecasts, demographic projections and legidative factors could
be combined to achieve ardatively detaled level of multi-year expenditure projections.

The incluson of expenditure estimates for entitlement programs in amulti-year framework
present a particular challenge. During times of economic prosperity and growth the costs of the
programs tend to be relatively low as less people need or qudity for benefits. This makesincreasing
benefit levels a paliticdly atractive option. To complicate matters, entitlement programs are often not
part of the annua appropriations process, and downward adjustments of benefits level are generally not
politicaly tenable. This means that increases in entitlement benefits could result in adouble blow to
fiscal gtability during economic downfals: entitlement expenditures would baloon while government
revenues would be fdling. Unsustainable increases in entitlement benefits could be controlled in part by
requiring the government to provide expenditure estimates under a“worst case” scenario, projecting the
expenditure requirements of entitlement programs during economic recessons.

Multi-Year Investment Planning. An additional component to be considered in the
development of a multi-year budget forecast methodology is capitd spending, which in many countries
is planned in the context of a Public Investment Program (PIP). In developing countries, PIPs are often

developed outside the budget process for recurring government expenditures, and the responsbility for
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developing the PIP is placed the Ministry of Finance in the Ministry of Economy or a specidize agency.
Some trangitiona countries have sarted to develop PIPs dso outsde the regular budget process, for
example, Kazakhstan in 1909. This separation, contributes to the false premise that capital
expenditures are more productive than recurrent expenditures. It also removes capital pending from
the government’ s fiscal policy strategy framework and frequently leads to an over commitment of
government funds.

A more congstent gpproach to capita budgeting would consider capital expenditure planning
asanintegrd part of the multi-year budget process. Thiswould help ensure that public invesments are
made within the government’ s available resources and that these capitd expenditures are consstent
with the government’ s policy priorities. Most countries considered in this review give specia
congderation to capitd investment projects in context of the multi-year budget. For example, in Audtria
amulti-year investment program accompanies the multi-year budget estimates, while areview of multi-
year investment projectsis dso explicitly incorporated in the German medium term financid plan. The
United States budget actudly has multi-year gppropriations for certain cgpitd itemsin the budget. The
hybrid gpproach taken in the U.S. guarantees sufficient funding for large capitd projects while dso
ensuring that government spending remains consistent with the government’ s multi-yeer fisca strategy
objectives. In TLDCs, until amulti-year budget is developed, the economic efficiency of the PIP would
be significantly increased by bringing capitd investment decison and planning closer to the ordinary

budget process.
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CONCLUDING REMARKS

The main gods of this review has been to provide an overview of the international experience
into multi-year budget practices and to explore their rlevance to trangtiona and developing
economies. Because of the complexity and vastness of the subject, the review of the internationd
experience focused on specific aspects of the multi-year budgeting approach, including the purpose,
organizationa structure and implementation of the multi-year budget process.

The multi-year practices in multi-year budgeting contain severa lessons for governments of
developing and transitiona economies. Depending on the desired approach, multi-year budgeting
techniques can enhance the budget process in anumber of ways. While more integrated approaches to
multi-year budgeting (such as medium term financia plans) present the greatest number of advantages,
more complex gpproaches are dso more demanding in terms of administrative resources.
Consequently, it may be desirable for governments of trandtiona economiesto follow a strategy that
garts with a more basic approach to multi-year budgeting which gill offers sgnificant benefits, such as
early warning for upcoming fiscal imbalances and enhanced aggregate budget discipline, and to evolve
their multi-year budget frameworks into the more integrated gpproaches over time.

Regardless of the gpproach chosen, there are sgnificant benefits to be derived by TLDCs from
the systlematic publication of the government’s medium term fiscd drategy as well asamedium term
economic and fisca outlook. These documents provide government officids, legidators and the public
a large with amulti-year perspective on economic and fiscad developmentsin away that requires policy
makers to be both redistic and respongible. Even in the absence of abundant administrative resources,

the introduction of basic multi-year dements into the budget process can provide a framework for
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systematic analyss and improved decison making in the formulation of annua budgets. These benefits
would appear to outweigh the risks associated with the adoption of amulti-year budget framework
such asinflexibility and inertiain the budget process, or overly optimistic multi-year projections which

may induce overgpending.
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