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Chapter 1

Macro-Fiscal Framework

Focus and Overview of the Report

1.1 After the change in economic regime in 1990, the Albanian economy made considerable
progress toward achieving macroeconomic stability and growth, despite the adverse effects of a
series of economic shocks and civil unrest. Having achieved macroeconomic stability, Albania
now needs to continue with its reform efforts to increase employment, alleviate poverty, and
strengthen weak governance and institutional capacities which have hampered its development
efforts in the past. Many of the needed reforms are medium term in nature and require careful
planning and adequate sources of financing. Public expenditure management, which is at the
core of the Govermment's program to strengthen the capacities and increase the accountability of
public institutions, is the focus of this public expenditure and institutional review (PEIR).

1.2 The policy dialogue with the Government of Albania on public expenditure management
and institutions began with the preparation of the structural adjustment credit and the public
expenditure support credit in early 1999 and continued with the preparation of the public
administration reform technical assistance project in late 1999 and the introduction of the medium
term expenditure framework (MTEF) in 2000. The latter exercise began in January 2000 and
continued until the approval of the 2001-03 MTEF by the Cabinet in June 2000. Following the
preparation of the 2001 budget, the MTEF was updated and presented to the donor community in
Tirana in December 2000. During all the stages of its preparation, the Public Expenditure and
Institutional Review (PEIR) team provided direct support to the Albanian authorities in the field.

1.3 The PEIR report should thus be regarded as a part of the MTEF exercise and the ongoing
dialogue with the Government on public expenditure management. The Report's main focus is
on an in-depth evaluation of the budgetary planning process in Albania and the institutional
arrangements required for better management of public expenditures. The Report does not
provide a detailed analysis of expenditures or an assessment of investment projects and their
outcomes in each sector. Such a shift in emphasis is appropriate given the currently weak
institutional capacities in Albania and the need to enforce accountability in the public sector.

1.4 Chapter 1 deals with the macroeconomic framework and policies needed to maintain
fiscal sustainability and improve fiscal discipline. Chapter 2 discusses revenue and expenditure
patterns, presents measures that would enhance revenue performance and analyzes the allocation
of expenditures. This chapter is not intended to provide a full external review of Albania's
public expenditure policies, but it is designed to highlight the key expenditure priorities that
should be more filly addressed as Albania moves forward with the medium term expenditure
framework process. The bulk of the Report (Chapters 3, 4, and 5) addresses, for the first time,
key challenges facing Albania to improve its institutional environment and its capacities, so as to
ensure that fiscal discipline is maintained while resources are allocated to strategic priorities and
that resources are used efficiently for the purposes intended. Chapter 3 provides an assessment
of the public expenditure management process and its weaknesses in Albania and discusses how
this process should be reformed. Chapter 4 explains how the establishment of the MTEF
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mechanism could provide a better linkage between policy planning and the allocation of
resources-- a practice that to date has been lacking in Albania-- and explains how this process
has been applied in Albania and how it could change the incentive structure and budget
management institutions so that they can address many of the weaknesses discussed in Chapters
1, 2, and 3. Finally, Chapter 5 discusses meeting the institutional capacity requirements needed
to reform Albania's public expenditure management.

1.5 The rest of Chapter I is organized as follows. After reviewing the macroeconomic
developments in Albania during the period of transition, the chapter discusses the challenges that
lie ahead. This is followed by an assessment of Albania's macroeconomic outlook which
encompasses sustainability issues as well as issues related to foreign and domestic sources of
financing, including the perceived risks and fragility.

A. Economic and Fiscal Developments during the Transition

A.] The Transition Experience

1.6 Since the beginning of the transition in 1991, the Albanian economy has gone through
four different phases. The early years of transition (1991-92) were dominated by a contraction of
real GDP and by high inflation (Table 1.1). The contraction of real GDP, which had started
before the onset of the transition, intensified during this period. By the end of 1992, output in
real tenns had fallen to about 60 percent of its 1989 level and inflation had risen to triple digits.
The external current account deficit had risen to almost two- thirds of GDP and the fiscal deficit
amounted to 25 percent of GDP.

Table 1.1: Macroeconomic Indicators, 1991-2000
(annual averages, percent)

1991-92 1993-96 1997 1998-99 2000
Estimate

Real GDP growth -17.6 9.3 -7.0 7.6 7.8
Inflation 170.5 17.5 42.1 3.8 2.0
Current account deficit (%GDP) -61.1 -15.1 -12.1 -7.1 -7.1
Fiscal deficit (%GDP) -25.8 -11.4 -12.9 -11.0 -9.6

Source: Ministry of Finance.

1.7 The period 1993-96 was characterized by a significant economic recovery. GDP grew by
about 9 percent annually in real terms, inflation was brought down substantially, and both the
current account balance and the fiscal deficit improved significantly compared with 1991-92.
This strong performance was mainly due to two factors: (i) cautious monetary and fiscal policies
eased the pressure on prices, and (ii) the privatization of agriculture, and of retail and wholesale
trade as well as small- and medium-size enterprises, spurred GDP growth. However, with the
slippage of stabilization polices during 1996 the economy began to show early signs of a
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collapse. Revenue collection decreased significantly and the fiscal deficit began to widen
considerably. '

1.8 In early 1997, large pyramid investment schemes, which had been building up since
1993, collapsed, bringing the country into a state of anarchy. The resulting turmoil brought
economic activity almost to a standstill. As a result, real GDP contracted by 7 percent, inflation
more than doubled, and the current account deficit widened by three percentage points compared
with its 1996 level. Revenue decreased by a further two percentage points of GDP and the fiscal
deficit was largely financed by recourse to domestic borrowing. The most pressing problem
facing the Government was to reduce fiscal imbalances and the resulting inflationary pressure.
The new Government that came to power accomplished this through a post-crisis recovery
program supported by the donor community. As a result of these measures, the fiscal deficit was
contained at around 12 percent of GDP and inflation moderated towards the end of 1997. The
recovery program also intensified the implementation of structural measures. A new banking
law was passed which strengthened the independence and controlling powers of the Bank of
Albania. A privatization strategy was developed which allowed the privatization of medium and
large enterprises as well as the sale of strategic enterprises (banking, oil, copper,
telecommunications) to investors. Steps were also taken to support the institutional and
governance reforms needed to build a more responsive, accountable and transparent state.

1.9 With progress being made in macroeconomic stability and structural reforrns, economic
performance has been strong in the aftermath of the 1997 crisis. The performance of the
economy was particularly impressive in 1999, when the Kosovo crisis resulted in a massive
influx of Kosovo refugees which at its peak increased Albania's population by 14 percent, put a
heavy strain on administrative capacity, and threatened internal security (Box 1.1). During 1998-
99, the domestically financed fiscal deficit improved significantly because of the tightening of
budgetary expenditures and the renewed emphasis on revenue collection.

1.10 The current account deficit also improved to 6 percent of GDP in 1998, but was increased
to about eight percent of GDP in 1999 owing to higher imports because of the Kosovo crisis.
GDP growth returned to about 7.5 percent annually and inflation was brought down drastically.
By end 1999, Albania had roughly regained its 1989 GDP level. The private sector accounted
for over 85 percent of GDP and over 80 percent of employment. Agriculture had become the
dominant sector, accounting for over 50 percent of GDP, followed by the services sector and
construction.

1.11 Albania's strong macroeconomic performance continued in 2000. Output growth is
estimated at 7.8 percent and inflation is projected at about 2 percent in 2000. The current
account deficit has remained to about 7 percent of GDP, and foreign exchange reserves have
been maintained at about four months of imports. Fiscal policy has supported the reduction in
macro imbalances, as the primary balance was reduced by 2 percentage points of GDP between
1999 and 2000 and the domestically financed fiscal deficit declined from 5.5 percent of GDP in
1999 to 5 percent in 2000.

'For a detailed discussion of the Albanian economy during the early years of transition see "Albania Beyond the Crisis,"
World Bank Report, December 1998.
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Box 1.1: The Impact of the Kosovo Crisis on the Albanian Economy

During the 1999 Kosovo crisis, Albania took in the majority of Kosovar refugees-over 450,000 (equivalent to 14 percent
of Albania's population). Initially, many refugees lived with Albanian families; but camps were soon established
throughout the country which housed later arrivals and those refugees who did not have other arrangements for housing in
place. When the crisis ended, repatriation was quick: by September 1999 almost all of the refugees had returned to
Kosovo.

The crisis placed an enonnous strain on Albania's budget and on its administrative capacity. The Govemment
moved quickly and decisively in dealing with the large influx of refugees, initially without significant intemational
assistance. Ultimately-owing to generous external assistance and to Albania's prudent policies-the economic impact of
the crisis on Albania proved negligible. In fact, the crisis temporarily boosted transport and other services. Despite extra
refugee demands, inflation fell owing to a tight monetary policy and to in-kind humanitarian aid, some of which entered
local markets and depressed food prices. The current account deficit for 1999 was 3.5 percentage points less than
anticipated during the earlier part of the crisis, reflecting stronger-than-expected exports and lower imports as a result of
the early return of the refugees. However, the crisis led to a postponement of investment, and it exacerbated problems in
Customs administration, including smuggling and crowding out of regular imports, leading to tax shortfalls. The budgetary
cost of the crisis, now estimated at about US $75 million-about 2.0 percent of GDP in 1999-was financed entirely by
foreign assistance. In the figures below, the majority of this foreign assistance is included as additional foreign financing
of the budget deficit in the amount of about 1.6 percent of GDP. A smaller amount of foreign assistance was channeled
through a Government account from which withdrawals were made as Kosovo-related expenditures needed to be made. It
is reflected in budget figures as 0.5 percent of GDP increased transfers from budgetary institutions which are included in
total revenue.

1999 budget outturn including 1999 budget outturn excluding
Kosovo-related items (percent Kosovo-related items (percent
of GDP) of GDP)

Total revenue 21.2 20.8
Total expenditures 32.7 30.7

Current expenditures 25.9 24.9
Capital expenditures 6.7 5.7

Overall balance -11.5 -9.9
Financing 11.5 9.9

Domestic 5.5 5.5
Foreign 6.0 4.4

Source: Ministry of Finance.

A.2 Recent Fiscal Developments

1.12 Albania's aggregate fiscal discipline in the past few years has been a key factor in its
improved macroeconomic performance (Table 1.2). In the immediate aftermath of the pyramid
scandals in 1997, the Government initially contained the fiscal deficit despite a plunge in
revenues of roughly 7 percentage points of GDP between 1995-97. Expenditures were cut by 4
percentage points of GDP during this period, limiting the increase in the budget deficit to about 3
percentage points of GDP. Expenditure cuts fell particularly heavily on public investment.

1.13 Despite the Government's efforts to contain the budget deficit through expenditure
compression, the decline in the availability of foreign financing that occurred in the aftermath of
the pyramid scandals forced a reliance on domestic financing. This increased use of domestic
financing occurred at a time that the population's confidence in economic management and trust
in domestic financial institutions was at a low ebb. The reliance on domestic financing increased
substantially the inflationary pressures in the economy.
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Table 1.2: Budget Deficit and Financing, 1995-2000
(in percent of GDP)

1995 1996 1997 1998 1999 2000
Estimate

Revenues 23.4 18.4 16.6 20.3 21.2 22.6

Expenditures 33.6 31.2 29.5 30.7 32.7 32.2

Primary balance -10.6 -11.1 -9.8 -6.2 -8.1 -6.1
Overall balance -10.2 -12.8 -12.9 -10.4 -11.5 -9.6

Financing 10.2 12.8 12.9 10.4 11.5 9.6

Domestic financing 6.5 10.1 11.0 6.0 5.5 5.0

Privatization receipts 0.1 0.2 0.3 0.0 0.2 1.3
Treasury bills 4.8 10.2 11.0 6.3 5.5 3.7

Other 1.5 -0.4 -0.3 -0.3 -0.2 0.0
Foreign financing 3.7 2.8 1.9 4.5 6.0 4.6

Net loans 3.5 2.5 1.2 2.5 2.9 3.4

Grants 0.3 0.3 0.7 2.0 3.1 1.2

Source: Ministry of Finance.

1.14 Since 1997 the Government has accelerated its implementation of economic reforms.
Revenues have almost recovered to their 1995 level (in terms of GDP) through tax policy
measures and improvements in tax administration. Expenditures levels have also increased,
although the quality of expenditures remains a problem as interest payments account for a much
larger share of current expenditures. The Government's efforts to accelerate the implementation
of its economic reform agenda and impose fiscal discipline has in turn, led to higher levels of
donor financed public investment, and a significant decline in the need for domestic financing of
the budget deficit. This has had the salutary effect of reducing inflationary pressures in the
economy. A measure of the Government's adherence to a tight fiscal policy stance to support
macroeconomic stabilization is the 5 percentage points of GDP reduction in the primary balance
between 1996 and 2000.

1.15 As a consequence of high fiscal deficits and the reliance on domestic financing during
1996-97, Government debt has increased significantly during the last five years--with the bulk of
the increase (15 percentage points) in domestic debt. Government debt is estimated to have
reached 67 percent of GDP in 2000, with domestic debt reaching almost 39 percent of GDP in
2000 (Table 1.3). In addition to the reliance on domestic financing of the budget deficit, the cost
of bank restructuring has added to the domestic debt burden in the last two years.2

1.16 As a result, interest expenditures have absorbed an increasing share of budgetary
resources. Currently, interest expenditures comprise about 18 percent of total expenditures and
over a quarter of current expenditures, compared with an average of 4-5 percent for the middle
income countries. About 70 percent of domestic financing is in the form of Treasury bills, which
following their introduction in 1994 have become a major source of domestic financing of the
budget.3

2 In the case of the National Commercial Bank, 7.5 billion lek in bad debt was swapped for Treasury bills during 1999-
2000. The recapitalization of the Savings Bank requires another 11.1 billion lek in 2000.
3 Until recently the interest rates on Treasury bills were very high. The rate have begun to decline, but the spread between
the treasury bill and deposit rates remains substantial.
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Table 1.3: Government Debt, 1995-2000
(in percent of GDP)

1995 1996 1997 1998 1999 2000
Estimate

Government debt 51.1 56.7 68.8 61.0 61.9 67.2

Domestic debt 23.5 29.5 35.3 32.4 35.1 38.8
BoA credit 14.3 13.5 11.8 9.4 9.1 8.4
TreasuTy bills 5.2 12.7 20.8 21.0 24.2 28.7
Non-performing loans 4.0 3.2 2.7 2.0 1.8 1.7

Foreign debt 27.6 27.3 33.5 28.6 26.9 28.3
Multilateral 7.3 7.7 9.8 9.9 11.5 13.4
Bilateral 5.9 6.3 8.0 6.9 5.8 6.1
Arrears 14.3 13.2 15.7 11.7 9.5 8.8

Source: Ministry of Finance.

1.17 While the Government has had good success in imposing fiscal discipline in the wake of
the crisis in 1997, several priorities for fiscal management have become clear. First, on the fiscal
policy side, there is a need to reduce the reliance on domestic financing of the budget deficit to
keep inflation low and reduce the level of interest payments. This, in turn, requires improving
the revenue base and reorienting expenditures toward the Government's objective of sustaining a
high rate of economic growth and achieving durable poverty reduction. Second, achieving fiscal
management objectives cannot be accomplished by imposing fiscal discipline alone. As
discussed in chapters 3 and 4, the process of public expenditure management needs to be
changed in order to improve the incentive structure and functioning of budgetary institutions so
that they focus more effectively on the technical and allocative efficiency of public expenditures.
This will help to align the Government's overall policy objectives with public expenditure
decisions. It will also provide a mechanism to allow civil society to participate more fully in the
budget process and to allow donors to align their priorities more closely with those of the
Government.

B. A Macroeconomic Framework for Growth and Poverty Reduction

B.] The Challenges Ahead

1.18 Despite recent progress in macroeconomic stabilization and structural reforms, Albania
still has a per capita income of less than US$900 (Atlas methodology)--one of the lowest levels
in Europe. This reflects Albania's difficult conditions at the outset of the transition, as well as
the drastic transitional recession (of about 40 percent of 1989 GDP) that Albania suffered in the
early 1990s. Even a sustained annual growth of 9 percent during 1993-96 proved unable to fully
overcome these handicaps, as the 1997 civil unrest and the resulting contraction in GDP pushed
back the economic recovery by about two years. Furthermore, in the past, growth came largely
from agriculture, construction, and trade, and its benefits have not been widely distributed. As a
result, poverty defined in termns of low income and/or consumption in Albania is relatively high,
mainly owing to limited job opportunities, low productivity, low human capital, and poor social
capital, as well as inadequate and unreliable infrastructure. The population's limited access to
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and the poor quality of basic services such as education, health, water, electnrcity, sewerage, and
public safety have exacerbated poverty.

1.19 It is now critical for Albania to complete its reform agenda and put the economy firmly
on a path of rapid and sustainable growth as a means of increasing employment and decreasing
poverty. Key elements of the reform agenda are: completing enterprise privatization and
restructuring, bank privatization, and the regulatory framework for the financial sector;
improving govemance; and strengthening the legal and judicial system. Implementing these
reforms will also improve the overall climate for growth and development, as it will reduce the
risks of further social and political tensions stemming from weak public institutions and the poor
economic condition of the population.

1.20 To achieve durable progress in reducing poverty, it is essential that Albania's
development strategy is inclusive and pro-poor, so that the benefits of growth are more widely
shared. The main elements of this agenda are outlined in the Govemment's Interim Poverty
Reduction Strategy Paper.4 To implement this, Albania is beginning to engage in a dialogue
with the civil society and other stakeholders in an effort to develop a comprehensive strategy for
poverty reduction in the context of a comprehensive economic development strategy for the
country. While paying particular attention to the effectiveness of public expenditures in reducing
poverty, Albania also needs to remove obstacles to efficient, small-scale private economic
activity to create more employment opportunities and to place substantial emphasis on
community development proj'ects in attacking the root causes of poverty.

1.21 Govemance, institutional reform, and the pnroritizing of public expenditures must play a
key role in this pro-poor growth strategy. Albania's past development and growth have been
severely constrained by weak institutional capacity and by a lack of transparency and
accountability in public administration.5 Institutional capacities and govemance have been
particularly weak in the areas of public order, the legal framework, and enforcement of laws and
regulations. This has had a deleterious effect on private sector development, public expenditure
management, and the delivery of essential public services, all of which are crntical to broad-
based sustainable growth and poverty reduction. Weak institutions and limited accountability
mechanisms have also led to pervasive corruption in Albania, which is a major factor explaining
the low level of investment in Albania--particularly foreign direct investment.6

4For a discussion of poverty issues and the Govemment's program see "Interim Poverty Reduction Strategy Paper,"
World Bank, May 2000.
5 Since the 1997 crisis, progress has been made in building a framework for improved and transparent public
organizations. The Government is also taking a number of actions aimed at enhancing the inclusiveness and citizen-
responsiveness of Albania's public institutions. These actions include establishing a fully functional People's Advocate
(ombudsman), establishing a Civil Service Commission, and appointing a Central Elections Commission as well as
launching systematic consultations with the citizenry as part of its recently launched Growth and Poverty Reduction
Strategy process. In addition, complementary measures are being taken to improve the delivery of health, education, and
social services.
6 Foreign direct investment flows were increasing until 1996 when they reached a level of US$97 million, but in reaction
to the 1997 disturbances, they dropped significantly to US$42 million. Only a very moderate recovery had taken place
until 1998-99 with FDI around US$40 million annually. The year 2000 marks the first significant improvement in this
trend with significantly higher inflows - attributable, for example, to the privatization of Albanian Mobile
Telecommunications.
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B.2 The Macroeconomic Outlook

1.22 If Albania implements the macroeconomic strategy, the prospects for growth,
development, and poverty reduction are good, especially in view of a more favorable political
climate in Southeastern Europe and enhanced prospects for a closer association with the
European Union. During the next five years economic growth is projected to remain strong, with
GDP growing by about 7 percent a year (Table 1.4). An increase in exports and private sector
activities is expected to lead growth during this period. In this process improvements in the rule
of law and the more forceful implementation of structural reform, particularly in the enterprise
and financial sectors, would be crucial to attracting the confidence of investors and promoting
private investment activities. These factors are critical to generating employment and sustaining
growth.

1.23 Exports and private remittances are projected to continue to play an important role in
supporting growth, given Albania's proximity to the rest of Europe and its low cost labor force.
Export growth is expected to strengthen following the transfer of key enterprises to strategic
foreign investors (e.g., chromium) as well as increases in exports of shoes and textiles as a
consequence of improvements in regional tensions. The openness of the economy has
contributed to improving domestic production and costs and is expected to lead to increased
export capacity. Imports are projected to grow, reflecting the higher imports of capital
equipment associated with stronger investment activities-- but at a slower pace than exports. As
a result, the current account deficit is projected to decline from 8 percent in 1999 to more
sustainable levels in the following years.

Table 1.4: Macroeconomic Framework, 2000-2005
(in percent)

2000 2001 2002 2003 2004 2005

Estimate

Real GDP growth 7.8 7.3 7.0 7.0 7.0 7.0

Inflation 2.0 2.0 3.0 3.0 3.0 3.0

Current account balance (%GDP) -7.1 -7.3 -7.3 -6.7 -6.0 -5.5

Fiscal balance -9.6 -9.1 -8.5 -7.8 -7.1 -6.7

Sources: Ministry of Finance and staff projections.

B.3 Fiscal Sustainability and Outlook

1.24 As discussed earlier, maintaining fiscal sustainability, while at the same time making
progress in reducing poverty, requires fiscal consolidation to reduce the level of domestic debt,
and to restructure expenditure to reach the poor more effectively. Under the Government's
macroeconomic strategy, the fiscal deficit is projected to decline during the next five years
(Table 1.5).
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1.25 The Government's fiscal strategy has three underlying objectives. First, a lower budget
deficit will reduce the need for domestic financing, thereby reducing inflationary pressures and,
eventually, interest payments. The primary fiscal deficit would decline slightly from 6.1 percent
of GDP in 2000 to 5.0 percent in 2005, though with an increase during 2001-2002 which reflects
mainly higher public investment financed by higher inflows of foreign financing. Provided that
these public investments are generating economic growth in the future, such a temporary
deterioration of the primary deficit appears justifiable. Second, higher public savings will reduce
significantly the savings-investment gap in the public sector, freeing investment resources for the
private sector, which is essential for achieving sustainable economic growth. Finally, lower
interest payments and growth in revenues will allow a larger share of government expenditures
to be allocated to pro-growth, pro-poor activities. Achieving these fiscal objectives, however,
would require significant efforts geared toward mobilizing revenue as well as maintaining
prudent expenditure policies.

1.26 On the revenue side, strong efforts are needed to increase the ratio of revenue collection
to GDP in the medium term. Based on a simulation of the fiscal sustainability model developed
for this review, overall revenues are expected to increase from 22.6 percent of GDP in 2000 to
nearly 27 percent in 2005 (Table 1.5). This increase is expected to come not from rising tax
rates but from higher tax revenues brought about by the continuation of economic growth and,
more important, by better administration and enforcement of existing tax laws (see Chapter 2).8

1.27 Budgetary expenditures are projected to grow only moderately and to stay in the range of
32 to 33.5 percent of GDP. Non-interest current expenditures are projected to increase from
about 20 percent of GDP in 2000 to about 22.6 percent in 2005, reflecting the needed increase in
priority expenditures particularly on health, education, and operations and maintenance (see
Chapter 2). Capital expenditures are projected to increase significantly and remain around 7-8
percent of GDP as infrastructure needs would still remain large. This increase reflects both the
continued availability of concessional foreign financing as well as the large backlog of foreign
assistance projects. These increases in expenditures are partially offset by an expected reduction
in interest payments.

1.28 Simulations of fiscal sustainability under this scenario show that domestic debt would
decrease by about 3.5 percentage points of GDP over the next five years from its current level of
almost 39 percent. Owing to an increase in concessional foreign borrowing, overall government
debt increases from 67 percent of GDP in 2000 to 71 percent in 2005 (Figure 1.1). Because the
overall increase is composed of a decrease in domestic debt (and domestic interest rates) coupled
with an increase in concessional foreign debt, the impact on the budget would be a net reduction
in interest payments of about 2 percentage points of GDP.

7For a description of the fiscal sustainability mode], see Annex A.
8 VAT collections are projected to increase significantly through increased economic activity and further improvements in
tax administration. Increased collections are also expected from other taxes, such as the profit tax and the personal income
tax, as a result of increased registration of taxpayers and other efforts launched recently. Social insurance contributions are
also expected to rise as a result of better collection efforts, while non-tax revenue is projected to decline moderately.



10 Chapter I

Table 1.5: State Budget, 1999 - 2005
(in percent of GDP)

1999 2000 2001 2002 2003 2004 2005

Total revenue 21.2 22.6 22.9 23.9 24.9 26.0 26.8

Total expenditures 32.7 32.2 32.0 32.4 32.7 33.1 33.5
Current expenditures 25.9 25.0 24.1 24.5 24.9 25.6 26.0

Interest 6.9 5.4 4.0 3.9 3.7 3.6 3.4
Non-interest current expenditures 19.0 19.6 20.1 20.6 21.2 22.0 22.6

Capital expenditures 6.7 6.8 7.6 7.9 7.7 7.5 7.5
Domestically financed 3.4 3.1 3.4 3.0 3.0 3.0 3.2
Foreign financed 3.4 3.7 4.2 4.9 4.7 4.5 4.3

Primary balance -6.5 -6.1 -7.19 -6.5 -5.9 -5.3 -5.0
Overall balance -11.5 -9.6 -9.1 -8.5 -7.8 -7.1 -6.7

Financing 11.5 9.6 9.1 8.5 7.8 7.1 6.7
Domestic financing 5.5 5.0 4.6 3.3 3.0 2.6 2.4
Foreign financing 6.0 4.6 4.5 5.2 4.5 4.5 4.3

* The primary balance excludes interest payments and profit transfers from the Bank of Albania.
Sources: Ministry of Finance and staff projections.

1.29 The need for substantial reliance on concessional external financing in the medium term
arises from Albania's low income level, its limited creditworthiness, and the need to reduce the
level of domestic debt. This strategy assumes that the financing of public investment would rely
primarily on concessional foreign financing, while much needed increases in current
expenditures would be financed through increased domestic resource mobilization rather than
through recourse to domestic financing. As long as foreign financing is less costly, and is used
for productive investment, the Government should make strides to use effectively the available
concessional foreign financing and reduce its recourse to domestic debt.

1.30 These moderate increases in foreign debt at concessional rates would not put at risk
Albania's capacity to service its foreign debt in the medium term. Currently, Albania's foreign
debt is at a moderate level, about 28 percent of GDP. During the earlier part of the 1990s,
significant reductions in the level of foreign debt occurred as a result of a rescheduling effort
between Albania and bilateral creditors. Furthermore, there has been a conscious effort on the
part of the Government to limit new borrowing primarily to loans from multilateral lenders at
concessional terms. Because of these efforts, the largest share of Albania's foreign debt (about
43 percent) is currently owed to multilateral international financial institutions ° and interest
payments on foreign debt are quite small." Under the projected macroeconomic scenario,
foreign debt would increase by roughly 7 percentage points to about 35.5 percent of GDP by
2005.12 But this would still be a sustainable level, as during the next five years the debt service
ratio (the ratio of external debt payments to exports) is expected to increase from 5.9 percent in
2000 to only 13.1 percent in 2005.

9The increase in the primary deficit in 2001 results from the significant drop in interest payments brought about by a
reduction in interest rates on treasury bills, which leads to a drop in total expenditures despite higher capital expenditures.
10 About one-third of the total debt originates from the communist past and is currently in arrears, and its valuation is
seriously questionable.
11 The current average nominal inteTest rate on foreign debt is about one percent.
12 For a description of the fiscal sustainability model, see Annex A.
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Figure 1.1: Government Debt, 1999-2005
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B.4 Savings-Investment Balances

1.31 Based on the macroeconomic reform program and scenario outlined above, Albania's
overall savings and investment flows are shown in Table 1.6 and Figure 1.2. Total national
savings increases substantially, allowing for a much needed increase in investment over the next
five years. The behavior of national savings is dominated by improvements in government
savings, which increases by 3.6 percentage points of GDP between 2000 and 2005. Non-
government savings also increases, but by only 1 percentage point of GDP. Thus, overall the
strategy is one of a significant reduction in the public sector's drain on investment resources in
the economy, allowing for more resource availability for the private sector.

Flgure 1.2: Savings and Inwstment Flos, 1995-2005
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1.32 This strategy allows increases in both public investment (by about 1 percentage point of
GDP) and private investment (by about 2.5 percent of GDP). The increase in public investment
is necessary for supporting growth in light of the poor conditions of much of the existing
physical infrastructure. Completion of the privatization program in the banking sector together
with improvements in business opportunities as well as the legislative environment for investors
(the bankruptcy law, the law on mediation of business disputes, etc.,) would all permit gross
domestic investment to increase from 19 percent of GDP in 2000 to 22 percent in 2005, with
private investment outlays increasing from 12.2 percent of GDP to 14.5 percent.

Table 1.6: Savings and Investment Flows, 1999-2005
(in percent)

1999 2000 2001 2002 2003 2004 2005
Actual Estimate

Foreign savings 8.0 7.1 7.3 7.3 6.7 6.0 5.5

National savings 8.8 11.9 12.7 13.2 14.3 15.5 16.5
General government -4.8 -2.8 -1.6 -0.6 -0.1 0.4 0.8
Non-govemmentsector 13.6 14.7 14.3 13.8 14.4 15.1 15.7

Gross domestic investment 16.8 19.0 20.0 20.5 21.0 21.5 22.0
General govemment 6.7 6.8 7.6 7.9 7.7 7.5 7.5
Non-govemment sector 10.1 12.2 12.4 12.6 13.3 14.0 14.5

Sector balance
General govemment -11.5 -9.6 -9.1 -8.5 -7.8 -7.1 -6.7
Non-govemment sector 3.5 2.5 1.8 1.2 1.1 1.1 1.1

Sources: Ministry of Finance and staff projections.

B. S Key Risks

1.33 The most significant success of the Albanian economy in the 1990s was the achievement
of macroeconomic stability despite several interruptions in this process. Albania's pursuit of
sound fiscal and monetary policies helped reduce the budgetary and current account deficits.
The Government's program was facilitated and supported by large inflows of concessional aid
and grants, which helped Albania finance its economic transformation program. These, together
with large inflows of private transfers, were instrumental in reducing the volatility of the
exchange rate and current account deficit, and in building up foreign exchange reserves.
Government policies and foreign assistance were particularly critical in helping Albania weather
the storm in the aftermath of the 1997 pyramid crisis and the 1999 Kosovo crisis. Albania's
foreign aid partners not only supported Albania financially, but also ensured contestability about
sensible fiscal policies and provided substantial technical advice on undertaking macroeconomic
policy and fiscal analysis.

1.34 In the future, the macroeconomic scenario outlined in this chapter is subject to a number
of risks and uncertainties. First, Albania must forcefully implement its reform program,
including the strategy outlined in the Interim Poverty Reduction Strategy Paper. This is essential
to ensure that inflows of concessional foreign assistance are adequate to support Albania's
efforts to sustain stabilization and to underpin sustainable growth. Second, the macroeconomic
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framework assumes significant increases in domestic revenues. If the ongoing and planned
reform efforts to strengthen revenue administration capacities do not achieve their ambitious
revenue collection targets, funding for priority expenditures, including those essential for poverty
reduction, would have to be curtailed substantially. This would adversely affect the achievement
of Albania's poverty reduction goals and could threaten macroeconomic stability.

1.35 Finally, domestic institutional capacities for expenditure policy and analysis are weak.
Unless they are strengthened over the medium term, it will be difficult for Albania to enhance
contestability and the policy debate on public spending and the formulation of economic policies.
Key capacities requiring upgrading include: (i) the capacity to assess the potential impact of
macroeconomic and structural policies as well as developments in the real economy on fiscal
performance; (ii) the capacity to evaluate the sustainability of the medium term fiscal path in
relation to budgetary deficits and sustainable levels of public debt; and (iii) the capacity to
determine the medium term resource framework and evaluate the level and composition of
current and future expenditures and their consistency with the overall policy objectives (e.g.
poverty reduction) and strategic priorities.

1.36 The remainder of this Report is designed to provide policy advice and recommendations
to assist Albania in overcoming these risks and in improving its institutional environment and its
capacities to ensure that fiscal discipline is maintained and that resources are allocated to
strategic priorities and are used efficiently for the purposes intended. The particular fiscal trends
in Albania and the fiscal challenges it faces are discussed in detail in the next chapter.
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Fiscal Trends and Challenges

2.1 Chapter 1 outlined a macroeconomic framework for achieving broad-based sustainable
growth consistent with Albania's poverty reduction goals. The analysis of fiscal issues and
challenges indicated that to ensure macroeconomic stability domestic resource mobilization
needs to be enhanced considerably and expenditures need to be restructured to achieve better the
Government's growth and poverty reduction objectives. This chapter reviews revenue and
expenditure patterns in Albania, and the extent to which they have been allocated according to
the strategic priorities of the Government.' The discussions in this chapter aim to identify the
issues facing Albania on the revenue side and outlines a policy agenda for enhancing domestic
resource mobilization. While the chapter does not undertake a full external review of the
allocation of public expenditures, it does highlight important policy considerations for public
expenditure management that need to be addressed by policy makers through the implementation
of the Medium Term Expenditure Framework.

A. The Revenue Agenda

A.] Revenue Trends

2.2 Fiscal revenues in Albania are far below those of the other transition economies in
Europe. As indicated in Table 2.1, tax revenue in Albania reaches on average just under 50
percent of the level collected in other transition economies.2 This indicates the large revenue
potential that Albania still has and the required reforrn agenda and efforts that lie ahead.3

2.3 The trends and composition of revenues changed significantly in the 1990s, particularly
during the first half of the decade when the share of tax revenues declined markedly.4 Since
1997 tax revenues have exhibited a strong growth and in 2000 they are expected to exceed their
1995 level by two percentage points of GDP (Figure 2.1). Tax revenues comprise over two-
thirds of total revenues. The VAT accounts for over 45 percent of total tax revenues and custom
duties account for the second largest share of tax revenues. Non-tax revenues have increased in
recent years, mainly as a result of increasing profit transfers from the Bank of Albania, but this

' The analysis below focuses on developments since 1995, since data for the more recent years are more reliable. Also,
recent developments provide more insight into current issues.
2 Tax rates in Albania are close to those in other transition countries, so the observed differences would seem to be
attributable to weak tax administration. Albania has also a much lower per capita income than the other transition
economies mentioned in Table 2.1.
3 In addition, Albania's average fiscal deficit during 1995-99 was significantly larger than the ones for other transition
countries. Three factors contribute to this: (i) exceptionally high fiscal deficits approaching 13 percent during 1996-97 as a
result of slippages in the stabilization program, (ii) relatively large capital expenditures, a major portion of which are
financed by concessional foreign loans and grants, and (iii) budgetary support amounting to 3.1 percent of GDP in 1999,
largely in response to increased expenditures as a result of the Kosovo crisis.
4 The fall in tax revenues mainly reflects the shrinking of the old tax base (e.g., public enterprises) and a weak tax
collection.
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trend will be reversed in coming years. A more detailed descnrption of recent revenue trends is
presented in Annex B.

Table 2.1: Fiscal Revenues in Selected European Countries
(yearly averagefor 1995-99, in percent of GDP)

Albania Bulgaria Hungary R Slovak Slovenia verage
1! Republic 2/

Total revenue 21.0 34.8 44.9 31.5 45.0 43.0 39.8
Current revenue, including current 18.7 34.4 43.6 31.3 45.0 42.8 39.2
grants

Tax revenue 15.7 26.4 36.5 29.1 38.4 26.2 32.0
Capital revenue 0.0 0.4 1.3 0.1 0.0 0.2 0.5

Expenditure and net lending 31.4 33.3 47.2 35.5 48.2 43.5 42.3
Current expenditure 25.5 31.7 43.9 33.8 41.7 39.1 38.9
O/w Wages and salaries 6.4 2.6 7.6 5.2 6.9 9.4 6.7

Othertransfers 6.0 13.1 17.5 12.3 14.8 18.4 15.3
Capital expenditure and net lending 5.4 1.6 3.4 3.6 6.5 4.3 3.9

Overall budget deficit, including -10.4 1.5 -2.3 -4.1 -3.2 -0.5 -2.5
grants

1/ Hungary data are from 1995-98.
2/ GDP-weighted average.
Sources: National authorities and staff estimates.

Figure 2.1: Revenue Structure
140,000 _

120.000

Non-tax revenues],

100,000

1 1 1 < ~~~~~~~Social insurance|

60.000

60.000

40.000 -_ _ ..

0.
1995 1996 1997 1998 1999(00I 2000(pI)

Source: Ministry of Finance.



Chapter 2 17

A.2 Improving Revenue Performance

2.4 As mentioned in Chapter 1, the donor community has provided substantial resources to
the Albanian economy in support of its budgetary needs. Continued heavy reliance on these
resources would subject the budget to unexpected risks arising from the inability or
unwillingness of donors to continue meeting the budgetary resource needs. The Government
needs to enhance its domestic resource mobilization capacities, over time, to meet its resource
requirements and to ensure greater control over its own fiscal policy objectives.

2.5 Despite recent progress, domestic revenue capacities in Albania (including tax and
Customs administration as well as cost recovery by major public utilities) are weak and continue
to suffer from structural problems. There is a need to shift the tax base to domestically produced
goods in the medium term. Currently, because of the weak capacities, the revenue
administration system cannot tackle the institutionally demanding direct taxes. Potential for
further increases of VAT collections is limited as agriculture which accounts for about half of
GDP is exempted from VAT.5 Furthermore, future increases in VAT collections should
probably be compensated by a reduction in the high tax rate of 20 percent. Strong efforts,
including stricter adherence to anti-corruption initiatives, are needed to improve the collection of
tax revenues in order to sustain real levels of public expenditures, particularly in sectors that
have observed substantial cuts (see section B).

2.6 Analysis of revenue performance during recent years confirms the poor administration of
the tax system in Albania.6 Despite some recent increases, direct taxes (the profit tax, the small
business tax, and the personal income tax)7 account for only a small share of tax revenue. This is
mainly due to the relatively small numbers of registered taxpayers for these taxes, although
recent efforts have focused on increasing the number of registered taxpayers for the small
business tax. These taxes have a considerable revenue potential. Further strengthening of
revenue administration capacities are needed to make them a more substantial source of tax
revenue in the medium term.

2.7 Coordination among different areas of revenue administration should be improved to
increase tax collection. Coordination is needed particularly with respect to tax and Customs
authorities, who must carefully monitor the domestic taxation of imported goods and prevent
double invoicing. Sharing of data bases between the General Tax Directorate and the General
Customs Directorate would be an important step in this direction. To increase the cooperation of
the public, both tax and Customs administration need to inform the public about the roles and
missions of the tax and Customs offices. In many instances the public lacks infonnation about
the existing tax legislation. There is also a need for greater coordination in the social tax
contribution collection, which faces serious compliance problems, especially from the emerging

5Even if the exemption were lifted, it is unlikely to yield to significant increases in revenues, because the majority of
Albanian agriculture is subsistence agriculture.
6 Tax administration in Albania is composed of the General Directorate of Taxes and the General Directorate of Customs-
-each being an independent entity and reporting to the Minister of Finance. In addition, communes and municipalities
have their own tax administrations which are currently responsible for the collection of local fees and the property tax.
These institutions perform all operations relating to the registration of individuals or legal entities, to the maintenance and
auditing of appropriate documents, as well as to inspection.
7The property tax, which is also a local tax, has been administered by local authonties since 1999.



18 Chapter 2

private sector. Social and health insurance contributions are collected by the Social Insurance
Institute. In order to increase the effectiveness of collection - in particular given the similarity of
the tax base for social and health insurance contributions and the personal income tax -
possibilities should be studied as to whether the General Tax Directorate should in the future also
collect social and health insurance contributions. Sharing of data bases between the General Tax
Directorate and the Social Insurance Institute could also be helpful in this respect.

2.8 Under-invoicing in wholesale transactions is another problem, and greater effort is
needed to control VAT payments through implementing stronger controls on wholesale
transactions. Improvements are also needed to make the system of VAT refund for exporters and
investors more efficient. Currently, it takes a long time for this refund to be made and often it is
made in installments. Audit capacity needs to be strengthened and a modem appeals system
needs to be introduced. Business processes should also be improved. This would include: (i)
preparing simpler tax return forms and reducing time needed to process returns; (ii) upgrading
registration; (iii) providing one-stop service for tax payers inquiries and limiting taxpayers'
direct access to tax offices; (iv) introducing systematic record keeping; and (v) training the staff
and improving the functioning of the large taxpayer unit which places insufficient emphasis on
facilitating compliance and service provision.8 Given the difficulties in retaining staff and the
need to reduce the potential for corruption, the human resource management of the Tax
Department should be improved by ensuring competitive pay and career prospects and proper
performance review and dismissal procedures systems. Technical assistance and training, which
has largely focused on customs administration in recent years, is also needed to include staff in
tax administration. 9

2.9 The strengthening of Customs administration needs to continue, to reduce the erosion of
the tax base that has resulted from smuggling and undervaluation. However, Customs
administration has improved in recent years. These improvements include: introducing a new
Customs Code (May 1999); adopting measures to reduce smuggling and the undervaluation of
imports; putting in place a system of reference prices with regular updates; establishing anti-
smuggling units; and putting in place regular auditing procedures. 10 The implementation of
these measures have been positive, as during the first half of 2000 Customs collections (in
particular the volume of declared goods) have increased.

2.10 Parallel with improvements in tax and Customs administration, Albania needs to
strengthen capacities and consider gradually moving toward cost recovery of the public services
that have tariffs below cost recovery levels. The move to full cost recovery not only involves
ensuring that tariffs are gradually increased to cover costs, but also that managerial and cost
accounting systems are improved and tariff levels are maintained by regularly adjusting for
inflation. More important, it requires improving bill collection and cutting off service in case of
continued non-payment, particularly with regard to electricity and water. Such actions should be

8 For a discussion on improving business processes in tax administration in Albania see "Albania Reciew Mission:
Corruption in Tax and Customs Administration" World Bank mimeograph April 1999
9 Efforts are now under way in the training of tax inspectors. An initial five-week program of "Training the Trainers" was
financed under the World Bank's TAMP during the first part of 2000. Technical assistance from the German Carl-
Duisberg Gesellschaft will continue these efforts in early 2001 with an initial focus on training in VAT.
'° The Customs administration has received significant technical assistance during recent years, most notably following the
establishment of the Customs Assistance Mission - Albania (CAM-A) by the European Union in late 1997.
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complemented by reinforcing assistance through social assistance programs to mitigate the
impact of cost recovery on the poor.

2.11 A thorough analysis of Albania's revenue system is beyond the scope of this report.
However, the Government should consider reviewing the current system and its administration to
make the system more equitable and to ensure that it becomes an efficient instrument of resource
mobilization to support the country's growing economy.

B. Challenges for Improving the Priorization of Expenditures

B.] Recent Trends in Expenditures

2.12 As with revenues, public expenditures in Albania have been below the average for
transition economies in Europe (Table 2.1). On aggregate, over most of the last decade
expenditures moved downward (Box 2.1 discusses budget scope and coverage). Part of the
downward trend stemmed from an adjustment to the new environment in which the role of the
state had become smaller. A greater part of this trend, however, was because of the shortfall in
revenues and the subsequent adjustment in expenditures to match the revenue shortfall.
Expenditure growth in real terms has taken place only in recent years. It was not until 1998 that
total expenditures in real terms returned to their 1995 level, while capital expenditures failed to
reach to their 1995 level until 2000. Significantly, the only expenditures to rise dramatically
throughout this period were interest expenditures, reflecting in particular the fiscal slippages, and
large recourse to domestic borrowing, during 1996-97 to meet the fiscal objectives (Table 2.2).

Table 2.2: State Budget Expenditures, 1995-2000
(1995=100)

1995 1996 1997 1998 1999 2000

Total expenditures 100 101 89 100 114 121
Current expenditures 100 109 102 III 120 125

Non-interest current expenditures 100 105 88 84 96 107

Interest 100 153 257 394 371 315

Capital expenditures 100 77 49 69 95 103
Domestically financed 1oo 71 39 52 80 81
Foreign financed 100 86 65 94 115 134

Source: Ministry of Finance.
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Box 2.1: Budget Scope and Coverage

The state budget in Albania covers both central and local government budgets. However, it is difficult to form an
accurate picture of total expenditures, as only a limited number of the foreign grants that finance capital
investment are reflected in the published budget data. The reported budget outturns capture all foreign financing
that is in the form of foreign loans. The situation for loans is more transparent than that for grants as the loans go
through a formal signing process involving the Ministry of Finance. That Ministry is aware of the fact that the
majority of grant-financed public investment expenditures are not captured in Treasury accounts. Even though the
New Organic Budget Law requires that all foreign financing of public investment projects be channeled through
the budget, the Treasury accounts fail to track most grant-financed foreign financing. As a result, the true balance
and foreign financing of the budget are likely to be significantly higher than indicated by the available figures.
This is in contrast to the common principles of public expenditure management which call for comprehensive
budgets (i.e., the inclusion of all revenues and expenditures in the budget documents and their deliberations).

The table below compares foreign financed capital expenditures as reported by the budget with project finance
data from the balance of payments and disbursement figures from the Ministry of Economic Cooperation and
Trade (MoECT), which handles foreign financed projects. These comparisons are only indicative. Project finance
data from the balance of payments also include items not classified as public expenditures. Similarly,
disbursements as tracked by the MoECT are not equal to public expenditures in any given year. As is shown, total
disbursement figures have been consistently higher than budget figures for several consecutive years as have
project finance data from the balance of payments, which supports the view that foreign financed capital
expenditures are larger than the indicated budgetary figures. Even though available data sources do not allow the
unequivocal conclusion that foreign financed capital expenditures are underreported in budget accounts, the issue
as such is recognized by the Ministry of Finance. Under the EU Phare program, grant financing for public
investment amounted to US$60 million in 2000. None of this grant financing was reflected in the budget outturns.

Comparison of Foreign Financed Capital Expenditures from the Budget, Project Finance Data from the
Balance of Payments, and Project Disbursement Figures, 1995-99
(in percent of GDP)

1995 1996 1997 1998 1999
Foreign financed capital 3.4 2.7 2.2 3.0 3.3
expenditures in the budget
Project finance data from the BoP 5.3 6.8 3.2 3.6 8.0
Project disbursement figures 5.1 6.2 6.1 4.7 4.9

Loans 1.9 2.4 2.2 1.8 2.1
Grants 3.2 3.7 3.9 2.9 2.8

Sources: Ministry of Finance for budget data, IMF for project finance data, and MoECT for disbursement data.

A number of factors appear to contribute to the underreporting of foreign financed capital expenditures in the
budget, including: (i) limited financial planning and coverage of the Treasury operations; (ii) lack of donor
knowledge about the budgetary rules and Treasury procedures when agreement is negotiated; (iii) inadequate
information from donor agencies on the disbursements against each of the projects that they finance; and (iv) lack
of attention on the part of line ministries to the need for providing timely information on investment programs
financed by foreign grants. The Government needs to review the process of receipt and the recording of foreign
grants with a view to: (i) assessing its true reasons for underreporting; and (ii) establishing policies governing the
receipt of grant financing by public entities and the reporting requirements of the Treasury. Measures to address
these concerns are discussed in Chapter 3.



Chapter 2 21

B.2 Expenditure Issues by Functional Classification

2.13 An analysis of the functional classification of expenditures highlights several important
features of public expenditures in Albania (Table 2.3).11

* First, interest expenditures have increased significantly while non-interest current
expenditures have remained unchanged or decreased over the last five years except

for public order and safety.

2.14 This trend has been driven by the fact that since 1995 larger and larger shares of
resources have had to be devoted to paying the interest on the domestic debt, which increased
substantially during 1996-98 and comprised about 18 percent of total expenditures in 2000. The
exceptional case of the increase in public order and safety expenditures was because of the unrest
in 1997. Figure 2.2 shows changes in the composition of expenditures during the second half of
the 1990s.

Figure 2.2: Share of Government Expenditures in 1994 and 2000
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The existing functional classification makes it difficult to separate functions and organizations as it is a mix of
institution, administrative, economic and financial classification. The Government intends to put a new classification in
place in 2001.
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Table 2.3: Functional Classification of Current Expenditures, 1996-2000
(in percent of GDP)

1996 1997 1998 1999 2000
Estimate

Total Current Expenditures 25.3 25.4 25.5 26.0 25.0

General Public Services 1.9 1.6 1.6 2.2 1.7

Defense 1.6 1.3 11 1.2 1.1

Public Order and Safety 1.7 2.2 1.8 2.1 2.1

Education 3.3 2.7 2.5 2.7 2.6

Health 19 1.6 1.5 2.0 1.7

Social Security and Welfare 9.5 8.3 7.4 6.7 7.4

Housing and Community Amenities 0.4 0.4 0.4 0.4 0.4

Recreation, Culture, Religious Affairs 0.5 0.4 0.4 0.4 0.3

Fuel and Energy 0.0 0.0 0.2 0.2 0.0
Agriculture, Forestry, Fishing, Hunting 0.5 0.5 0.4 0.4 0.3

Mineral Resources 0.1 0.1 0.0 0.1 0.0
Transportation and Communication 0.5 0.5 0.4 0.5 0.3

Other Economic Affairs and Services 0.2 0.3 0.2 0.1 0.2

Other expenditures (e.g., mainly interest) 3.1 5.5 7.8 6.9 6.9

Source: Ministry of Finance.

* Second, budgetary cuts have resulted in a low level of spending on health and
education which are services that are most needed by low income families.

2.15 Total public expenditures on health have been less than 2 percent of GDP during the past
five years. This has been among the lowest percentages reported in transition economies or in
economies at a similar level of development (Figure 2.3). 1 Continued low spending on the
health sector might have serious long-term implications in Albania, particularly for children.
Public spending on education has declined from 3.7 percent of GDP in 1995 to 2.7 percent in
2000 (Figure 2.4). Enrollment rates in education, especially at the secondary level and for
children from rural areas, have fallen since 1990 (Figure 2.5). At all other levels of education,
higher income groups benefit disproportionately. Interestingly, the benefits are most regressive
at the pre-primary level, where the richest 20 percent of the population received over 45 percent
of the total public funding going to the level and the poorest 20 percent received less than 10
percent of this funding. The picture is similar for upper secondary and tertiary education, where
the poorest 20 percent of the population received only 5 percent of public spending (Figure 2.6).

2.16 Large rehabilitation needs still exist for schools and other physical infrastructure.
However, increased resources need to be backed up by efforts to strengthen the relevant
ministries' capacities to ensure that the resources at their disposal are effectively and efficiently
employed. These capacities are weak in policy analysis and planning, financial management,
and program planning and monitoring.' 3 Moreover, almost all policy decisions are made at the
center with little involvement of local governments. As a result, these ministries have failed to
provide reform leadership for their respective sectors.

12 In the Europe and Central Asia Region only the figures for Azerbaijan and Georgia are lower.
'3 For detailed discussion of govemance and management in the education sector see "Albania Education Sector: Problems
and Prospects, World Bank, May 2000.



Chapter 2 23

* Third, budgetary expenditures are highly centralized and the regional distribution of
expenditures is quite uneven.

2.17 Local governments lack power to change the level or composition of public expenditures
or to prioritize their own spending needs. The regional distribution of current expenditures (on a
per capita basis) shows considerable variation - ranging from almost 300 percent of average in
Tirana to just above 40 percent in Delvine.14 This is largely due to the fact ministries are too
centralized in their operations and their decisions on "national" expenditures.5 When only
"local" expenditures are considered, the districts receiving a disproportionately high share are
Puke, Tropoje, Has, Kukes, Mirdite, and Shkoder.

2.18 The regional distribution of current per capita public expenditures on education is much
more even than that for health. This is true for both total current and local current expenditures.
The spread of local current expenditures is also considerably higher in the case of health -
ranging from 68 percent (Durres) to 228 percent (Puke) compared with 64 percent (Saranda).
Because the regional distribution of public expenditures is a crucial factor in the accessibility of
public services to the poor, a further exploration of these differences, which is beyond the scope
of this review, should take place.

2.19 The assessment of local government structure and finances is beyond the scope of this
report. However, given that the Organic Budget Law mostly describes general principles and
makes a small number of specific provisions for local governments, and in view of the costly
experience of many countries in implementing poorly thought out and managed decentralization
efforts, it is essential that the Government conduct a thorough assessment of appropriate revenue
and expenditure assignment between the central and local governments.

2.20 Full implementation of the decentralization strategy which is scheduled for the next three
years will have an important bearing on the issues discussed above. It remains to be seen how
the increase in the fiscal autonomy of communes and municipalities as well as arrangements for
revenue-sharing and transfers will affect the regional distribution of expenditures, the fiscal
stance, and, more important, the provision of services at the local level. Background information
on the decentralization strategy and its implementation is provided in Annex C.

14 Because the Treasury system does not allow the tracking of the regional distribution of foreign financed capital
expenditures, the analysis of regional expenditures is confined to current expenditures. Furthermore, current expenditures
for this analysis do not include interest and the budgetary transfer to the SSI.
I5 The Treasury system distinguishes between national and local expenditures. National expenditures cover expenditures
for the operation of ministries and expenditures on national institutions (universities, etc.).
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Figure 2.3: Health Care Spending and GDP in Selected Countries, 1997

Figure 2.4: Public Spending on Albanian Education as a Share of GDP, 1989-98
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B.3 Expenditure Issues by Economic Classification

2.21 An analysis of the economic classification of expenditures shows that:

* First, capital expenditures have increased in nominal terms in recent years, but they
have barely recovered to their 1995 level in real terms.

2.22 The share of capital expenditures has risen in the last two years following their trough in
1997 when inflows of foreign financing were extremely low (Table 2.4). The transport and
communications sectors have received the largest share of capital expenditures, reflecting the
large infrastructure needs in these areas. On the other hand, education and health have suffered
from a low share of capital expenditures.16 The second largest recipient of investment resources
has been the agriculture and forestry sector, followed by general public services. The latter has
received the resources mainly for the renovation of government buildings and the purchase of
computer equipment.

2.23 The level of capital expenditures (approaching 7 percent of GDP in 1999-2000) is
relatively modest in comparison with Albania's need for infrastructure upgrading and
rehabilitation. At present, the majority of capital expenditures are foreign financed. Although
foreign financing of capital expenditures has picked up in the last three years, the
implementation of its related projects has been slow. This situation is primarily the result of: (i)
weak capacities of public institutions in the design and implementation of these projects; (ii)
overoptimistic phasing of project activities; (iii) bureaucratic delays, particularly in the refunding
of Customs and VAT charges; (iv) weaknesses in project management; limited contracting
capacity; and (v) lack of familiarity with international contracting procedures. As mentioned
before, strengthening capacities for project implementation would be critical in Albania's ability
to absorb larger foreign financing for investment projects.

* Second, operations and maintenance expenditures have remained inadequate in recent
years which may lead to a rapid deterioration of existing capital assets.

2.24 Against a background of an increasing share of expenditures that needed to be devoted to
interest payments, certain other expenditures, such as operations and maintenance, were crowded
out and were frequent targets for budget cuts in recent years. For the first time in 1999,
operations and maintenance expenditures exceeded their 1995 level - which had already been
quite low - in real terms. This was heavily influenced by Kosovo-related expenditures. The
budget for the year 2000 shows a renewed reduction in the level of operations and maintenance
expenditures.

2.25 The low provision of these expenditures has exacerbated project implementation
problems and has led to a more rapid depreciation of existing infrastructure and capital assets. It
has also resulted in inadequate use of the infrastructure facilities created by capital

16 The education sector has received around 0.5 percent of GDP in capital expenditures annually, whereas the share
allocated to the health sector has been more modest.
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expenditures. 17 This is a costly way to rationalize public expenditures, as inadequate planning
and provisions for operations and maintenance would significantly reduce the effectiveness of
capital spending and might necessitate future investment in new infrastructure facilities. Poorly
maintained and unreliable infrastructure would also hamper private and public sector activities
and would undermine the overall technical efficiency of public expenditures by delaying output
from existing facilities.

Table 2.4: Economic Classification of Expenditures, 1995-2000
(in percent of GDP)

1995 1996 1997 1998 1999 2000
Estimate

Total expenditures 33.6 31.2 29.5 30.7 32.7 32.2

Current expenditures 25.3 25.3 25.4 25.5 25.9 23.9

Personnel 8.0 8.2 7.5 6.2 6.2 6.0

Wages 6.4 6.4 6.0 4.8 4.8 5.0

Social insurance contributions 1.6 1.8 1.5 1.4 1.4 1.4

Interest 2.2 3.1 5.5 7.8 6.9 5.4

Domestic 2.0 2.9 5.3 7.6 6.8 5.2

Foreign 0.2 0.2 0.2 0.2 0.1 0.3

Operations and Maintenance 5.4 4.5 4.0 4.0 5.0 4.5

Central govemment .. ... ... ... 4.0 3.7

Local govemment grant ... ... ... 1.0 0.7

Subsidies 0.6 0.4 0.4 0.5 0.5 0.5

Social insurance outlays 6.1 6.8 5.9 5.3 5.5 5.7

Social insurance 6.0 6.4 5.4 4.8 4.9 5.1
Health insurance 0.1 0.4 0.5 0.5 0.5 0.5

Other expenditures 3.0 2.4 2.2 1.7 1.9 1.8
Unemployment benefits 1.1 0.8 0.6 0.4 0.3 0.3

Social assistance 1.6 1.4 1.3 1.3 1.3 1.3
Other 0.3 03 0.3 0.0 0.3 0.2

Capital expenditures 8.3 5.9 4.1 5.3 6.7 6.8
Domestically financed 4.9 3.2 1.9 2.3 3.4 3.1
Foreign financed 3.4 2.7 2.2 3.0 3.4 3.7

Cost of bank restructuring ... . ... ... 0.1 0.4

Reserve fund/contingency ... .. .. ... ... 1.1

Source: Ministry of Finance.

2.26 The process of integrating investment and recurrent budgets should become more formal
to ensure that when capital expenditures are planned and approved adequate provisions are made
for operations and maintenance. Moreover, the Government needs to undertake a systematic
evaluation and an assessment of its 1999 decision to allocate part of operations and maintenance
expenditures in health, education, and public services through block grants to local governments.
The size of these grants remains small (about 1 percent of GDP or less than 15 percent of local
government expenditures), and thus these activities cannot be adequately funded through the
block grants. 18

17 In the area of school rehabilitation, major donors have raised concems about low preventative maintenance of newly
rehabilitated schools and have asked the Govemment to assure the availability of funds for maintenance expenditures.
18 These grants are channeled through the Ministry of Local Government. The Ministry of Local Government in
cooperation with the Ministry of Finance allocates these funds to municipalities and communes based on a number of
indicators including the past spending and the potential of the local govemment to generate its own revenue.
Municipalities and communes are free to use the block grant for operations and maintenance expenditures in the areas of
health, education, public services, and culture.
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* Third, the budget provides significant transfers to the Social Insurance Institute to
finance the pension system and smaller transfers to the Health Insurance Institute to
finance its deficit.

2.27 Both the Social Insurance Institute and the Health Insurance Institute receive budgetary
transfers to cover the difference between their revenues and expenditures (Table 2.5).
Contributions do not cover social insurance expenditures. The de-facto automaticity of
budgetary transfers together with limited oversight and audit of these institutes constitute a
serious budget management problem and are a potential source of larger future revenue drains.
Transfers to the Health Insurance Institute have been quite small in recent years - amounting to
0.2 percent of GDP. Any reforn to the health insurance system should be mindful of budgetray
implications. Transfers to the Social Insurance Institute to finance the pension deficit have
amounted to about 1 percent of GDP annually. 19 This indicates that a reform of the pension
system is needed to lower pressure on the state budget and to free up additional resources for
priority needs. For a more detailed elaboration of social protection issues, see Annex D.

Table 2.5: Budget of Social and Health Insurance Schemes, 1995-2000
(in percent of GDP)

1995 1996 1997 1998 1999 2000

Revenues 4.0 4.5 3.6 3.4 3.6 3.6
Social insurance 3.8 4.1 3.3 3.2 3.3 3.3
Health insurance 0.3 0.4 0.3 0.3 0.3 0.3

Expenditures 6.1 6.8 5.9 5.3 5.5 5.7
Social insurance 6.0 6.4 5.4 4.8 4.9 5.1
Health insurance 0.1 0.4 0.5 0.5 0.5 0.5

Budget transfer 2.1 2.3 2.3 1.8 1.9 2.1
Social insurance 2.2 2.2 2.1 1.6 1.6 1.9
Health insurance -0.1 0.1 0.2 0.2 0.2 0.2

Source: Ministry of Finance.

o Fourth, direct subsidies constitute a small share of total expenditures. However,
indirect subsidies are large and a number of subsidies are incorrectly classified in the
state budget.

2.28 Currently, direct subsidies are provided for textbooks, urban transport and railways,
enterprises running student dormitories, water and irrigation, and electricity.2 The Government
intends to further reduce subsidies on the first three items by liberalizing state-controlled tariffs,
privatizing urban transport services, and providing better management of the cost-oriented
revision of tariffs. However, substantial subsidies still exist for electricity in the form of the
difference in the prices of imported electricity and domestic tariffs. These differences are borne
by the budget, and like the other subsidies lack contestability to ensure their sensibility. The
recent strategy approved by the Government to deal with the crisis in the power sector estimates

9 A comparison of social insurance revenues and social insurance outlays indicates transfers amounting to almost 2
percent of GDP. About half of this constitutes a transfer for price compensation schemes which the SSI administers. Only
the remainder of the transfer finances the pension deficit.
20 During the period 1996-97, spending for subsidies was 0.4 percent of GDP, while in 1998-99 it was 0.5 percent.
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that, even with significant measures being taken to curb illegal use of electricity and reduce
electricity demand, a subsidy of about US$35 million would be required in 2001. In addition,
the budget would have to provide subsidies amounting to US$9 million to the budgetary and
non-budgetary entities (primarily the water and mining companies) to offset part of their arrears
to the power utility company KESH. Apart from the budgetary cost, these subsidies impose
indirect costs on the economy by encouraging the consumption of energy and continued
increases in imported inputs.

2.29 In addition, some subsidies are not correctly classified in the budget. The budget pays
consumer subsidies in the form of price compensation for pensioners for water and electricity.
These subsidies, which amount to about I percent of GDP, are administered by the Social
Insurance Institute and are reflected in the budget as social insurance expenditures. The direct
payment of unemployment benefits from budgetary resources (0.3 percent of GDP in 1999) also
constitutes a subsidy of the Social Insurance Institute, as the latter collects and retains
unemployment insurance contributions to finance its own deficit. Furthermore, the non-
collection of social security contributions from public enterprises (e.g., water utilities) as well as
the non-payment of utility bills by some public enterprises constitute significant indirect
subsidies.

* Fifth, contingent liabilities are currently small, but could potentially exert pressure on
budgetary resources.

2.30 Except for bank restructuring, the cost of which has been appropriately reflected in the
budget, some liabilities have arisen in the context of privatization deals of formerly state owned
enterprises. For instance, the Ministry of Finance has taken over the arrears that these
enterprises owed to KESH and to other companies. As a result, there are potential liabilities
arising for the state budget from a privatization of KESH. The KESH arrears are currently
estimated at around 3 percent of GDP. Several large state-owned enterprises in mining and
industry account for a significant share of these arrears. Domestic customers are responsible for
about 40 percent of total arrears. None of these arrears have been paid. Efforts to improve the
payment performance and monitoring of energy consumption have met with limited success
(Box 2.2). The potential budgetary implications of these large and growing arrears to KESH are
serious. Identifying and assessing on a regular basis liabilities of this sort would be important to
ensure the contestability of these policy decisions and their implementation and to reduce the
potential future shocks to the budget. Developing mechanisms to meet this need should receive
high priority.
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Box 2.2: The Electricity Crisis

The Albanian electricity sector is facing a crisis, with a severe electricity shortage necessitating extensive load-
shedding. The crisis, which has intensified rapidly and has wide-ranging macroeconomic and social implications, is
the result of a combination of several factors including: (i) excessive demand caused by chronic failure to curb
illegal use and non-payment; (ii) impact of a dry year on the largely hydropower-based system; and (iii)
transmnission capacity constraints limiting electricity imports.

The consequence of the failure to curb illegal use and non-paymnent has led to excessive demand, which in turn has
necessitated increasing import of electricity and has caused overloading of the transmission and distribution systems.
The increasing burden of low revenue collection and high cost of imports has put KESH in a state of financial crisis,
and has resulted in unsustainable budgetary implications. The significant electricity shortages are not only causing
hardship for the people but are also adversely affecting industrial output. The latter is beginning to have an impact
both on private sector investments and on economic activities and growth.

In order to mitigate the immediate crisis, the emphasis needs to be on reducing demand for electricity by reducing
non-technical losses and by encouraging the utilization of other energy sources. The Government is aware of the
magnitude of the crisis and has developed an action plan with timetable and benchmarks for implementation. In due
course, this plan needs to be followed by restructuring and other sector reforms, as these will be critical for the
sustainable development and for meeting the future investment needs of the power sector.

C. Summary

2.31 This Chapter has reviewed Albania's performance in revenue mobilization and
expenditure prioritization. It notes that, while substantial progress has been achieved in tax
policy, improvements in tax administration are required to achieve the goals for domestic
resource mobilization outlined in the Government's macroeconomic framework. Several thrusts
to improve Albania's revenue performance were identified in the chapter. For direct taxes, the
Government needs to make an effort to increase the number of registered taxpayers, which will
help raise the contribution of direct taxes to the overall revenue effort. There is also a need to
improve coordination across the different areas of revenue administration, especially among the
tax and Customs administrations and the Social Security Institute. For the VAT, audit
procedures need to be strengthened. Finally, the Government needs to insert policies that would
facilitate a gradual move toward cost recovery of the public services that have tariffs currently
below cost recovery levels.

2.32 The Government must also improve the strategic allocation and technical efficiency of
expenditures. The recent deterioration in the quality of expenditures is evidenced by the
systematic downturn in key priority expenditures. This brief review of Albania's expenditure
allocations indicates that achieving Albania's development objectives of sustained economic
growth and poverty reduction requires a larger allocation to health and education, as well as to
critical operations and maintenance expenditures. Large direct and indirect subsidies need to be
reduced and the effectiveness of some expenditures needs to be improved by less centralization
of expenditures. Higher levels of capital expenditures are needed to improve the country's
infrastructure in order to support a rise in private investment. Financing these expenditure
priorities, while at the same time maintaining macroeconomic stability, would require both an
improved revenue performance and continued reliance on concessional foreign financing. This
would make possible a reduction in domestic debt and, hence, lower interest payments.
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2.33 Implementing these changes and achieving the Government's strategic budget priorities
also requires a number of improvements to the institutional environment and budget management
capabilities. The required changes in budgetary management practices necessary to improve
expenditures outcomes and facilitate the realization of Albania's development objectives are the
subject of the next chapters.
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Assessment of Public Expenditure Management

A. Introduction

3.1 Effective delivery of public services from the state requires not only well designed
macroeconomic and fiscal policies, as discussed in detail in the previous chapters, but also
requires well functioning institutions -- rules, procedures, and organizational arrangements that
govern the budget process and shape the incentives that influence the size, allocation, and use of
budgetary resources -- to implement the policies and ensure that they achieve the intended
results. This chapter provides a detailed assessment of the existing institutional arrangements for
public expenditure management in Albania and defines the overall strategic objectives that
emerge from the long termn reforms that have been initiated by the Government to improve
budgetary performance.

3.2 Albania has made substantial progress in reforming its budget management system
including the introduction of a revised legal framework, improved macroeconomic and fiscal
management capacities, improved budget preparation procedures, and a relatively well
functioning Treasury system that has been in operation since 1993. These initial reforms have
helped to establish a budget system that has managed to control and monitor revenues,
expenditure aggregates, and the fiscal deficit, albeit assisted by IMF economic programs that
have provided an external accountability mechanism. Consistent with these reforms, the role and
functions of the Budget and Treasury Departments in the Ministry of Finance (MoF) have
expanded tremendously. Today they play a central role in budget management and in the
formulation of budget policies, planning, and the allocation of resources consistent with a
macroeconomic framework.

3.3 Although substantial progress has been made in improving the Public Expenditure
Management (PEM) system, most of the efforts initially have focused on maintaining aggregate
fiscal discipline, as required to establish macroeconomic stability (Chapter 1). However, these
measures have not been accompanied by the establishment of adequate institutional
arrangements for making policy decisions regarding the budget, which has negatively affected
budgetary performance.

3.4 The CEM highlighted the pronounced lack of accountability in the public sector.' Such
an outcome derives from weak accountability structures for public resource management
(financial resources and human resources) as well as weak accountability for program
management at the budget institution level. Strengthening accountability for program
management at that level requires improvements not only at the micro-budgetary level but also at
the central level where budget policy guidance is issued and budget policy decisions that affect
the predictability at the micro level are made.

'"One of the most serious problems in the goveming style of the Albanian government is a pronounced lack of accountability of
the authorities for their decisions and actions. The weak accountability is of two distinct types: weak accountability to central
authorities and their representatives or agents and, weak accountability to citizens or the intended beneficiaries of public policies
and programs." "Albania beyond the Crisis," Country Economic Memorandum, December 1998, ECA PREM.
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3.5 The Government has begun to address these issues through a second generation of
reforms in PEM systems, consistent with international practices (Box 3.2). A new approach to
budget management has been initiated through the introduction of a Medium-term Expenditure
Framework (MTEF) for 2001-2003, which aims to provide a better linkage between policy
planning and the allocation of resources and to create the incentives for a more consultative
process to budget formulation and decision making. The MTEF is being supported by a
comprehensive Public Administration Reform program aimed at improving budget supporting
systems.

3.6 Institutional arrangements influence the quality of public expenditure management along
three main dimensions by ensuring that: (i) aggregate fiscal discipline is maintained; (ii)
resources are allocated according to credible strategic priorities of the Government - allocative
efficiency; and (iii) resources are being spent efficiently for the purposes for which they were
allocated-technical efficiency (Box 3.1). In addition, for the institutional arrangements to be
effective, checks and balances must be established in the system to increase transparency and
accountability in the use of budgetary resources and to provide mechanisms for monitoring and
evaluation.

Box 3.1: Public Expenditure Management

Element Underlying Features Indicators

Aggregate Fiscal Discipline * The total budget envelope should be: * Indicators of macroeconomic stability.
(i) explicit and set prior to determining
individual spending allocations; * Public expenditure as share of GDP.
(ii) consistent with the broader * Predictability of overall resource flows.
macroeconomic framework; and
(iii) sustainable over the medium-term.

Allocative Efficiency * Expenditure allocations between and * Predictability of policy- and program-
within sectors are consistent with specific resource flows.
govemment policies and priorities. * Consistency of actual resource allocations

* Resources are reallocated from lesser to with government policy statements.
higher priority programmes and from * Assessment of budget formulation process
less to more effective programs. and extent to which it embraces

contestable policy choices.

Technical Efficiency * Agencies should achieve ongoing * Benchmarking standards (both internal
efficiency gains. and external).

* Efficiency of public sector operations * Service delivery and unit cost data
should be comparable with the private * Assessment of systems for ensuring
sector. accountability.

3.7 This chapter assesses Albania's Public Expenditure Management (PEM) system using
this analytical framework and defines the overall strategic directions for reform in the context of
the MTEF. The consolidation of these reforms is an ongoing long term process. Their pace and
sequence will be determnined to a large extent by the pace of developments in the MTEF process
itself.2 However, the identification of clear and well defined objectives of these reforms is likely
to facilitate their successful design and implementation. The chapter therefore, should be seen as
an attempt to define the strategic objectives that emerge from the PEM reforms that have been
initiated rather than to define the next steps and specific measures, which are discussed in the
following chapter.

2 Chapter 4 contains a detailed discussion of Albania's first year experience in introducing the 2001-03 MTEF.
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3.8 The chapter begins by reviewing the extent to which the existing institutional
arrangements for PEM support strategic budget management and investigates the requirements
for strengthening the Government's planning and budgeting system, in order for it to facilitate
better public expenditure management (Section B). It then considers why a strategic approach
that better links govermnent policies to the planning and allocation of resources is important in
the Albanian context (Section C) and defines the overall strategic framework and the main
objectives of the reform agenda (Section D).

B. Assessment of the Institutional Arrangementsfor Budget Management

B.1 Overview of the Existing Process

3.9 Budget preparation in Albania begins with the formulation of the macroeconomic
framework, which is agreed with the IMF and defines the aggregate resources that the
Govemment is expected to have available for its next budget year. Allocations are distributed
from the central budget department to the line ministries and other central agencies. Line
ministries further allocate the budget funds to the spending units under their responsibility
according to the budget classification. (Box 3.2 describes the legal framework for budget
management in Albania.)

Box 3.2 Legal Framework for Budget Management

General provisions about the scope and coverage of the Albanian budget are made in the Constitution of the Republic of Albania.
According to these provisions, the General Govemment Budget is composed of the State Budget and the Local Budgets. Budget
revenues include tax and non-tax revenues as specified in specific legislation, and all the expenditures made by the govemment
(central or local) are part of the General Government Budget. The Constitution charges the Prime Minister with the obligation of
presenting a report on the execution of the budget every year followed by the annual report of the Supreme Audit Institute (SAI)
after the budget accounts have been audited. It gives the right to the Parliament to make changes in the budget during the
approval process as well as later in the year, as regulated by specific laws and regulations.

Based on the Constitutional provisions, the main piece of legislation that regulates the budget management process in
Albania is the Organic Budget Law (OBL). A new OBL was enacted on July 27, 1998 replacing the old one in place since 1993.
The OBL, together with the other guidelines and regulations issued by the MoF and the Council of Ministers, comprises the legal
framework for the budget process. The new law brought considerable improvements, including the integration within one legal
framework of all the aspects of budget management, preparation, execution, debt management, and audit provisions.

The law requires that the resource framework used in the budget projections is based on the macroeconomi framework,
which is discussed and approved every year in the Council of Ministers (CoM) prior to initiating the annual budget preparation.
The law also requires the MOF to present to the CoM fiscal policy objectives and estimates of fiscal aggregates for the year
following the budget year. The law requires that any changes made in expenditure levels by the Parliament are accompanied by
measures for increasing revenues so as to maintain the fiscal deficit within the targeted levels. It gives the MoF the right to
review any law with regard to its cost implications for the budget before approval by the Parliament. It clearly defines that
expenditure ceilings approved by the Parliament cannot be exceeded during the implementation of the budget. Certain provisions
impose limitations on spending and borrowing even when operating on a temporary budget (if the Parliament delays the approval
of the regular budget) in order to maintain fiscal discipline.

However, the law falls short of including any provisions that require a more strategic formulation of the budget at the
sector level and the budget overall. There is no requirement for identifying budget policy objectives and intra-sectoral and inter-
sectoral iorities in the medium term and no requirement for evaluating the performance of the programs financed by the budget
against these objectives through performance targets or other monitoring indicators.
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3.10 The state budget covers both central and local government budgets. In recent years about
20 percent of the expenditures in the state budget were allocations for lower levels of
government mostly in the form of conditional grants (see Annex C). Moreover, the budgets of
the Social Insurance Institute (51) and the Health Insurance Institute (HII) are consolidated with
the state budget for reporting purposes.3

3.11 The decision making process for the budget begins with the submission to the Economic
Policy Committee (EPC) of the draft annual budget prepared by the MoF.4 After being reviewed
by the EPC the draft budget is sent for discussion and approval to the Cabinet. The Cabinet
approves the draft budget which is then submitted to the Parliament to become the annual budget
law.

3.12 The Albanian budget is executed through the Treasury system which operates through a
Treasury Single Account (TSA) that processes and records budget expenditure transactions. The
Treasury exercises an effective control on budget institutions' spending limits, although
challenges remain with regard to improving financial planing and cash management as well as
the information technology that supports the systems.

3.13 The Organic Budget Law (OBL) requires that the budget accounts be audited every year.
The annual audit is conducted by the Supreme Audit Institute (SAI), which is the independent
external auditing body. The SAI undertakes its audit after the MoF provides it with consolidated
budget expenditure accounts and reports audit results to the Parliament after the MoF reports on
the actual budget accounts of the previous year. Although the audit is conducted regularly, its
quality is inadequate and audit results are not published or enforced. Internal auditing is almost
non-existent, but its establishment has been initiated.

3.14 The following sections describe in more detail the way in which the budget is formulated,
how it is implemented, and the mechanisms for its monitoring, evaluation, and audit. This
discussions will analyze budget procedures based on some common priniciples and approaches
to budgeting (see Box 3.3).

3 The Institutes are, however, autonomous entities and their budgets are listed separately in the Budget Document.
4 The Economic Policy Committee is chaired by the Prime Minister and is made up of a subset of Ministers. It includes the
Minister of Finance, Economic Cooperation and Trade, Transport, Agriculture, Public Works, Health, and Social Protection, and
the Governor of the Central Bank. Depending on the issues to be discussed other Ministers and technical staff can be called as
necessary.
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Box 3.3: Perspectives on PEM

Conventional approaches to budgeting have emphasised a number of common principles. These include:
(i) comprehensiveness, that the budget should include all revenue and expenditure; (ii) accuracy, that the budget should
record actual transactions and flows; (iii) annuality, that the budget should cover a single fiscal year; (iv) authoritativeness,
that public funds should be spent as authorized by law; and (v) transparency, that the government should publish timely
information on estimated and actual expenditures. Satisfaction of each of these principles is ensured by the rules,
procedures, and norms through which the budget is prepared and implemented. In most countries the main concem of the
budget process has traditionally been to ensure "due process" - that the procedures of the budget are followed. These
procedures, and the budget managers who have typically have often been relatively indifferent to the outcomes of the
expenditures, which normally vary with political and economic conditions. In many aspects, budget management in the
centrally planned economies reflected an extreme version of this paradigm.

Dissatisfaction with expenditure outcomes, initially in the OECD countries, has led over the last two decades to
traditional budget procedures being supplemented by more holistic strategic approaches that emphasize overall public
expenditure management (PEM). These approaches aim to better link resource allocations to government policies and to
expenditure outcomes. Because of its policy focus, PEM is not seen as a purely technocratic exercise. Successful PEM
procedures, therefore, incorporate endorsement, by the Council of Ministers or Parliament, of the resource framework and
the future directions and priorities for public expenditure. Ideally, these decisions should be made against clearly spelled
out policy choices.

A further important feature of a modem PEM system is its medium-term perspective, recognizing that policies and
their associated changes in public expenditure have to be implemented over a number of years. In practice a balance has to
be struck between the increasing uncertainty associated with a longer time horizon for public expenditure management and
an increased commitment and more efficient and effective resource use to allow for changes in resource use to be realized.
A three-year planning horizon, rolled forward annually to maintain the medium-term perspective, is often chosen. It is
important that such an exercise be undertaken with a realistic set of expectations. The greater any aggregate fiscal
imbalances and the bigger the imbalance between aggregate resource availability and policies, the more outer year
projections will change in the early years. Outer year projections should, over time, provide a more realistic picture of the
cost of government's policy priorities and improve the balance between what is affordable in aggregate and these policy
priorities. If these outer year projections are to mean anything other than a technical exercise, they must improve the
predictability of funding to line agencies to support these policies. It is this commitment (from the center) which will
provide the incentive to line ministries to commit resources to more effective strategic management of their sectors. Where
policy changes occur then funding will be reallocated. A functioning MTEF will see the first year projections being the
starting point for the next year's budget round, with the second and third year projections helping to inform budget
deliberations. Macroeconomic shocks and changes in priorities (including because of better information on policy and
program effectiveness) may mean initial budget ceilings which differ from the projection and will lead to further
reallocations during budget formulation. In tum, such reallocations will be reflected in the out-year projections.

Although PEM reforms originated in the OECD countries, with mature budget management systems, it can be argued
that the introduction of a similar strategic approach to budgeting is even more important to transitional economies where
limited resources demand even greater efficiency and effectiveness. The fundamental changes in the role of the state in
transition economies requires commensurate changes in public expenditure allocations in order to reflect the new policy
and program priorities. This, in tum, will require a medium term perspective if it is to be translated into better outcomes
for citizens. Conventional, annual budgeting practices focusing on line items are unlikely to be sufficiently responsive to
these new priorities without the overlay of a more strategic budgeting exercise. By emphasising the importance of
achieving aggregate fiscal discipline, PEM procedures can also help put in place the stability and predictability necessary
to establish a more appropriate allocation of resources between and within sectors and to help achieve greater efficiency
and effectiveness in budget operations.

B.2 Budget Preparation Process

3.15 In accordance with the OBL, the process for preparing the annual budget formally begins
with the issuance of the Annual Budget Guidelines from the MoF, usually no later than July 10
of the preceding budget year. The preparation process follows several stages during the second
half of the year and it is finalized with the submission of the draft annual budget to the
Parliament (Box 3.4).
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Box 3.4: Stages in the Budget Preparation and Approval

The budget preparation process in Albania begins toward the second half of the year although some preliminary work is done
prior to that. It goes through five main stages:

Stage one (April-May). The first stage in the budget preparation process begins around April-May with the formulation of the
macroeconomic framework, which is used to define the resources that the Govemment will have available for the next budget
year. Most of the work during this stage is done by the Macroeconomic Department and the Fiscal Information and Analysis
Department and involves extensive negotiations with the IMF team to define the main fiscal aggregates, revenues, expenditures
and fiscal deficit targets. Expenditures, aggregates as defined in the fiscal framework of the program are then used to define
sector expenditure ceilings to be included in the budget preparation guidelines. The macro fiscal framework is discussed in the
Economic Policy Committee before it is used in the preparation of the guidelines.

Stage two (May-July 10). The second stage is the preparation of the annual budget guidelines to be sent to the line ministries
for initiating the budget preparation process. The annual guidelines focus on: (i) the main fiscal and economic policy objectives
for the next budget consistent with the IMF program; (ii) the timetable and format for their budget submissions; (iii) budget
expenditure ceilings for the upcoming year. During this stage the majority of the work is done by the Budget Department which
through a process of consultations with the line ministries prepares expenditure ceilings for each of the sectors and other central
budget institutions.

Stage three:(July-September): During the third stage line ministries prepare their budget proposals based on the guidance and
expenditure ceilings sent by the MoF. This stage is a process of dialogue between line ministries and institutions under their
responsibility on preparing budget proposals for submission to the MoF. These requests are subsequently sent to the Central
Budget Department for review and consolidation toward the end of September.

Stage four (September-November). In this stage the Central Budget Department reviews the requests submitted by the line
ministries, finalizes and consolidates them in a draft annual budget law which is presented for discussion to the Economic Policy
Committee. After the EPC review and discussions, the draft budget law is submitted to the entire Cabinet which after approval
sends it to the Parliament.

Stage five (November-December). The final stage is the stage of review and approval by the Parliament. In that stage the draft
budget is reviewed by the Economic and Finance Comunission of the Parliament before it is submitted to the entire assembly.
The Minister of Finance presents a report on the next year's budget to the Assembly. After questions and discussions, the draft
budget is voted to become the annual budget law.

3.16 The main objective of the Guidelines is to give instructions to the line ministries and
other spending agencies in preparing their budget submissions. Although the Annual Guidelines
include many useful elements, their content lacks many of the features that make this document a
valuable tool for preparing the budget. The following paragraphs highlight some of the features
associated with the Annual Budget Guidelines and the budget preparation process more broadly.

3.17 Medium-term macroeconomic framework. The OBL requires that a medium-term
macroeconomic framework is presented to the Parliament together with the draft annual budget.
In line with this requirement, the 1999 budget submitted to the Parliament was accompanied by a
simple forecast of revenues and expenditures one year beyond the budget year. This practice
continued for the 2000 budget. These forecasts, however, remain quite indicative and are not
integrated into expenditure plans beyond the budget year. The presentation of a medium-term
macroeconomic framework in the beginning of the budget process is a positive development for
defining a realistic and predictable resource framework to be used in the budget preparation, but
capacities for forecast and analysis need to be improved. The macroeconomic function was
transferred from the MoECT to the MoF in 1999. Following a slow start, the Macroeconomic
Department is now functional and several elements of macro management are being established.
Perhaps the area where most progress has been made is fiscal forecasting, where the Fiscal
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Information and Analysis Department (FIAD) prepares forecasts of the fiscal aggregates that are
used for budget preparation and monitors them throughout the year.

3.18 Despite these achievements, the MoF still relies substantially on IMF assistance for the
preparation of an overall macro framework. Capacities for macro and fiscal analysis remain
weak and require developing improved skills. Although macro projections are available they are
not fully included in the Annual Guidelines for the preparation of the budget. Rather, selected
information is given on some of the macroeconomic targets for the next budget year including
only GDP growth and inflation.

3.19 Budget ceilings. The Guidelines, as required by law, include expenditure ceilings for all
the central budget agencies that submit requests to the Ministry of Finance. The ceilings are
proposed by the MoF in consultations with the line ministries before they are sent for approval to
the Cabinet. Such a process imposes discipline on the spending agencies to stay within the limits
and avoids the presentation of inflated proposals. It also encourages a priority setting approach
on the part of the budget institutions in preparing their budgets within a given budget constraint.
These ceilings are later approved by Parliament as part of the annual budget law and represent a
binding constraint during the implementation of the budget. The establishment of the budget
ceilings conssitent with the macroeconomic framework has contributed greatly to maintaining
fiscal discipline, but their estimation needs improved capacities to do a better economic and
functional analysis of the budget.

3.20 Budget classification. The budget classification in Albania is currently in a transitional
phase. A new, well-developed, economic classification has been adopted to be used within the
existing functional classification. The economic classification - in use till 2000 - was only
partially developed (Box 3.5) with only ten categories of expenditures representing the main
broad economic transactions of the budget institutions, without identifying any subcategories.
This structure made it difficult to identify Government transactions, to analyze the impact of
Government transactions on the market for goods and services, and to perform various
macroeconomic analyses. In addition, the classification could not be used for developing the
accounting framework for the budget accounts.

3.21 The same can be said about the functional classification. The functional classification
identifies the main sectors of Government involvement in the provision of public services.5 The
existing functional classification is a mixture of institutional, administrative, functional,
economic, and financing classification. It is difficult to distinguish between functions and
organizations in the current structure and it is also difficult to establish any linkages between the
sector programs and budget expenditure allocations in order to improve the allocative and
technical efficiency of public expenditures. The functional classification will need to be revised
and linked with a process of restructuring central ministries and other spending agencies to
properly reflect their main functions, programs, and activities.

5 It groups expenditures according to the Government's functions and creates a framework for linking expenditure plans with
sector policies by identifying different programs and activities through which the Government delivers public services. It also
provides a framework through which the government can monitor its performance by facilitating the design of performance and
monitoring indicators.
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Box 3.5: Budget Classification

The following presents an example of the economic and functional classifications for the budget in the education sector.
The budget classification has three levels: Group, Title, and Chapter.

Economic Classification Functional Classification

Old New

(example of only one article) Group: Ministry of Education
1. Price Subsidies

1. Wages Salaries. wages and other 1I.1 Textbooks
2. Social Security Contributions personnel exp. 1.2 Student allowances
3. Operations and Maintenance 1. Basic Salaries 1.3 "
4. Transfers 1. I Basic salary for public 1.99 Expenditures from own revenue;
5. Investments employees 3. Primary and secondary schools
6. Subsidies 1.2 Salaries for public 3.1 Primary and secondary schools
7. Unemployment Benefits functionaries 3.99 Exp. from own revenue
8. Social Assistance 2. General allowances 5. Institutions
9. Payment Transfers 2.1 Seniority allowances 5.1 Institute for blind students
10. Interest Payments 2.2 Residential allowances 5.99 Exp. from own revenue

2.3 Risk allowances ...........................
2.4 Hardship allowances "8. Other educational institutions
....................... 8.1 Publishing House for Textbooks

3. Special allowances 8.2 University Publishing House
3.1 Uniform allowances 8.3 Other educational institutions
3.2 Food allowances 8. 99 Exp. from own revenue
3.3 Transportation allowances ............................

4. Performance bonuses 20. Pre-school education
5. Overtime 20.1 Domestic financing
6. Contract wages 20.2 Local cost

........................... 20.3 Expropriations
etc. 20.4 Foreign financing

etc.

3.22 A partially developed budget classification undermines the ability to allocate resources
effectively and efficiently.' The lack of a well-developed economic and functional classification
in Albania made it difficult change the focus of PEM from monitoring inputs to monitoring
outputs and outcomes. It also did not allow the establishment of clear and meaningful
accountability lines and made it difficult to establish an adequate accounting and reporting
framework for the budget accounts -- which does not allow for transparency in the use of public
resources.

3.23 The separation of the investment and recurrent budgets and the presence of substantial
external financing for the capital budget also contribute to a non-unified budget classification
structure between recurrent and capital expenditures in Albania. This further inhibits the ability
to analyze and link all the resources of the Government in an integrated budget framework.
Investment expenditures are currently only identified by each project. This type of information

6 Budget classifications should serve many purposes in the course of budget management, including: (i) providing a framework
for the allocation of budgetary resources: (ii) providing a framework for the economic and functional analysis of the budget in all
stages of budget management (preparation, execution monitoring, and evaluation); (iii) enabling the creation of an accountability
framework in the use of budgetary resources; (iv) enabling transparency in the use of budgetary resources.
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as presented in the public investment program (PIP) is not suitable for detailed budget
preparation and analysis, as it focuses primarily on specific donor financing and amounts
committed or disbursed. There is no identification of economic or functional expenditure
categories in the PIP. Extrabudgetary funds such as the Social Insurance Fund and the Health
Insurance Fund, although part of the budget structure, also do not apply the same budget
classification.

3.24 Costing of budget activities. Budget preparation is mainly incremental and is currently
based on outdated budget allocation norms. In setting detailed expenditure estimates, all budget
systems tend to use norms for distributing resources and unit costs for estimating total budget
allocations. In Albania, however, the insufficient integration of the policy, programing, and
budgeting functions within line ministries has resulted in budgets continuing to be set using
norms that have not been adjusted to take account of recent sector policy and program initiatives,
or of changes in the demand for public services.7 There has also been a tendency to use budget
norns that are not related to the expected availability of resources, which has resulted in
unrealistic budget demands being presented by line ministries. Ministries perceive an incentive
to use the budget process to bid for additional resources, if only for fear of otherwise losing out
in the subsequent budget settlement. Both practices result in a loss of technical efficiency, with
resource allocations being based on inappropriate service delivery standards. Addressing these
deficiencies will require line ministries and the MoF to review and revise the norms and
standards used in budget preparation, as well as to adopt budget-setting guidelines that give line
ministries incentives to present realistic budgets that emphasize technical efficiency in budget
operations. Moreover, the Annual Budget Guidelines do not provide sufficient guidance on the
methodology to be used in the preparation of budget submissions from line ministries.8

3.25 Budget calendar. The existing annual budget preparation calendar is too short, and does
not allow sufficient time for well prepared budget proposals that have been reviewed and
discussed by different stakeholders. After the Guidelines have been issued, line ministries are
allowed only about one month to prepare their submissions and present them to the Budget
Department in the MoF. The MoF reviews these requests and consolidates them into a draft
proposal, which is submitted for review to the Economic Policy Committee (EPC) and
subsequently to the Council of Ministers by October 31 of the current budget year. The draft
budget is then sent to the Parliament for review and approval by November 20 of the current
year.

3.26 As it currently stands, the overall process of budget preparation is supposed to last about
five months. This time frame is too short considering that the preparation of the budget should
undergo a broader consultation process among the MoF, the line ministries, and the Cabinet, as
well as with other stakeholders, especially the donor community and the civil society. The
process should at least be extended to start at the beginning of the current budget year and should
constitute the main responsibility of the Budget Department in the MoF.

7For example, the use of historical facility-based norms for determining school budgets has resulted in resources being overly
concentrated on the funding of rural schools in which enrollments were declining.
8 The Guideline are limited to general instructions mainly requesting the compilation of several table attachments with little focus
on the policies and activities for which financing is being requested. The Guidelines do not encourage line ministries to present a
well argued justification of their spending proposals.
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B.3 Mechanismsfor Budget Decision Making

3.27 Decisions on the annual budget are taken in two stages. First, the budget is reviewed and
approved at the level of the Council of Ministers. Second, it is reviewed and approved by the
legislature at which stage it becomes the annual budget law and it is ready for implementation,
15 days after its publication in the Official Gazette.

3.28 In the first stage, before being reviewed by the Cabinet, the draft budget is reviewed by
the EPC, which plays the role of a mini-cabinet headed by the Prime Minister with representation
from the main ministries. The EPC is the forum where more substantial discussions about the
macro-framework, the fiscal policy, and the budget take place and in which allocations, and to a
certain extent budget policies, are debated. Without the approval of the EPC the budget cannot
be passed to the Cabinet. After the EPC discussions, the Cabinet procedure is formal and the
draft budget is passed without substantial changes. In the second stage, the budget is sent to the
Parliament for review and approval.9

3.29 In both stages, the executive and the legislature rely primarily on the information and
analysis provided by the MoF in reviewing and evaluating the budget proposal. There is almost
no independent capacity in the Council of Ministers or the Parliament that could provide an
independent evaluation of the budget. The review process in the Council of Ministers prior to
the cabinet meetings focuses primarily on the legal analysis of the draft decisions through
support provided by the Office of the Secretary General. There is very little in the way of policy
formulation and coordination that can support the decision making process at the level of the
Ministers. The situation with the Parliamentary Commissions, which are entitled to provide an
independent analysis, is not very different. The Commissions usually consist only of members
of Parliament without any technical staff.10

3.30 There seems to be no real policy contestability at either level with the discussions
focusing primarily on the adequacy of allocated funds. Capacities would have to be strengthened
to provide for the development of policy alternatives and different options to be presented to the
Cabinet and the legislature in the budget deliberations.

B.4 Budget Execution

3.31 To maintain fiscal discipline throughout the implementation of the budget, adequate
procedures must exist to execute budget transactions and to monitor budget institutions'
spending limits in the purchase of goods and services. Accurate data and information on the
actual costs of activities and budget programs must be available to allow for adequate costing of
sector policies in the medium term. Moreover, to ensure that such policies achieve the intended
results, timely and reliable management reports must be produced to monitor the use of
resources and budget outputs and outcomes.

9 The draft budget is discussed and reviewed by the Economic and Finance Commission of the Parliament before being submitted
to the full legislature.
'° The consultation process prior to the budget being submitted at both levels is very limited and the time required in both cases
to review an important document such as the draft annual budget is very short and does not allow for an adequate review of the
proposed allocations.
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3.32 As mentioned earlier, the execution of the budgetary transactions in Albania takes place
through the Treasury system." Since its creation in 1993, the Treasury has played a major role
in improving the efficiency of budget execution and the oversight of Government finances by
consolidating all of the Government's cash resources in one single account. Although most of
the operations are handled manually, the Treasury covers all expenditure transactions of the
Government (with the exception of foreign financed projects).12 The Treasury also generates,
within the constraints of its communications and computing resources, reliable management
reports on Government fiscal operations within a reasonable time framne.

3.33 Despite the significant progress made in setting up the basic functions of a modem
treasury system, much remains to be done to consolidate the Treasury's operations and improve
its efficiency, and to improve the quality and quantity of budget data and reporting. These
include: (i) improving procedures for spending authorization to the budget institutions; (ii)
establishing the plan of Treasury accounts and government accounting procedures; (iii)
improving the coverage of Treasury operations to include revenues and foreign financed
projects; and (iv) improving financial planning and information systems. The following
paragraphs highlight some of the issues related to budget execution and the consolidation of the
Treasury operations.

3.34 Budget Authorization and Cash Management. The existing procedure for authorizing
budget spending and for carrying out cash management is far from effective. Financial planning
is also carried out outside the Treasury Department. Cash management is concerned with
matching the Government's cash receipts and outlays so that the Government's idle cash
resources and its borrowing requirements are better synchronized to reduce the cost of financing
budget expenditures. At present, cash management in Albania is underdeveloped and is carried
out, to a certain extent, by the Budget Department (instead of the Treasury) in cooperation with
the FIAD and the Tax, Customs, and Treasury Departments. This is done largely during the
allocation of the annual budget at the beginning of the budget year in two-monthly allocations.
These two-monthly allocations -- from the Budget Department to the central agencies and from
them to the budget institutions under their responsibility -- determnine the authorized spending
limit used by the Treasury to honor payment transactions, without taking into consideration the
availability of the cash resources in the TSA at the time a budget claim is presented. Such a
practice does not seem to be effective and it is usually accompanied by excessive spending
during the last months of the year.

3.35 There should be a clear separation of responsibilities among the Budget Department, the
Treasury Department, and the FIAD, giving the Treasury the main responsibility for authorizing
spending limits in close consultation with the Budget Department on expenditure policy and
based on the availability of cash resources and the preparation of financial plans. Although a
well prepared allocation plan requires the cooperation of all the departments concerned in the

" The Treasury has a central department located in the MoF and 36 Regional Treasury Offices (RTOs) in all the districts. It
operates through a Treasury Single Account (TSA) system with the TSA located in the Bank of Albania (The Central Bank)
12 It records all cash transactions in its ledgers -- in line items according to the budget classification, and in cooperation with the
Fiscal Informnation and Analysis Department (FIAD), and the Debt Department carries out certain financial planning, cash
management, and debt management functions.
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MoF as well as the Bank of Albania (BoA), their main objectives are clearly distinct."3 The
Treasury Department should be the department responsible for authorizing spending, based on a
prepared financial plan and actual government receipts and outlays from the TSA. Such a
process would require that cash management in the Treasury Department is strengthened
considerably and financial planning functions are transferred from the FIAD to the Treasury so
that all the relevant information is consolidated where the budget execution takes place.
However, there is a need for close collaboration with the Budget Department in this process,
given a volatile budget policy environment which results in frequent changes from the initially
planned budget allocation.

3.36 Tax receipts and externally financed projects. These are maintained outside the Treasury
system. The Treasury does not account directly for tax receipts. Information on revenue
collection is obtained through: (i) Regional Treasury Offices, which receive daily reports on
aggregate tax receipts and "secondary revenues"'4 from the banking sector: and (ii) the local tax
department.'5 The above arrangements will not be adequate once a Treasury accounting system
is established. For this accounting system to function properly, every transaction (receipt or
payment) should be recorded at the time of occurrence in the Treasury General Ledger (TGL)
system. The tax accounting that is maintained in the Tax Department is not currently suitable for
the Treasury, which is not concerned with taxpayers but with the amount of receipts for each tax.

3.37 Information technology. At present, computer usage in Treasury operations is limited
only to the Fiscal Information Unit (FIU) in the MoF, which uses a simple database to produce
reports on budget implementation.'6 The limited use of computers is associated with delays and
inaccuracies in the generation of management reports, which are essential for monitoring budget
implementation. 17

3.38 Accounting of Treasury transactions. Recently, progress has been made in establishin
an accounting function in the MoF, although it is outside of the Treasury Department.'
Currently, Government cash transactions are recorded manually in the Treasury ledgers in a
single entry form, by line item, according to the budget classification and are not recognized as

'3 The Budget Department's concern in preparing an allocation plan should be to provide adequate funding to the budget
institutions to carry out their policy programs and planned activities. The FIAD, on the other hand, should be concerned with
monitoring the aggregate fiscal deficit levels within the year and providing adequate analysis to support measures that need to be
taken in case of a revenue shortfall or other events that affect the fiscal balance.
1 "Secondary revenues" are revenues received from budgetary institutions as a result of levying fees and charges on activities
that are secondary to their main activity. The same procedures apply to the revenues of local administrations coming from local
taxes and other local charges.
'5 Local tax department provides the Regional Treasury Office with a classified statement of taxes received, net of tax refunds
during the preceding month, after reconciliation with the agency banks. This statement is verified at the Regional Office against
the daily reports received from the agency banks and forwarded to the Central Treasury Office around the 15th of the current
month.
16 All the other day-to-day operations, including maintenance of registers, statements, and communication of allocations, is
undertaken manually.
17 On the other hand, there is no adequate integration between different elements of budget management, a necessary requirement
for an efficient Treasury system.
is However, at present neither the Treasury nor the Accounting Department maintains formal, auditable accounts of Government
fiscal operations.
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an accounting event.19 There is no recording of commitments in the Treasury ledgers. While
there is a chart of accounts for the budget institutions, there is no Plan of Treasury Accounts for
the general government and no TGL where the budget data can be recorded and consolidated to
be used for the generation of qualitative management reports. The development of the chart of
accounts has been inhibited by delays in reforming the budget classification structure, given that
the accounting plan should be consistent with the budget classification.20 In addition, the lack of
formal accounts makes it difficult for auditors to establish an audit trail (see section on auditing).
The lack of formal and auditable government accounts inhibits the quality and quantity of
information going to the Government and undermines the transparency and accountability of
Government operations.

B.S Budget Monitoring, Reporting, and Evaluation

3.39 Budget monitoring. This is currently limited to monitoring fiscal aggregates, with
insufficient analytical content and little attention paid to the implementation of budget programs
and activities.2 1 Budget monitoring takes place in different forms during the course of budget
implementation, starting with the monitoring of expenditure limits while payment authorizations
are being issued, through the Treasury. Effective monitoring, however, requires good quality
fiscal data and regular and systematic reporting from authorized departments. Progress has been
made in recent years in improving the information base and reporting on fiscal aggregates and
budget implementation. As noted above, the Treasury produces simple reports monthly on the
performance of revenues, expenditures, and the fiscal deficit. The MoF also publishes a Fiscal
Bulletin every quarter which contains useful actual data on macro and fiscal performance during
that period. However, this report does not contain any analytical assessment of the data and is
widely distributed within the Government and in the donor community without being published
for the public.22

3.40 Despite the progress, budget monitoring is almost entirely focused on fiscal aggregates
and on ensuring that fiscal discipline is being maintained. This explains the priority that has
been given to monitoring tax and Customs revenue performance, especially after the 1997 crisis,
for which management reports are produced almost every day. While monitoring fiscal
performance is essential and should be rigorously maintained, more attention should be paid to
other dimensions of budget management. Little is being done, during the year and after the
budget is closed, with regard to how the budget allocations are being spent, whether they are
used for the purposes intended, and whether they are achieving the intended results. Evaluation
mechanisms also play an important role in the monitoring process.

19 The accounting process should in general consist of: (i) formal recognition of an event as an accounting transaction; (ii)
classification and timely posting of the event that is recognized as an accounting transaction; (iii) consolidation of the accounts
and generation of reports; and (iv) analysis and interpretation of the financial data produced by the accounts.
20 It is also related to the confusion that exists with regard to the role of the Accounting Department in the MoF, which is not
entirely aimed at serving public accounting but also handles issues of private sector accounting.
21 Fiscal aggregates are also monitored during the year by the MoF, through the monthly fiscal tables prepared by the Treasury
Department and the FIAD. The monitoring of fiscal aggregates also takes place during regular reviews of the economic program
carried out by the IMF staff in cooperation with the Government.
22 The organic budget law also requires that the MoF reports to the Council of Ministers in the middle of the budget year on
macroeconomic and fiscal performance, a process currently conducted by the MoF.
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3.41 Budget evaluation. These functions are underdeveloped and do not allow adequate
analysis and monitoring of budget policies, programs, and systems. There is currently no fornal
budget evaluation function in the MoF or in the line ministries. Evaluation of budget policies
and programs is ad hoc and their future planning is mainly incremental, with almost no
consideration of their performance. No client surveys or other evaluation tools are used inside
the executive or for publication. In addition, the budget preparation process does not encourage
the use of evaluation in the budget submissions, as there is no incentive or requirement for
accompanying budget proposals for cost-effectiveness or cost-benefit analysis, including
investment proposals. A well functioning evaluation system allows managers to determine how
their resources are being used and whether certain budget programs are contributing to the
achievement of the objectives set in the beginning of the budget process. Such a system also
allows measures to asses ongoing programs and policies and to take corrective actions as
necessary.23

B.6 Audit

3.42 To ensure good budgetary performance, improvements in budgetary policy and systems
are necessary but are not sufficient to ensure that allocated resources are being used for the
purposes intended at least cost. Checks and balances in the broader financial management
system are required to ensure transparency and accountability.24 Audit in the public sector also
gives the ultimate responsible decision makers (Parliament and Government) and/or citizens a
regular assurance on the quality of reports on how taxpayer money has been spent. There is a
fundamental distinction between the two forms of audit - internal audit and external audit.25

Internal audit is essentially a form of internal management control of the government agency or
any other agency, while external audit is totally independent of the executive and usually reports
to the legislature.

3.43 In Albania, the external audit function has undergone major transformations, acquiring 2
new independent status from the executive and operating under a new and contemporary legal
framework. Efforts have been made to transform the old State Control Commission into an
independent Supreme Audit Institute (SAI) that reports directly to the Parliament. The new
Constitution approved in 1999 clearly establishes its independent status, audit coverage for all
public financial operations of the state, and reporting lines to the Parliament. However, real
progress in this area will depend significantly on the actual implementation of the mandate given
by the Constitution and on improvements in auditing practices and staff skills. Along with the
consolidation of the external audit functions, the internal audit remains to be developed to ensure
accountability in budgetary performance.

23 Evaluation can take place ex ante, during the implementation or ex post, after the budget has been closed. During the budget
preparation process the Budget Department, the central agencies, and the budget institutions evaluate their policies and programs,
in order to determine their performance and whether they should continue in the next budget year, or should be expanded or
suspended and replaced with more efficient programs. During the course of implementation, evaluation enables corrective
actions to be taken as needed for non-performing programs. Ex post evaluations are often used to improve the design of future
programs and contribute to the strategic policy decisions.
24 As an important element of the financial management system, auditing, together with management, and the use of public
resources conform to the laws and pursue the objectives defined by the Parliament and Govemment and are linked to program
operations.
25 These concems the degree of independence the auditor or the organization responsible for the audit has in relation to the entity
and to whom the results of the audit are addressed.
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3.44 The SAI audits the Government's budget every year and presents a report to the
Parliament at the same time that the MoF reports on the execution of the budget for the previous
year. The report on the budget execution from the MoF is limited to reporting on the budget
aggregates without any accompanying analysis of the results. The report presented by the SAI is
focused on compliance with procedures and regulations for appropriating funds to the budget
institutions, procedures for making transfers between budget categories, and the accuracy of the
reconciliation process among the MoF, the line ministries, and the banking sector on budget
accounts.

3.45 Publication of the audit results on the budget accounts overall and at the agency level is
limited. Results from the survey of public officials in 1999 show that more that two-thirds of the
budget officials believed that audit guidelines are carried out. However only 21 percent
responded that audit results are made available to the public. At the budget institution level, the
surveyed high level and budget officials reported that audit reports had indeed been prepared by
their organizations but had not been made public (Figure 3.1). Publication of the audit results
and budget accounts would greatly improve transparency in the way budgets are formulated and
executed and would positively affect the incentives that drive resource allocation and the
management of budget programs.

Figure 3.1: Audit Reports
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C. Budget Strategy Formulation

3.46 Strategic budget formulation in Albania, that could effectively link policy planning and
the allocation of resources, is weak and this is reflected in poor budgetary performance with
respect to the allocative and technical efficiency of PEM. It is also ultimately reflected in the
poor quality of public services. The Interim Poverty Reduction Strategy Paper points to this and
shows, for example, that access to health services is limited. Currently 30 percent of the health
centers are not functioning. Albania has fewer physicians and nurses than other countries in the
region. Large rehabilitation needs still exist for the physical infrastructure. Infornal payments
for health services--which declined well below below the level in neighboring countries. Access
to basic services is far from universal and services are often not reliable. In urban areas about 80
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percent of the population has access to piped water, and access levels in rural areas are lower.
Access to electricity is high but there are frequent disruptions. Infrastructure across the country

26is in dire need of repair and maintenance.

3.47 A well-formulated budget strategy can help the Government ensure that its budget
allocation decisions mirror its strategic priorities. Such a strategy would need to spell out clearly
the Government's main medium-term policy objectives, and their relative priorities, define the
major programs for achieving those objectives and plan the resources required to meet those
priorities. Institutional arrangements for budget management provide the incentive structure to
ensure that these programs and policies are effectively and efficiently implemented, thereby
contributing to better performance and public service delivery.

C.] Factors Contributing to Poor Budget Performance

3.48 Time horizon of the budget. Albania's budget is prepared and approved on an annual
basis. The one-year time horizon of the budget has serious shortcomings: (i) it undermines the
ability of the budget to credibly predict resources that the budget institutions might have
available to carry out their programs; (ii) it undermines the ability to hold budget institutions
accountable for their performance; and (iii) it does not provide an estimation of the medium-term
expenditure implications of the different programs to ensure sustainable expenditure levels and
aggregate fiscal discipline. However, some elements of a medium-term planning process have
been introduced, including a three-year macro-fiscal framework linked to the IMF program and
the preparation of a PIP largely driven by the need to mobilize and coordinate external donor
financing and, more recently, the introduction of an MTEF process in 2000.

3.49 Investment and recurrent budget planning process. A separate investment and recurrent
budget planning process remains a major impediment to the preparation of an integrated and
coherent strategic budget framework in Albania. While the planning of recurrent expenditures is
carried out by the MoF, investment planning takes place in the Ministry of Economic
Cooperation and Trade (MoECT) through the preparation of a three-year PIP which is updated
annually. The overall budget is consolidated at the time of its presentation to Parliament. This
consolidation, however, is a summation of both budgets and does not truly represent an
integrated budget framework for the Government.

3.50 The preparation of the PIP was initiated in 1993 out of the need to mobilize and monitor
external financing for the budget and to coordinate foreign financed projects. It has been a
positive step toward improving the management of foreign aid and investment projects and has
strengthened the investment programming capacities in the MoECT and the line ministries.

3.51 The PIP process has been associated with many of the dysfunctional budgeting, resource
allocation, and financial management practices. The PIP exercise has not taken place within a
budget policy framework in which both recurrent and investment planning are driven from the
same strategic objectives and priorities that the Government would like to pursue in the medium
term. Several factors have contributed to such an outcome. First, the time horizons for planning
the recurrent and investment budgets were different -- annual for the recurrent budget, and three

26 Albania, "Interim Poverty Reduction Strategy Paper, " March 2000.
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years for the PIP. Second, the large component of foreign financing27 has transformed the role of
the PIP from an investment and foreign aid management instrument to an instrument that
dictates the budget policy of the Government through individual investment projects originating
in most cases from the sector ministries - a bottom-up approach not combined with top-down
policy guidance coming from the center of the Government. 'rhird, there is a division in the
responsibilities for planning the recurrent and investment budgets, specifically between the MoF
and the MoECT. Fourth, the recurrent and investment planning processes are also separate in the
sector ministries, where budget units have typically little involvement with the planning and
budgeting of externally financed investment projects.

3.52 Input-orientation of the budget. The Albanian budget is entirely input-oriented. The
main focus in preparing and monitoring the budget continues to be on the line items of
expenditure (wages, operations and maintenance, subsidies, etc.). There is little focus on the
outputs or outcomes associated with the programs or activities that are being financed from
public expenditures. Some scattered efforts have been made to identify objectives. However,
these objectives, mainly associated with the investment program, are not derived from a well
formulated strategy and the relation between these objectives and expenditure plans is very
weak.

3.53 Input-oriented budgeting is to a large extent a legacy of old budget management practices
in the central planning system. However, it is also related to the macroeconomic focus of
budgeting during the years of transition, which required paying more attention to the economic
categories of expenditures and fiscal aggregates rather than to outcomes in an effort to achieve
macroeconomic stability. It should be noted that changing the focus of the budget process from
inputs to outputs and outcomes is a gradual and a long-term process. Several fundamental
reforms are required in the way budgets are formulated and monitored which also require
changes in the legal framwork.

3.54 Capacities and skills for budget planning and analysis. Considerable progress has been
made in the last decade to strengthen the capacities for budget preparation in the MoF and the
line ministries. However, much remains to be done, especially with regard to strengthening the
capacities for budget planning and analysis. Budget preparation still takes place on an
incremental basis with little analysis of ongoing and new budget policies from the line ministries
and the personnel of the Budget Department in the MoF. Results from the Survey of Public
Officials28 show that 81 percent of the budget officials believe that the dominant method for
preparing the budget is based on the previous year's expenditures. The separation of investment
and recurrent budgets has exacerbated this problem as most of the training and assistance to date
has focused on the preparation of the PIP and the strengthening of the investment programming
capacities in the MoECT and line ministries, without due consideration being given to the
recurrent budget planning capacities, especially in the line ministries. Moreover, the budget
units in the line ministries continue to play a passive role in the formulation of the sector
budgets, participating only ex post, after the policies have been decided. These deficiencies have

27 Around 70 percent of all public investments in Albania have been financed from extemal sources, with annual commitments of
external financing averaging around US$250 million per year.
28 A Survey of Public Officials in Albania was completed in 1999. The survey interviewed high govemment officials, general
government officials, and budget and Treasury officials.
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contributed to the lack of clear policy linkage in sector and program budgets and to weaknesses
in the monitoring of budget implementation. Thus, addressing these deficiencies will require
considerable strengthening of policy and analytical capacities within the Budget Department in
the MoF and in line ministries, as well as a transfonnation of the role of the budget units in the
line ministries in the preparation of sector budgets.

C.2 Policy Predictability and the Budget Deviation Index

3.55 Measures to improve budget performance are of little effect if there is poor predictability
in the allocation of resources (i.e, if required resources are not made available or substantial
reallocations of resources are made between sectors and programs during the course of budget
implementation). A basic measure of budgetary performance is the pattem of deviation between
the approved and actual budgets.29 An attempt is made to analyze the patterns of deviation in the
Albanian budget by looking at the deviation between the approved budget and actual expenditure
for 1998 and 1999 (see annex H for details).30

3.56 The budget deviation index shows that some sectors such as social security defense and
public order showed relatively little change in their budget within the year. Most deviations
occurred in sectors such as agriculture, transport, and communications where the large share of
capital expenditures was foreign financed. Factors that contributed to the budget deviation
observed in Albania during 1998 and 1999 could be related to the budget management process or
outside the budget process. Determining the role they play in budget perfornance is important
for determining the course of action and the role of budget management reforms in improving
budgetary performance.

3.57 Expenditure reallocations can occur as a result of shifts in the fiscal aggregates or as a
result of shifts within the different functional or economic expenditure categories in the budget.
Reallocations that occur as a result of changes in the overall budget envelope coming from
external shocks (e.g., the Kosovo crisis) are justified by the need to prioritize or maintain
targeted levels of fiscal deficit. However, changes that cannot be attributed to reallocations that
derive from such adjustments usually represent unplanned reallocation during the course of the
annual budget implementation that can negatively affect predictability.

3.58 Table 3.1 shows that the budget deviation in Albania measured by broad functional
classification for 1998 and 1999 has decreased slightly. However, by looking at the share of
aggregate expenditure deviation in the total deviation for each year, policy variability appears to
be larger in 1999, as the contribution ofthe aggregate expenditure deviation is very small.3 

29 The general framework for analysing the patterns of budget deviation has been taken from the "Armenia Institutional and
Governance Review", World Bank, May 2000.
30 Budget data for 1999 should be interpreted with caution since this year corresponded with the Kosovo crisis and a large influx
of refugees from Kosovo to Albania, which put unexpected pressure on the budget expenditures.
31 If data were available, total deviation would undoubtedly appear larger at lower levels of expenditure aggregation, which
would give an indication of the problem faced by the managers of budget institutions in policy predictability.
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Table 3.1 Total Budget Expenditures
(in percent)

1998 1999 1999 adj.

Total budget deviation by function 22.06 1 8.53 8.05

Aggregate expenditure deviation 17.38 0.84 8.05

Source: Staff estimates.

3.59 Implications for budget management. The budget deviation measures are a key indicator
of unplanned reallocations in resources, or reallocations driven by short term priorities, as in the
Kosovo crisis. It is revealing to compare the level of such short term, unplanned reallocation
with Government's stated intentions on long term shifts in sector resource allocations. The
observed levels of budget deviation can be evaluated by comparing annual budget deviation with
the policy driven resource shifts planned in the MTEF period, 2001-2003. The Medium Term
Expenditure Framework indicates how the Government plans to change the strategic allocation
of resources over the three-year period. Table 3.2 compares the extent of this planned
reallocation with the budget deviation - by definition, unplanned - which is observed in a single
year.

Table 3.2: Budget Deviation Index
(in percent)

1998 1999 MTEF (2000-2003)
Budget deviation index % 22.1 18.5 49.2

Variation in sector shares % 25.8 18.5 11.5

3.60 The change in resource allocations planned in the MTEF can be measured by the same
index as the one used in discussing budget variation.3 2 By this measure the unplanned
divergences in a single year amount to almost a half of the variation projected as a planned
intersectoral resource shift in the MTEF. However, this comparison is strongly influenced by the
growth in aggregate expenditure over the three-year planning horizon. If instead the focus is
placed on changes in sector shares, a different picture emerges. The intersectoral resource shifts
planned over the period can be measured as the sum of absolute differences between sector
shares in the base year and in the final year of the MTEF. As shown in the second row of the
Table 3.4, the unplanned changes in intersectoral shares in each of the past two years have been
much higher. If the level of budget deviation in the past two years is not reduced significantly,
the attempt to develop any medium term budget strategy is likely to be ineffective.

3.61 As argued above, some factors that contribute to the observed budget deviation (e.g., the
Kosovo Crisis) are desirable. However, the data point to significant underlying problems of
budget discipline which, if uncorrected, will mean that the efforts to ensure a more policy driven
budget process may be ineffective. This does not mean that efforts to develop the MTEF should
be slackened. However, it does underline the necessity of a broad program of reform, including
strengthening budget execution, enhancing Treasury functions, and making improvements in
budget formulation to ensure more realistic budgets.

32 i.e. the sum of absolute budget deviations at broad functional classification, expressed as a percentage of the ori inallv
approved budget.
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D. Overall Strategic Objectives of the Reform Agenda

3.62 Following the analysis in the previous section and consistent with the CEM objectives, it
appears that PEM systems can play a major role in improving performance in the Albanian
public sector. In the specific context of PEM this would mean maintaining aggregate fiscal
discipline while gradually strengthening the performance orientation of budget management and
improving allocative and technical efficiency while preserving the current achievements of
maintaining aggregate fiscal discipline. The previous section showed that one of the factors
affecting budgetary performance is the predictability of policies and resources. Predictability
requires that budgets are formulated on the basis of a realistic resource framework and that the
underlying policies are openly and credibly contested at the highest decision making level, in
order to give budget institutions a real incentive to devote time and resources to scrutinizing their
budget proposals. It also requires that policies are designed through a broad consultation
process that ensures consensus among all the stakeholders.

3.63 The first part of this section highlights the key strategic objectives emerging from a
second generation of reforms that have been initiated to improve Albania's PEM system. These
reforms aim first to introduce a more strategic policy focus into the budget management process
and second to strengthen and further consolidate basic supporting budget systems and related
processes to provide spending agencies with the right incentives and tools for improved
budgetary performance and increased accountability in public service delivery. The Albanian
Government has already begun to address these objectives through the introduction of an MTEF
exercise (See Chapter 4)

3.64 Objective 1: Strengthen strategic budget decision making at the center of the
government. This requires (i) a broader consultative process for budget decisions; (ii) adequate
information made available to the decision makers; (iii) adequate capacities for macro and sector
policy analysis. More specifically:

C Contestable and consultative decision making. To achieve a broad-based and stable
consensus on the policies budget policy formulation requires a broader consultative
process at the technical and political levels. At the technical level different policy options
need to be discussed and debated within the line ministries and among the MoF and the
line ministries at the technical level to select those that are most cost-effective and that
best contribute to the achievement of the main objectives at the sector level. For instance,
formal procedures might be established for the budget policy proposals to be discussed in
a forum within the line ministries between department/division managers and budget
managers. Equally, formal procedures might be established for discussions between the
MoF and line Ministries in the newly established budget sector working groups headed by
the Deputy Ministers, in the context of the MTEF. Consultations are being promoted
between the Government and the civil society, the business community, and the legislature
so that they can provide their input into the overall budget strategy formulation in the
context of the GPRS and a participatory budget process. At the political level,
consultation is required at the center of the Government (EPC and the Cabinet of
Ministers) to ensure that policy options are openly contested and intra-sectoral trade-offs
are transparently decided. All decision makers ought to understand and agree with the
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policies and priorities reflected in the budget plan and become aware of the consequences
associated with those policies. Consultations at this level give legitimacy to the budget
policies, enhancing their credibility and improving the chances for good performance.

* Quality of information sent to the decision makers. A contestable and consultative process
as described above requires that information and data are presented in an adequate form
that enable technicians in the sector budget working groups to better evaluate policy and
program performance and also enable decision makers at the EPC and Cabinet to consider
allocating resources to various policy options based on their performance, adding an
objective dimension to the budget allocation process, which is largely driven by political
considerations. Improving the quality and timelines of the budget data requires making
improvements in basic budget supporting systems, such as accounting, reporting,
information technology, and monitoring and evaluation. Most of these reforms are
currently being addressed by the government with technical assistance provided by the
international community

* Realistic resource framework. Agreeing on a realistic resource framework prior to
initiating budget preparations imposes discipline at the EPC/Cabinet of Ministers and
provides incentives for selecting those policy options that constitute a priority for the
Government. In addition, the Government's policy becomes more predictable and
chances for major changes in the resource framework during the course of the year are
reduced, sending a credible signal to the spending units. A realistic resource framework
helps maintain aggregate fiscal discipline in the medium term and ensures that only
sustainable budget policies receive funding. The Albanian government is already
addressing this issue through the preparation of the three year macro fiscal framework as
part of the MTEF process and getting approval for it in the beginning of the budget cycle.
In addition technical assistance is being provided to the MoF Macroeconomic Department
to improve capacities for fiscal forecast and analysis.

3.65 Objective 2: Strengthen the strategic focus of the budget formulation by integrating the
policy and budget planning processes for recurrent and investment expenditures in a coherent
medium-term budgetframework.

* Strategic policy objectives of the PRS and SP are being integrated into sector-specific
policies and reflected in a coherent medium-term budgetary framework (Box 3.6). To
ensure that the policies formulated under the major initiatives undertaken by the
Government are consistent with sector-specific policies and are efficiently implemented,
they should be reflected in the Government's budget framework. The short and medium
term expenditure implications for the budget need to be taken into consideration in the
Government's macroeconomic and budgetary analysis. This requires the participation of
the different coordinating working groups during the formulation of the sectoral and
overall Government budget policy framework for the next MTEF cycle 2002-04 (Chapter
4). Participation mechanisms have already been established for the preparation of the
GPRS (Figure 3.2) so that all stakeholders can give their feedback into the policy
formulation process.
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Figure 3.2: GPRS Institutional Design

* The recurrent and investment planning processes should be integrated. The full benefits
of a strategic approach to budget management will not be achieved if the recurrent and
capital budgeting are not fully integrated. Full integration requires: (i) that the same
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strategic objectives drive the formulation of the recurrent and investment budgets; (ii) that the
budget planning process at the sector level starts by considering options to achieve these
objectives and in that context considers implications for recurrent or investment expenditures
based on a predefined resource envelope for the sector; (iii) that projects are selected based on a
range of economic and non-economic criteria, in particular on the role of the Govermnent within
the sector; (iv) that the best projects to realize the sector programs are selected on the basis of
adequate cost-benefit and cost efficiency analysis in an integrated fashion; and (v) that
monitoring and evaluation of the budget programs is based on a unified budget classification
structure that allows sensible analysis. The government realizes that full integration of the
recurrent and capital budget planning processes is a gradual and long term process. However, as
a first step there is a need to improve the estimation of the recurrent cost implications of the
ongoing investment projects from the line ministries to be reflected in the MTEF sector
expenditure proposals. Equally important, organizational arrangements for recurrent and
investment planning in the line ministries and MoF and MOECT need to be realigned to
eliminate the current separation. Only in that way will investment projects be an integral part of
the medium-term budget framework

* Donor coordination and reporting requirements on donor financed projects. The
integration of the investment and recurrent budget planning processes would play an
important role in improving donor coordination and in strengthening accountability with
regard to the implementation of donor financed projects. The formulation of an integrated
medium-term budget framework, in the context of the MTEF would allow donors to align
their objectives with those of the Government and to contribute more effectively toward
sector-specific programs by linking their timing for disbursements and commitments with
the government's budget cycle At the same time it would allow donors to asses whether
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their investment projects are making any real contribution toward achieving the sectors'
objectives in providing public services or alleviating poverty. It would also provide them
with an important accountability mechanism for assessing the performance of Government
programs. However, accountability can be enhanced only if the information on project
implementation is available through the Treasury system or by enhancing reporting
requirements for donor executed projects. Therefore, as a first step an effort should be
made to improve the impediments to providing adequate reporting to the Government or
to include donor financed projects in the Treasury system.

Box 3.6: Integrating Policy and Budget Planning Processes.

An integrated policy formulation process that includes not only sector specific policy initiatives but also major domestic and
regional policy initiatives such as the Poverty Reduction Strategy (PRS) and the Stability Pact (SP) would allow:'

* Overall fiscal policy decisions to occur at a point in the policymaking process that allows them to impose fiscally sound,
realistic and binding budget constraints on the decisions affecting individual components of the budget--both investment and
recurrent.

* Strategic decisions requiring trade-offs between broad policy areas or sectors to occur at a point in the policy formulation
process that allows rational trade-offs.

* Deliberate and carefully considered decisions, rather than donor preferences, to determine strategic priorities and budget
allocations, both investment and recurrent.

* Budget decisions to realistically address the recurrent cost requirements of investments at a point in the decision-making
process that allows rational trade-offs.

* Investment planning not to risk wasting resources by planning investments whose full costs, both investment and recurrent,
are unlikely to fit within the overall financing resources of Albania.

+ Investment projects to be assured that adequate resources, both investment and recurrent, will be available to allow them to
be completed and subsequently maintained and operated as planned.

There is wide latitude of organizational arrangements for achieving these benefits, but it is important that clear and enforceable
rules are established to guide the interactions of different stakeholders.

3.66 Objective 3: Improve basic budget supporting systems and accountability structures
before introducing more flexible ways of managing financial resources based on program and
performance budgeting. In order to improve budgetary performance, institutional arrangements
must ensure a proper balance between the flexibility of budget institutions in managing financial
resources and accountability mechanisms. However, any attempt at greater management
flexibility would need to be gradual and consistent with the progress made in improving basic
budget management supporting systems including tools, techniques, structures, and subsystems
(Box 3.7).33

3.67 The following recommendations address some of the issues for improving basic
supporting systems. Most of these reforms are being addressed under a comprehensive reform
program for improving public administration.

33 Allan Schick, Box 4 of the Public Expenditure Management Handbook, World Bank.
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Box 3.7 Getting the Basics Right

* Foster an environment that supports and demands performance before introducing performance based budgeting
* Control inputs before seeking to control outputs
* Account for cash before accounting for accruals
* Establish external controls before introducing internal controls
* Establish intemal control before introducing managerial accountability
* Operate a reliable accounting system before installing an integrated financial management system
* Budget for work to be done before budgeting for results to be achieved
* Enforce formal contracts in the market sector before introducing performance contracts in the public sector
* Have effective financial auditing before moving to performance auditing
* Adopt and implement predictable budgets before insisting that managers efficiently use the resources entrusted to them

* Economic and functional classification. Implement the new economic classification and
rationalize the functional classification of the budget system. The Government has
recently introduced a new economic structure for the budget classification which will pave
the way for a more accurate costing of budget activities and a better macroeconomic
analysis of expenditures. To improve the performance focus, the input orientation of the
budget needs to be gradually transformed to focus on outputs and outcomes. This requires
a new functional classification which reflects the main functions of the central ministries.
However, before a new functional classification is designed, a review of these functions is
required based on sector strategies and the appropriate role of the Government in the
specific sectors. Initial steps to improve the functional classification include a realignment
of the budget programs in the process of preparing sector strategies as part of the next
MTEF cycle in the pilot sectors. At a second stage these modifications in the functional
classification will be institutionalized and become a norm for all budget institutions.

* Strengthening budget execution systems by improving cash management and financial
planning. Although substantial progress has been made the ability of the Treasury
Department (TD) to exercise financial planning and cash management, in particular
during the course of the budget year, remains limited. To improve the effectiveness of the
financial planning process that currently takes place in the FIAD this function needs to be
transferred to the TD where the budget execution takes place. In addition, forrnal
procedures need to be established between the TD and other relevant departments to
provide the Treasury with the necessary information for producing cash management
forecasts.

* Direct recording of tax revenues through the Treasury. The current procedures for
recording the revenues need to be improved so that revenues are recorded directly through
the Treasury. This is especially necessitated by the planned introduction of the TGL
which will be designed to maintain classified ledger accounts of revenue inflows. It
should be noted that the current procedure used by the tax department is geared toward
maintaining ledger accounts of taxpayers-tax paid against tax due. Direct accounting of
tax revenues will also pave the way for the rationalization of the Government's banking
arrangements and involvement of the Treasury in authorizing tax refunds, as well as in the
sharing of revenues between central and local governments.
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* Introduction of a plan of Treasury accounts and a computerized TGL. Treasury reforns
will not be complete unless a formal Plan of Treasury Accounts based on a TGL system is
introduced. To ensure acceptable standards in PEM, the TGL needs to be designed based
on the financial management systems and information systems that the TGL must serve.
The computerization of the financial management system will greatly enhance the
accuracy and timelines of the budget information and will generate proper management
reports to be used in budget decision making. The new economic classification will also
facilitate the design of the budget accounting structure and the Plan of Treasury Accounts.

* Fiscal management and budget reporting. Enhancing the scope, content, variety, and
periodicity of budget and management reports from the central Treasury would constitute
one of the main directions of the next stage of Treasury development. Important reports to
be produced by the MoF in addition to the ones currently produced are: (i) fiscal
performance reports for the general Government; (ii) quarterly and annual budget
implementation reports; (iii) reports on extrabudgetary operations; (iv) cash flow
statements; and (v) annual accounts of general government operations. The Treasury
Department should have exclusive authority and the responsibility to produce reports on
the budget accounts on behalf of the Govermnent of Albania.

3.68 Objective 4. Improve budget monitoring and evaluation mechanisms and strengthen
auditing structures. Improved budget monitoring and evaluation would require that capacities
for budget program analysis and evaluation in the Budget Department be considerably
strengthened through establishing a budget evaluation function within the Budget Department
and improving staff skills. The introduction of a more strategic approach to budget formulation
could provide the right incentives for this purpose as the budget staff would be required to
improve the evaluation of the budget programs in the budget proposals.

3.69 While the quality of external audits would need to be improved through applying better
auditing techniques and staff training, internal auditing structures, currently non-existent would
need to be established. The Government has already made initial efforts in this respect by
establishing an internal audit department in the MoF. However, the role of this new department
needs to be defined more clearly and a coherent legal framework needs to be established to avoid
overlapping between different auditing and supervisory bodies

E. Summary and Conclusions

3.70 Albania has made significant progress in improving its public expenditure management
processes. However, to date efforts have focused primarily on creating institutional
arrangements for maintaining aggregate fiscal discipline, with less attention being paid to the
other dimensions of public expenditure management, such as strategic allocation of resources
and technical efficiency. These objectives can be addressed by gradually improving the
performance orientation of the budget while preserving the current achievements in maintaining
aggregate fiscal discipline. In the Albanian context, this would require strengthening the policy
and program orientation of the budget by improving predictability.
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3.71 The strategic objectives presented in the above section emerge from a set of parallel
reforms that the government has already initiated, namely a new strategic approach to budget
management through the introduction of the MTEF and a comprehensive reform to improve
budget supporting systems such as treasury and accounting. Defining the overall strategic
objectives of these reforms is likely to facilitate their effective implementation. The initiated
reforms aim to:

First, a more strategic policy focus should be introduced to the budget management process
which links the allocation of resources and policy planning in a coherent, medium term budget
framework. This would be achieved by: (i) introducing a broader consultative process for budget
decisions; (ii) providing adequate information to the decision makers so that they can make
better informed decisions on budget policy trade-offs; and (iii) improving capacities for macro
and sector policy analysis;

Second, a policy oriented approach to budgeting requires a more strategic approach to budget
formulation, which can be achieved by: (i) fully integrating Government policy initiatives, such
as the Growth and Poverty Reduction Strategy and the Stability Pact; and, (iv) ensuring full
integration of the recurrent and investment planning processes.

Third, the benefits of a policy-oriented budget management cannot be achieved without
strengthening and consolidating budget supporting systems and related processes to provide
spending agencies with the right incentives and tools for improved budgetary performance and
increased accountability in public service delivery. This will be achieved by continuous reforms
to (i) improve budget classification; (ii) strengthen Treasury management; and (iii) improve the
accounting structure

Fourth, to ensure checks and balances in the broader financial management systems internal and
external audit practices need to be strengthened, while budget monitoring and evaluation should
be improved in an effort to increase transparency and accountability. Finally, they emphasize the
need to improve capacities and streamline organizational structures related to PEM, to maximize
the benefits of improved expenditure management practices.

3.72 As noted throughout this chapter the Albanian Govemrment has already embarked on a
new approach to budget management by initiating an MTEF for the period 2001-2003, which
aims to strengthen strategic budget management. The following chapter describes in detail the
process and the experience during the first year of its introduction, with the 2001 budget, and
provide specific recommendations for improving the MTEF process in the next cycles.



Chapter 4

A Strategic Approach To Budget Management

4.1 Chapter 3 identified the current weaknesses of the public expenditure management
system in Albania and defined the overall strategic objectives of the reform agenda, emphasizing
the importance of a more strategic approach to budget management for improving performance
in the public sector. Consistent with these objectives the Government has initiated a set of
comprehensive reforms to improve the current system. Parallel with the PEIR exercise the
Government initiated the preparation of a three-year Medium Term Expenditure Framework
(MTEF), starting with the 2001 budget, which represents a new approach to public expenditure
management and aims to provide a better link between policy planning and budgeting. The
MTEF will be updated and rolled forward each year in order to maintain a three-year horizon for
the planning of public expenditure.

4.2 The approach in introducing the MTEF in Albania draws on broader international
experience with the introduction of strategic expenditure planning in both OECD and developing
countries. It also brings together a number of previous initiatives that were already taken,
including: (i) the experiences, since 1993, with sector policy and program development under the
PIP; and (ii) the integrated exercise that was initiated on a small-scale during the Kosovo refugee
crisis in 1999 to allocate additional budgetary support to priority areas. It also draws on a
comprehensive PEM reform program as part of the Government's agenda to reform public
administration.

4.3 From the outset, it was recognized that the MTEF in Albania had to be seen as an integral
part of the annual budget cycle and should not to be developed as a parallel exercise." It was also
considered important that the MTEF process be viewed as emp9wering line ministries, thereby
providing them with the right incentives to participate in the process. These requirements were
reflected in the way the MTEF was linked to the budget process as well as in its integration with
other initiatives aimed at strengthening budgeting and public expenditure management.
Although the MTEF is primarily linked to the budget formulation process, its impact and
benefits are much broader and cannot be realized unless all the other elements of the budget
management process, such as budget execution, monitoring, and evaluation, are improved.
From that perspective, the introduction of the MTEF in combination with other reforms2 for
improving basic support systems to budget management will over time address the objectives set
out in the previous chapter, including a more contestable, consultative and participatory process
to budget preparation and decision making, as well as improvements in transparency and
accountability in budgeting (Box 4. 1).

' For example, in South Africa the initial MTEFs had limited impact because they were perceived as an exercise
separate from the budget process. It was only after the MTEF was fully integrated into the budget preparation cycle
that it was taken seriously by line ministries and politicians.
2 The Government has undertaken a comprehensive reform for improving Public Administration supported by a
number of donors. Improvements in the Public Expenditure Management systems are the largest component of a
technical assistance project whose main elements are improving the process for policy formulation and coordination
at the center of the government, public financial management, and human resource management.
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Box 4.1: MTEF and Budget Transparency

International experience suggests that by introducing a more strategic approach to expenditure management an
MTEF can play an important role in improving the transparency and accountability of public expenditure
planning. Transparency and accountability can be further enhanced by:

* Making the process ofpreparing the MTEF inclusive. This can be facilitated by keeping ministers and
officials informed of progress at key stages during the preparation of the MTEF and by having sector
ministries taking the lead role by developing resource constrained expenditure strategies for their sectors.
The MTEF can thus help to improve communication and co-ordination between the finance and sector
rmnistries.

* Using the MTEF as the format for the Government to present its strategic expenditure proposals to
Parliament. This can help broader the understanding of the government's expenditure program and the
strategic choices that to be faced. The conclusions of the parliamentary discussion can then be fed back into
the finalisation of the draft Budget. At the same time, parliamentarians will be better informed of the
underlying basis on which the budget proposals had been prepared.

* Publication of the MTEF document and seekingfeedbackfrom NGOs, academics and civil society
representatives. The conclusions from such consultation can then be incorporated into the preparation of the
Budget proposals and also into preparation of the next MTEF.

* Making the MTEF document the basis for presenting the Government's program at an annual donor
meeting. This can help to emphasise that utilisation of aid resources should occur within the context of the
government's overall expenditure program, and be linked to a coherent framework of sector policies and
programs. It can also aid integration of aid resources into the budget process.

In parallel with the increasing openness in public expenditure planning, an MTEF can also encourage greater
transparency in budget performance. This requires the development of effective indices and perforniance
measures, not only of final budget outputs and outcomes but also of intermediate measures of budget
management, such as the index of deviation comparing budget allocations with budget outtums. As the sectoral
content of the MTEF is developed, more detailed performance indicators can be used, both in reviewing past
performance and as a tool for formulating monitorable targets associated with expenditre projections.

4.4 This chapter provides an overview of the first year of experience in the preparation of the
MTEF and how it is expected to lead to improvements in public expenditure management in
Albania. It describes the main elements and key features of the MTEF exercise for 2001-2003
and its integration with the budget cycle (Section A). It continues with an assessment of the
macro-fiscal framework (Section B) and an assessment of the issues in preparing sector
expenditure strategies (Section C). Finally, it looks at the lessons learned from the first year of
its implementation and the implications for further developing the MTEF exercise in future years
(Section D).

A. Overview

A.1 Main Elements of MTEF and Integration with the Budget Cycle

4.5 The 2001-2003 MTEF in Albania was built around four elements: (i) the elaboration of
the macro-fiscal framework for public expenditure; (ii) an analysis of the economic categories of
expenditures; (iii) the development of sector expenditure strategies that link sector policies to
spending priorities and identify measures necessary to improve the technical efficiency of
resource use; and (iv) the development of expenditure plans consistent with both the macro-fiscal
framework and the sector expenditure strategies.
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4.6 The MTEF was fully integrated into the budget cycle. In order to set the framework for
preparation of the annual budget, the MTEF was prepared during the first half of the financial
year, so that its recommendations could be integrated into the budget guidelines sent to line
ministries at the outset of budget preparation. More specifically, the process for the preparation
of the MTEF in Albania went through the following steps:

* Initiation of preparation of the MTEF in February 2000 with the presentation to the
Economic Policy Committee of the Council of Ministers of the MTEF Issues Paper.
This (i) set out the timetable for preparation of the MTEF; (ii) identified the key policy
choices and public expenditure issues to be analysed; and (iii) provided preliminary
estimates of the resource framework and its implications for sector policies and
strategies.

* Subsequent preparation of the macroeconomic framework and sector expenditure
strategies during February to May involving the MoF, MoECT and line ministries.
This culminated in an inter-ministerial workshop to review inter-sectoral and intra-
sectoral priorities for the coming three-year period (Box 4.2).

- The MTEF was then finalised and presented to the Council of Ministers in early June
and then used as the basis for issuing the Annual Budget Guidelines initiating
preparation of the annual budget.

The timetable also envisaged the presentation of the MTEF to Parliament and its subsequent
publication enabling it to be used as the basis for a consultation meeting with Albania's main aid
partners as well as for wider public consultation.

4.7 Figure 4.1 shows how the MTEF process fits within the annual budget cycle.
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Figure 4.1: MEDIUM-TERM EXPENDITURE FRAMEWORK AND BUDGETING CYCLE
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A.2 Key Features of the 2001-03 MTEF

4.8 The first round of the MTEF included only five pilot sectors. Time and capacity
constraints meant that preparation of the 2001-03 MTEF had to adopt a more compressed
timetable. Consequently the sector analysis was focused on a limited number of key sectors:
education, health, municipal infrastructure (public works), social protection, and transport3 which
together accounted for around 60 percent of total public expenditure. These constraints also
limited the depth of the analysis that could be undertaken of the main economic categories of
public expenditure, particularly the analysis of wagebill issues in the context of the
Government's public administration reform program. Nevertheless, the Ministry of Finance
(MoF) exercised strong and effective leadership over the work, while line ministries gave
pnority to the preparation of the sector strategies. At the Budget Options Workshop held at the
end of May 2000, line ministries welcomed the opportunity to review strategic budget issues
within a cross-sectoral forum. There was also strong endorsement of the new approach when the
MTEF was subsequently reviewed and approved by the Council of Ministers.

Box 4.2: The MTEF Budget Options Workshop

Over 50 participants attended the MTEF Budget Options Workshop, held in Durres at the end of May. The
meeting highlighted a number of important public expenditure issues, some of which due to time limitations had
not been adequately addressed in the initial MTEF work. These included: (i) revision of estimates of privatisation
receipts following the recent successful auction of Albania Mobile Communications; (ii) development of realistic
wagebill scenarios linked to further selective staff reductions, restructuring of government mninistries, and
improvements in the competitiveness of government salaries; (iii) establishing clear government policies
regarding subsidies, particularly for energy and transport; (iv) ensuring more adequate financing of operations
and maintenance expenditures; (v) ensuring better oversight of the financing of social insurance with decisions on
budget subsidies being taken in the context of the Government's wider social protection policies; (vi) reviewing
the projected decline in levels of public investment in the health sector which appeared inconsistent with the
priority assigned to the sector in the MTEF; (vii) integrating the budgetary impacts of decentralization proposals
into the framework; and (viii) using the MTEF to provide to the Council of Ministers altemative scenarios for the
allocation of budgetary resources.

A general conclusion of the workshop was that the expenditure proposals put forward by the MoF were too
cautious with the proposed resource ceilings sometimes not reflecting adequately the priorities identified in the
sector analysis. However, this was partly explained by the lack of depth in the underlying analysis and also by
the absence in some sectors of well-developed reform proposals that could by used to justify major shifts in
resource allocations.

By bringing the discussion of sector expenditure programs into a common forum, the workshop succeeded in
highlighting the trade-offs that had to be made between sectors in establishing appropriate budgetary resource
ceilings. This was an aspect of the workshop that would have benefited from longer discussion. More generally,
the time allocated for the workshop was insufficient and in future years a second day should be allowed for the
discussion of sector programs.

In each of these sectors the MoF together with the line ministry prepared a sector expenditure strategy matrix
identifying the priority areas for public expenditure over the coming three year period and undertook an analysis of
existing expenditure allocations and the extent to which they matched these priorities. This analysis was
summarized in a series of technical notes that formed part of the MTEF documentation.
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4.9 Preparation of the MTEF was also facilitated by the finalization of the 2000-03 PIP
during the first quarter of 2000. This enabled the investment plans contained in the PIP to be
brought within the broader public expenditure proposals contained in the 2001-2003 MTEF
which themselves were consistent with a realistic assessment of expected future donor funding
commitments.4 While this ensured that the MTEF was comprehensive, it also highlighted the
risk of the MTEF becoming an aggregation of separately determined plans for recurrent and
investment spending. In future years, the MTEF should therefore be prepared in advance of the
elaboration of the Government's medium-term proposals for public investment thereby ensuring
that these investment plans are driven by the strategic framework provided by the MTEF.

4.10 The final MTEF proposals presented to the Council of Ministers comprised five principal
elements. These were: (i) the macroeconomic outlook and its expected impact both on the
resources available to the budget and on public expenditure demands; (ii) the resource
framework for the MTEF covering projections of governnent revenues, external financing and
domestic financing; (iii) the expenditure framework for 2001-03 and issues related to the major
economic categories of public expenditure; (iv) the analysis of sector expenditure priorities and
resource allocations, with particular emphasis on the five pilot sectors; and (v) the proposed
sector resource ceilings for 2001-03 (Box 4.3).

4.11 The MTEF was used as a basis for preparing the Annual Budget Guidelines for the 2001
budget. Following its approval by the Council of Ministers, the MTEF was used as the basis for
preparing the guidelines for the 2001 Budget which were issued by the MoF at the beginning of
July. These emphasized that line ministry budgets should be prepared in conformity with the
policy directions and sector resource ceilings contained in the MTEF. They also required that
budget proposals in the five pilot sectors be consistent with the sector strategies and that they set
clear objectives and monitorable indicators. The MTEF priorities were further emphasized in a
public statement made by the Prime Minister regarding the spending priorities for the 2001
budget.

4.12 The MTEF was presented in a widely attended conference with participation from the
Government, the civil society, Parliament, and the donor community. Following approval of the
draft 2001 budget by the Council of Ministers, the MTEF was updated to incorporate the 2001
estimates and revised projections for 2002-03 to reflect subsequent updating of the
macroeconomic framework and the 2001 draft budget allocations. Some changes were also
necessitated to take account of the new budget classification introduced with the 2001 budget.
The MTEF was then presented to the donor community conference held in December 2000. The
Conference Declaration emphasized the role of the MTEF in translating sector policy objectives
and strategies into public expenditure allocations and in providing a framework for aid
coordination.

4 Unlike some other countries the PIP in Albania has always sought to reflect a realistic assessment of available
funding. Thus actual commitments of external commitments during 1998 and 1999 were 79 percent of those
projected in the 1998-2001 PIP.
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Box 4.3: Summary of 2001-03 MTEF Proposals

Element Projections and Proposals in 2001-03 MTEF

Macroecononi * Economic growth of around 8% per year during 2001-03.
c Outlook * Inflation controlled within the range of 2%-4%.

* Gradual reduction in the current account deficit.
* Rapid increase in public investment based on implementation of projects for which external

financing has already been committed.
* Debt-service payments to remain at less than 10% of annual exports, foreign debt as share of

GDP to remain unchanged.

Resource * Need to strike a balance between financing the increases in public spending necessary to
Framework improve public infrastructure and services and achieving greater fiscal sustainability through

reducing the domestically financed budget deficit.
* Domestic revenues projected to increase from 22.5% of GDP in 2000 to 23.6% in 2003

linked to: (i) further improvements in VAT admninistration; (ii) enactment of the law on
taxation of income; and (iii) expanded participation in the social insurance scheme and
reduced evasion of contributions.

* External budgetary support falling from 2.8% of GDP in 1999 to 0.6% in 2001 and to be
eliminated by 2003.

* Externally financed public investment to increase from 3.7% of GDP in 2000 to 5.7% in 2003
driven by the large carry forward of undisbursed commnitments in the infrastructure sectors.

* Domestic financing projected to fall from 5.0% of GDP in 2000 to 3.1% in 2003.

Expenditure * Spending projected to increase by 41 % from Lek 172 billion in 2000 to Lek 242 billion in
Framework for 2003.

2001-03 * Central government spending to increase from 22.1% of GDP in 2000 to 23.9% in 2003 with:
0 wagebill allocations increasing from 5.9% to 6.1% of GDP during 2001-03 with substantial

increases in public service salaries linked to further reductions in public employment and
decompression of salary scales;

0 operations and maintenance spending to increase from 4.3% of GDP in 2000 to 5.3% in
2003 to support better maintenance of public infrastructure and imnprovements in public
services;

0 transfers from the Budget to the Social Insurance Institute declining from 2002 following an
actuarial review of the social insurance program; this reduction to be offset by improved
collection of social insurance contributions.

0 social assistance transfers maintained at 1.2% of GDP, linked to better targeting of benefits.
0 public investment increased from 6.5% of GDP in 2000 to 8.4% in 2003 reflecting due to

increased disbursement of external project financing, domestically funded investment
unchanged as share of GDP.

* Outlays from extra-budgetary funds (health and social insurance) projected to increase by
61% from Lek 19.6 billion in 2000 (3.6% of GDP), to Lek 31.6 billion in 2003.

* Revenues assigned to local governments to increase by 92% from Lek 1.3 billion in 2000 to
Lek 2.4 billion in 2003.



64 Chapter 4

Box 4.3: Summary of 2001-03 MTEF Proposals (Cont'd)

Sector Review of expenditure programs in pilot sectors highlighted;
Expenditure O health and education spending that in GDP terms was well below other countries in the

Priorities Region;
0 insufficient targeting of social protection expenditures towards poverty alleviation;
0 insufficient spending on primary level services in health;
0 inadequate provision for road maintenance; and
0 the need for improved sector program management.

Sector * MTEF proposals for the distribution of recurrent spending involved:
Resource 0 sustaining, as a share of GDP, the enhanced levels of spending in recent years on public

Ceilings for order;
2001-03 0 continuing cutbacks in defense spending, but at a more gradual pace than in recent years;

0 significantly increasing spending on health and education consistent with a gradually
increasing share of GDP allocated to these sectors;

O maintaining the share of GDP allocated to social security and welfare, but with increased
spending concentrated on social assistance programs that benefit the poor; and

O maintaining the share of GDP allocated to economic services (primarily transport) but with
increases concentrated on operations and maintenance allocations.

MTEF proposals for public investment spending reflected the priorities set out in the 2000-
03 PIP and took account of the substantial carry forward of donor commitmnents.
Investment in infrastructure was projected to increase rapidly. New funding there would be
oriented more toward public service reform.

B. Preparation of the Macro-Fiscal Framework for the 2001-03 MTEF

B.1 Methodology

4.13 The first element of the MTEF was the elaboration of a three-year macro-fiscal
framework that provided the basis for projecting public expenditure allocations. Given the
limited macro and fiscal forecasting analysis capacities, this framework was based on the
framework provided by the IMF program, although as these capacities are built up the
framework will increasingly reflect the Government's own forecasts and analysis. Preparation of
the macro-fiscal framework went through the following methodology: (i) analysis of trends and
developments in the real economy and their implications for public sector revenues and public
expenditure demands; (ii) analysis of domestic revenue trends and issues, assessment of the
likely impact of new revenue initiatives and measures, and preparation of revenue projections;
(iii) assessment of trends and issues in external project financing and preparation of projections
of commitments and disbursements; (iv) projections of external budgetary support and domestic
borrowing; (v) assessment of foreign and domestic borrowing projections in the context of
overall fiscal sustainability; (vi) setting of the consolidated budget resource framework for the
coming three-year period.

4.14 An integral part of the macro-fiscal analysis was an analysis of the key expenditure issues
relating to the major economic categories of public expenditure, issues that either cut across all
sectors or have implications for the macroeconomic situation and/or spending programs in other
sectors. They included initiatives such as the poverty reduction strategy, public administration
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reform, and the anti-corruption initiative that involve interventions in a number of sectors. They
also included economic categories of expenditure such as the public sector wagebill, operations
and maintenance spending, entitlement program, subsidies and investment. In the next round
this analysis should be complemented to include the appropriateness of the present levels of
allocation and the sustainability of existing spending policies and trends. Particularly important
in the Albanian context are: (i) the analysis of fiscal implications of public administration
reform, (ii) the impact of public sector wage settlements; (iii) the balance between wage bill and
operations and maintenance expenditures; (iv) the fiscal sustainability of social protections
entitlements; and (v) subsidy payments to KESH.5

B.2 Assessment ofthe Macro-framework in the 2001-03 MTEF

4.15 The macro scenario in the 2001-03 MTEF is broadly consistent with the macro scenario
outlined in Chapter 1. The MTEF assumes a somewhat higher growth rate of 7-8 percent in view
of Albania's recent privatization of strategic enterprises and continued efforts at structural
measures. The current account deficit is projected to decline to about 7 percent in 2001 and 2002
before declining further in 2003. Inflation is projected to remain in the range of 2-3 percent
annually.

4.16 The 2001-03 MTEF foresees the continuation of the prudent fiscal policies which
Albania has pursued since 1997, but it might be wise to aim for a slightly sharper adjustment.
During the next three years, the MTEF assumes a reduction in the domestically financed fiscal
deficit from 5 percent of GDP in 2000 to 3.4 percent in 2003, which is consistent with recent
trends. The fiscal sustainability model presented in Chapter 1 assumes a somewhat larger
reduction in this deficit to 3 percent of GDP in 2003. Given the high level of domestic debt, the
Government should aim for the highest possible reduction in domestic borrowing without
compromising priority expenditures.

4.17 Tax revenues to GDP are projected to increase by about one percentage point, from 16.1
percent of GDP in 2001 to 17 percent in 2003. This increase is somewhat smaller than that
projected in the fiscal sustainability model, the latter emphasizing more strongly the need (and
potential) to improve revenue collection.

4.18 Privatization revenues, which in the revised 2000 budget are expected to amount to about
1.8 percent of GDP, will continue to be a significant source of domestic revenues during the next
two years. The MTEF foresees privatization revenues amounting to 1.5, 0.6, and 0.4 percent of
GDP in 2001-2003, respectively. This is based on the assumption that over the next three years
several of the remaining strategic companies will be privatized (e.g., the second GSM license,

6Albtelecom, Albpetrol, Savings Bank). Privatization revenues are expected to decline
significantly in the following years. The fiscal sustainability model makes similar assumptions,
however, revenues for 2002-03 are projected to be slightly smaller. Privatization revenues for

5 KESH is the Albanian Energy Corporation.
6 About two-thirds of the privatization revenues for 2001 (US$42 million) are the remaining payment for the privatization of
Albanian Mobile Telecommunications, which took place in 2000. The remaining amount is expected mainly from the sale of
the second GSM license.
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the remaining state-owned enterprises are very difficult to predict and it would not be prudent to
budget expenditures which in the event of non-realization of privatization revenues would have
to be cut. In the event that actual privatization revenues exceed the levels projected for the next
two years, the recommendation should be to apply these "excess" revenues toward reducing
domestic debt and not to use them to "boost" current expenditures, where in subsequent years
either increased revenues or larger borrowing would have to support the increased level of these
expenditures.

4.19 The expenditure program under the 2001-03 MTEF emphasizes priority needs for
investment and social expenditures. Capital expenditures are envisaged to increase by 1.5
percent of GDP in 2001 (Table 4.1). In addition, expenditures on health and education are
budgeted to rise in real terms by 19 and 15 percent, respectively. Emphasis has also been put on
increasing the allocations for operations and maintenance. These expenditures are expected to
lead to an initial rise in the budgetary deficit.

4.20 The amount of foreign loans used to finance public investment is expected to rise to 5.6-
5.8 percent of GDP in 2002-03. Domestic financing of investment in the MTEF will stabilize at
around 3 percent of GDP. The fiscal sustainability model makes slightly more conservative
assumptions about the inflow of foreign finance for public investment needs. These assumptions
are consistent with the envisaged reduction in the current account deficit, while leaving room for
increases in private investment. The limited absorptive capacity of the country is also an issue in
this context.

4.21 Foreign financing at levels considerably higher than those assumed in the fiscal
sustainability model would also lead to a higher current account deficit. However, as long as
these inflows are used for productive public investment, the temporarily higher current account
deficit could be justified. Albania's foreign debt burden is not excessive, and as long as foreign
financing can be obtained at highly concessional terms, the budgetary impact of the interest
burden will remain small.

4.22 The MTEF macro-fiscal framework, in particular the public investment needs, for the
next three years needs to be revisited to include the costing of the poverty reduction programs
and other related expenditures that are currently being identified in the context of Albania's
Growth and Poverty Reduction Strategy. It is conceivable that more concessional financing will
be made available to Albania in response to continued prudent macroeconomic policies and in
support of clearly identified priority needs. It should also be noted that the assumptions
underlying the MTEF seem somewhat on the optimistic side regarding the absorption of foreign
financing and privatization revenues. In the same vein, assumptions regarding domestic revenue
mobilization are somewhat on the cautious side.
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Table 4.1: 2001-03 MTEF Fiscal Framework
(in percent of GDP)

2001 2002 2003

Total Revenue 22.9 23.1 23.7

Total expenditures 32.1 33.0 33.1
Current Expenditures 24.8 24.1 24.3

Interest 4.1 3.4 3.1
Capital expenditures 7.4 8.9 8.7

Domestically financed 3.4 3.1 3.1
Foreign financed 4.0 5.8 5.6

Overall balance -9.2 -9.9 -9.4

Financing 9.2 9.9 9.4
Domestic financing 4.6 3.7 3.4

Privatization receipts 1.5 0.6 0.4
Foreign financing 4.5 6.2 6.0

Source: Ministry of Finance.

C. Sector Expenditure Strategies and Expenditure Plans for the 2001-03 MTEF

C] Methodology

4.23 The second element of the MTEF involved the development and updating of sector
expenditure strategies for each of the main sector components of the public expenditure program.
The aim of these strategies was to ensure that public expenditure allocations are driven by sector
policies and program priorities, and that resources are effectively utilized within sector programs.
The initiation of these strategies was preceded by an analysis of recent expenditure trends in the
sector and current expenditure allocations between the main program areas, in order to have a
clear indication of the expected order of growth of the budget for the sector (Box 4.4).

4.24 The third element of the 2001-03 MTEF was the development of the three-year
expenditure plans consistent with the macro-fiscal framework and sector expenditures, broken
down between the main program areas within each sector. Expenditure plans comprised two
principal components:

* Planned allocations for each of the main components of public expenditure covering
recent trends and projections for (i) statutory and discretionary expenditure broken
down between the main economic categories of public spending; (ii) central and local
government spending; and (iii) budgetary and extrabudgetary spending.

* Sector expenditure plans showing past and projected spending across all sectors and
between program areas within sectors.

Following their approval by the Government, these expenditure plans provided the resource
ceilings used by the line ministries to plan their program activities and detailed budgets.
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Box 4.4: Preparation of the Sector Expenditure Strategies

The MoF guidelines stated that the preparation and updating of sector expenditure strategies was an integral part of the
annual MTEF/Budget cycle to be undertaken during February to April. The guidelines identified a sequence of four distinct
stages in the preparation of the sector expenditure strategies:

Stage 1. Setting indicative resource guidelines which indicate the expected order of magnitude of future public spending in
the sector and which also show how existing resources are allocated between the key programs areas within the sector. The
guidelines envisaged that this analysis would be contained in a short background note prepared by the MoF for each of the
sectors in which strategies were to be prepared.

Stage 2. Summarizing the overall policy objectives for the sector and identifying the main programs areas through which
these objectives would be achieved.

Stage 3. Carrying out for each of these programs areas:
An assessment of the current situation and key issues to be addressed, focused on the way in which resources are currently
utilized;
* a statement of the specific objectives and policies to be pursued;
* an analysis of the role of government distinguishing: (i) between central and local government responsibilities; and

(ii) between those areas in which the govemment plays a regulatory or facilitating role and those in which it is
responsible public service delivery.

* an assessment of the implications for future public expenditure allocations both in terms of the share of total sector
resources and the measures necessary to ensure more effective use of existing resources;

• a presentation of the priority measures to be taken over the coming three years and the changes in resource allocations
necessary to realize these measures.

Stage 4. Providing reconmnendations for how allocations should change over the coming three year period, taking into
account existing pattems of resource use as well as the results of the analysis from the previous stages.

4.25 The MoF circulated the guidelines for the preparation of the sector expenditure strategies
to line ministries during February 2000. These guidelines identified four main stages to the
preparation of the sector expenditure strategies (Box 4.4). The preparation of the strategies was
coordinated by sector working groups (SWGs) chaired by the line ministry and including
representatives of ministries and line agencies involved in the sector as well as of the Ministry of
Economic Cooperation and Trade and the MoF. This process culminated in a sector strategy
workshop to agree on: (i) the priorities between the program areas consistent with sector policies;
and (ii) recommendations for future budgetary allocations. Thereafter, the sector strategy was
finalized and formally submitted to the MoF. The MoF consolidated the sector strategies and set
out its proposals for sector resource allocations for inclusion in the MTEF.

4.26 The MoF guidelines proposed that the sector expenditure strategies should be
summarized in a matrix format. This was seen, as providing a concise but rigorous analysis and
enabling comparisons to be made across sectors. A four column matrix was adopted showing
against each of the program areas within the sector: (i) the current situation and key issues;
(ii) the role, objectives, and policies of the government; (iii) the priority actions to be taken
during the 2001-03 MTEF; and (iv) the implications of these actions for public expenditure
allocations.

C.2 Public Expenditure Issues Identified in the Sector Expenditure Strategies

4.27 The sector expenditure strategies highlighted a number of key public expenditure policy
issues that were applicable to one or more sectors. Broadly, these issues divided into four main
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groups relating to: (i) the role of government (ii) policy and program management; (iii) the
efficiency of resource use; and (iv) access to public services.

Role of Government

4.28 The format for the sector expenditure strategies required an analysis on the role of the
state in each sector. Such analysis is necessary in order to define future public expenditure
demands and priorities and is particularly important in transition economies, such as Albania,
where the role of government is undergoing fundamental changes with many former state
functions being transferred to the to the private sector. The initial MTEF exercise highlighted
three levels at which role of the state issues needed to be analysed in greater depth: (i) in
questioning what activities the state should be involved in; (ii) in assessing requirements as
financier, provider, and regulator; and (iii) in considering the requirements for and implications
of decentralization.

4.29 Reviewing the Role of Government. The sector expenditure strategies could have
benefited from more in-depth analysis and questioning of the role of the government. In general,
line ministries tended to see their role in terms of the continuation of existing programs and
activities, particularly where these were reflected in the departmental structure of a ministry with
an entrenched institutional interest in maintaining the status quo. Such a situation risks
continuing budgetary financing to activities which are either no longer relevant to the
implementation of government policies and strategies or which could be better performed by the
private sector.

4.30 In education, the sector strategy failed to identify the need for a fundamental review of
vocational education provision. The sector expenditure strategy for public works regarded
homelessness primarily as a problem of housing construction, rather than as a social protection
issue. Government efforts to promote housing construction could be more effectively addressed
through: (i) amending legislation on restitution and legalizing informal settlement;
(ii) streamlining procedures for obtaining building permits; and (iii) introducing an affordable
voucher-based system for social housing entitlements linked to rental of private accommodation.
In the Transport sector the Government is continuing to fund technical institutes, such as the
Transport Institute, that provide design, engineering and management services that are better
suited to, and increasingly provided by, the private sector. While the budgets of these
organisations tend not be large in terms of the total sector budget, the privatization or curtailing
of non-core functions could release resources for strengthening the line ministry sector policy
and management functions which tend to be significantly underfunded. In some sectors, such as
social care and to a lesser extent health, NGOs have an important role in financing and
providing services that supplement the limited state funding and which target resources at the
most needy. However, the social protection sector strategy noted the need to co-ordinate
government and NGO provision.

4.31 In rolling forward the MTEF exercise, line ministries should be encouraged to question
the role of government in their sectors and identify functions that in future could be undertaken
by the private sector. This discussion could be facilitated by the MoF explicitly raising these
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issues in the MTEF Issues Paper and requiring line ministries to address them in their subsequent
sector expenditure strategy submissions.

4.32 Identifying the Responsibilities and Requirements for Financing, Provision, and
Regulation. The initial MTEF exercise also highlighted the need for a more detailed and
systernatic analysis of the role of government in each sector in terms of financing, provision, and
regulation.

4.33 Financing. Financing issues give consideration to the extent which a service requires
financing from the state budget or whether it can be financed wholly or partially through user
charges

* Increasing budget allocations for education and health where current levels of
expenditure are well below the average for lower middle income countries

* Allocating resources from subsidizing contributory social insurance benefits to permit
increased spending on social protection programs

* Requiring action on tariff reform, illegal connections, and management, in order to
increase the available funding and reduce potential demands against the state budget.7

4.34 While the initial MTEF identified the broad strategic issues and choices, it failed to set
out the necessary steps to implement the proposals and to consider some of the practical issues
involved.

* Provision. A further set of issues that should be considered during the preparation of
the sector strategies concerns the extent to which the state should be a provider of
public services that could be financed by other sources independently. In considering
the role of the state as a provider of public services issues of effectiveness and
efficiency in providing the services should be considered.

* Functions in which the state is already competing with the private sector (e.g.,
architectural and engineering services provided by technical institutes) and in which it
does not have a strategic role should be candidates for immediate privatization.

* For larger scale public utilities operations, where there has been little private sector
involvement, engaging private sector providers (whether under a management
contractor or through privatization) needs to be approached more carefully. Factors to
be taken into account include the strength of investor interest, an assessment of private
sector capacity, and the creation of an appropriate regulatory framework.

* Regulation. The sector expenditure strategies generally gave relatively little attention
to the regulatory role of government. To an extent this may reflect the limited direct

In the power sector budget subsidies, primarily for the import of electricity from neighbouring countries, have
increased to around 0.5 percent of GDP largely as a consequence of the failure to move ahead with the implementation of
commercialization reforms.
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financing implications. However, regulatory functions in many sectors are not well
developed and represent a major constraint to the realization of sector policies and
expenditure plans. For example, in the past the Utilities Regulatory Commission has
not required public utilities to set commercial tariffs and in some cases has even
reduced tariff proposals which did not cover operations and maintenance costs.
Relatively slow progress in finalizing and implementing enabling legislation8 has also
prevented effective tariff enforcement, with consequent budgetary implications. In
rolling forward the sector expenditure strategies, the Government's regulatory role
should be more specifically addressed and the required actions and financing
requirements assessed.

4.35 Decentralization. The issue of decentralization applies at two levels. First there is the
division of responsibilities between central and local government. Second, there are the
requirements for decentralization in the management of resources within sector programs.
Neither levels were adequately considered in the sector expenditure strategies although both have
significant implications for the way in which resources are utilized and for the effectiveness of
resource use. Decentralization raises questions for all the sectors but in particular for the future
role of the Ministry of Public Works (MoPW) with many areas of its mandate falling under local
government responsibility.9 The rolling out of fiscal provisions of the Government's
decentralization programl should be integrated with the MTEF process, with the MTEF
including an assessment of the fiscal issues and implications of the proposed measures.

Policy and Program Management

4.36 The sector expenditure strategies highlighted weaknesses in organization and
management affecting the implementation of sector policies and planned program reforms.
Such weaknesses were identified in: (i) high level policy commitment and accountability:
(ii) planning and management functions within line ministries; and (iii) management at the
operational program level.

4.37 Policy Commitment and Accountability. The Government is committed to a strong
program of sector reform and has achieved considerable successes in a number of areas.
However, in some sectors insufficient commitment and accountability has undermined the
implementation of agreed reform measures. In the case of energy,"1 weaknesses in sector
management had resulted in slow progress in implementing agreed institutional reforms, in
introducing tariff reforms, and in addressing the prevalence of illegal connections and theft of
electricity. The lack of progress resulted in the suspension of over US$100 million of donor
funded projects since 1997. This had very adverse consequences for the reliability of power
supplies owing to delays in the rehabilitation of generating capacity and in the completion of

8 For example, in the case of water supplies, the draft "Normative Local Law on Water" and the draft "Local Regulation for
Water Provision."
9 The response of the MoPW to this issue was to emphasise its responsibilities in regulating construction activity, a function
which in many countries falls under the local govemment ministry, and in managing the Govemment's construction program, a
function which in most countries is devolved to the responsible sector ministries.
10 The Govemment has already prepared a decentralization strategy and is in the process of finalizing the legal framework.
" Not one of the MTEF pilot sectors.
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essential investment in transmission networks to cope with increased electricity imports. It has
also necessitated substantial budget subsidies to help meet the cost of imported electricity.

4.38 Achieving stronger policy commitment and accountability across government implies the
need for improvements in policy coordination capacities at the center of Government. This will
require the rationalization of the management of policy formulation and coordination within the
Council of Ministers (CoM) backed up by the development of professional capacities within the
CoM to provide systematic analysis of policy issues and proposals within a wider cross-sectoral
framework. It will also be facilitated by the implementation of measurers under the
Government's public administration reformn program to establish an independent merit-based
civil service.

4.39 Planning and Management Functions. Poorly developed planning and management
functions, together with inadequate informnation, reporting, and monitoring systems, were
identified as a key constraint in all the sector strategies. In the case of education and health, the
sector ministries have lacked the basic functions of policy analysis, planning and financial
management, mechanisms to frame and monitor reform initiatives, and consultative processes for
creating broad ownership of reform directions. Without these capacities the ministries have not
been able to lead the process of sector reform with the result that reform has been ad hoc and has
not represented a coherent attack on the sectors' problems. Accountability has also been weak.
Consequently, in education, beneficiaries and stakeholders perceive that they have little
influence over the educational process and largely view schools as institutions divorced from the
community.

4.40 Recognizing these weaknesses, a number of ministries, including Education and Health,
have now initiated the establishment of sector policy and programming units. In some others,
such as Agriculture, Transport, and Public Works, program coordination offices have been
established primarily to coordinate and facilitate the implementation of externally financed
projects. However, there is a risk that these initiatives could become fragmented if they are
regarded through only one aspect, such as a policy formulation, or the management of external
financing, rather than being integrated across the policy, planning, and budgeting function. In
setting up policy and programnming units in line ministries, the mandates of these units should be
extended to include preparation of the annual budget and coordination and management of donor
assistance to the sector. As an initial step, the Department of Public Administration, in
consultation with line ministries, could establish generic terms of reference and staffing
structures for these units.'2 It will be important to ensure there arrangements are in place to
provide the basic data required for the planning of public infrastructure and service provision.

4.41 Weak Operational Management. At the program level, weaknesses in operational
management were identified. In the case of transport, these weaknesses meant that the resources
available for the maintenance of the national road network were not being used effectively (Box
4.5). In identifying public spending priorities in the context of the MTEF, line ministries should
be required to spell out the requirements for strengthening operational management and the
timetable for their implementation. The release of additional funding should be made
conditional on the implementation of these measures.

12 A more detailed discussion of the role of sector policy and programming units is included in Chapter 1.
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Box 4.5: Road Maintenance - Weaknesses in Operational Management

In the transport sector weaknesses in operational management result in inefficient utilization of the budgetary resources
allocated for road maintenance:
* The force account arrangements under which maintenance is carried out are ineffective without an organized program of

maintenance and without the separation of "client" and "contractor" relationship to manage the road maintenance
program and ensure that the work has been properly executed.

* There is no use of economic evaluation techniques to determine how the limited resources for road maintenance can
best be utilized.

* Annual funding allocations are subject to wide fluctuations, partly because periodic maintenance is funded from the
investment budget, resulting in wide variations in capacity utilization.

With road maintenance spending under the MTEF targeted to increase by one-third over the next three years, improvements
in operational management will be essential and should be seen as a pnor requirement to the approval and release of funds.

4.42 Implementation of measures to strengthen policy and program management will require
considerable donor assistance and should draw on relevant international experience. However,
past experience, where donor support for policy and program management has been typically
linked to specific public investment activities, emphasizes the importance of providing such
assistance on a sector basis within the broader framework of public administration reform being
managed by the Prime Minister's Office. Action is also required to provide appropriate
incentives to attract and retain key professional skills within the public service. These issues are
considered further in section C.

Efficiency of Resource Use

4.43 With limited scope for increasing public expenditures, the main opportunity over the
medium term for achieving improvements in public services lies in a more efficient use of
existing budgetary resources. Therefore, an important objective of the MTEF sector analysis
was to encourage line ministries to move away from using public service deficiencies to argue
for increased resource allocations and instead to focus on ways of improving resource use within
existing sector budgets. The analysis threw up four main groups of issues relating to efficiency
of resource use, namely: (i) cost-effectiveness; (ii) cost recovery; (iii) contracting out; and
(iv) balancing investment and recurrent spending. Each of these issues is considered below.

4.44 The initial MTEF exercise also highlighted (i) the very limited information that is
currently available on the efficiency of public service provision, and (ii) the absence of detailed
background data and analysis against which to make informed resource allocation decisions.
Where sector studies, often financed by donors, have identified ways of improving resource
allocation, line ministries have frequently lacked the capacity to follow up in developing and
implementing reform measures.

4.45 Cost-Effectiveness. Line ministries need to be more systematic in assessing the cost-
effectiveness of public services and in identifying lower cost alternatives.

* In education, the MTEF included proposals for dormitories in rural schools and for
regional training centers that would be costly in terms of investment and recurrent
spending. While these proposals may be justified, it is important that they are assessed
against potentially cheaper alternative ways of achieving program objectives.
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* In health, there are considerable inefficiencies in the way in which resources are used.
Although Albania has relatively low unit costs of health care provision (per inpatient
day and per case), cost-effectiveness is undermined by the lack of transparency and
weak accountability that derives from the fragmented structure of the health care
system. Thus, although the extensive use of hospital facilities for primary care services
is recognized as inefficient, resource allocations in health in recent years have favored
hospital spending. Between 1996 and 1999, public spending on hospital services
increased by 77 percent compared with 14 percent for public and primary services.'3

* In social protection, the very limited spending on social care had been allocated almost
entirely to residential care provision, with little attempt to develop community care
services which are likely, according to the experience of other countries, to be more
cost-effective. The failure to integrate government-funded activities with those
supported by NGOs may also reduce the effectiveness of public expenditure.

4.46 In developing their capacities for planing and budgeting, line ministries should initiate a
process of reviewing their major spending programs to assess their cost-effectiveness and to
identify ways in which of resource use efficiency could be improved.

4.47 Cost Recovery. Increased cost recovery offers opportunities for achieving more effective
use of scarce budgetary resources by penalizing wasteful consumption and by allowing
budgetary resources to be reallocated to other priority programs. While the commercialization of
water supply and sewerage services and of transport service operations was emphasized in the
expenditure strategies, there was little attempt to identify and timetable the measures necessary
to achieve this (legislation, strengthening of management, tariff reform, transition funding
requirements, etc.) or to assess the potential budgetary implications. Previous experience in the
public utilities sectors indicates that insufficient attention to the implementation of such
measures has considerably delayed the achievement of commercialization reforms. The 2002-04
MTEF should include a discussion of cost recovery strategies for a few key services. Water
supply, where increased cost recovery is essential to increased operations and maintenance
spending, and electricity, where limiting and reducing subsidies from the budget is a pressing
issue, would appear to be suitable candidates.

4.48 Contracting Out. The MTEF specifically identified the contracting out of services as an
element of the sector strategies in transport (road maintenance) and in health (hospital support
services). The use of contracted-out services is most advanced in the provision of general
practitioner and pharmacy services funded by the Health Insurance Fund. Contracting out can be
expected to lead to a more efficient use of resources since it allows a clear distinction to be made
between the commissioning and supervision of services, which remains with government, and
the supply of services, which is undertaken by contractors. Relatively administration-intensive
functions such as personnel and stores management are taken over by the contractors, which
allows the government departments to focus on achieving outputs and outcomes rather than
managing inputs.

13 Including spending financed from the Health Insurance Fund and from local government budgets.
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4.49 However, the lack of clear procedural guidelines and of staff familiar with procurement,
tendering, and contract management procedures remains a constraint to the wider adoption of
contracting out procedures. Line ministries should be required to identify the scope for
contracting out of services as part of their sector submission for the MTEF. Concurrently, the
MoF should develop "good practice" guidelines to facilitate the implementation of contracting
out arrangements.

4.50 Balancing Recurrent and Investment Spending. Across all sectors, substantial
requirements were identified for new public investment. In the case of transport, undisbursed
commitments of external financing totaled US$257 million at the beginning of 2000. The costs
of upgrading Albania's water supply and wastewater infrastructure are estimated at US$1.7
billion while those of rehabilitating infrastructure in the education sector are estimated at
US$270 million. However, in each of these sectors an appropriate balance will need to be struck
between allocations for investment spending and those for operations and maintenance if the
rehabilitated infrastructure is not to quickly deteriorate. The MTEF expenditure strategies gave
little indication that such analysis had been undertaken as part of a broader sector-wide approach
to public expenditure management (Box 4.6), reflecting the very limited review and analysis of
sector budgets and spending requirements undertaken in recent years. Line ministries will need
to progressively develop medium-term strategic expenditure plans for their sectors that specify
the balance between investment and recurrent expenditure requirements within a realistic overall
resource envelope. There is some scope for addressing this issue in the 2002-04 MTEF through
the provision of technical assistance to support the preparation of the sector expenditure
strategies in a number of key sectors. However, in the longer term it will depend on the
development of adequate institutional capacities for planning and budgeting.14

Access to Public Services

4.51 The sector strategies highlighted a number of issues of access to public services. These
included both inadequacies in the overall level of public service provision and inequalities in
access to public services due to location and income.

4.52 Overall Levels of Public Service Provision. The MTEF analysis highlighted the
country's low levels of spending on education and health compared with other transition
economies. In education, the poor quality of schooling was reflected in a decline in the average
number of years of schooling. Public spending on education has declined. In health, public
spending is still only around half the average for low and middle income countries. In the
context of the GPRS, the MTEF assigned priority to increasing spending in these sectors,
although budget inertia (preventing reallocations from other sectors) and the absence of well
planned and costed proposals for sector prograrn reform meant that this translated into quite
limited increases in spending. There is also a lack of public information on access targets for
basic services and on service standards. Similarly, there was little reporting on how well these
targets were being met. This makes it difficult to assess service performance or to ensure wider
accountability to the general public.

14 For which more detailed recommendations were made in Chapter 1.
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Box 4.6: The Link Between Public Investment and Recurrent Expenditure - Changing Perceptions

Ensuring adequate financing of the downstream recurrent expenditure arising from public investment projects has long been a
concem to both governments and donor agencies. By the early 1980s, it was realized that the recurrent expenditure
implications of development projects had tended to be systematically underestimated and that this was leading to
unsustainable demands on recurrent expenditures budgets. This led to considerable interest in the calculation of "r"
coefficients. These coefficients attempted to show for a sector or sub-sector the relationship between levels of public
investment and the growth of the recurrent budget. They could be derived empirically or by time-series analysis of past
budgetary allocations. Once calculated, the "r" coefficient could then be used to determine an appropriate balance between
recurrent and investment expenditures within a given resource framework.

In practice there were considerable conceptual difficulties with this approach and the calculation of meaningful "r"
coefficients proved extremely difficult. Also, in those countries where recurrent budgets are substantially underfunded, the
analysis of the relationship between recurrent and investment allocations is less meaningful. At the same time, the
incremental approach to budgeting implied by the use of "r" coefficients was inappropriate to a situation in which there were
perceived to be considerable inefficiencies in public expenditure allocations and a consequent need for broad-based reform of
public expenditure programs.

This has led to the emergence of a new paradigm in which public investment is seen as a consequence of decisions about the
overall level of public spending in a sector rather than vice versa. For example, in primary education, the determination of
public investment requirements can be seen as an iterative process involving matching (i) policy decisions about the desired
type and level of education with (ii) the level of education services that is affordable within the available financial resources
with (iii) the investment requirements necessary to sustain that level of education services. Similarly, in the roads sector
investment requirements can be seen as arising out of decisions about the size of the road network that can be sustained within
the available recurrent financing.

4.53 Geographical Variations in Access to Public Services. Substantial variations exist in the
access to and quality of public services between urban and rural areas. In part this reflects the
rapid population migration from many rural areas that has occurred since 1992. There was
evidence that the quality of services had declined significantly in the rural areas owing to
difficulties in attracting and retaining qualified staff. In health, these differences are also
influenced by the asymmetry in the delivery of primary health care, which in urban areas is
provided principally by general practitioners and in rural areas by primary care centers and
health posts. Although the quality of public services in urban areas was generally higher, there
was a substantial backlog in the development of facilities in recently settled suburban areas
around Tirana and Durres. This situation was exacerbated by policy and legislative bottlenecks
to the legalization of spontaneous settlements and to the meeting of requirements for the zoning
and supply of land for urbanization. These bottlenecks prevented public infrastructure and
services from being provided for a significant share of the urban population.

4.54 Access among Poorer Households to Public Services. There is some evidence that public
expenditure in health and education tends to benefit disproportionately the better off (Box 4.7).
Recent assessment of the effectiveness of the targeted poverty benefit program found that only
about one-third of recipient families were poor and that the administration of benefit
determination diverges in major ways from the legislated intention of the program.
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Box 4.7: Inequalities in Access to and Provision of Public Services

Education
The current structure of public spending in education favors the relatively well off. Although spending on basic education is
relatively equally distributed in all other levels, it benefits higher income groups disproportionately. The benefits are most
regressive at the pre-primary level where the richest 20% of the population receive over 45% of the total funding and the
poorest 20% less than 10%. The picture is similar for upper secondary and tertiary education, where the poorest 20% of the
population receive only 5% of public spending.

Health
Although basic data on income-related inequities in health status and heath system access lacking, what is known raises
concern about the equity of public spending on health. The 1996 Living Standards Measurement Survey (LSMS) found that
5% of all household spending in Albania went on inforrnal payments-- higher than in other transition countries such as Russia
(3.5%), Georgia (3.0%), and Moldova (1.2%). A survey undertaken in 2000 of public perceptions of health care also
identified major concems about the ability of many ill Albanians to afford the costs of diagnosis and treatment. Large
regional inequalities in the availability of services and in the adequacy in the supply of inputs are also evident. Poorer rural
cormnunities score consistently below richer urban areas in terms of both access to and quality of the health care they receive.

4.55 Addressing the issues of access to public services and programs will require the line
ministries to implement a number of measures to improve resource allocation and monitoring.
These include:

* Establishing and costing minimum service standards that are consistent with the overall
availability of resources for the sector. In allocating program budgets, the first
criterion should be ensuring adequate provision to meet these minimum standards.

* Revising criteria for the geographical distribution of resources to reflect the relative
demand for public services based on population/capitation criteria and, in the case of
health and social protection spending, relative need.

* Improving the monitoring of resources to ensure that criteria are being effectively
applied and that resources are reaching the intended beneficiaries.

D. Future Developments of the MTEF

D. 1 Overall Assessment of the MTEF Experience to Date

4.56 Despite the tight timetable, the fundamental changes implied for the budget process, and
the limited capacities in both the MoF and the line ministries, the initial MTEF exercise achieved
considerable success. The MoF brought a much sharper focus to the preparation of the 2001
budget, and there has been strong political endorsement for the proposals to increase spending on
education, transport, and infrastructure maintenance. Not surprisingly, there were a number of
weaknesses in the exercise which will need to be addressed when the MTEF is updated and
rolled forward. These included:

* The limited analysis of issues relating to the main economic categories of expenditure
(wage bill, operations and maintenance, transfers, subsidies and investment). The
failure to analyze wage bill scenarios was particularly serious given the importance of
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personnel costs within the recurrent expenditure program and the impact of centrally
taken decisions on wage levels.

* The lack of clear prioritization within sector expenditure programs, which limited the
operational usefulness of the sector expenditure plans.

* The dominant role played by the MoF in the development of the sector strategies and
expenditure plans. Extending the scope and depth of the MTEF analysis will require
that sector ministries play a stronger role in future MTEF rounds.

* The absence of a clear program structure for sector budgets. Such a structure is
necessary if the sector expenditure strategies are to be reflected in resource allocations
at the program level and if meaningful outcome indicators and performance targets are
to be set.

* The limited progress toward an integrated approach to the analysis and budgeting of
recurrent and investment spending. This was reflected in the failure in the sector
expenditure strategies to break investment spending down by the main program areas
and the continued separation of responsibilities between the MoF and the MoECT for
the preparation of the investment and recurrent components of the 2001 budget.

* The limited extent to which line ministries took account of the MTEF proposals in their
initial budget submissions. This was probably due to their insufficient engagement in
the preparation of the sector expenditure strategies as well as to the lack of integration
between the policy and programming and the budgeting functions in some ministries.

4.57 A further issue is the extent to which the MTEF led to changes in the budget preparation
process. Here the results were mixed. In education, transport, and public works the quality of
the budget presentations was considerably improved and clearly reflected the expenditure
strategies. In health and social protection, little change was evident, with budget ceilings
significantly exceeding resource ceilings and little attempt to reflect the program priorities
contained in the MTEF. Also, the procedure for the budgeting of public investment remained
unchanged with line ministry budget requests continuing to be submitted to the MoECT.

4.58 The Government fully recognizes these limitations and the need to address them. While
appropriate provision will need to be made in the plans for the preparation of the 2002-04
MTEF, it will also be necessary to move ahead with critical institutional reforms to the planning
and budgeting system. The following section addresses some of these issues and provides
recommendations to be considered in the next cycles of the MTEF.

D.2 Requirements for Developing the 2002-04 MTEF

4.59 The program for rolling forward the MTEF for 2002-04 will have to take account of the
continuing constraints faced by the MoF and sector ministries as they build up their capacities
for policy-based programming and budgeting. Nevertheless, a number of areas remain in which
it should be possible to carry the MTEF exercise forward. This will require:
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First, extending the MTEF analysis to include additional sectors. For the 2001-03
MTEF, sector expenditure strategies were prepared for five pilot sectors: education,
health, social protection, transport, and urban infrastructure, which together accounted for
63 percent of total public expenditure. While the main priority for the 2002-04 MTEF
should be to further develop and operationalize the expenditure strategies in these sectors,
the sector coverage of the MTEF should be extended additional sectors. These should
include agriculture and rural development, since programs in these sectors have a key
role in the realization of the Government's poverty reduction and growth objectives.

Second, Incorporating cross-cutting policy initiatives. The 2002-04 MTEF should
include a more detailed analysis of the public expenditure implications of key
government policy initiatives that cut across sectors. These include the poverty reduction
and growth strategy, the decentralization program and the public administration reform
program. This requires that an initial assessment of the budgetary implications of these
initiatives is made at the outset of the MTEF exercise so that they can be taken into
account in the subsequent preparation of sector strategies and in the setting or sector and
program resource ceilings.

Third, deepening the sector expenditure analysis in the pilot sectors. Taking forward the
MTEF exercise in the five pilot sectors will require additional analysis in the following
areas: (i) further elaboration of sector policies and strategy frameworks; (ii) development
of more appropriate budget norms that reflect current sector policy priorities;
(iii) analysis and projections of budgets for the major program areas; and
(iv) identification of outcome-oriented performance targets for each program area. In
each of these areas, it is the sector ministry that should lead with the MoF setting out its
requirements regarding the scope and format of the analysis required for incorporation
into the MTEF. The MoF could also assist in lining up technical assistance support for
line ministries where this was required.

Fourth, programming externalprojectfinancing. The integration of the the recurrent and
investment planning functions means that the programming of external financing will in
future become an important element of the MTEF. The most immediate requirements
will be: (i) to ensure that actual and projected expenditures on projects for which funds
have already been committed are incorporated into the resource ceilings; and (ii) to
update projections of future expected commitments. Requirements for new external
financing should then be seen within the context of the wider sector expenditure
programs and the proposals for reforms in public service delivery. Following finalization
of the MTEF, a supplementary document setting out in more detail the proposals for new
external financing could be prepared for circulation to the major donors.

Fifth, improving the matrixformat. A number of problems were experienced with the
matrix fornat adopted for presentation of the sector expenditure strategies. First, while
the matrix analysis was broken down primarily by main programs areas of public
expenditure, the inclusion, in some sectors, of thematic issues (e.g., sector policy and
management and financing) led to some confusion as to the purpose of the matrix.
Second, line ministries were often unclear as to what should be included in each column,
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with the result that actions were sometimes assigned as objectives or policies. Third,
there was a tendency to try to include too much detail in the matrix thereby obscuring its
focus toward priority actions and funding requirements. Fourth, ministries found it
difficult to identify areas from which resources could be redistributed towards the
identified sector priorities. To some extent these problems reflected not so much the
limitation in the structure adopted for the matrix, but rather the need to strengthen the
underlying analysis on which the matrix was based.

Sixth, more emphasis needs to be placed on the identification of monitorable indicators.
It is important that line ministries develop indicators and measures to monitor the
performance of their expenditure programs. The 2001-03 MTEF achieved only limited
success in identifying such indicators. For example, the sector expenditure strategy for
health mentioned a number of standard health indicators, such as infant and maternal
mortality rate and life expectancy. Those indicators are better suited to detect longer-
term trends, rather than changes from one year to another. Moreover, indicators of this
type are not closely linked to the priority actions identified by the Ministry of Health.
Short-term trends would be better monitored by indicators closely linked to the programs
being financed. Future work in developing indicators needs to be closely linked to the
similar work in developing monitoring indicators for the Government's GPRS and Public
Administration Reform

Seventh, strengthening considerably the expenditure policy and analysis capacities both
within the MoF and among sector ministries. In particularly, there is a need: (i) to move
ahead with the planned reorganization of the Budget Department in the MoF to reflect the
requirements of a policy-oriented budget process that embraces both recurrent and
investment spending; (ii) to ensure closer integration of policy, programming, and
budgeting functions in line ministries backed up by appropriate training in the new
budget system15; and (iii) to rationalize the role of the regional budget offices in light of
the new role that should be resumed by the Budget Department and the decentralization
process. In moving forward with these reforms the Government should seek to maintain
the capacities for public investment programming that have been built up in the MoECT
while applying them to the broader public expenditure program.

4.60 Meeting these requirements will demand an earlier start on the preparation of the MTEF.
In this context the MTEF January Issues Paper has a crucial role in setting out the budget choices
and in providing the necessary budget context for the preparation of the sector expenditure
strategies and plans. Following approval of the Issues Paper, the MoF will have to prepare
preliminary sector resource ceilings and communicate these to line ministries. The starting point
for deterrnining these resource ceilings should be the Year 2 and Year 3 allocations in the 2001-
03 MTEF.

4.61 The MoF will also need to consider the measures necessary to ensure that the
participation of line ministries in the MTEF exercise is made more effective. In particular, there
is scope for using available technical assistance resources to assist line ministries with the

15 These requirements were considered in greater detail in Section C, above.
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analysis and review of their existing expenditure programs and with the preparation of more
detailed proposals for sector expenditure program reform.

Box 4.8: Integrating Policy Initiatives into the MTEF

Three major cross-cutting policy initiatives can be expected to have a significant impact on sector resource allocations and
spending plans for the 2002-04 MTEF:

* The Poverty Reduction and Growth Strategv. The MTEF is one of the principal instruments for the realization of the
Govemment's poverty reduction strategy. Preparation of the 2002-04 MTEF will therefore have to be closely coordinated
with the finalization of the Poverty Reduction Strategy Paper (PRSP). This requires that the substantive work in
developing sector poverty reduction strategies will have to be undertaken during the second half of 2000. Thereafter,
preparation of the PRSP and MTEF should proceed concurrently ensuring consistency between the sector policies and
strategies in the PRSP and the spending proposals in the MTEF.

* Decentralization Stratevy. Albania's decentralization strategy proposes an ambitious program of devolution of service
delivery responsibilities to local govemments. The phasing of the implementation of the program is currently being
worked out together with the supporting arrangements for intergovemmental finance. The 2002-04 MTEF will have to
consider the budgetary implications of these reforms and how they will affect sector ministry budgets. Proposals for
handling decentralization issues in the MTEF will have to be spelled out in the MTEF Issues Paper.

* Public Administration Reform Program. The Govemment has recently initiated a major program of public administration
reform with the assistance of the World Bank and other donors. The 2002-04 MTEF should incorporate the budgetary
implications of this program in areas such as: (i) wage bill policy; (ii) organizational reform; and (iii) public service
manning levels. Based on the proposals of the Department of Public Administration, the MTEF Issues Paper should set
out the framework for public administration reform against which sector ministries should prepare their spending
proposals for the MTEF.

D.3 Summary and Conclusions

4.62 The Government of Albania has initiated a set of comprehensive reforms to improve
weaknesses in the current public expenditure system, with an emphasis on strengthening their
strategic focus. The Government initiated the preparation of a three-year MTEF, to provide a
better link between policy planning and budgeting.

4.63 The MTEF achieved considerable success in its first round for the period 2001-03.
Among the factors contributing to its success were: (i) its integration into the budget process and
the budget cycle; (ii) strong leadership for the process provided by the MoF; (iii) prior
experience in the sector ministries and the MoECT with sector investment programming in the
context of the PIP; and (iv) endorsement of the approach by the Council of Ministers,
Parliament, and the donor community.

4.64 However, several weaknesses were identified in the process and in the capacities that
exist on the ground for its implementation, which should be addressed in the future cycles, if
this process is to be sustained. They include: (i) limited analysis of issues relating to the main
economic categories of expenditure (wage bill, operations and maintenance, transfers, subsidies,
and investment); (ii) lack of clear prioritization within sector expenditure programs; (iii) the
relatively limited role played by the line ministries in the preparation of the sector strategies
compared to the MoF; (iv) the absence of a clear program structure to sector budgets and as a
result of meaningful indicators and performance targets; (v) the lack of progress in achieving an



82 Chapter 4

integrated approach to recurrent and investment budgets; and (vi) the limited extent to which the
sector ministries took account of the MTEF in their initial budget submissions.

4.65 Reforms to address these weaknesses and consolidate the MTEF approach are a long
term process that extends over several years. Their pace and sequence will be more specifically
determined as progress is made with the implementation of the process. In the first phase, which
took place during 2000, the primary objective was to put in place the new process for budget
formulation. In the second phase of reforms, which will take place during 2001, the focus will
be on (i) expanding coverage of the exercise to additional sectors; (ii) improving the quality of
the sector strategies and their link to expenditure plans; and (iii) improving the dialogue with the
high level executive, Parliament and the civil society.

4.66 The weaknesses identified in the exercise present, in addition, some fundamental long
term challenges related to the institutional environment and institutional capacities that are
needed to achieve the full benefits of the MTEF process over time. Meeting these challenges is a
continuous but long term process that will require substantial efforts to be sustained. The
following chapter discusses in detail how the Government's institutional environment and
capacities can be improved to the extent required for effective policy formulation and
implementation.
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Meeting Institutional Capacity Requirements for Public Expenditure Management
Reforms

Introduction

5.1 The public expenditure management reforms being undertaken in Albania, the MTEF
process in particular, are ambitious. If they are to yield their promised benefits, they will need to
be embedded in well functioning public organizations, possessing the requisite institutional
capacities. Both the Government and outside observers have recognized that institutional
capacities within Albania's public administration are problematic.' To this end, the Government
has embarked on a medium term effort to build those needed institutional capacities within its
public administration. That effort is being supported by a number of donors, including the
World Bank, the Organization for Security and Cooperation in Europe (OSCE), the European
Union, the Council of Europe, UNDP, USAID, to name the more active. All recognize the
difficulty of the challenges and that fully addressing those challenges will require years of
sustained attention. This chapter clarifies a number of the more pressing institutional
strengthening needs that are particularly germane to effective policy setting and implementation.
It also suggests a number of devices that the Government, with donor support, can bring to bear
as part of a medium term effort to address these challenges.

5.2 It is perhaps worth reiterating that these institutional development challenges can be
expected to require substantial and sustained efforts to address. The Government will need to
hold itself accountable for this effort, in part by regularly monitoring both its efforts at meeting
these challenges as well as their impacts. That monitoring information should be assessed,
publicized and employed to continuously improve the Government's efforts to build the
institutional environment and capacities required for effective policy formulation and
implementation.

5.3 The previous chapters identified a number of ways in which the 2001-03 MTEF exercise
revealed important institutional capacity weaknesses that will need to be addressed over the
medium term. Problematic aspects that typified the 2001-03 MTEF sector strategies cited in the
previous chapter may be grouped into five broad categories:

1. Insufficient attention paid to trade-offs posed by competing priorities

* Frequent refusal or inability to prioritize within-sector expenditure programs - i.e., to
face up to trade-offs posed by competing priorities within a sector.

* Difficulties in systematically addressing policy initiatives that cut across sectors.

'Albania: Beyond the Crisis, World Bank, 1998, in particular Chapter I: Governance and Institutional Reforms.
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2. Weak analytic basis of sector strategie

* Analysis that tended to be reduced to constructing the sector expenditure strategy
matrices - the technical, social, fiscal, and political analysis required to justify the
recommendations found in those matrices was generally not adequately undertaken.
Moreover, ministries had difficulty understanding and appropriately applying the
analytic categories employed by the sector expenditure strategy matrix.

* Sector expenditure strategies that do not adequately address implementation challenges
(e.g., issues such as timing and sequencing of activities, critical path analysis, means of
addressing likely sources of resistance, etc.).

* General absence of standard ratio analyses of economic categories of expenditure.

* A tendency for the MoF to take the lead in preparing sector strategies, rather than for
line ministries to take primary responsibility for preparing sector strategies.

3. Inadequate attention paid to means of knowing whether policy objectives are being
achieved

* Monitorable indicators need improvement.

* Means of involving intended beneficiaries of policies and programs in monitoring of
their impacts needs more attention.

4. Insufficient linkage between budget proposals and sector policy and program objectives

* A tendency to structure sector budget proposals around organizational units rather than
around broad policy or program objectives.

* A tendency to fail to maintain a clear linkage between budget proposals and MTEF
sector strategies.

* Analyses generally focused on ministry rather than sector issues.

5. Inadequate integration of recurrent and investment activities

* Apparent difficulties in integrating analysis of recurrent and investment activities.

5.4 This pattern of shortcomings evident in the initial-year MTEF sector expenditure
strategies is perhaps not especially surprising. There is a learning curve that must be ascended,
both by central authorities and by line ministries. Ascending that learning curve will require the
Government to address at least three types of institutional factors that are probably contributing
to the above shortcomings. First, some of the rules and requirements for preparing MTEF sector
expenditure strategies are not yet sufficiently clear. Second, some of the above shortcomings
reflect poorly aligned institutional incentives. Third, others reflect inadequate resources (human
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resources in particular) within line ministries for undertaking the types of analysis required for an
effective MTEF process. This chapter discusses these points and offers suggestions on how the
Government can mount a medium term effort to address these institutional underpinnings of the
MTEF process.

A. Ensuring Clarity of Rules and Requirements

5.5 As noted in the previous chapter, several of the above shortcomings could be partially
addressed in the short run if the Ministry of Finance were to issue clearer and, in some cases,
more detailed guidelines. Well-designed training could effectively complement such guidelines.
Examples of guidelines and training that could address some of the above shortcomings include:

* Identification of required ratio analyses of economic categories of expenditure,
including specification of the benchmarks against which ministries should measure
themselves.

* Clarification of the differing objectives of the sector expenditure strategy matrices
versus the analyses that should underpin them. Examples of well-executed analyses
would help to clarify what is being sought.

* Clarification of the meanings of the analytic categories employed by the sector
expenditure strategy matrices.

- Clarification that sector expenditure strategies must address implementation challenges
(i.e., issues such as timing and sequencing of activities, critical path analysis, means of
addressing likely sources of resistance, etc.).2

* Explanation of the difference between analysis of ministry versus sector issues. This
should also provide guidance on how ministries can facilitate the achievement of sector
objectives by mobilizing or influencing other actors (e.g., the private sector, NGOs,
local governments).

* Guidance on how to set monitorable indicators.3

5.6 While providing clearer guidance on the objectives and analytic requirements of sector
expenditure strategies is important, it is unlikely to be sufficient to ensure that the MTEF
exercise will substantially improve public expenditure management performance.

B. Properly Aligning Institutional Incentives

5.7 A longer term effort to make the MTEF process yield its intended benefits will have to
address the more fundamental challenge of creating powerful institutional incentives for line

2 See, for instance, Reid, Gary J., "Performance-Oriented Public Sector Modernization in Developing Countries:

Meeting the Implementation Challenge," Research in Public Administration, Volume 5, edited by Jay D. White and
James L. Perry (JAI Press, Inc.: Greenwich, Connecticut, 1999): 87-129.

3See, for instance, http:'i/wwwl.worldbank.orgipublicsector/civilservice/service.htrn.
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ministries to address, rather than avoiding the more difficult tasks posed by such a process. At
least three basic types of devices are available to address this need: (i) establishing strategy and
budget preparation rules that force ministries to address certain analytic and prioritization
requirements of the MTEF exercise; (ii) sending credible signals that the care and quality with
which budget users address those analytic and pniontization requirements in their MTEF
strategies and affiliated budget submissions will influence budget choices; and for cross-cutting
policy issues (iii) assigning responsibilities in ways that better align organizational objectives
with MTEF objectives.

5.8 Table 5.1: presents examples of each of these devices, which could prove useful for
strengthening incentives for line ministries to prepare better MTEF submissions given the weak
dimensions the 2001-03 MTEF submissions. In general, the table underscores the importance of
establishing rules, including MTEF strategy- and budget-submission templates, that require line
ministries to address key analytic and prionrtization requirements and sending credible signals
that reinforce those rules. For policy issues that cut across ministries, assignment of budget
responsibilities to an agent with cross-ministerial authority provides an additional important
element of any medium term strategy aimed at improving the quality of MTEF submissions.

Table 5.1: Strengthening Institutional Incentives to Produce Better MTEF Submissions

Means of strengthening institutional incentives

2001-03 MTEF Rules Signals Assignment of
s ho rtco ming g shortcoming [ responsibilities

1. Insufficient attention to trade-offs posed by competing priorities

Failure to prioritize within Require submission of three MoF provides greater
a sector; i.e., to make scenarios: baseline, reduced, budget predictability to
intra-sectoral policy and increased budget. Total line mninistries providing
tradeoffs baseline budget to be set by sector strategies that show

MoF. evidence of how intra-
Require explicit justification sectoral policies tradeoffs
for the particular reductions were addressed.
proposed in the "reduced MoF and CoM give greater
budget" option, as well as credibility to budget
for the particular increases submissions from
proposed in the "increased ministries who do a better
budget" option. job of addressing tradeoffs

across within-sector
priorities.

Failure to address cross- Relevant central authorities MoF provides greater Assign responsibility for
cutting policy issues impose procedural or budget predictability to such cross-cutting policy

performance requirements line ministries providing initiatives and the
on line ministries aimed at sector strategies that budgets to support them
meeting those cross-cutting address cross-cutting to central authorities
objectives (e.g., civil service policy issues. (e.g., a Minister of State,
management rules, uniform a unit in the MoF, an
salary scales, etc.) MoF and CoM give greater inter-ministerial

credibility to budget committee, etc.), and
Require that MTEF sector submissions from
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Means of strengthening institutional incentives
2001-03 MTEF Rules Signals Assignment of

shortcoming
responsibilities

strategies identify ways in ministries who do a better grant them authority to
which they will yield cross- job of addressing cross- "contract out"(i.e., make
cutting impacts (e.g., cutting policy issues. budget transfers) to
poverty impacts, anti- individual ministries to
corruption impacts). undertake activities to

meet those policy
objectives.

2. Weak analytic basis of sector strategies

Analysis focused almost Establish detailed MoF provides greater
exclusively on requirements on types of budget predictability to
constructing the analysis that must be line ministries providing
expenditure strategy submitted as part of MTEF sector strategies that justify
matrix, rather than strategy. their recommendations
undertaking the technical, with solid technical, social,
social, fiscal and political fiscal and political
analysis required to justify analysis.
the recommendations MoF and CoM give greater
found in the matrix. credibility to budget

submissions from
ministries who do a better
job of supporting their
matrix recommendations
with solid technical, social,
fiscal and political
analysis.

Sector expenditure Establish detailed templates MoF provides greater
strategies fail to address requiring analysis of budget predictability to
implementation implementation challenges line ministries providing
challenges; i.e., they fail in MTEF strategy sector strategies that
to address issues such as submissions. address implementation
timing and sequencing of challenges.
activities, critical path MoF and CoM give greater
analysis, means of credibility to budget
addressing lkely sources submissions from
of resistance, etc. ministries who do a better

job of addressing
implementation challenges.

Failure to undertake Establish budget submission MoF provides greater
standard ratio analyses of templates that require budget predictability to
economic categories of specific ratio analyses of line ministries providing
expenditure economic categories of sector strategies providing

expenditure. required ratio analyses of
economic categories of
expenditure

MoF and CoM give greater
credibility to budget
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Means of strengthening institutional incentives

2001-03 MTEF Rules Signals Assignment of
shortcoming responsibilities

submissions providing
required ratio analyses of
economic categories of
expenditure.

Failure of line ministries MoF provides greater
to take responsibility for budget predictability to
preparing sector strategies line ministries taking
and budgets. responsibility for preparing

their own sector strategies
and budgets.

MoF and CoM give greater
credibility to budget
submissions from
ministries who do a better
job of linking budget
proposal to their MTEF
sector strategy.

Ministries failing to
produce an acceptable
sector strategy should be
assigned a fallback budget
recommendation from the
MoF; e.g., previous year's
budget without any
inflation adjustment, plus
imposition of any across-
the-board cuts.

3. Inadequate attention to means of knowing whether policy objectives are being achieved

Monitorable indicators Establish temnplates making MoF provides greater
need improvement. clearer distinctions between budget predictability to

types of monitorable line ministries providing
indicators (inputs vs. more probative and useful
outputs vs. outcomes; those monitoring indicators.
capturing the scale and MoF and CoM give greater
scope of activities vs. those credibility to budget
capturing quality submissions providing
dimensions of outputs or
outcomes), as well as more indi useful
sources of the information
or data.
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Means of strengthening institutional incentives

2001-03 MTEF Rules Signals Assignment of
shortcoming responsibilities

Means of involving intended Establish templates MoF provides greater
beneficiaries of policies and requiring sector strategies to budget predictability to
programs in monitoring of identify means by which line ministries whose
their impacts needs more intended beneficiaries will budget submissions
attention be able to provide feedback demonstrate effective

on the impacts of sectoral design and implementation
policies on their lives. In of mechanisms to
later years, template should encourage feedback from
also require evidence on the the intended beneficiaries
feedback received and how of policies and programs
the Ministry has employed within their sector.
that feedback to adjust its MoF and CoM give greater
strategy. credibility to budget

submissions that
demonstrate effective
design and implementation
of mechanisms to
encourage feedback from
the intended beneficiaries
of policies and programs
within their sector.

4. Insufficient linkage between budget proposals and sector policy and program objectives

Failure to structure budget Require strategies and Structure budget
proposals around broad budgets to be organized deliberations around
policy or program around broad program and policies and programs.
objectives policy objectives; i.e., MoF provides greater

establish program structure budget predictability to
to budget. line ministries who do a

better job of structuring
their strategy and budget
proposals around broad
policy and program
objectives.

MoF and CoM give greater
credibility to budget
submissions from
ministries who do a better
job of structuring their
strategy and budget
proposals around broad
policy and program
objectives.

Failure to base budget Establish budget submission MoF provides greater
proposals on MTEF sector templates that require line budget predictability to
strategies. ministries to demonstrate line ministries who do a

the link between their sector better job of linking budget
strategies and their budget proposal to their MTEF
proposals sector strategy
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Means of strengthening institutional incentives

2001-03 MTEF Rules Signals Assignment of
shortcoming responsibilities

MoF and CoM give greater
credibility to budget
submissions from
ministries who do a better
job of linking budget
proposal to their MTEF
sector strategy.

Analyses generally MoF provides greater
focused on ministry rather budget predictability to
than sector issues. line ministries who do a

better job of focusing on
sector issues

MoF and CoM give greater
credibility to budget
submissions from
ministries who do a better
job of focusing on sector
issues.

MoF and CoM focus
budget deliberations more
clearly on sector
objectives, rather than
ministry objectives.

5. Inadequate integration of recurrent and investment activities

Failure to integrate Establish budget submission MoF provides greater Fully integrate central
analysis of recurrent and template that requires budget predictability to investment and recurrent
investment elements of ministries to fully integrate line mninistries who do a budget functions.
their strategy and budget recurrent and investment better job of integrating
submissions budget proposals and submit recurrent and investment

them as a single proposal. elements of their strategy

Establish investment and budget submissions
proposal templates that MoF and CoM give greater
require projections of credibility to budget
recurrent cost requirements submissions from
over MTEF planning period ministries who do a better
(3 years) and incorporation job of integrating recurrent
of those into their budget and investment elements of
proposals. their strategy and budget

submissions.

5.9 At least one important point should be underscored regarding Table 5.1. One of the
devices that can be brought to bear to enhance institutional incentives to better address policy
formulation and implementation requirements is signaling. If ministries or other budget
institutions do not receive clear and consistent signals as to what is expected of them, they will
quickly realize that a fairly wide range of behavior on their part is likely to get them by. In those
circumstances, there is little reason to expect future MTEF sector strategies or budget
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submissions to better address the above shortcomings than did the first MTEF exercise. But
clear and consistent signaling requires that central authorities, particularly the Council of
Ministers, and to a lesser extent the Ministry of Finance, agree on what they want the line
ministries to do and on what they consider useful input to the policy formulation process.
Signaling is also fundamentally difficult because it amounts to setting and enforcing priorities. It
is not simply a matter of broadcasting a message. It also requires backing that message with
actions consistent with the message. If the message is that inadequate strategies will be sent
back for revision or, failing that, will be given less favorable treatment in the budget process,
then that message must be reinforced with the actions it promises. In the absence of this, rules,
regulations and guidelines are unlikely to have any discernable impact.

C. Ensuring Adequate (Human) Resources4

5.10 In addition to clarifying the rules and requirements of the MTEF process and creating
stronger institutional incentives to prepare and implement sectoral expenditure strategies that
address the underlying objectives of the MTEF process, the Government will need to ensure that
line ministries have the resources to meet these challenges. Inadequate human resources pose
the most serious constraint to the capacity of line ministries to meet the challenges posed by the
MTEF process.

5.11 The Government recognizes that it is extremely difficult to attract, retain, and motivate
highly qualified professional staff of the type required to prepare sound MTEF strategies and
budget proposals and to ensure that they are effectively implemented.5 In recognition of this
the Government proposed and Parliament enacted a Law on Civil Servants (November 11,
1999). That Law was designed to provide the legal framework that would allow the
Government to address the three major challenges of attracting, retaining, and motivating
qualified professional and managerial staff: (i) depoliticizing the management of the civil
service; (ii) enhancing the attractiveness of a civil service career; and (iii) focusing civil
servants on achieving agreed policy and program objectives. Effective implementation of
that Law is the key to ensuring that line ministries have the human resources required for the
MTEF process to yield its promised benefits 6

C.] Depoliticizing the Management of the Civil Service

5.12 A politicized civil service is not a particularly attractive career option for serious
professionals or persons with long term career aspirations to serve the public good. Instead, a
politicized civil service is attractive to persons with short term agendas, whether that be serving
the policy agenda of the current government, strengthening their human capital skills and
resume, achieving temporary access to power and influence, or garnering other, and sometimes
not so legitimate, side benefits of public office. The MTEF process requires a cadre of serious

4 Annex E presents an analysis of general public sector employment and management issues in Albania and Annex F
presents recommendations for prioritizing implementation of the Civil Service Law.

See Albania: Beyond the Crisis, World Bank, 1998, in particular Chapter I: Governance and Institutional Reforms.
See also Daniel Vaughan-Whitehead, Albania in Crisis: The Predictable Fall of the Shining Star (Edward Elgar
Publishing, Ltd.: Cheltenharn, UK, 1999): 340-342.
6 Once substantial progress has been made on meeting this objective, the Government will be in a position to
effectively address its remaining human resource needs.
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professionals interested in serving the public good if it is to yield its full benefits. The
Government of Albania is wise to have already embarked on a concerted and medium-term effort
to create a cadre of career professional and managerial civil servants.

5.13 The Law on Civil Servants creates a number of checks and balances to ensure greater
insulation of civil service management actions from political pressures. Among the most
important elements of the system are: (i) long-listing of candidates for new recruitment is
undertaken by a central authority (Department of Public Administration, within the Office of the
Prime Minister); (ii) short-listing of such candidates is undertaken by committees comprised of
representatives of central authorities, external experts as well as the budget institution in which
the position is to be filled; (iii) final selection is made by the direct supervisor of the position
being recruited; (iv) oversight of civil service management is the responsibility of central
authorities Department of Public Administration (DoPA); (v) appeals responsibilities rest with an
independent Civil Service Commission, whose membership is appointed by Parliament upon
proposals by various parties having differing stakes in the functioning of the civil service (the
Government, the Supreme Audit Institute, local elected officials, and the Parliament); and (vi)
central authorities (DoPA) establish uniform procedures governing most civil service
management functions (recruitment, selection, promotions, job descriptions and valuations,
personnel performance appraisals, etc.) and oversee their implementation.

5.14 Making sure that each of these various checks and balances functions reasonably well is
essential to ensuring that they jointly achieve the objective of depoliticization of the management
of the civil service. A few observations on the progress in implementing these various checks
and balances are worth noting.

5.15 Codification of Rules and Procedures Governing Civil Service Management
Functions. During 2000 the Government issued most of the important subsidiary legislation
(regulations, procedures, guidelines) required to underpin the Law on Civil Servants, including
decrees on Recruitment and Selection, Classification and Structure, Disciplinary Procedures, and
Transfers and Promotions. Central authorities recognize that there will be a continuing need to
review this body of subsidiary legislation, revising it periodically to reflect lessons leamed from
experience with its implementation. DoPA has already recommended, on the basis of its initial
round of civil servant recruitments, that the decree on recruitment and selection will need to be
amended to allow advertising in more than two local newspapers. This represents solid progress
and promises to greatly facilitate the Government's efforts to establish transparency and
accountability in the management of civil servants.

5.16 Recruitment and Selection. An important test of the Government's capacity to
implement the Law on Civil Servants was its commitment under the 1999 Structural Adjustment
Credit (SAC) to recruit and appoint civil servants under transparent, competitive procedures, as
mandated by the Law. While that process took longer than originally anticipated, it was
successfully completed with the appointment of 50 civil servants in November of 2000. A
detailed and insightful report from DoPA summarized and assessed the process, drawing lessons
for further strengthening that process in the future.7 Evidence that the process did indeed ensure
competition and transparency included: (i) no fewer than 3, and as many as 12 applicants met the

7 Department of Public Administration, Council of Ministers (25 November 2000).
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minimum requirements for each of the 50 positions recruited; (ii) in cases in which the minimum
number of qualified candidates fell below 3, DoPA temporarily halted the recruitment process
and posted additional advertisements, so that no recruitment went forward until the minimum
number of qualified applicants was achieved; (iii) all qualified applicants were assessed in one or
more of the following: theory, personality, practice; (iv) each of the committees responsible for
winnowing the long list down to a short list included, in addition to a representative from DoPA,
lecturers from various faculties as well as experts in the relevant field, two representatives from
the institution within which the position was being recruited - normally, the Personnel Director
and an employee at a higher level than the position being tested.

5.17 Central authorities used the experience gained to identify important lessons and to
suggest means of further improving recruitment and selection procedures. DoPA noted, for
instance, that it proved easier to attract promising but younger and less experienced candidates
than to attract experienced candidates with the requisite qualifications. This suggests at least two
strategic considerations for the Government's efforts to attract qualified personnel. First, until
such time as the Government is in a position to offer salaries high enough to attract larger
numbers of qualified candidates with substantial experience, it may be wise to target younger
candidates. This would mean that the Government should give high priority in the short run to
making civil service positions attractive to such candidates by offering such inducements as
training in entry-level general human capital skills as well as good prospects for rapid career
advancement within the lower ranks of the civil service, conditional, of course, on performance.
Second, over the longer run, the Government will need to redouble its efforts to increase its fiscal
capacity to offer more competitive civil service salaries.

5.18 Oversight of Civil Service Management. DoPA has primary responsibility for the
oversight of civil service management. This role is complemented by a similar but less proactive
role for the Civil Service Commission. DoPA has been taking this role quite seriously. Key
elements of DoPA's strategy for exercising this oversight responsibility include: (i) development
of a central data base for civil servants; (ii) systematic monitoring of a set of civil service
management performance indicators; and (iii) operation of a program of publication of evidence
of the implementation of the Law on Civil Servants and the impacts of that implementation.

5.19 The central database on civil servants is not yet operating, but preparations have begun.
Key challenges facing the Government in creating this database are: (i) ensuring that it monitors
the information required to exercise effective oversight of civil service management; and (ii)
ensuring the comprehensiveness and reliability of the data. In order to meet the second of these
challenges, donors have been regularly emphasizing the importance of linking that database to
the Treasury system.

5.20 The Government has committed itself, as part of its public administration reform, to
monitoring and publicizing the indicators identified in Annex G.8 Key indicators of the impacts
of the implementation of the Law on Civil Servants include:

8 The monitoring indicators in Annex G encompass not just civil service management, but the Government's broader
agenda of public administration reform, including public expenditure management reform.
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* Correlation coefficients between turnover rates of civil servants and turnover rates of
political leadership. (Declining coefficients over time should indicate reduced
politicization of the civil service.)

* Summary statistics on civil servants' personnel performance appraisals. (A high
incidence of appraisals as well as the existence of variance in ratings would indicate that
performance appraisals are being undertaken and that they are actually sorting civil
servants, rather than assigning all civil servants the same evaluation.)

* Survey data on perceptions of officials of various dimensions of the quality of civil
servants and their management. 9

5.21 Key indicators of the Govenmment's progress in establishing an institutional environment
supportive of a depoliticized civil service include:

* Horizontal and vertical compression ratios for civil servants. (Smaller horizontal
compression ratios would indicate lower odds of non-transparent assignment of salary
supplements. Larger vertical compression ratios would indicate more attractive salary
growth prospects over the career of an individual civil servant.)

* Fraction of civil servants recruited through transparent, competitive procedures.

5.22 The Government has committed itself to monitoring these indicators, including all
indicators identified in Annex G. Moreover, it has committed itself to their publication, in order
to enhance its ovn accountability for the impacts of this reform effort. DoPA has already
launched penrodic publication of a newsletter on its efforts to implement its public administration
reform program. The Governrent may want to consider complementing this with a website for
the posting of such items as these monitoring indicators as well as for soliciting feedback from
the public, including public officials, on this effort and its impacts.

5.23 Establishment of a Civil Service Commission: Three of the five members of the Civil
Service Commission (CSC) were appointed on May 3, 2000. The Government needs to take
steps to ensure that the remaining two members are appointed as quickly as possible. There is
little evidence of progress in establishing the procedures and capacities required to allow the
CSC to serve the appeals and oversight functions for which it was created. Until the CSC
establishes appeals procedures and capacities, efforts to create a depoliticized civil service in
Albania will continue to be plagued with a significant weak link: namely, the opportunity to seek
and obtain redress in the event of questionable civil service management actions.

C2 Enhancing the Attractiveness of a Civil Service Career

5.24 The attractiveness of a civil service career can be enhanced not only by insulating it from
the vagaries of politicization, but also by improving the terns and conditions of employment. A

9 An initial survey has been completed and data should be available shortly. There are some difficulties in
interpreting results, but repeated surveys should allow the Govermment to gradually improve the usefulness of this
complementary source of information on the impacts of the implementation of the Law on Civil Servants.
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number of devices exist for addressing this need, including training programs of various types,
improving remuneration, as well as improving day-to-day positive reinforcement provided by
managers to their staff. Examples of opportunities for addressing each of these devices; which
the Government might want to consider more carefully, include:

* A program of scholarship assistance for pursuing a Master's degree in a relevant
discipline (e.g., economics, public administration, public policy, business) for qualifying
civil servants. Such a program would require, inter alia, a minimum length of time in
service to qualify (e.g., three years) and a credible commitment to return to the civil
service for an agreed minimum period of time (e.g., an equivalent number of years for
which scholarship assistance is provided). In addition, such a program would include a
selection mechanism carefully designed to limit the odds of abuse or misuse of program
funds ( e.g., available only to candidates admitted to a pre-specified set of highly selective
Master's degree programs outside Albania).'0

* A program of shorter duration training for civil servants, which confers general human
capital skills -- i.e., skills that are valuable within both the public and private sectors (e.g.,
management skills, economic analysis skills, financial management skills). Access to this
program would be based on performance evaluations (i.e., it would aim to reward good
performance with general human capital-enhancing training). It would also require some
specific post-training activity on the part of participants to either demonstrate the value of
the training received or to confer some of the benefits of that training on colleagues within
the civil service. The Government's existing efforts to create an Institute for Public
Administration for the provision of training to public servants provides an obvious vehicle
for addressing this need.

* A medium-term program for improving the wage structure within the public sector.
This would require a careful analysis of options for sustainably improving the
competitiveness of public sector remuneration over a four to six year period, particularly
at the higher skill levels.1' Such an analysis would need to address, inter alia, the structure
of civil service employment as well as the structure of civil service remuneration in
relation to private sector comparators. It would need to develop a simulation model that
would allow the Government readily to examine multiple options for restructuring
employment and remuneration over the proposed period of implementation, in order to
enhance the competitiveness of its public sector wage policies and practices. Given that
the Law on Civil Servants only encompasses 2-4 percent of public employment, relatively
modest reductions in total public employment should permit the Government to achieve
fairly significant yet budget-neutral improvements in civil service salaries.12 For instance,
assuming that civil servants currently earn on average the same amount as the rest of the

10 Such as Cambridge University, Oxford University, London School of Economics, Ecole Nationale
d'Administration, University of Leeuwen, University of Potsdam, Harvard University, Princeton University and
others.
" The Government is currently undertaking analyses of civil service salary restructuring options. Detailed
simulations of the cost implications of such proposals should be an important element of those analyses.
12 This would mean that increased civil service salaries could be fully financed by budget savings achieved through
reductions in overall public employment.
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public administration, doubling existing civil service salaries would require reductions in
total public employment of between roughly 2.4 percent and 4.1 percent (i.e., 3,000 to
5,000). Finally, such a program would require a strategy for ensuring credible
commitment on the part of key elements (Government and civil servants, in particular) to
full implementation of the program of wage and employment restructuring over its four to
six year period. This is particularly important since, in the absence of credible
commitment to the outer years of that effort, impacts during the earlier years are likely to
be limited.

* Mechanisms for encouraging managers within first and second line budget institutions to
make a practice of providing both formal and informal recognition to employees for
meritorious work (e.g., verbal compliments for a job well done, letters of commendation,
plaques, or other such awards presented publicly). Certainly the most effective means of
encouraging such behavior on the part of managers is likely to be for leaders to set the
same sort of example. It will, nonetheless, be wise to complement such efforts with a few
formal mechanisms designed to encourage such behavior (i.e., formal employee
recognition programs). Such formal employee recognition programs, however, are
unlikely to yield any sustainable impacts if leaders and higher level management do not
lead the process through example.

5.25 As noted above, the Government's recent experience in recruiting 50 civil servants
suggests the wisdom of focusing its initial efforts on improving the attractiveness of civil service
employment on young, well-educated but relatively inexperienced candidates. This would mean
that during the earlier stages of such a strategy the Government would focus more heavily on
providing training opportunities that enhance general human capital skills, while only slowly
improving civil service salaries. The effort to improve salaries would be phased in over time,
thereby holding out the prospect of continuously improving career prospects over the medium
term. Such an approach would have the added advantages of: (i) targeting particularly costly
elements of the strategy during its early years (general human capital training) on limited
numbers of civil servants, thereby limiting total costs, while (ii) only slowly phasing in the less-
reversible and civil-service-wide cost increases of salary structure increases, and thereby (iii)
allowing the Government to take a more measured and less disruptive approach to making the
employment reductions required to finance overall civil-service salary structure improvement.
The second of these advantages would also mean that civil-service-wide salary structure
increases would rise roughly in step with the steadily increasing depoliticization of the civil
service -- assuming that the efforts at depoliticization yield steadily increasing impacts. This
would ensure better targeting of the benefits of such salary improvements. In short, such a
phased approach to enhancing the attractiveness of civil service careers has a number of
attractive and interlocking advantages.

C.3 Focusing Civil Servants on Achieving Agreed Policy and Program Objectives

5.26 This chapter has referred to a variety of devices by means of which the central authorities
could better focus line ministries on policy and program objectives. Analogous devices exist in
the area of civil service management. Rules are needed that tend to direct the attention of
managers and their staff toward the policy and program objectives of their organizational units.
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These need to be complemented with credible signals from both the political leadership and
managers, from the highest to the lowest levels, that achieving these policy and program
objectives is important, and that behavior that supports these objectives will be rewarded.

5.27 The Law on Civil Servants provides a basis for such a strategy for focusing civil servants
on achieving agreed policy and program objectives. That Law mandates annual performance
appraisals for all civil servants and requires that those annual performance appraisals be
important factors in both promotion decisions and confirmation actions (upon completion of a
civil servant's probation period). These rules provide one important element of such a strategy.
It is, however, notoriously difficult for personnel performance appraisals to reliably sort
personnel on the basis of performance. This will be a particularly daunting challenge in the
Albanian environment. These rules need to be complemented with credible signals that the
political and civil service leadership value performance evaluations that reliably sort civil
servants on the basis of performance. One device the Govermnent has committed itself to
employ to address this need is the monitoring and publication of agency-specific summary
statistics of annual civil servants performance appraisals. Those summary statistics (incidence of
and variance in perforrnance ratings) will not prove that managers have reliably sorted civil
servants on the basis of performance. But low incidences and low variances will raise questions
as to whether a particular agency is taking the requirement seriously. Publication of that
information will make it difficult for agencies to hide the pattern of their performance at this
task.

D. Summary and Conclusions

5.28 If Albania's efforts to give a more strategic and policy-oriented focus to its budget
process and practices is to yield its desired results, the institutional capacities and proclivities of
line ministries to meet the challenges posed by the MTEF reforms will need to be strengthened.
This is a medium to long term task. The Government will need to address three important
institutional challenges. First, some of the rules and requirements for preparing MTEF sector
expenditure strategies will need to be better clarified. Second, a longer term effort to get the
MTEF process to yield its intended benefits will have to address the more fundamental challenge
of creating powerful institutional incentives for line ministries to address, rather than avoiding
the more difficult tasks posed by such a process. Finally, the Government will need to ensure
that line ministries have the resources to meet these challenges. Inadequate human resources
pose the most serious resource constraint limiting the capacity of line ministries to meet the
challenges posed by the MTEF process.

5.29 Clarifying key rules and requirements of the MTEF process is the most immediate and
the simplest task facing the Government. Based on the results of the 2001-03 MTEF exercise,
this chapter has identified a number of rules and requirements that need to be addressed as soon
as possible.

5.30 Creating strong institutional incentives for line ministries to focus their energies on
achieving the objectives of the MTEF reforms is a longer term challenge. This chapter has
identified five general types of shortcomings evident in the 2001-03 MTEF exercise, which
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would need to be addressed, in part, by efforts to create stronger institutional incentives to better
address policy priorities:

1. Insufficient attention paid to trade-offs posed by competing priorities
2. Weak analytic basis of sector strategies
3. Inadequate attention paid to means of knowing whether policy objectives are being

achieved.
4. Insufficient linkage between budget proposals and sector policy and program

objectives
5. Inadequate integration of recurrent and investment activities.

5.31 This chapter provides guidance on three basic types of devices available to enhance
institutional incentives to address these types of shortcomings: (i) establishing strategy and
budget-preparation rules that force ministries to address certain analytic and prioritization
requirements of the MTEF exercise; (ii) sending credible signals that the care and quality with
which budget users address those analytic and prioritization requirements in their MTEF
strategies and affiliated budget submissions will influence budget choices; and, for cross-cutting
policy issues (iii) better aligning organizational responsibilities with policy objectives.

5.32 Finally, ensuring that line ministries have the resources to meet these challenges, and
especially the human resources, will require that the Government address at least three broad
challenges: (i) depoliticizing the management of the civil service; (ii) enhancing the
attractiveness of a civil service career; and (iii) focusing civil servants on achieving agreed
policy and program objectives. This chapter has identified a number of devices that the
Government could bring to bear on each of these challenges and has also suggested some
important strategic sequencing issues, particularly with respect to mounting a strategy for
enhancing the attractiveness of a civil service career. Table 5.2 provides guidance on the
sequencing and prioritization of these actions.

Table 5.2: Prioritization and Sequencing Recommendations

Objective Action When to One-off action or Priority
commence requires continuous Short Medium

effort term term

Clarify key rules Issue guidelines Immediately One-off with High Low
and requirements occasional revisions.

Provide training. Continuous
Immediately High Medium

Create strong Establish various Immediately One-off with High Low
institutional budget preparation revisions as needed
incentives to meet and execution rules
MTEF objectives (see for sepcifics).

Send signals that
reinforce good policy
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and budget
management Immediately Continuous High High
behavior (see for
specifics).

Ensure adequate
human resources:
* Depoliticize Codify certain rules Immediately One-off, with High Low

management of and procedures subsequent revisions
the civil service governing civil as needed.

service
management'3

Strengthen oversight Up-front investments
Strengthenlovervight Immediy followed by High High
of civil service Immed1ately continuous efforts.
management'4 Up-front investments

Establish capacities followed by
of the Civil Service continuous efforts.
Commission Immediately High Medium

* Enhance Develop a program Immediate Up-front investment, High Medium
attractiveness of of scholarship followed by
a civil service assistance. continuous effort.
career Develop a program Up-front investment

of shorter duration Upfrn inetnn, .
f sh fort dion Immediate followed by Medium Medium

trainig for civil continuous effort.
servants, which
confers general
human capital skills.

Undertake a
medium-term
program for
improving the wage Up-front investment,
structure within the followed by
public sector. Late 2001 continuous effort. Low Medium

* Focus civil Implement annual Immediate Up-front investment Medium Medium
servants an personnel followed by
achieving agreed performance continuous effort.
policy and appraisal process
program mandated by Law on
objectives Civil Servants15

'3 Most important is to establish the rules and procedures for appeals through the Civil Service Commission. Some
modest revisions in the recruitment and selection rules appear to be warranted, based on the experience recruiting
the first 50 civil servants under the newly established rules.
'4 Key actions required include: (i) development of a central data base for civil servants; (ii) systematic monitoring
of a set of civil service management performance indicators; and (iii) program of publication of evidence on the
implementation of the Law on Civil Servants and the impacts of that implementation.
5 Provide training, exercise oversight.
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Fiscal Sustainability Model

1. A flow of funds framework is used to assess the sustainability of fiscal policy and its
implications for the overall macroeconomic equilibrium. The accounting framework links the
general government and central bank budget constraints into a consolidated government budget
constraint and relates the latter to the economy's overall resource constraint. Compared to a
complete flow of funds (or RMSM-X) model this setup allows for a transparent and simple
assessment of fiscal sustainability and overall economic developments.

2. The general government has three options to finance its deficit - direct credit (DC) from
the Bank of Albania, other net domestic debt (D), and foreign debt in foreign currency units. Its
budget constraint is given by

(1) (G-T)-BTR +iDCDC+iDD+EiFDFD = DC+ D+ EFD

where G is total government expenditure (excluding interest payments), T is total government
revenue (other than BTR), BTR is the profit transfer from the Bank of Albania to the state budget,
E is the nominal exchange rate (domestic currency per foreign currency unit), and the sub
indexed i's are the corresponding nominal interest rates. Dots over variables denote changes per
period.

3. The Bank of Albania has a four-item balance sheet, which, in addition to DC, includes
reserve money (M), net domestic assets other than credit to the government (NDA), and net
foreign assets (NFA). Its budget constraint thus is the following:

(2) BTR-iDCDC- iNDA NDA-EiNFA NFA=fM- DC-NDA-ENFA

4. The budget constraint for the consolidated government as given below is obtained by
adding equations (1) and (2) and scaling each item to GDP (the product of the GDP deflator, P,
and real GDP, y).

G-T iDD iNDANDA EiFDFD EiNFANFA D EFD M NDA ENFA

Py Py Py Py Py Py Py Py Py Py

5. In the case of Albania, direct credit from the Bank of Albania to the state budget has been
very small in recent years as almost all new domestic debt has been in the form of Treasury bills.
It is therefore possible to make the simplifying assumption that the Bank of Albania's seignorage
(the increase in reserve money) is equal to its accumulation of net domestic assets and net
foreign assets, i.e.:

(4) M = NDA + E NFA
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6. It is thus possible to drop the last three items on the right-hand side of equation (3). The
important implication of assumption (4) is that the deficit of the consolidated government is
numerically equal to the overall deficit of the general government. In terms of equations this is
seen by noting that the simplified right-hand side of equation (3) and the right-hand side of
equation (1) (after noting that the change in DC is zero) are the same.

7. Equation (3) can be rewritten by using lower-case letters for the corresponding variables
scaled to GDP and substituting the ratios between asset or liability changes and GDP by the sum
of the change in the asset or liability ratio and the increase in assets or liabilities required to
maintain the ratios to GDP constant. This implies the following version:

(5) pd +ip=[d+(,r+n)d]+ fd+(Or+n-e)fd]

where pd is the general government's primary deficit scaled to GDP [pd=(G-T)/(P*y)], ip is the
ratio to GDP of the consolidated government's net interest payments, 7r or inflation is the rate of
change of P, n or real GDP growth is the rate of change of y, and e or nominal depreciation is the
rate of change of E.

8. Based on equation (5) the general government's debt path can be forecast. The sum of the
general government's primary deficit (scaled to GDP) and the consolidated government's net
interest payments (scaled to GDP) is numerically equal to the general government's overall
budget deficit. The latter is financed solely by domestic debt other than direct credit from the
Bank of Albania and by foreign credits.'

' The Albanian state budget also receives financing in the form of privatization revenues and budgetary support -
both of which are not generating debt. To accommodate these financing flows in the model, the deficit of the general
government as referred to in this annex needs to be interpreted as that part of the deficit which has to be financed
through borrowing - either foreign or domestic.
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Revenue Performance

1. Revenues are grouped into four main categories: tax revenues, non-tax revenues, social
insurance contributions, and foreign aid (counterpart funds, excluding grant financed projects).
The last, which had been a significant source of revenue during the earlier transition years, has
dropped to a negligible amount in recent years. Social insurance contributions account for about
17 percent of the government revenues. These contributions finance pensions, health insurance,
sickness benefits, maternity benefits, and employment-related injuries (see Annex D for details).
These contributions are also supposed to finance unemployment benefits, but in practice these
benefits are paid out of budgetary resources, while the contributions are used to finance the
deficit of the Social Insurance Institute.

Figure B.1: Revenues as Percentage of GDP
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2. The trends and composition of revenues changed significantly in the 1990s, particularly
during the first half of the decade when the share of tax revenues declined markedly.' Since
1997 tax revenues have exhibited a strong growth and in 2000 they are expected to exceed their
1995 level by two percentage points of GDP (Table B.l). The contribution of non-tax revenue is
becoming smaller, mainly because of the smaller profit transfers from the Bank of Albania.
Figure B.1 shows the change in composition of the tax and non-tax revenues between 1995 and
2000. The paragraphs below describe the performance of tax and non-tax revenues in recent
years.

3. Tax Revenues. Tax revenues comprise over two-thirds of total revenues. They include
revenues from VAT, the profit tax, the excises, the small business tax, the personal income tax,
Customs duties, some smaller national taxes, and local government revenues. The value added

l The fall in tax revenues mainly reflects the shrinking of the old tax base (e.g., public enterprises) and a weak tax
collection.
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tax (VAT) accounts for over 45 percent of total tax revenue. A modern VAT has replaced the
turnover tax since 1996.2 In recent years, the collection of the VAT has fallen short of its
potential. The exclusion of agricultural activity and the weak administration of the VAT are the
main factors behind the low collection. Agriculture, which accounts for over 50 percent of GDP,
is not subject to VAT, and there are no immediate plans to expand the tax base to agriculture.
The Ministry of Finance is planning to undertake a study on taxation of agricultural land. Recent
improvements in the administration of the VAT are expected to increase collections and
information on collections indicates that this objective is likely to be achieved soon. The VAT
has been computerized, certified VAT invoices were introduced during the first half of 2000, and
a new system of reconciliation and reimbursement of the VAT consistent with Customs
information is being put in place. Box B.1 provides a summary of existing tax rates in Albania.

4. Customs duties account for the second largest share of tax revenues, generating about 11
percent of total revenues and 17 percent of tax revenues in 2000. Their importance has fallen
somewhat in recent years, as Customs rates have been reduced. At present, Albania applies a
system of four different Customs rates (0, 5, 10, and 18 percent) after a reduction in the highest
rate from 20 to 18 percent in January 2000, and in January 2001 the maximum rate will be
reduced further to 15 percent in line with Albania's recent accession to the World Trade
Organization (WTO). The share of excise taxes, which in the mid-1990s accounted for about
one-fifth of tax revenues, had declined to 8 percent in 2000. The majority of excise taxes were
replaced with the introduction of the VAT in 1996. Other categories of taxes (profit tax, small
business tax, and personal income tax) account for only a small share of tax revenues, as the
numbers of registered taxpayers for the small business tax and the personal income tax are quite
low.

5. Non-tax Revenues. Non-tax revenues increased in recent years, mainly as a result of
increasing profit transfers from the Bank of Albania. These transfers reflect, in part, interest
payments to the Bank of Albania for credit extended to finance the budget deficit. As interest
rates on Treasury bills are expected to fall, the above-mentioned transfers are also expected to
decline in the next few years. The majority of credit from the Bank is Albania is collateralized
with Treasury bills and the interest rates for these loans are linked to Treasury bill rates. Other
sources of non-tax revenues (e.g., income from budgetary institutions) are not likely to be major
sources of revenue.

2Its rate increased from 12.5 to 20 percent in 1998.
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Table B.1: Tax Revenues, 1995-2000
(in percent of GDP)

1995 1996 1997 1998 1999 2000

Tax revenues 13.2 10.7 9.8 12.3 12.9 15.3
VAT/Turnover tax 2.4 3.2 4.6 6.2 5.9 7.2

Profittax 1.1 1.2 0.7 0.9 1.2 1.1

Excises 4.5 1.8 0.6 1.1 1.4 1.7

Small business tax 0.4 0.3 0.1 0.2 0.2 0.3
Personal income tax 0.3 0.2 0.2 0.3 0.6 0.8
National taxes and others 1.5 0.8 0.7 0.7 1.2 1.4
Customs duties 2.7 2.7 2.6 2.7 2.3 2.6
Local government revenues 0.4 0.5 0.2 0.2 0.2 0.2

Source: Ministry of Finance.

Figure B.2: Structure of Revenues in 1995 and 2000
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Box B.1: Summary of Existing Tax Rates in Albania

Rate Exemptions

Personal income Progressive rates for monthly wages: The minimum wage and remuneration taxable is
tax 10,001 -20,000 at 5%, 1000 lek /month

20,001-30,000 at 10%, Exemptions: state unemployment benefits;
30,001-50,000 at 15%, pensions and other transfers; self-employment
50,001-80,000 at 20%, income of farmers.
80,000-120,000 at 25%, Persons paying small business tax.
over at 30%.

1 0% flat rate on other income subject to tax including
interest income, dividends, rents;
20% on revenues from lottery games and casinos.

Income from transfer of right of ownership (0.5-3 %
depending on the sale price).

Small business tax3 Fixed fee (depending on nature of business) for those Agricultural activities.
with turnover under 2 million leks.

4% from annual business - for tumover of 2-5 million
leks.

Property tax Buildings -3 - 6 lek/m2 year. Property of intemational organizations;
Production and commercial buildings (service activities) Persons affected by natural disasters such as
- 50- 100 lek/m2 year. floods;
Agricultural land - 1500-6000 lek/ha year. Low income families receiving social assistance

(tax liability is paid by state).

VAT 20% Exports and intemational services;
Services and supplies of goods related to
financial activities;
Transactions related to shares, stocks, bonds, and
other securities;
Transactions related to pension funds, rental of
residential property;
Medicines and medical equipment and certain
supplies in connection with oil exploration are
exempt.

Excise tax Alcohol, tobacco, soft drinks, coffee, petroleum Liquid gas used for household consumption;
products. Ethyl alcohol used in production of alcoholic

drinks for export.

Corporate income 30% for resident companies in Albania, irrespective of
tax their legal form4 .

400% for companies in tourism.
Companies that exercise economic activity in ol1 and gas
exploitation pay an average of about 50% tax on profits
depending on the quantity produced.

Solidarity tax Fixed amount per taxpayer; Monthly salaries under 10,000 lek.
Individuals - 500 leks per month;
Small businesses - 1,000-2,000 leks per month;
Large private businesses - 5.000 leks per month.

National and local A variety of taxes and fees including port charges, Various exemptions under particular tax type.
taxes consular fees, television and telephone licenses, hotel

tax, airport tax, business registration tax.

Import duties Contains four tariff rates 0,5,10,18% depending on items Goods imported under government agreements.
Certain imports of contractors in oil exploration.
Humanitarian aid.

Sources: IMF documents and Government sources.

3Applies to businesses with an annual turnover of less than 5 million lek.
4 Normally the tax on profit is prepaid each quarter and by the end of the year the balance is set off.
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Decentralization

I. Decentralization of government responsibilities to communes and municipalities is
becoming an important facet of the Albanian political landscape. A National Strategy for
Decentralization and Local Autonomy was approved in November 1999 and provides the
framework for current developments. The strategy itself was elaborated through a participatory
process and marks an effective cooperation between government - both central and local - and
civil society. The legal framework for decentralization is currently under preparation. Most
importantly, the Organic Law on Local Governments' has been passed by Parliament and is
being implemented following the local elections which took place in November 2000.

Background

2. Prior to the 1990s, the governance structure in Albania was characterized by highly
centralized decision making. Elected councils existed at the local level, but their responsibilities
were limited, as their main function was to manage the implementation of central decisions.
Politically autonomous local governments were created in 1992, but they still lacked real
administrative and fiscal autonomy.2 The 1992 law created two tiers of local administrations -
with communes and municipalities as the first tier and districts as the second - the latter having
mainly a coordination function.3 In addition to elected local governments, prefects act as the
representatives of the central government at the regional level,4 and there are local offices of
certain central government ministries at the regional level (e.g., school districts) which are
responsible for executing the policies and programs in one or more districts in each region.

3. While local governments have been politically autonomous since 1992, their fiscal
autonomy has remained quite limited. Until 1998, by far the largest share of local government
revenues consisted of conditional transfers from the central government. Locally derived
revenues amounted to less than 5 percent of total revenues. In 1998, local governments were
granted the right to determine local tax and tariff rates within a 20 percent margin around
uniform national rates which they previously were not able to change. In addition to limited
fiscal autonomy, local governments also do not possess ownership rights to public property that
is used to perform local government functions. In some, but not all, cases, local governments
have limited administrative rights to those properties.

4. The introduction of block grants in 1999 led to a small increase in the fiscal autonomy of
local governments. The central government budget began allocating funds for operations and
maintenance expenditures in the sectors of health, education, public works, and culture in the
form of block grants and local governments were granted the authority to determine the
allocation across sectors. The size of the block grants remains small, though, and as a result
fiscal autonomy at the local level remains limited (see Box C. 1) with local governments
receiving more than 80 percent of their revenue in the form of a conditional (or earmarked)

' Law on Organization and Functioning of Local Governments, No. 8652, dated July 31, 2000.
2 Law on Functions and Organization of Local Governments, August 1992.
3 There are 65 municipalities, 309 communes, and 36 districts in Albania.
4 There are 12 prefectures in Albania.
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transfer from the central government. The collection of the property tax was also delegated to
communes and municipalities starting in 1999. The effect of this transfer on the fiscal autonomy
of local governments is limited, though, because the revenues from the property tax are small
(0.07 percent of GDP in 1998) and dropped further by about 50 percent during the first year after
the transfer.5

Box C. 1: Local Government Revenues, 1998-2000
(total revenue and sources of revenue in percent of GDP)

1998 1999 Budget 2000

Total revenue 5.6 6.7 N/A
Local taxes and fees 0.2 0.2 0.2
Block grant N/A 1.0 0.7
Conditional transfer 5.4 5.5 N/A

Memorandum item:
State budget total revenue 20.3 21.2 22.6

Note: The figures for 1999 are heavily influenced by Kosovo-related expenditures. In
particular, in the absence of Kosovo-related expenditures it would have been more apparent
that the block grant was not provided in addition to conditional transfers, but rather replaced
part of the conditional transfers. In other words, the block grant, while increasing fiscal
autonomy, did not increase the total revenues of local governments.

Source: Ministry of Finance.

5. A major initiative to move toward more meaningful decentralization began in early 1999
and two bodies were created to carry out the work - a National Committee for Decentralization
(NCD) and a Group of Experts for Decentralization (GED), with the latter typically being
referred to as the Decentralization Task Force.6 The NCD consists of representatives from
central and local governments and champions the process at the political level, while the GED
works at the technical level. The objective was to elaborate a strategy for decentralization on the
basis of the 1998 Constitution and the European Charter of Self-Governance.7 Following
technical work by the task force, and several series of consensus building meetings around the
country, a draft strategy was adopted by the NCD, and in November 1999 this strategy was
adopted by Parliament.

6. The Strategy for Decentralization and Local Autonomy elaborates the basic principles and
objectives for a decentralized system in Albania. It served as a starting point for the preparation
of a legal framework for decentralization consisting of three basic laws or sets of laws. The first
set of laws defines public property and regulates the transfer of public property to local
governments, the second is the organic law on the functioning of local governments, and the

5Local governments were inadequately prepared for the collection of property taxes.
6 Both the NCD and the GED were created through a government decree.
7 According to the 1998 Constitution communes or municipalities and regions are the units of local governments,
with communes and municipalities being the basic units (Article 108).
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third regulates the fiscal relations between central and local governments. Only the second has
been approved by Parliament and signed into law; the first set of laws has been submitted to
Parliament and work on the third law continues to be carried out by the task force and the NCD.

7. Regarding public property, it is foreseen that all public properties that are used by local
governments for the realization of their functions andlor delivery of the services under their
jurisdiction will be transferred to local governments. According to the draft law, the transfer of
property to local governments is to be completed within 24 months after the effective date of the
law. In other words, it is unlikely that local governments will formally be granted property rights
before end-2002.

Organization and Functioning of Local Governments

8. The Law on Organization and Functioning of Local Governments8 lays out the structure of
local governments, their responsibilities, and the basic elements of local government finance.
The law is based on the objective of guaranteeing governance at the level closest to the residents
based on the principles of local autonomy and subsidiarity. Communes and municipalities
comprise the basic level of local government and regions comprise the second level of local
government.9 Districts will cease to exist as administrative units and 12 new regions are being
created whose administrative boundaries coincide with the existing prefectures.

9. Mayors and chairnen of communes are elected through general elections, as are the
municipality and commune councils. The regional council is made up of representatives from
the municipalities and communes. Mayors and chairmen of communes automatically become
members of the regional council, and additional members might represent the local government
units in the regional council depending on the size of the former.

10. The functions of communes and municipalities are divided into exclusive, shared, and
delegated functions. Exclusive functions are those that are given by law to the local government
unit. Shared functions are those which the local government unit shares with central
government. Delegated functions are functions of central government that by law or by a
contractual agreement are assigned to local govermnent units. The different functions will be
assumed by the communes and municipalities according to a timetable spelled out in the law.

11. Exclusive functions of municipalities and communes exist in the areas of (i) infrastructure
and public services, (ii) social sphere, culture, and recreation, (iii) local economic development,
and (iv) civil security (see Box C. 2). Most exclusive functions were assumed by local
government units as of January 1, 2001; the remaining functions will be transferred as of January
1, 2002. Apart from a few additions like veterinary services, the exclusive finctions specified in
this law are the ones which local governments already carry out; however, at present they do so
as the agent of the central government.

s Law No. 8652, dated 31.07.2000. This law is generally referred to as the Organic Law on Local Governments.
9 The law did not make any changes to the existing communes and municipalities.
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Box C 2: Exclusive Functions of Communes and Municipalities

Comnmunes and municipalities have full administrative, service, investment, and regulatory powers for the
following exclusive functions:

I. Infrastructure and public services Effective date
a) Water supply, January 1, 2002
b) Sewerage and drainage system and flood protection canals in the January 1, 2002

residential areas,
c) Construction, rehabilitation, and maintenance of local roads, January 1, 2001

sidewalks, and squares,
d) Public lighting, January 1, 2001
e) Public transport January 1, 2001
f) Cemeteries and funeral services January 1, 2001
g) City/village decoration January 1, 2001
h) Parks and public spaces, January 1, 2001
i) Waste management and January 1,2001
j) Urban planning, land management, and housing according to the January 1, 2002'

manner described in the law

II. Social sphere, culture, and recreation
a) Saving and promoting the local culture and historic values, January 1, 2001

organization of activities and management of relevant institutions
b) Organization of recreational activities and management of relevant January 1, 2001

institutions
c) Social services including orphanages, day care, elderly homes, etc. January 1, 2001

III. Local economic development
a) The preparation of programs for local economic development January 1, 2001
b) The setting (regulation) and functioning of public market places January 1, 2001

and trade network
c) Small business development as well as the carrying out of January 1, 2001

promotional activities, as fairs and advertisement in public places
d) Perfonrnance of services in support of the local economic January 1, 2001

development, as information, necessary structures and
infrastructure

e) Veterinary services and January 1, 2001
f) Protection and development of local forests, pastures, and natural January 1, 2001

resources of local character

IV. Civil security
a) Protection of public order to prevent administrative violations and January 1, 2002

enforce the implementation of commune or municipality acts, and
b) Civil security January 1, 2002

'The authority to adopt construction permits will be transferred to the communes and municipalities from January 1, 2001.
Source: Law on Organization and Functioning of Local Govemments, Articles 10 and 72.

12. After January 1, 2002 a legal framework will be established for the undertaking of shared
functions by local government units. Shared functions may include any of the following: (i) pre-
school and pre-university education, (ii) priority health service and protection of public health,
(iii) social assistance and poverty alleviation and ensuring the functioning of relevant
institutions, (iv) public order and civil protection, (v) environmental protection, and (vi) other
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shared functions as described by law. Delegated functions of local government units are
determined by law.

13. Compared to municipalities and communes, regions have a much smaller portfolio of
functions. First, they are responsible for developing and implementing regional policies and for
harmonizing regional with national policies. Second, regions can have functions assigned to
them by one or more communes and municipalities based on an agreement by both parties.
Third, regions perform those functions that are delegated to them by the central government.

Local Government Finances

14. The Organic Law on Local Governments states that "national fiscal policy shall guarantee
the fiscal self-sufficiency of local governments through diversified sources of revenue." 10
Sources of revenue for communes and municipalities are locally derived taxes and fees, funds
transferred from the central government (in the form of both conditional and unconditional
transfers), and funds derived from shared national taxes. Regions' revenues will consist of
regionally derived revenues and of transfers from central government.

15. The law specifically mentions the property tax, the small business tax, and a tax on
personal income from certain sources as local taxes. While the tax base and minimum and
maximum tax rates will be set by law, local governments will be able to determine the tax rate.
The property tax has been administered by communes and municipalities since 1999. According
to the law, the small business tax is scheduled to become a local tax by January 1, 2001.

16. Arrangements to increase the fiscal autonomy of local governments will be phased in over
several years. A number of changes are being introduced with the 2001 budget. First, the small
business tax will continue to be collected by the General Tax Directorate, but all revenues from
this tax will be provided to local authorities under the existing block grant scheme." Second,
negotiations are ongoing among the Ministry of Local Government, the Ministry of Public
Works, and the Ministry of Finance, to transfer part of the budget allocation for the Ministry of
Public Works to local authorities. Third, a similar arrangement is under consideration for the
urban transport subsidy. Beginning in January 2002, communes and municipalities are
scheduled to receive additional financing from unconditional transfers, shared national taxes, and
conditional transfers to achieve national objectives. Also beginning in 2002, communes,
municipalities and regions are scheduled to be authorized to borrow funds for investment
purposes. Apart from public investment expenditures, local governments' budgets have to be
balanced.

17. Despite the phased implementation of changed fiscal arrangements foreseen in the law,
there exists considerable pressure to increase the fiscal autonomy of the newly elected local
governments. As local governments have a three-year term, it is politically important for them
that significant changes in existing relations be put in place as soon as possible to allow these
governments to convince their voters. The organic law only makes a small number of specific

10 Law on the Organization and Functioning of Local Governments, Article 15.
} This arrangement does not provide for additional revenue to local govemrnents, unless collections on the small
business tax are higher than expected. Such higher revenues would also be transferred to local authorities.
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provisions (see above) and mostly stakes general principles. This leaves considerable room for
finding a suitable mechanism for intergovernmental fiscal relations. Considerable work is still
required on this issue. The governiment should resist the pressure for quick changes that are not
analyzed in sufficient detail.

18. Based on the principle that communes and municipalities should have fiscal autonomy
over that part of their resources that is needed to fulfill their exclusive functions, the share of
locally derived revenues, shared national taxes, and unconditional transfers in local government
budgets would have to increase considerably - to roughly one-half of the entire budget. This
will require significant changes in intergovernmental fiscal relations. In making such changes,
the issue of a fair regional distribution of expenditures will also have to be addressed. At
present, there exists considerable regional variation in the distribution of per capita expenditures
(see Table C. 1) and it remains to be determined how much of this variation is justified by
relevant factors and how much should be rectified through better allocations.12

19. Several issues need to be kept in mind in the design of future intergovernmental fiscal
relations. First, a reasonable balance needs to be found between the principle to provide local
governments with sufficient revenues to carry out their functions and the incentive for local
governments to raise their own revenues. Second, there is a need for local governments to have
predictable and stable sources of revenues. Third, the mechanism chosen for intergovernmental
fiscal relations should not distort local choices. The ultimate objective has to be to improve the
provision of services at the local level.

20. An evaluation of possible future arrangements for intergovernmental fiscal relations is
beyond the scope of this report. A recently completed policy study provides many useful
recommendations. 13

12 Table C. 1 is based on "local" current expenditures which exclude current expenditures related to the central
administration and other national purposes (e.g., universities or regional hospitals).
13 Schroeder, Larry (October 2000): "Republic of Albania - Fiscal Decentralization Policy Study" (Draft), the Urban
Institute.
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Table C. 1: Per Capita Distribution of Local Current Expenditures (excluding interest and social insurance
benefits), 1999
(in percent of average)

General Education Health Social Housing Recreation, Agriculture, Transportation
Public Security and Culture, Forestry, and
Services and Community Regligious Fishing, Communication

Welfare Amenities Affairs Hunting

Berat 54.9 93.1 97.7 108.9 84.1 109.3 64.2 121.3

Bulqize 84.6 86.6 85.6 98.8 41.5 18.6 347.0 87.5

Delvine 104.3 75.9 79.8 34.0 29.0 49.1 350.3 81.4

Devoll 88.1 92.4 85.2 36.2 39.4 35.5 0.0 39.9

Diber 86.7 91.5 102.6 145.4 41.6 87.3 171.9 20.7

Durres 107.7 82.1 68.4 53.3 112.3 137.6 72.3 184.4

Elbasan 82.5 97.8 74.0 112.4 82.4 116.6 38.4 57.6

Fier 76.4 83.6 68.1 59.6 93.4 85.5 67.5 98.8

Gramsh 128.0 134.0 128.3 94.2 36.4 55.5 59.4 66.2

Gjirokaster 118.8 105.1 97.4 37.6 78.1 224.3 65.7 115.7

Has 388.7 137.6 130.4 179.8 65.0 75.8 590.6 68.5

Kavaja 96.1 84.7 96.8 94.6 90.1 69.3 116.3 120.4

Kolonje 123.3 135.1 176.0 68.9 66.4 114.2 157.3 88.7

Korca 62.6 93.3 85.2 64.1 99.2 142.0 86.9 80.8

Kruje 98.1 104.0 108.9 78.4 54.6 60.2 127.9 95.7

Kucova 71.3 96.0 84.1 95.8 100.2 44.0 97.7 144.8

Kukes 387.0 113.7 117.0 225.6 50.1 85.9 0.0 70.1

I"ac 130.7 94.0 80.9 145.1 70.6 75.9 141.1 85.4

Lezha 82.8 103.3 101.5 104.7 65.0 71.3 184.2 78.3

Librazdh 113.2 121.0 93.4 105.8 29.0 55.1 87.0 38.8

Lushnja 73.1 92.8 76.7 64.1 79.6 84.3 70.6 102.1

Malesi e Madhe 83.6 100.5 109.7 132.9 16.0 28.5 214.2 103.2

Mallakaster 111.4 101.1 71.0 46.8 36.2 91.5 0.0 51.0

Mat 124.2 115.6 124.9 149.6 58.1 92.1 294.4 37.0

Mirdite 108.0 130.9 153.2 179.5 64.4 53.0 147.8 83.7

Peqin 107.2 109.6 84.2 60.1 51.4 174.9 205.6 78.9

Permet 120.4 119.6 174.7 63.1 73.5 118.1 192.8 44.6

Pogradec 92.3 120.0 113.2 134.3 87.1 95.7 370.2 70.0

Puke 180.9 147.9 227.8 225.8 69.7 55.5 92.0 95.7

Saranda 93.3 63.8 77.4 34.4 84.8 88.2 146.7 68.3

Skrapar 137.3 113.6 138.4 114.9 87.8 66.9 140.5 190.8

Skodra 51.9 106.5 82.7 207.9 88.4 142.8 75.4 151.5

Tepelene 107.6 117.4 133.8 84.2 94.3 71.7 0.0 99.9

Tirana 100.8 102.4 123.7 77.1 228.2 96.8 22.9 70.7

Tropoja 142.4 139.6 174.2 210.7 66.4 104.1 373.5 94.1

Vlora 77.8 90.6 91.2 76.3 111.1 135.2 54.8 250.2

Source: Ministry of Finance.
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Social Protection

Current Situation

1. Albania's social protection system includes three groups of programs - social insurance,
the social safety net, and labor market programs - that directly benefit approximately 40 percent
of the population. Social insurance is the largest component of the system, involving 15.7
percent of the population as participants or beneficiaries and disbursing resources equivalent to 5
percent of GDP.' The social insurance system is a mandatory, publicly managed system with
universal coverage. Thus, all economically active individuals, including those self-employed in
agriculture (farmers), are intended to be covered for numerous benefits and are required to
contribute. The contributions account for 42.5 percent of the individual gross payroll, except for
farners, for whom a different way of assessing contributions is used.

2. The social safety net (social assistance) in Albania consists of: a targeted poverty benefit
in cash (called ndihme ekonomike or economic aid); a regular monthly allowance to those
disabled since childhood; price compensation to pensioners and their families; and residential
social care services for orphans and aged or disabled people. In 1999, social safety net programs
accounted for 30 percent of total spending on social protection and they made up over 2 percent
of GDP. Total spending on the social safety net as a share of GDP has declined steadily since
1997, while spending on ndihme ekonomike has remained stable at about 1.3 percent of GDP.

3. The targeted poverty benefit in cash absorbs about half of all social safety net spending.
More recipients are rural than urban. Also, more families receive partial rather than full
assistance, because rural families are assumed to have income from land ownership and so
receive partial benefits. Overall, total payments for ndihme ekonomike are greater for urban than
for rural recipients. The observed geographic distribution of payments reflects perceived
regional differences in development, with the northern part of the country being considered the
poorest. The amount of assistance a family receives is determined by local councils, based on a
Government decision in November 1996 that set the benefit ceiling for a family at 2.5 times the
unemployment benefit. Although the central budget fully funds social assistance, local
governments administer it. They receive their ndihme ekonomike budget as a lump sum (block
grant) and are responsible for deciding who receives assistance and in what amounts. Each
applicant family receives a mandatory visit to check its eligibility. Municipal and communal
councils make the final decisions on whether to grant assistance and in what amount.

4. Compensation for increases in bread, electricity, and food prices was introduced for
pensioners and their families to cushion the impact of eliminating related price controls and
subsidies and to help maintain a consensus for economic reform. Except for pensioners, the
compensation program has either been discontinued or consolidated into government employees'
wages since 1994. The compensation is financed from the central budget, administered by the
Social Insurance Institute, and usually paid with the regular pension. In 1999, it represented one-

' In 1999, social insurance provided income to 52,6800 pensioners. It made up 62 percent of the total public
spending on social protection.
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fifth of the total spending on pensions but had declined in real terms since 1997. It remains
important, however, for rural pensioners.

5. The cash allowance for those disabled since childhood, which is normally 70 percent of the
minimum wage, is administered - like ndihme ekonomike - at the community level, subject to
GASS monitoring and supervision.

6. The General Administration for Social Services (GASS) has been responsible for operating
ten orphanages for children up to age 14 as well as five development centers and two day
centers for children with disabilities. About 0.7 percent of social protection outlays were
allocated to these care institutions in 1999. A new law provides that, from January 2001, GASS
will retain policy responsibility for these facilities, but administrative responsibility for them will
be decentralized. The practical ramifications of these changes are still unclear.

7. The National Employment Service (NES) is responsible for managing: labor market
offices (currently only in urban areas); the National Labor Inspectorate, which enforces
compliance with work safety standards and social insurance contributions; passive labor market
programs (unemployment insurance and support for certain workers made unemployed through
mass privatization); active labor market programs (including the Employment Promotion
Program which offers temporary employment or hands-on training to unemployed job-seekers);
and professional training. A new NES strategy was approved this year through a tripartite
agreement among the Government and employer and employee representatives. The strategy
aims to reformn the NES at all levels and it proposes creation of an Employment Fund within the
framework of SII.

Key Issues

8. In social protection, the key issues are as follows.

* The high contribution rates through payroll taxes have encouraged the under-reporting of
wages and the growth of an informal labor market. Therefore, only about one-third of
workers are actually covered and can expect to receive pensions later.2

* The social insurance system's current financial situation is not satisfactory and its
sustainability needs careful analysis. The system's revenue has in recent years been
inadequate to meet its benefit payment obligations. Contributing factors are: there are
more pensioners than contributors; statutory retirement ages are: low (55 for women and
60 for men); indexation of pension payments is discretionary; contributions are low and
declining; rural pensioners receive far more than rural workers contribute; and
administration of the social tax is weak.

* The deficit of the social insurance system is higher than recorded in the budget. First,
contributions intended to finance unemployment insurance (6 percent of gross wages) are
retained by the SII and in fact finance pensions, and unemployment benefits are paid

2 By end-1999 only 400,000 individuals were contributing to the mandatory scheme compared with an estimated
labor force of over 1.3 million.
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from general budget resources. Second, the state budget includes in social insurance
expenditures spending on price compensation schemes. Only about half of the budget
transfer covers the deficit of the social insurance scheme proper, because the other half is
money transferred to the SSI to administer the price compensation scheme.

* The state budget finances the deficit of the social insurance scheme in a de facto
automatic fashion. Part of the transfers from the state budget to the SSI are meant to
supplement the low contributions paid by rural contributors of the scheme (e.g., to
subsidize the rural scheme). In reality, though, general de factor automatic transfers from
the state budget cover the entire deficit of the pension scheme, regardless of its cause.

Table D. 1: Budget of Social and Health Insurance Schemes, 1995-2000
(in percent of GDP)

1995 1996 1997 1998 1999 2000

Revenues 4.0 4.5 3.6 3.4 3.6 3.6
Social insurance 3.8 4.1 3.3 3.2 3.3 3.3
Health insurance 0.3 0.4 0.3 0.3 0.3 0.3

Expenditures 6.1 6.8 5.9 5.3 5.5 5.7
Social insurance 6.0 6.4 5.4 4.8 4.9 5.1
Health insurance 0.1 0.4 0.5 0.5 0.5 0.5

Budget transfer 2.1 2.3 2.3 1.8 1.9 2.1
Social insurance 2.2 2.2 2.1 1.6 1.6 1.9
Health insurance -0.1 0.1 0.2 0.2 0.2 0.2

Source: Ministry of Finance.

* A further issue warranting discussion is whether there is scope for improved coordination
or cooperation between the administration of general taxation of wage income and the
collection of social insurance contributions, or even for possible consolidation of these
administrations. Possibilities of this kind could also address design issues relating to the
incentives for the SII to raise revenues, given the automaticity of transfers from the state
budget and the limited extent of audit and oversight.

9. For social assistance, the key issues are as follows.

* Ndihme ekonomike is poorly targeted and conversations with officials suggest that the
process for selecting who will receive benefits often disregards nationally established
eligibility criteria. Only about one-third of recipient families are poor, yet two-thirds of
recipient families have received it continuously since its inception in 1993. No processes
exist for independently reviewing whether the actual allocation of funds by local
governments complies with the national criteria or for intervening to achieve appropriate
targeting practices consistent with these criteria.

* The ndihme ekonomike benefit structure creates weak work incentives for the roughly
one-fifth of Albanian families that qualify for this benefit. One possible policy response
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could be to modify the benefit structure so that modest levels of private income would be
only partly offset by reductions in the benefit amount.

* Additional concerns with ndihme ekonomike arise from (i) problems in assessing
families' actual or potential incomes and (ii) internal migration that moves families from
rural areas, where land holdings limit their eligibility to at most partial benefits, to urban
areas.

* Given the implementation weaknesses of the ndihme ekonomike program, the rapid
increase in the number of disability allowance beneficiaries merits particular attention.
The latter program is also reported to exhibit administrative weaknesses and, in addition,
is vulnerable to the pressure seen in other countries of the region for disability rolls to
expand when unemployment is difficult to find.

* Two questions arise for the price compensation program. Is there a rationale for keeping
it or should it be completely abolished? If retention is warranted, should its format be
reformed or its administration and implementation arrangements improved?

10. For labor market programs, the key issues include:

* The need to balance efforts to sanction unregistered employers of informal labor with
policies to encourage the formation of new firms that represent the best hope for
significant employment growth and economic recovery

* The scope for involving private employers and technical education facilities in demand-
driven training programs that would incorporate both academic and practical elements
and that would not rely solely on MoLSA and NES to provide the required training
facilities, complete with regularly modernized equipment - a responsibility that those
organizations would be unlikely to be able to finance

* The role of NES in regulating the quality of private training program

* The organization of NES programs for unemployed job seekers and

* The need that arose, after the crisis in 1997, to re-establish labor market offices that had
been set up under the Labor Market Development Project and to replace (to the extent
possible) the equipment and software that had been expropriated.

Assessment of Draft Strategy

11. Typically, social protection strategies for countries in this region have complementary
elements to reduce social risks, to mitigate their effects, and to help families cope with risks that
affect them directly. First, labor market policies reduce the risks faced by individuals by
fostering a flexible formal labor market that rewards labor productivity and allows labor to be
allocated to its most efficient use. Similarly, active labor market policies include measures to
retrain workers in accordance with labor market demands. Second, pensions and social
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insurance schemes-such as affordable unemployment insurance-allow individuals to mitigate
risk by smoothing consumption over their lifetimes. Finally, social assistance-including cash
transfers (with built-in work incentives), in-kind benefits and services, and subsidies-are risk
coping mechanisms that allow the state to reduce the impact of a negative income shock or
persistent low income by providing an affordable standard of living for the poor.

12. The draft policy matrix and the social protection strategy for Albania adopt this overall
approach. In many respects, they are well formulated and clearly expressed. As is appropriate
for a strategic document, they set out a framework for policy at a rather general level. However,
some issues within the draft strategy warrant reconsideration and other issues need to be
addressed more directly and comprehensively by the strategy or by those charged with
implementing it. Other comments below amplify the context for this policy framework or relate
to how the relatively general principles and directions could best be implemented and translated
into changes in practical policies and programs.

13. The overall objectives within the policy matrix, it should be noted, omit one objective that
is implicit in the rest of the matrix. This is to create arrangements that help people smooth
consumption across their lifetimes by transferring purchasing power from periods of high income
to periods of low income.

Labor Market Programs

14. The draft policy matrix formulates well the overall objective of labor market policies: "To
ensure an efficient and effective labor market that facilitates economic development and in
which the rights of workers are protected."

15. The most important policies affecting the labor market, however, will be those that nurture
strong economic growth and the development of a thriving private market for labor within the
formal sector - particularly for employment in the non-agricultural sector. Currently, only 10
percent of all employment is in non-agricultural, private, formal jobs. Yet that small share of the
labor market bears an unduly heavy burden in supporting the public sector (through taxes) and
the social insurance system (through contributions).

16. The role of labor market programs should be secondary to these policies. The history of
attempts around the world to substitute public sector employment programs for private
employment growth is not encouraging. Accordingly, labor market programs should support
labor market information services and should also support and regulate the functioning of non-
government institutions that offer appropriate and demand-driven training opportunities for new
and existing employees. Public provision and management of such programs should be viewed
skeptically.

17. Subject to one caveat, the provisions of the draft policy matrix on labor markets and
employment are generally well framed. (Bank staff have not seen the draft new tripartite
agreement on employment policy and so cannot comment on its substance or how well it
conforms with the provisions of the draft policy matrix.)
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18. The caveat concerns the stated recurrent budgetary implications for expanded financing of
public works and micro-credit programs. The rationale, design, implementation structure, and
cost-effectiveness of any such initiatives should be assessed very carefully and should be
implemented - if at all - through performance-based contracting arrangements with
competitively selected contractors and clear, monitorable performance indicators.

Social Insurance

19. Social insurance seeks to smooth the flow of income and consumption over people's
lifetimes through instruments such as pensions, but it may be used as well to ensure adequate
incomes. To fulfill its purpose, social insurance must represent an enduring and widely
supported commitment that can be kept. If the social insurance is to be widely supported, it must
be effective, efficient, and fair. If the commitment is to be kept, the system must be affordable
and well managed.

20. If social security systems are to redistribute income effectively, however, they must be
integrated with effective systems for generating that income. Without good macroeconomic
performance, the demands on social security systems will be too great and at the same time the
resources available will be too limited. Therefore, social security systems should support
economic production. For example, funded pension systems encourage saving, facilitate
investment, and help generate the incomes that people need during retirement. Similarly, benefit
structures that yield strong incentives to work enhance production and income.

21. The financial sustainability of Albania's current social insurance system is questionable,
particularly if considered alongside the social and political viability of its limited actual coverage
of the labor force. Accordingly, the social insurance system should be reformed to reduce the
need for unintended budgetary transfers and to place more emphasis, in the design of benefits
and contributions, on preventing or reducing poverty while maintaining incentives to work and to
contribute. (Budgetary support should be retained, however, for any intentional cross-subsidies
that continue within the structure of social insurance benefits, to keep these subsidies
transparent.) The reform process should also examine carefully how best to reconcile goals of
income security during retirement for rural agricultural workers with their limited capacity to
save during their working years, either privately or through contributions to social insurance
programs. A crucial question, to which there is no easy answer, is whether rural poverty is best
addressed through cross-subsidies or budgetary subsidies within social insurance or through
social assistance arrangements. Alternatively, how rapidly can productive non-agricultural
employment absorb excess agricultural workers, thereby allowing average rural agricultural
productivity and incomes to rise?

22. The long term objective, as economic progress allows, should be to develop a system of
social insurance which would mitigate risks by smoothing consumption over a lifetime. This
could mean developing a multi-tier pension system which would comprise: (i) a modest, poverty
focused public tier; (ii) a defined-contribution, funded, privately managed tier; and (iii) a
voluntary tier. Adequate macroeconomic, financial, and regulatory environments would be
prerequisites.
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23. In the medium term, however, Albania needs to focus on strengthening its current public
pension system. Efforts should include measures to curb increases in expenditures and to raise
revenues. The financial situation of the social insurance system cannot be fundamentally
changed unless income levels grow faster than pension benefits and the ratio of pensioners to
workers drops as a result of improved participation in the social insurance system.3

24. Prospects for an immediate cut in expenditures are rather limited and would increase the
vulnerability of social insurance beneficiaries to poverty. So policymakers should focus on the
following steps.

* Improve the efficiency of the Social Security Institute by strengthening: (i) the planning,
budgeting, and transparency of its financial relations with the state budget; (ii)
accounting, auditing, and reporting practices; and (iii) financial management and
information management systems, including the introduction of social insurance numbers
and individual accounts. These steps do not require changes in the legal framework.

* Change the basis for indexing pensions from political discretion to growth in consumer
prices. The objective should be to maintain the real value of urban pensions but not to
seek parity with the growth of wages. Albania cannot afford to link pension benefits to
wages while the number of recipients is growing but the number of contributors is
declining. However, this highlights a dilemma for policymakers-that, given the current
replacement ratio, the incentive for workers to contribute to the system will remain small
until many more workers within the labor force choose to participate in the social
insurance system.

- Harmonize the retirement age for women from 55 to 60 and then increase the retirement
age from 60 to 65 years for both men and women, or increase both concurrently to 65.

- Broaden the earnings and contribution history used as the basis for setting individual
pension benefits to include lifetime contributions (indexed to past earnings) rather than
the current basis of a 3-year average from the last 10 years of service. This would
strengthen the relationship between contributions and benefits in the long term.

25. Increased revenues are essential for improving the short-term financial performance of the
social insurance system. Raising social insurance contribution rates should be ruled out as an
option for improving revenues, because the rates are already high by international standards
(45.9 percent). Higher rates would also discourage employment and would further increase
incentives for tax evasion. Instead, for increasing revenues, the emphasis should be on
improving social tax compliance. Measures to improve compliance could include:

3Albanians are among the youngest population in Europe, and hence have a good demographic base to improve the
pensions system support ratio, provided that employment opportunities improve and young, working age people
cease emigrating.
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* Simplifying registration and improving the information system to identify non-
compliance, particularly for urban private sector contributions.4 Personal identification
numbers should be used to improve the collection of contributions and administration of
benefits.

* Increasing collection from state enterprises, which account for most of the contribution
arrears because of their poor financial situation, declining number of employees, and the
ongoing program of privatization and restructuring occurring in almost all of them.

26. The above measures may yield only modest results, given Albania's low employment in
the formal non-agricultural sector.5 Albania needs to explore various options to reform the social
insurance system and to reduce the payroll tax rate considerably so as to increase compliance,
particularly from the informal market.6 Although reducing the rates might cause the social
insurance deficit to deteriorate further, it might eventually improve the financial position of the
SSI and would eventually allow the Government to link social insurance benefits to
contributions.

Social Assistance

27. Social assistance aims at reducing poverty using targeted benefits that provide short-term
relief in a fair manner. To retain its short-term nature, it should encourage self-sufficiency, and
be flexible and responsive to the changing needs of those in poverty. To be fair, it should be
available to all those, but only those, in the target population. Moreover, like social insurance, it
must be affordable and well managed.

28. Albania's social assistance program was designed seven years ago at the height of the
economic and social crisis. It has certainly helped poor families through the most difficult times.
However, both formal and anecdotal evidence indicate that resources allocated to the program
are spent ineffectively and inefficiently. There is considerable scope to improve not only the
program design and its implementation but also administrative arrangements so as to better assist
the poor, at a lower cost. Short to medium term steps to improve program efficiency and
effectiveness include the following:

4 In 1999, 20 percent of the total "urban scheme" contributions was collected from private fi-m employees and the
urban self-employed. The number of urban self-employed registered by the SSI dropped by 30 percent in two years.
The nonagricultural private sector does not have strong incentives to contribute to the SSI. It consists mostly of
small or medium-size enterprises. In many cases jobs are considered temporary, which creates disincentives for
both employees and employers to participate. Contributions increase employers' labor costs, thus reducing their
competitiveness. Employees prefer current to future consumption. Also, they rely more on personal savings than on
the public system given the uncertainties of the transition period and the traumatic experience with the pyramid
schemes.
5 According to the Albanian Institute of Statistics, formal non-agricultural sector employment made up 30 percent of
the total employment in 1998, of which two-thirds came from the public sector and one-third from the private non-
agricultural sector.
6 As recent analysis of Argentina's experience with payroll tax reduction and related changes in compliance
indicates, cutting the rates may not be sufficient to increase the compliance automatically. An efficient enforcement
mechanism is more essential.
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* Evaluate and assess the poverty benefit - conduct a beneficiary assessment for ndihme
ekonomike, accompanied by an institutional assessment of its implementation and
administrative arrangements.

* Devise a new poverty profile - based on the LSMS (planned for end-2001) analyze the
poverty profile and identify the poorest groups of the population; analyze the poverty
impact of the ndihme ekonomike program.

* Adjust the program design - based on the analyses proposed above and on an analysis of
the work incentives that the program implies for program participants, review and where
necessary revise the social assistance design, including eligibility, the targeting
mechanism, the measurement of household income and resources, the structure and level
of the benefit, the benefit duration, and the renewal procedures.7

* Improve geographical targeting - based on the new poverty profile, as well as the
Population Census (planned for April 2001), develop a new block grant formula.

* Introduce incentives for the efficient use of resources - introduce local co-financing of
social assistance for better-off communities and review how well the block grant funding
mechanism, as currently implemented, is working to achieve program objectives. A
review of the way in which the social assistance and poverty alleviation functions of local
and central governments are defined, differentiated, and implemented could be helpful.

- Strengthen monitoring and audit of block grant spending - no funds should be released
unless all due reports are submitted to the social assistance central administration;
establish mechanisms for monitoring administrative compliance with national program
guidelines and for responding to noncompliance; and publish an Annual Report and make
it accessible to the public.

* Strengthen poverty monitoring and social policy design capacity in the Ministry of Labor
and Social Affairs by establishing a policy unit and staffing it with well-trained, capable
staff.

* Streamline and strengthen implementation and administrative arrangements by:
preparing an operational manual and training staff in its implementation; establishing a
management information system; clearly defining reporting, supervision, and auditing
procedures; developing benefit monitoring and evaluation mechanisms, with the
participation of civil society representatives; completely separating benefit payments
from the social assistance and local government administration - the benefit should be
delivered through the postal and banking system.

29. Within the cash assistance program for people with disabilities, short to medium term
measures to improve program efficiency include: (i) auditing disability certificates issued during

7Benefit duration should be limited and renewal of application mandated (accordingly, all recipients should reapply
for the benefit).



122 Annex D

the last three years; (ii) streamlining eligibility rules, as well as disability certification
procedures; (iii) moving disability certification to the disability certification service of the SII
(i.e., the disability allowance should be awarded only on the basis of the certificate issued by the
relevant SII disability certification service); and (iv) improving services for disabled people and
their families that local social assistance administrators provide in relation to acquiring disability
certificates and qualifying for the benefit.

30. Social care services are the focus of an intensive ongoing process to develop improved
policies and services through the proposed Social Services Delivery Project. This operation will,
inter alia, support (i) an improved policy framework for the development, implementation,
monitoring and evaluation of a national system of social services, covering financing, monitoring
and standards, gate-keeping, and related areas; (ii) a variety of service providers through
investments in training, TA and equipment, initially in four regions, with the aim of developing
local best practice models of cost effective and efficient service delivery; and (iii) a public
information and education campaign on priority social issues. This project will cover the key
social care policy areas over the three-year MTEF period.

31. The Government's draft social protection strategy envisages policy initiatives that would
narrow the scope of social insurance programs or increase their efficiency and, in these ways,
reduce the need for budgetary subsidies for social insurance. The strategy further envisages that
the budgetary resources freed would be redirected to more targeted social programs such as
social assistance or social care, particularly community-based social care. The Bank supports
these approaches but notes (i) that the funding redirected would need to take account of
restructured financial arrangements associated with the recent move toward increased
decentralization, and (ii) that adequate funding for social assistance and social care should be
provided whether or not reductions in social insurance subsidies are realized.
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Employment and Management Issues in the Public Administration

Introduction

1. Increasing the efficiency and capacity of public administration presents a daunting, long-
term challenge for all transitional countries. It is even more so for Albania, given the country's
past, as well as the current level of its institutional development.1 Good - and efficient -
governance necessitates addressing a complex web of interlinked issues. It requires building
institutions2 capable of effectively formulating and implementing public policies. Furthermore,
these institutions must operate with, and win public recognition of, legitimacy. And they must
serve the citizenry in a manner that is responsive, equitable, and impartial.

2. The manner in which human resources are utilized - and thus the efficiency of the
expenditures allocated for this purpose - is one important strand running through this web. It is
evident that issues regarding the appropriateness and sustainability of the level and structure of
compensation and employment are fundamental. Equally fundamental, though, is the
institutional framework -- formal and informal -- that governs the management and daily
activities of these employees as well as the organizations for which they work. Quite simply, a
country cannot hope to achieve lasting efficiency gains via narrow interventions that target the
quantitative side of public employment without also tackling the long-term qualitative
challenges. Accordingly, this chapter builds on prior analyses (by the World Bank and others) to
explore the current standing of employment in Albania's public administration, ongoing reform
measures, and needs for future action.

Pay and Employment Issues

Total Employment is Comparable to International Norms

3. Total government employment (excluding state-owned enterprises and the armed forces) in
the year 2000 was 129,640.3 This was down from 149,343 in 1996,4 as a result of a concerted
effort by government to restrain the government wage bill's burden on the budget. Of this
number, an estimated 3,000 to 5,000, or between about 2 percent and 4 percent,5 are expected to
eventually acquire civil service status under the recently enacted civil service law, while the
others are covered by the general labor code. Table E. I shows the breakdown of government
employment (categories cited are based upon the various wage scales currently in effect).

1 For more detailed background and analysis, see Albania Beyond the Crisis, World Bank, 1998, in particular
"Chapter I: Govemance and Institutional Reforns. "
2 The term "institutions" is used in this annex to indicate shared rules of the game (both fornal and informal), shared
understandings regarding what sorts of behaviors are consistent with those rules of the game, and shared proclivities
to nutually reinforce compliance with those rules of the game. This definition is a restatement of that adopted by
Douglass C. North, who defined institutions as rules, both formal (such as statutes) and informal (such as norms) that
constrain behavior. (North, Douglass C., "Institutions," Journal of Economic Perspectives 5(1):97-112)
3 Source: Department of Public Administration.
4 As cited in a World Bank background paper Government Pay and Employment Reform, David J. Wood and Fiona
Shera, 1996.
5 Exact numbers being verified with the Department of Public Administration.



124 Annex E

Table E. 1: Government Employment in Albania (January 2000)
Category Positions Percent

of total*
Political staff and senior officials 1,218 0.9
Deconcentrated ministry-affiliated staff 54,850 42.3
Other staff of ministries and central and local 3,435 2.6
bodies
Defense, Public Order and Intelligence 23,938 18.5
Forestry and Construction Inspection 1,491 1.2
Tax 1,296 1.9
Customs 1,020 0.8
Courts 1,180 0.9
Education (pre-university) 39,500 30.5
Other 870 0.7

Total 129,640 100.0
*Numbers do not add to 100.0 due to rounding
Source: Department of Public Administration

4. Albania's 129,640 government workers represent 4.2 percent of the population. As figure
E.l indicates, Albania's government employment falls at the low end of a group of 12
transitional economies, whose government employment levels average 6.2 percent of the
population. Albania is also well below the average of 7.7 percent of the population for a sample
of twenty OECD countries.6 It must be emphasized that international comparisons of any sort
should be approached with great caution. Employment levels are influenced by many factors,
including the number and nature of functions being undertaken by the government. Furthermore,
differences in definitions and classifications used by individual countries, as well as recognized
difficulties in obtaining accurate data, further complicate attempts at comparison. Nevertheless,
to the extent that international experience can serve as a broad guideline, by this limited measure
Albania's employment level is not in itself excessive.

5. While total government employment may be at a commonly accepted level, it is quite
likely that within the administration, instances of both under- and over-employment could be
identified, given sufficiently in-depth examination of the many additional factors (including
structural ones) involved. Such an exercise has recently been done for the Education sector, one
of the major sectors in terms of budgetary and employment considerations.7 The World Bank
study notes that as a proportion of total employment, the shares of educational employees and
teaching staff are considerably lower, and slightly below average, respectively, than in developed
countries-8 Similarly comprehensive and detailed assessments would be necessary in order to
assess the appropriateness of employment in other sectors and explore the scope for achieving
employment reductions via sector-specific structural changes.

6 All figures are excluding armed forces. Source: An International Statistical Survey of Government Employment
and Wages, Schiavo-Campo et al., World Bank 1997.
7 See Financing, Efficiency, and Equity in Albanian Education, Geremia Palomba and Milan Vodopivec, World
Bank, 2000.
8 Ibid. See page 39.
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Figure E. 1: General Government Employment as Percent of Population

10% 1% 7 8 o *o% 892% 8 4% 2

80% _ --5 '%% | -_*

70%1 -- L
5 2%~~~ 2

80% __~ 2 242 

40

20% -

6. Although Albania has a system for setting numbers of authorized posts, for the time being
it still lacks an effective system for controlling the level and composition of actual employment.
Any deviations from the number of authorized posts (as stipulated in the regulations for each
body) must be approved by the Department of Public Administration. However, with the
exception of employees covered by the new Civil Service Law (only now being implemented),
the Department has no direct control over the hiring of new staff, nor is there adequate capacity
to verify the reports individual bodies submit on the number and composition of their staff.

7. The Department of Public Administration (DoPA) within the Council of Ministers is
undertaking (with EU Phare support) the creation of a database of government employmnent that
will, when completed, provide detailed information about employment levels and employee
profiles. Plans also call for linking the database to the Treasury system, an important step that
would provide an effective tool for monitoring and controlling both employment levels and wage
expenditures. The Government has agreed to ensure that this database also tracks monthly
personnel turnover rates (departures and new joiners) and that this information is publicized
along with other indicators of human resource management practices and their impacts.

Wage Bill Expenditures Have Stabilized

8. As Table E. 2 shows, in 1999 personnel expenditures (wage and salary payments plus
social insurance contributions) were 6.2 percent of GDP, down from 8.2 percent in 1996. This
downward trend reflects the impact of the employment reductions noted above. The
Government's three-year projections for 2001 to 2003 envision maintaining personnel costs at
between 5.9 and 6.1 percent of GDP.
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Table E. 2: Government Personnel Expenditures 1996-2000
1995 1996 1997 1998 1999 2000

(plan)
As percent of total
expenditures
Current expenditures 75.2 81.1 86.2 82.9 79.1 74.2
Personnel expenditures 23.9 26.2 25.4 20.0 18.8 18.6

Wages 19.0 20.5 20.2 15.6 14.6 14.3
Soc. Insurance contrib. 4.9 5.8 5.1 4.4 4.2 4.3

Operations & maintenance 16.0 14.3 13.4 13.1 15.2 13.9

As percent of GDP
Current expenditures 25.3 25.3 25.4 25.5 25.9 23.9
Personnel expenditures 8.0 8.2 7.5 6.2 6.2 6.0

Wages 6.4 6.4 6.0 4.8 4.8 4.6
Soc. Insurance contrib. 1.6 1.8 1.5 1.4 1.4 1.4

Operations & maintenance 5.4 4.5 4.0 4.0 5.0 4.5
Source: Ministry of Finance.

9. At 4.8 percent of GDP in 1999, Albania's centrally-funded wage bill (excluding social
insurance contributions) falls toward the middle of a sample of 12 other transitional economies
(Figure E. 2).9 By this measure (which is, admittedly, a broad one), the level of personnel and
wage expenditures does not appear to be dramatically excessive.

10. The Ministry of Finance is able to ensure that aggregate wage bill expenditures stipulated
by the budget are respected. In addition, however, Albania needs to develop a functioning
system to ensure that, at the level of each organization, wage resources are allocated
appropriately. At present, the wage bill for each organization is derived from the complement of
authorized posts and official wage scales. Organizations request the transfer of wage funds from
local treasury offices. Although these offices may ask to see the payroll list, in practice they do
not verify that that the payroll reflects actual employees and otherwise complies with regulations.
Furthermore, reliable and systematic information regarding the degree of possible wage-related
spending outside of the wage bill allocation (for example, from user fees or other organization-
specific income) is not available.

9 Source: Government of Albania and An International Statistical Survey of Government Employment and Wages,
Schiavo-Campo et al., World Bank 1997.
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Figure E. 2: Central Budget-funded Civilian Wage Bill
(as percent of GDP)
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Nature of Future Employment Reductions

11. The relatively moderate level of personnel expenditures does not necessarily mean that
there is no scope for additional, carefully chosen employment reductions. Indeed, the
Government is continuing to pursue employment reductions. However, these will likely proceed
at a slower pace than previous reductions, many of which effectively eliminated vacant
authorized posts rather than actual staff. As reductions increasingly affect real employees,
resistance can be expected to increase, as can the potential for damaging the already low quality
of services.

12. There is, quite simply, no easy formula for targeting employment reductions based on
aggregate data such as that presented here. The most effective employment reductions in future
will be those that result from a deep-seated restructuring of the public sector. A key step in this
direction, the adoption of a medium-term expenditure framework, should enhance the strategic
focus of expenditures and, by increasing the predictability of resources, support individual
ministries and agencies in their pursuit of performance improvements. In keeping with this
approach, additional employment reductions will have to flow from sector-specific, strategic
assessments aimed at strengthening the link between policies and resources, and rationalizing
sectoral operations. Any employment reduction plans should include thorough analyses of fiscal
impacts (including, for example, severance costs). Concurrent with such rationalization, the
quality of the services that personnel expenditures purchase -- that is to say, employee
performance - must be improved. Some performance-related issues are addressed further in the
Human Resource Management section of this annex.

Government Wages Remain Compressed and Largely Uncompetitive

13. The level and structure of eamings are problematic, both for attracting and retaining
qualified, motivated employees, as well as for providing financial incentives for advancement
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within the hierarchy. Previous World Bank analyses have documented that wages in public
administration are low, and the wage structure is compressed and at times inconsistent 10

14. Data for the year 2000 indicate that compression ratios" for total earnings are
approximately in the range of 2.4 to 4.6, depending upon the wage scale.12 Low compression
ratios mean weak financial incentives for professional staff to advance to increasingly senior
posts requiring advanced skills and carrying greater responsibilities. Albania's compression
ratios are roughly comparable to other transitional economies that are struggling to improve their
pay systems, and are significantly lower than those found in OECD countries such as the United
Kingdon (9.8), France (5.7), the United States (8.9), and the Netherlands (8.2).13 Additionally,
evidence indicates that the current wage scales contain some inconsistencies such as widely
varying rates of earnings increases from one level to the next, as well as exhibiting significant
differences among different scales in juxtaposition to relatively modest levels of public
employment and a total wage bill comparable to neighboring countries, Albania's low
compression ratios are consistent with the hypothesis that pay in Albania's public sector may be
reasonably competitive (relative to wages offered within the domestic private sector) for low
skilled positions, but is likely to be uncompetitive for those more skilled positions that are so
crucial for an effective public administration. This hypothesis is consistent with limited evidence
that the public administration finds it quite difficult to attract and retain high level managerial
and professional staff (see below).

15. Across the entire public administration, the average monthly total compensation for an
individual (including base pay plus other compensation) was 16,172 lek (US$116) as of early
2000.14 Excluding senior political staff, rank and file employees varied widely among the
different pay scales. For example, compensation for the more than 54,000 deconcentrated
ministry-affiliated staff averaged only 11,077 lek (US$80), while employees in the courts, tax
and Customs areas received the highest average remuneration (US$264, US$226 and US$212,
respectively).15 At the bottom of the scale, base pay (excluding allowances) hovered around
6,380-7,700 lek (US$46-55).

16. Allowances contribute significantly to total compensation. On average, allowances are
equivalent to 40 percent of base pay, although the level of allowances varies greatly across
organizations. In the past, special increases to politically salient groups of employees have been
awarded largely via allowances, with the result that groups such as public order and tax officials
earn allowances that are on average 114 and 95 percent, respectively, of base pay. Within
organizations, on the other hand, variation among individuals is reported to be relatively small.

I See Albania Beyond the Crisis, World Bank, 1998 and Government Pay and Employment Reform, David J. Wood
and Fiona Shera, World Bank 1996. The latter text documents the scope for instances of earnings actually
decreasing (due to the influence of a variety of allowances) as one goes up in hierarchical rank.
I IThe compression ratio is the ratio of average earnings in the highest grade to average earnings in the lowest grade.
Comnpression ratios cited here do not include the earnings of senior political officials.
12 Unless otherwise indicated, the source for wage data in this section is the Department of Public Administration.
13Readyfor Europe: Public Administration in the EUAccession Context, World Bank, 2000.
14 This figure includes the earnings of elected politicians and politically-appointed staff. The exchange rate as of
February 22, 2000 was US$1 = 138.85 lek.
15 The corresponding salaries are 36,663 lek, 31,314 lek, and 29,390 lek.
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Given that the nature of rules (and in particular the degree of discretion allowed) for awarding
allowances, and compliance with these rules, can greatly influence the transparency, consistency,
and objectivity of the pay system, the Government will need to devote considerable attention and
resources to ensuring that the Department of Public Administration and the Ministry of Finance
develop adequate capacities to ensure compliance with the rules governing the assignment of the
various non-base-pay elements of remuneration established under the new Civil Service Law and
relevant subsidiary legislation.

17. As is often the case, systematic evidence regarding the competitiveness of remuneration is
difficult to obtain. Nevertheless, there are indications that earnings for at least some types and
levels of positions are uncompetitive relative to private sector rates. For example, previous
analyses have noted evidence that earnings levels in ministries - where civil service elite with
much needed financial and other skills might be expected to work - are only half or slightly more
than half of salaries in banks and other financial institutions.16

18. The Department of Public Administration is currently sponsoring a salary survey that will
gather systematic data on remuneration in a range of posts covered by the Civil Service Law and
comparable positions in relevant labor markets such as the private sector, financial services,
consulting, and the Albanian offices of international organizations. The results of this survey
(expected in the second half of 2001) will shed light on the absolute and relative financial
incentives facing employees.

19. The salary survey will also inform the Department's work on designing a new salary
system for public administration. For civil servants, the broad outlines of the composition of
salaries are specified in Article 18 of the Civil Service Act.17 In addition to addressing a number
of other important issues (including ensuring transparency, objectivity, and consistency, in the
salary-setting process), the new salary system should decompress the salary scale and increase the
competitiveness of civil service/government earnings vis-a-vis comparable positions outside
government. All this must be done in a fiscally sustainable manner.

Steps to Improve the Competitiveness of Remuneration

20. Given the tight budget constraint facing the Government, it will be impossible to
immediately satisfy the many complex needs for salary restructuring. Instead, it will be
necessary to take a phased approach that identifies and implements priority actions over time,
and is supported by careful analyses to verify the feasibility of all measures. It must be stressed
that any and all proposed salary measures must be subjected to a rigorous fiscal impact analysis
that clearly identifies all associated costs (including all allowances and other earnings or

16 See Chapter 1 of Albania Beyond the Crisis which cites information from the Albanian Statistical Institute
(INSTAT) and a joint publication of Albania's Ministry of Labor and UNDP.
17 Article 18 defines the main components of salary: basic salary (comprising a group salary based on level of
education required, seniority supplement, and training supplement), two types of supplements (reflecting the
position's "relative value and special circumnstances" and working conditions), and a performance bonus that may be
awarded annually based on performance reviews and available resources.
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entitlements in addition to base salary) in the immediate, medium and long terms, and verifies
that they are indeed sustainable.

21. As a starting point, the Government would need to take a strategic approach to identifying
priority groups of employees. From a strategic point of view, the focus should be on groups that
(1) will play a key role in the long-term success of the reform effort and (2) are small enough that
salary improvements can significantly improve incentives yet still be affordable. In accordance
with the Government's current strategy and the design of an existing IDA Public Administration
Refonn Project Credit,18 this means focusing on the civil service (estimates range between about
2.4 percent and 3.9 percent of total government employment) and, possibly even more
specifically, on priority posts within the civil service. These priority posts are likely to be (i)
managers; (ii) financial management staff; and (iii) senior staff and other posts that require
particularly desirable skills yet are the most disadvantaged relative to salaries for comparable
private sector posts. At the same time, any strategy should be careful to avoid damaging the
morale of staff who have previously benefited from special earnings increases (for example,
Customs and tax).19

22. The specific steps in a strategic approach to targeting salary improvements should include:

- Reach agreement on priority groups of civil service posts, based on the criteria outlined
above. Among other factors, this process should incorporate the findings of the public-
private salary survey commissioned by the Department of Public Administration.

* Identify the level and number of these posts, and their current remuneration levels.

- Set fiscally feasible targets for increasing the competitiveness of remuneration over a
five to ten year period. It may be necessary to stagger increases to priority groups using
triggers for each subsequent group (for example, to award increases first to managers, and
launch increases for the next group only after managerial remuneration has been
increased by a specified percentage). Annex F details a possible approach to such a
program of priority-driven, staggered increases.

* As part of setting targets, examine the trade-off between pay rises and employment
reductions. Specifically, it will be necessary to calculate the degree to which employment
reductions as currently planned create scope for pay rises, as well as to explore the
possibilities for modifying these plans or enacting reductions based on the types of sector-
based analyses mentioned earlier in order to find larger pay increases. In addition, the
Government should develop a long-term policy for competitiveness with private sector

18 The credit was declared effective July 17, 2000. See Project Appraisal Document on a Proposed Credit in the
Amount of US$8.5 Million to Albania for a Public Administration Reform Project, World Bank Report No. 20059-
ALB, March 1, 2000.
19For morale and performance reasons, it may well be necessary to retain the currently higher wage scales for groups
such as tax and customs rather than reducing their wages in line with a new scale. However, over the medium term,
the discrepancy might be phased out through a strategy of holding eamings in these group stable, or increasing them
at a lower rate than for other civil servants
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remuneration levels, bearing in mind that in developed countries civil service pay is often
targeted at less than 100 percent of private sector pay. This is due to more attractive
public sector employment conditions, such as greater job security.

* Incorporate these decisions into upcoming work on design of a new salary system, in line
with provisions of the new Civil Service Law. While specific recommendations will
come from this more detailed work, Article 18 of the Civil Service Law provides scope
for targeting, via a supplement that reflects the relative value of positions as well as a
provision allowing the Council of Ministers to establish special remuneration schemes for
particular professional groups.

* Follow a similar planning procedure to develop a proposal for increasing earnings of
other public administration staff. While analyses should be undertaken concurrently,
these increases would be launched only after the program for priority staff is under way.

Human Resource Management: Framework and Ongoing Challenges

Progress on a New Legislative Framework for Civil Servants and Administrative Reforms

23. Albania enacted a new Civil Service Law on November 11, 1999, replacing an earlier
1996 law that had lacked adequate measures to promote professionalism and meritocratic
principles. The international community has reacted positively to the new law, which took effect
on January 27, 2000. While the law covers a relatively small proportion of govermnent
employees (estimates range between about 3,000 and 5,000, or 2.4 to 3.9 percent of all public
employment), given the nature of the bodies and positions regulated, it is an important milestone
in creating a core group of managerial and professional staff, and in advancing the Government's
public administration reforn program 2 0

24. Most of the secondary legislation and supporting regulations called for by the Law have
been established. The remaining challenge is implementation. Significant progress has been
made in the relatively short time since the Law came into effect. In May 2000, three of five
members of the Civil Service Commission were appointed.2 ' The Council of Ministers has also
passed a number of decisions related to conversion to civil servant status, transfers and
promotions, job classification, and performance evaluation.2 2 The Department of Public
Administration has initiated the process of converting existing staff to civil servant status,
starting with ministry employees, and has also launched recruitment for the newly created high
profile post of Secretary General (the senior civil servant in each ministry). A significant

20 The institutions to be covered, as defined by Article 2 of the Law, are "the Parliamentary Administration, the
Presidential Administration, administration of the Council of Ministers, the Ministries, independent central
institutions, municipalities and regions." Article 11 defines the specific categories of civil service posts.
21 The remaining two appointments, which are to be decided by local government representatives, are under dispute.
22 Decision 231 "On admittance of civil servants," May 11, 2000; Decision 342 "On parallel moves and promotion
at work," Sept. 7, 2000; Instruction 1 "On the structure of the ranking order of civil service jobs, relevant
methodology and general description of the role of the secretary general in this service", June 13, 2000; and
Instruction 2 "Evaluation system for the individual annual achievements of civil servants," July 7, 2000.
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milestone was achieved in December 2000, when the Govermment met its commitment under the
1999 Structural Adjustment Credit to recruit at least 50 civil servants through transparent and
competitive recruitment and selection procedures mandated under the Law on Civil Servants.

25. Change in the nature and scope envisioned by the Civil Service Law does not come easily,
nor does it happen overnight. In order to succeed, reforms will have to overcome both existing
formal, structural challenges and strongly rooted informal norms. As previous analyses have
described, the governance style in Albania's administration suffers from a lack of accountability
for management and performance of both personnel and programs.2 3 Institutional capacity is
weak, owing to counterproductive formal organizational arrangements and unattractive
employment conditions, including the remuneration levels cited earlier. More specific challenges
related to implementation of the Civil Service Act and associated regulations include the need for
those individuals holding formnal responsibility for personnel management within a given
organization not only to understand the new system, but also to commit themselves to a new role
that is significantly different from their previous tasks. In order to address these implementation
challenges and other reform needs, the Department of Public Administration is undertaking
outreach and training activities, as well as engaging technical specialists.

Conclusion and Recommendations

26. The Govermment has recently been making substantial efforts to prepare its public
administration reform strategy. In addition to passage of the Civil Service Law, this includes
significant efforts to prepare and agree on a US$8.5 million International Development
Association credit (the Public Administration Reform Project) that became effective in July
2000.24 The underlying strategy of the credit is aimed at improving the quality of both the
formulation and the implementation of public policy; ensuring transparency, accountability, and
effective management of public resources; and providing avenues of redress should citizens or
government employees question whether public institutions are meeting these aims. The credit
will fund the echnical assistance and information technology equipment needed to support
reforms in public sector human resource management, policy formulation and coordination, and
public expenditure management. Specific sub-components that will address the challenges
highlighted in this annex include assistance for: implementing the Civil Service Law; building
the capacities of the Department of Public Administration; improving the control of pay and
employment; improving human resource management (administration-wide); and developing
institutionalized training capacity.

27. The Government's senior policy makers and professionals have demonstrated considerable
commitment in developing a viable reform strategy. The same, if not a greater, level of

23 See Albania Beyond the Crisis, World Bank, 1998, and Government Pay and Employment Reforn, David J.
Wood and Fiona Shera, World Bank, 1996. A recent survey of govermment officials regarding both formal
regulations and actual functioning of the administration will yield insights into formal as well as perceived standards
of performnance, as well as providing a baseline for future monitoring of the impact of reformns. The report on survey
findings is due to be released shortly.
24 See Project Appraisal Document on a Proposed Credit in the Amount of US$8.5 Million to Albania for a Public
Administration Reform Project, World Bank Report No. 20059-ALB, March 1, 2000.
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commitment must now be focused on providing sustained implementation of that strategy (and
programs that embody it, such as the Public Administration Reform Project), on monitoring its
progress and impacts, and on refining or adapting it in instances where results lag unreasonably
behind expectations. Based on analyses and experience to date, important elements of future
progress should include:

* Providing clear, continuous signals from top officials showing that they are fully
committed to the reform agenda, and that they expect all technical staff and managers to
support and implement reforms on an ongoing basis. In order to be effective, this
message should be conveyed not simply in formnal pronouncements but through a variety
of practical channels (for example, meetings with the senior staff who are responsible for
implementing elements of the reforms).

* Providing, concurrently, continued efforts to educate both government employees and the
public about reform impacts and benefits, and to build confidence in the implementation
of the reform program. As one means of building both confidence and public interest in
reform, indicators of the actual performance of public administration (e.g., employment
and turnover data) should be publicized regularly.

* Carrying out necessary analyses and designing a new salary structure for civil servants
and other public administration staff that present improved incentives in a transparent and
consistent framework. The salary structure must be accompanied by thorough fiscal
impact analyses demonstrating its sustainability in light of budget constraints. Given the
severely limited resources, prioritization and phasing of the salary system along the lines
described in this annex will be essential.

* Improving existing control mechanisms for both pay and employment, to reduce
uncertainties and loopholes regarding the actual employment levels (versus numbers of
official posts, some of which may be empty) and ensuring the use of wage resources for
their intended purposes. An essential element is the development of linkages between
information technology systems for personnel management and the Treasury system, so
as to facilitate monitoring of both of these aspects. The system should also possess the
capacity to report monthly turnover rates (as one means of monitoring work force stability
and independence).



Annex F 134

Prioritizing Implementation of Key Provisions of the Civil Service Law: Targeting
Priority Positions

Summary

1. The success of the Government's Public Administration Reform (PAR) Strategy depends
importantly on generating visible impacts, especially during the early stages of its
implementation. To do this, the Government will need to prioritize key actions within that
Strategy. One of the most important areas in which the Government could prioritize
implementation is the Civil Service Law. This annex suggests a strategy by which the
Govemrnment could target two key elements of the implementation of that Law so as to allow it
to quickly build a small cadre of highly qualified and motivated personnel in key positions
required for successful implementation of the Government's overall PAR Strategy. The
proposal suggests targeting salary improvements and efforts to strengthen recruitment and
selection procedures for a limited number of such key positions from the start of the next fiscal

year. I Once those salary improvements and procedures have met clear targets, salary
improvements could be extended to successively lower priority positions within the civil
service, but always within the constraints imposed by the Government's overall fiscal
framework.

Background and Justification

2. The Civil Service Law aims to create a depoliticized cadre of between about 3,000 and
5,000 managerial, professional, and administrative public employees, and to ensure that they
are managed on the basis of merit and performance. Providing remuneration that is sufficiently
competitive to attract and retain highly qualified candidates is an important challenge that the
Govermment faces in implementing that law. For at least two reasons the Government may
want to consider means of targeting a portion of its efforts to meet these two challenges. First,
some types of civil service positions are more crucial to the success of the Government's PAR
Strategy than others. Second, ensuring wage bill consistency with the Government's overall
fiscal program means that any salary improvements within the civil service will be possible
only after wage bill savings from other parts of the public administration have already been
assured. Substantial resistance is virtually assured by any efforts to achieve such wage bill
savings. In light of this, significant salary improvements for civil servants are likely to be
possible in the short run only if the Government targets initial civil service salary
improvements to a fraction of the full set of civil service positions. For both of these reasons, it
would be wise for the Government to target its early efforts to improve salaries among those
posts that are most crucial to the success of its PAR Strategy.

I This could take longer if the Govermment is slow in achieving sufficient wage bill savings to be able to finance
the proposed salary improvements while remaining within the constraints of its overall fiscal framework. In short,
the speed with which this can be accomplished is a direct function of the Government's capacity to quickly reduce
other wage bill expenditures.
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Recommendations

3. The 3,000 to 5,000 positions covered by the Civil Service Law may be usefully classified
according to their functions and their areas of expertise. Table F. I provides a convenient
matrix for such a classification. The rows in that table identify the broad functional
classifications of civil service positions identified in the Civil Service Law. The "Area of
Expertise" columns identify two broad categories of expertise: financial management and all
others. Additional areas of expertise could, of course, be specified as well.

4. The interior cells in the table identify a proposed prioritization of civil servant positions
across the six function/expertise categories for the purpose of targeting salary improvements.
The proposed prioritization reflects our judgment that the most crucial ranks of the civil service
for the success of the Government's PAR Strategy are the high level managerial ranks and
positions responsible for financial management. Given a set of priorities for targeting efforts to
improve remuneration, we recommend the following actions.

Table F. 1: Classification of Civil Servant Positions
Area of Expertise

Function
Financial Management Other

High level management Top priority Second priority

Low level management Third priority Fourth priority

Specialists Third priority Fourth priority

Implementation Issues

5. Implementation of such a strategy, as well as the speed with which the top priority
positions (second priority positions, etc.) could benefit from it will depend on three key factors:
(i) a permissive legal framework; (ii) how many such positions exist; and (iii) how quickly the
Government can reduce other wage bill expenditures.

6. Permissive legal framework: It is fortunate that the Civil Service Law does provide a
mechanism by which the Government can quickly improve the competitiveness of key
positions within the civil service, while simultaneously ensuring rule-based setting of the
elements of civil service salaries. In particular, Article 18 of the Civil Service Law assigns the
Council of Ministers the responsibility to regulate the salary structure within a general
framework, and allows it to establish special remuneration schemes for particular professional
groups. Accordingly, we recommend that the Council of Ministers issue a decree specifying a
salary structure in which the professional supplements authorized under that Law would be
determined not only by the function of a position, but also by the type of expertise required. In
order to phase in salary improvements along the lines suggested in Table F. 2, the Council of
Ministers would issue a series of decrees, perhaps annually over several years, which would
improve the competitiveness of civil salaries sequentially, targeting improvements first in the
top priority group (as defined by function and area of expertise), and only in subsequent
decrees (years) targeting successively lower priority groups. The precise phasing of salary
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improvements within each priority group would be dictated by the Government's capacity to
deliver the needed wage bill savings from other parts of the public administration, which would
be required to ensure fiscal sustainability of the salary improvements.

Table F. 2: Recommendations for Prioritizing the Implementation of Key Elements of the
Civil Service Law

Priority Recommended Action

First in line for salary improvement.
Top All salary improvements contingent on overall public sector

wage bill consistency with the Government's fiscal prograrm

Begin improving salaries once top priority positions have seen
their total remuneration increased by 75% or increased to 70%

Second of private sector cornparators, whichever happens sooner.2

All salary improvements contingent on overall public sector
wage bill consistency with the Government's fiscal program.

Begin improving salaries once second priority positions have
seen their total remuneration increased by 50% or increased to

Third 70% of private sector comparators, whichever happens sooner.
All salary improvements contingent on overall public sector
wage bill consistency with the Government's fiscal program.

Begin improving salaries once third priority positions have seen
their total remuneration increased by 50% or increased to 70%

Fourth of private sector comnparators, whichever happens sooner.
All salary improvements contingent on overall public sector
wage bill consistency with the Government's fiscal program.

7. Number of positions in each priority group: The number of positions falling in each of
the interior cells of Table F. 1 are not now known, but could be determined. The Government
should determine those numbers as quickly as possible. The fewer positions included in the top
priority set, the more rapidly the Government would be able to improve salaries within that
category of positions. Without knowing how many positions fall into each category, the
Government will not be able to make credible commitments to improve salaries over time.

8. Speed of reducing other wage expenditures: The time required for the Government to
sufficiently reduce other wage bill expenditures is not so easily ascertained. It is a choice
variable for the Government rather than datum. In short, the speed with which the Government
could make the needed reductions in other wage expenditures is up to the Government.

2 These and subsequent target percentages are indicative only, pending further detailed analysis. Other parameters
may well apply.
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments

indicator assumption calculation Information s Date /
Responsible

Person in
___________ ______ _ ._____ ______ _ ____ ______ ______ U IPA R P

Policy and public expenditure management

Level One - Aggregate fiscal discipline

Inflation rate E. 1. I The ultimate Inflation rate will be measured MoF < fourth Inflation rate for fourth last years is:

measure in terms of as the percentage change of Macroeconomic week of
macro fiscal impact annual consumer price index Department June > 9.1 for 1996
is inflation and the (CPI), published in the
budget should be a government's fiscal bulletin PEM - 7.0 for 1997

mechanism for and monitored under the IMF Coordinator/
maintaining a program. (Periodicity: annual) PIU 8.0 for 1998
sustainable level of
aggregate 7.3 for 1999
expenditures

Revenue E. 1.2 Unplanned revenue "Revenue predictability" will MoF / Fiscal < fourth Difference between actual and projected central

predictability shortfalls reflect low be measured as the difference Analysis week of government revenues ( in percentage) is -11.5

administrative between actual central Department June >
capacity and/or government revenues and
deliberate those projected in the budget
overestimates to adopted by Parliament at the
avoid difficult beginning of the fiscal year. PEM -
spending reductions. (Periodicity: annual) Coordinator/

_________ PIU

Fiscal E. 1.3 Fiscal aggregates * End-period gross official MoF / Fiscal < fourth * End-period gross official reserves (in months of

aggregates are in line with reserves (in months of Analysis week of imports) for fourth last years are:

Government's imports of goods and Department June > Year 1996 1997 1998 1999

economic program, services) (Periodicity: Data 3.1 3.8 4.2 4.9

as agreed with the annual) * External current account deficit (in percent of

IMF * External current account PEM - GDP) for fourth last years are:

deficit (in percent of Coordinator/ Year 1996 1997 1998 1999

GDP) (Periodicity: PIU Data -6.2 -8.7 -3.2 -4.1

annual) .

Level two- Strategic Prioritization

Policy E.2.1 The budget should Policy volatility is calculated MoF / Fiscal < fourth

of government's year policy changes (absolute Department June >
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date /

Responsible
Person in

._ UIPARP
policy intentions - values) in each functional
and radical classification over the
variations indicate preceding 4 years, where
that there is no policy changes are defined as
coherent set of the difference between the PEM -
policy priorities and percentage share in the budget Coordinator/
that officials from year n to year n+l, PIU
charged with calculated as a proportion of
implementation will the year n figure (Periodicity:
not take policy annual)
statements seriously
because it is likely
to change.

Delays in E.2.2 The government "Delays in auditing" will be MoF / Budget < fourth The external audit for 1999 is not completed yet. By
auditing should be held measured as the elapsed time and Treasury week of low there is not a time obligation for the externally

accountable by the between the end of the Departments June > audit of the financial statement. By the Organic Budget
legislature for its financial year and the tabling Law the Government has to send the financial
policy actions. of externally audited financial statement at the end of June. Logically (not by law)
Lengthy delays are statements in the legislature. PEM - one can consider this date even for the external audit.
an indication that (Periodicity: annual) Coordinator/
the government is PIU
not held accountable
by the legislature for
its actions.

Deviation E.2.3 The government "Deviation from functional MoF / Fiscal < fourth
from should be held appropriations" will be Analysis week of
functional accountable by the calculated as the sum of all Department June >

appropriations legislature for its (absolute values of) deviations
policy actions. between approved and

implemented budgets by
functional classification. High PEM -
deviation indicates poor Coordinator/
quality of planning and/or PIU
implementation, and lessened
credibility in the budget. .
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date /

Responsible
Person in
UIPARP

_____________ _ __________ ___________(Periodicity: annual)
Level three - Op rational iency ___ _

Representative E.3. 1 Spending units "Representative deviation at MoF / Budget < fourth
deviation by should know in sector level" is the average and Fiscal week of
spending units advance what their proportional deviation Analysis June >
at sector level budget funding will between (i) budgeted Departments

be as a prerequisite allocations for non-personnel
for operational costs (operations and
efficiency and maintenance) and other PEM -
managerial recurrent costs and (ii) actual Coordinator/
accountability. expenditures under these PIU

appropriations for each major
sectors spending unit in 5 key
sectors: health, education,
defense, roads and agriculture.
Major sectors spending unit to
be defined as that which is
appropriated at least half of
the total personnel costs,
operations and mnaintenance,
and other recurrent costs and
actual expenditures for the
sector. Where no spending
unit satisfies that criteria, then
the sum of the differences (not
deviations) for a range of
spending units which between
them are appropriated at least
half of the total personnel
costs, operations and
maintenance, and other
recurrent costs should be used.
(Periodicity: annual) _
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date /

Responsible
Person in
UIPARP

Transparent, E.3.2 Procurement rules * Once the Public
competitive and procedures Procurement Agency
procurement should enhance develops capacity to

transparency and monitor public
competition. procurement, they will

report on the incidence of
permitted forms of
procurement
(international competitive
bidding, national
comnpetitive bidding,
direct procurement, etc.).
Increasing reliance on
international comnpetitive
bidding (for contracts
above a given threshold),
for instance, would
indicate increasing
comnpetition. (Periodicity:
annual, once monitoring
capacity is established)

* This measure will be
cornplemented by survey-
based information. The
corruption surveys of
firns to be conducted in
2003 will include
questions probing firms
about their perceptions of
the transparency and
comnpetitiveness of public
procurement practices.
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments

indicator assumption calculation Information s Date /
Responsible

Person in
UIPARP

Results will be compared to
baseline results found in the
1998 corruption surveys, in
particular, that (a) more than
half of the firms surveyed in
1998 claimed that they did not
participate in specific
government procurements
because competition is unfair,
(b) almost 50% of firms
requiring clearance for
participation in govemment
procurements admnit to paying
bribes for such clearance, and
(c) these latter firms claimed
to pay bribes 70% of the time.
The project will look for
improvements (i.e.,
reductions) in all three of these
indicators. (Periodicity: At
least once during project
execution, in addition to the
baseline surveys undertaken in
1998)

Public Sector Human Resource Management

Fiscally sound pay and employment practices

- Numbers of 11. 1.1 Government should Government will provide data DoPA / Statistic Starting Monitoring Period uLp to 15 July 2000:

civil and be a responsible as nearly as possible and Information date: 1. The number of civil servants (only in Central

public servants employer, congruent with the technology unit. 15 July 2000 Institutions) is 1031 persons.

in comparison restraining employment categories every 3 2. The number of public servants in total is 130.000

with employment costs suggested in the Civil Service months persons

intemational while ensuring that PreniPak Toolkit. Comparator therefore. So civil servant are 0.8 % of total public servants.
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date i

Responsible
Person in
UIPARP

practice; remuneration data from other countries are In public sector are 15 Categories and Average Salary
- Averages arrangements do not available from the 1997 by each Category based in data of January 2000 is:
salary by establish perverse Schiavo-Campo, de Tommaso l Employments "out each category" 50.507 lek
categories incentives. and Mukherjee study on HRM - 2.Special forces 44.135 lek

public sector pay and Coordinator/ 3.Hight administrate 41.068 lek
employment, and are now PIU 4.Judgement power 36.680 lek
being updated.' (Periodicity: 5.Construction policy 29.127 lek
quarterly) DoPA / Wages 6.Impost unit 28.557 lek

and pensions unit 7.Customs 26.941 lek
8.Information Service of State 19.901 lek
9.Military forces ofjustices 18.794 lek
10.Military forces of public order 14.912 lek
I I r.Employments in central institutions 15.965 lek
12.Forest policy 15.301 lek
13.Military forces of defense 14.912 lek
14.Preuniversity education staff 13.906 lek
15.Employments of dependent institutions 11.136 lek

Monitoring Period up to 15 October 2000:
* The number of civil servants (only in Central

Institutions) is 987 persons.
* The number of public servants in total is 129.000

persons
So civil servant are 0.8 % of total public servants.
* The Average Salary in the public administrate is

15.667 lek! month
Monitoring Period (next) up to 15 January 2001

' Salvatore Schiavo-Campo, Giulio de Tommaso, and Amitabha Mukherjee, "Government Employment and Pay: A Global and Regional Perspective," Policy
Research Working Paper No. 1771 (The World Bank: Washington, DC, May 1997); and Salvatore Schiavo-Campo, Giulio de Tommaso, and Amitabha
Mukherjee, "An International Statistical Survey of Govermnent Emnployment and Wages," Policy Research Working Paper No. 1806 (The World Bank:
Washington, DC, August 1997).
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date /

Responsible
Person in
UIPARP

Fiscal weight H. 1.2 Government should Three separate measures will DoPA / Wages Starting Monitoring Period up to 15 July 2000:
of public be a responsible be provided: and pensions unit date: Fiscal weight will be measure by:
employment in employer, * Wage bill as % of GDP 15 July 2000 - Wage bill as % of GDP that, based in the dates of
comparison restraining * Wage bill as % of every January 2000, is 4.78 %.
with employment costs government expenditures 3 months - Wage bill as % of total governient expenditures
international while ensuring that * Goods and services thereafter that, based in the dates of January 2000, is 14.6 %.

practice remuneration expenditures as % of In reference to relation between goods and services
arrangements do not government expenditures expenditures and total government expenditures, now
establish perverse Comparator data will be is impossible to say something because there aren't
incentives. obtained from the Government dates about goods and services expenditures. In the

Financial Statistics, from the HRM - new structure of budget for year 2000 is planed that
updated database on public Coordinator/ these expenditures will to be part of an particularly
sector pay and employment PIU group.
collected by Schiavo-Campo
et al, or from the Civil Service Monitoring Period up to 15 October 2000:
PremPak Toolkit. Fiscal weight will be measure by:
(Periodicity: quarterly) - Wage bill as % of GDP that, based in the dates of

September 2000, is 4.76 %.
- Wage bill as % of total government expenditures

that, based in the dates of September 2000, is
14.56 %.

In reference to relation between goods and services
expenditures and total government expenditures, now
is impossible to say something because there aren't
dates about goods and services expenditures. In the
new structure of budget for year 2000 is planed that
these expenditures will to be part of a particularly
group.

Competitive and non-arbitrar remuneration

Civil service H.2. 1 Vertical The key measure is the median DoPA / Wages Starting Monitoring Period up to 15 July 2000:
pay (vertical decompression of the ninth decile salaries and pensions unit date: Tne vertical compression means dates about maximal
compression) outside the range 1:7 divided by the median of the 15 July 2000 wages, mninimal wages, and differences for each

to 1:20 undermines first decile salaries - but for every 3 category.
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date i

Responsible
Person in
UIPARP

incentives for public comparison with the OECD, months Categories Max.W Min. W Differences
officials to pursue a ninth decile salaries divided thereafter I .Employments "out each
career and take by median salaries and median category" 64.350 6.850 27.500
disciplinary threats salaries divided by first decile 2.Special forces 57.290 42.886 14.404
seriously. salaries could be provided. 3.Hight admninistrate 132.000 22.000 110.000

Comparator data from other 4.Judgement power 118.800 11.880 106.920
countries is available through 5.Construcion policy 77.000 20.350 56.650
the Civil Service PremPak 6.Impost unit 20.350 7.700 12.620
Toolkit. (Periodicity: 7.Customs 77.400 9.295 68.105
quarterly) 8.Information Service

of State 27.000 6.380 20.620
9.Military forces of justices 27.780 6.380 21.400
10.Military forces of public
order 27.780 6.380 21.400

HRM - I I.Employments in central
Coordinator/ institutionl 7.670 7.260 10.410
PIU 12.Forest policy 20.530 6.380 13.970

13.Military forces of defense27.000 6.380 20.620
14.Preuniversity education
staff 19.539 9.000 10.539
15.Employments of dependent
institutions 15.555 6.380 9.175

Monitoring Period up to 15 October 2000:
The vertical compression means date about maximal
wages, minimal wages, and differences for each
category.

Categories Max. Min. Rapport
1. High administration 145.200 24.200 6 :
2. Juridical system 130.680 22.585 5.4 1
3. Construction policy 22.585 8.470 2.7: 1
4. Taxation 22.585 8.470 2.7: 1
5. Customs 47.405 9.864 4.8 1
6. National Security 29.700 7.018 4.2 :
7. Military forces of
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments

indicator assumption calculation Information s Date /
Responsible
Person in
UIPARP

justices 30.558 7.018 4.4
8. Military forces of

public order 30.558 7.018 4.4: 1
9. Employment in central

institution 19.437 7.986 2.4 I
10. Forest policy 22.585 8.470 2.7 I
11. Military forces of

defense 29.700 7.018 4.2 1
12. Preuniversity education

staff 21.493 9.900 2.2 :
13. Employment of dependent

institutions 17.888 7.018 2.5 I

Civil service H.2.2 Average central A survey of salaries in the DoPA / Wages October No data

pay government wages Albanian public and private and pensions unit 2000 (Untl October 15t" 2000)

(comparison as a proportion of sectors will be undertaken in Every 12

with the average private 2000. Results of that survey months

private sector) sector will provide several baseline thereafter
manufacturing measures of public/private pay
wages below 0.5 relationships. Thereafter, the
provides inadequate Government will report on HRM -
attraction for skilled civil service and other public Coordinator/
staff, or above 1.5 employee salaries, whose PIU
indicates capture by changes will be tracked
existing personnel. relative to changes in

measures such as GDP and
CPI, to assess whether public
salaries are adjusting as
desired, given their starting
point. (Periodicity: Once for
baseline. Annual for tracking
changes within the public
sector relative to changes in

.__________ __ __ _GDP and CPI.) _

145



Monitoring of the Institutional Performance Indicators Annex G

Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date /

Responsible
Person in

_______ ____________ UIPARP
Civil service H.2.3 Horizontal * Central pay and DoPA/ Statistic Starting Monitoring Period up to 15 October 2000:
pay (horizontal decompression emnployment registry and information date:
compression) (discretionary currently being developed technology unit Dec 2000 The horizontal compression means date about average

allowances over and by the government will, Every 3 wage for each category and rise in wage (%) for each
above base pay) in once up and rnning, months category.
excess of 1:1.2 produce reports on the thereafter.
provides composition of the
opportunities for budget-financed wage bill Categories average wage rise in wage
excessive by component of salary, I . High administration 44.190 7 %
managerial as defned in the Civil HRM - 2. Juridical system 41.184 0.6 %
discretion, Service Law, including Coordinator/ 3. Construction policy 17.383 68 %
facilitating variance in that PIU 4. Taxation 17.657 95 %
organized corruption composition across public 5. Customs 28.791 3 %
and rent-seeking. agencies. (Periodicity: 6. National Security 13.936 21 %

quarterly, once the pay 7. Military forces of
and employment registry public order 10.677 114 %
is functioning). 8. Employment in central 12.843 43 %
A survey of public institution
officials is being 9. Forest policy 10.812 49 %
completed in early 2000. 10. Military forces of
Data from that survey, as defense 10.182 73 %
well as from the 11. Preuniversity
public/private salary education staff 15.273 0.16%
survey to be undertaken 12. Employment of
later in 2000, will allow dependent Institutions 12.579 31 %
identification of a
baseline assessment of
horizontal compression.
The survey of public
officials will be repeated
in 2002, perrnitting
assessment near the time
of the project's midterm
review of progress on
reducing any excessive

146



Monitoring of the Institutional Performance Indicators Annex G

Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments

indicator assumption calculation Information s Date /
Responsible

Person in
UIPARP

horizontal decompression.
(Periodicity: Once for
baseline. At least one
follow-up survey)

Human resource management based on rules, peormance and fairness
Rule H.3.1 The credibility of Spot surveys of officials will DoPA/ 2002 year or
credibility rules governing the be repeated periodically over Recruitment and 2003 year

public the course of project confrnmation unit
administration implementation, asking
contributes questions that permit
significantly to calculation of an index of rule
effective human credibility based on these six HRM -
resource determinants of rule Coordinator/
management. Key credibility.2 Improvement in PIU
factors contributing rule credibility as measured by
to such rule that index is an objective of
credibility include: the project. (Periodicity: At
(i) existence of rules least twice over the course of
in recruitmnent; (ii) project implementation)
existence of rules in
evaluation; (iii)
existence of rules in
training; (iv)
existence of rules in
recording; (v)
fairness in
treatment; and (vi)
predictability of
one's career path.

2 The index will be modeled after the "rule credibility index" developed in Nick Manning, Ranjana Mukherjee and Omer Gokcekus, "The Experience of Public

Officials in Bolivia: What works in a weak institutional environment," draft report (The World Bank: February, 2000), pp. 15-16.
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Indicator Code of UJnderpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date /

Responsible
Person in
UIPARP

Limited H.3.2 Government The incidence of "non- DoPA/ Starting Monitoring Period up to 15 July 2000:
incidence of employees should political appointees" will be Recruitment and date:
political be held in some measured as civil service confirmation unit 15 July 2000 After approved of rules about employment in civil
appointees in respect by business appointees as a % of total every 3 service there is only one case that for hiring are used
the civil and the general central administration months new procedures. So until now I person or 0. 1% of civil
service public, partly on the employment. This ratio is thereafter. servants is hiring based in the New Civil Service Law

basis that they have zero as of 15 February 2000. and in the new procedures.
been transparently Implementation of the Civil
appointed on merit. Service Law should increase Monitoring Period up to 15 October 2000:

this incidence. (Periodicity:
quarterly) After approved of rules about employment in civil

service there are 12 cases that for hiring are used new
procedures

Turnover rates H.3.3 Government The capacity to calculate DoPA/ Starting Monitoring Period up to 15 July 2000:
by employment should turnover rates in a standard, Recruitment and date:
organization be an attractive administration-wide manner confirmation unit September The number of persons that have abandoned their job

career option, will be included in the 2000 in the civil service position is 139 or 13.5% of all civil
undertaken by a personnel management servants.
stable, professional information system that is From these
workforce. currently being designed HRM - - 22 or 15.8% have won American or Canadian
Employment of non- (Periodicity: monthly) Coordinator/ applications,
political appointees PIU - 3 or 2.2% have gone way for specialization,
should be protected - 58 or 41.8% have found another job,
from political - 24 or 17.2% are integrated in other projects and
interventions (e.g. 32 or 23% are firing from civil service because they
after elections or have broken the rules or they have had other
changes in political disciplinary problems.
leadership)

Monitoring Period up to 15 October 2000:
The number of persons that have abandoned their job
in the public administration is 142 persons.

From political level: 12
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date /

Responsible
Person in
_UIPARP

From civil level: 124
From public level: 6

The number of civil service that has abandoned their
job is 12.2% of all civil servants.

There are a lot of reasons why these persons have
abandoned their job in the public administration:
- 13 immigration
- 13 have found another job in the private sector,
- 2 persons have passed in the political structures,
- I is retired,
- 44 have passed in the highest level in the public

administration sector,
- 18 were fired because they have broken the rules

and disciplinary procedures,
- 11 persons are removed from their jobs because of

restructure,
- 38 persons have abandoned their jobs with their

request and there is no information for their new
position.

Compliance with the Civil Service Law
The number of H.4. 1 Performnance It is planned that job Each individual Starting
individuals evaluation should be descriptions for each civil organization. date:
who conducted regularly, service position will be Feb 2001
underwent in a manner that completed by and Dec. 2000, Every 12
perfornmance provides meaning and performance evaluations months
evaluation, by full feedback to will being in early 2001. Files thereafter.
organization; employees and and summary statistics
summary of accurately reflects (number of evaluations
distribution of difference among completed and ratings) will be
overall ratings good and poor kept by each organization. HRM --
assigned to perforrners. (Periodicity: annual) Coordinator/
individuals, by Variation in the PIU
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date /

Responsible
Person in
_IJPARP

organization. overall ratings
assigned to
individuals is one
means of assessing
the care with which
the process is

_ undertaken. _ _
The number of H.4.2 With passing of time The success of Civil Service Each individual Starting
individuals the number of Law will be measure also with organization date:
that received individuals for a % of number of persons who Feb 2001
the whom exist an are in compliance with job Every 12
performance accordance between description for their positions months
evaluation their job description with total number of
who are in and their position by employees in each institution.
compliance organization will At the end of the
with job grow up. implementation of the CSL
descriptions this ratio would be 100%
for their (Periodicity: annual)
positions, by
organization.

Filling of posts H.4.3 Day to day Progress in filling the post of Each individual Starting Monitoring Period up to 30 July 2000:
of Secretary management of Secretary General as mandated organization. date:
General, by organizations should by the Civil Service Law will July 30, Process for filling the post of Secretary General for all
organization be conducted in a be evaluated by asking each 2000; every ministries has passed some steps:

professional, organization for an update. month * On June 6th 2000 DoPA sent to 15 ministries the
politically impartial (Periodicity: monthly) thereafter. request for specification of the Secretary General's
manner by a senior role of each ministry.
civil servant. HRM - * From June 1 6th 2000 to July 5 th 2000, 10 ministries

Coordinator/ sent to DoPA the specifications and requirements
PIU for applicants which will test for this position

* After this DoPA announced job vacancy for these
positions in the two biggest national newspapers
(The first announce was on June 27th 2000 for
position of Secretary General of Ministry of
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date /

Responsible
Person in
UIPARP

Transport).
On July 27k 2000, a month after the announce,
DoPA organized the pre-qualification phase for the
position of Secretary General of Ministry of
Transport . From 9 candidatures, 8 passed in the
second phase, which it will be the writting test.

Monitoring Period up to 30 August 2000:
* 4 other ministries have sent to DoPA the

specifications and requirements for applicants
which will test for the position of Secretary
General. These ministries are : Ministry of Health;
Ministry of Defense; Ministry of Public Order;
Ministry of Education. Until now only the
Ministry of Local Government hasn't sent yet the
specifications and requirements for applicants.

* DoPA's specialists have prepared the announce for
job vacancy for Ministry of Public Order (on
August 40, 2000) and for Ministry of Health (on
August 23rd, 2000). These announces are published
in the two biggest national newspapers.

* During this period the number of applicants for the
position of Secretary General is increased from 17
to 35 for all of ministries. The number of
applicants for each ministry is:

Ministry of Labor and Social Affairs 2
Ministry of Finance 5
Ministry of Foreign Affairs 0
Ministry of Public Economy and Privatization 4
Ministry of Justice I
Ministry of Agricultural 6
Ministry of Economic Collaboration and Trade 5
Ministry of Culture 0
Ministry of Public Affairs 3
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date /

Responsible
Person in
UIPARP

Ministry of Health 0
Ministry of Defense 0
Ministry of Public Order 0
Ministry of Education 0
Ministry Local Government 0
DoPA has organized the pre-qualification phase for
the position of Secretary General of Ministry of
Transport and from 9 candidatures, 8 passed in the
second phase, which was the writing test. The writing
test selected 3 applicants. The minister of this Ministry
has choose the best of them and expected his
appointment . The rest of mninistries are still on the
process of pre-qualification of applicants.

Monitorinz Period up to 15 October 2000:

Process for filling the post of Secretary General for all
ministries has passed some steps:
* On June 6th 2000 DoPA sent to 15 ministries the

request for specification of the Secretary General's
role of each ministry.

* From June 16"' 2000 to August 116' 2000, 14
ministries have sent to DoPA the specifications
and requirements for applicants which will test for
this position.

* After this DoPA has announced job vacancy for
these positions in the two biggest national
newspapers (The first announce was on June 27 dh
2000 for position of Secretary General of Ministry
of Transport and the last is on August 18'h 2000 for
position of Secretary General of the Ministry of
Defense).

* On July 28h 2000, a month after the announce,
DoPA (DoPA has organized the pre-qualification
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date /

Responsible
Person in
UIPARP

phase for the position of Secretary General of
Ministry of Transport and from 9 candidatures, 8
passed in the second phase, which was the writing
test on August 11th 2000. The writing test selected
3 applicants on August 16th. The minister of this
Ministry has chosen the best of them and DoPA
made his appointment on September 8'" 2000.

* The same process happened for the position of the
Secretary General in the Ministry of Public
Affairs. The writing test selected 3 applicants on
October 12 h*. The minister of this Ministry has
chosen the best of them and DoPA made his
appointment on October 15*' 2000.

Other ministries are in the same process.

Monitoring Period up to 30 November 2000:
Until now are appointed 5 Secretaries General in:
Ministry of Transport
Ministry of Public Affairs
Ministry of Finance
Ministry of Health
Ministry of Economic Collaboration and Trade

For other Ministries, filling of the post of Secretary-
General is in process based in procedures of the Civil
Service Law.

Number of H.4.4 Civil servants The number of persons that DoPA Starting Monitorine Period up to 15 October 2000:
staff hired should be hired on will be hire in civil service date: After approved of rules about employment in civil
under the new the basis of merit would be in accordance with September service there are 12 cases that for hiring are used new
recruitment and competition, in number of staff hired under 2000 procedures. So during the year 2000 are 12 persons or
procedures, by compliance with the the new recruitment 1.12% of existent civil servants are hired based in the
organization legislative procedures. The non- HRM - New Civil Service Law and in the new procedures.

framework ( Civil accordance between these Coordinator/ Until October 16'h 2000 there are 1 18 requests from
service Law and indexes will be reduce PIUI ministries for hiring based in of new procedures and
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Indicator Code of Underpinning Proposed method of Source of Evaluation' Results and comments
indicator assumption calculation Information s Date /
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Person in
UIPARP

other regulations) periodically (Periodicity: 106 are in process.
quarterly)

Monitoring Period up to 30 November 2000:
After approved of rules about employment in civil
service there are 154 cases that used are used new
procedures of hiring. From these 50 people that are
hired based in the New Civil Service Law and in the
new procedures and 104 other cases are in process.
Number of staff hired under the new requirement
procedures, by organization is:
Ministry of Foreign Affairs I
Ministry of Finance 16
Ministry of Transport 4
Ministry of Public Economy 3
Ministry of Economic Collaboration 4
Ministry of Labor and Social Affairs 2
Ministry of Health 7
Council of Ministers 9

Number of H.4.5 Following The grow of % of the number DoPA Starting
existing staff enactment of the of existing staff converted to date:
converted to next Civil Service civil servant statues with the Dec 2001
civil servant Law, qualified total number of existing staff
status, by existing staff should in each institution will
organization be retained as civil continue during the process of HRM -

servants where implementation and will be Coordinator/
poster are available. 100 % in the end of CSL PIU

process. (Periodicity:
quarterly)

Policy Formulation and Coordination
Policy P.1.1 Policies are more Spot surveys of officials will Secretaries 2002 year
credibility reliably be repeated periodically over General in each and

implemented when the course of project institution 2004 year
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they are credible; implementation, asking
i.e., when policies questions that permit
(i) have reasonable calculation of an index of
consistency over policy credibility based on
time, (ii) are these four determinants of
communicated policy credibility.3

clearly to Irmprovement in policy
employees, and (iii) credibility as measured by that
are supported by index is an objective of the
public officials project. (Periodicity: At least
responsible for their twice over the course of
implementation who project implementation)
(iv) are not subject
to political
interference/micro-
management as they
undertake to
implement those
.policies.

3The index will be modeled after the "policy credibility index" developed in Nick Manning, Ranjana Mukherjee and Omer Gokcekus, "The Experience of Public
Officials in Bolivia: What works in a weak institutional environment," draft report (The World Bank: February, 2000), pp. 16-17.
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Budget Deviation Index

Analysis of Budget Deviation Inde-x

1. Measures to improve budget performance are of little effect if there is poor predictability
in the allocation of resources (i.e, if required resources are not made available or substantial
reallocations of resources are made between sectors and programs during the course of budget
implementation). A basic measure of budgetary performance is the pattern of deviation between
the approved and actual budgets.' An attempt is made to analyze the patterns of deviation in the
Albanian budget by looking at the deviation between the approved budget and actual expenditure
for 1998 and 1999.2 Figure H. 1 shows actual expenditure in 1998 and 1999 by broad functional
classification. The expenditure for each category is expressed as a percentage of the original
budget. For each category, the second and third bars reflect the outturn for 1998 and 1999,
respectively, with the first bar representing the simple average of the two years. Categories have
then been listed in rank order by value of the simple average.

Figure H.1: Expenditure Outturn in percent 1998,1999 and average
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2. Several issues can be highlighted from this figure:

* There appears to be some consistency in the pattern of deviation for both years 1998 and
1999. Sectors such as Social Security and Welfare, Defense, and Public Order show
relatively little change in their budgets within the year. While Social Security budgets
consist mainly of non-discretionary expenditures (pensions, social safety net programs)
Defense and Public Order have been considered as priority sectors after the 1997 crisis
and carry sufficient political weight to be imnmune from changes in budget allocations.

The general framework for analysing the pattems of budget deviation has been taken from the "Armenia Institutional and
Governance Review", World Bank, May 2000.
2 Budget data for 1999 should be interpreted with caution since this year corresponded with the Kosovo crisis and a large influx
of refugees from Kosovo to Albania, which put unexpected pressure on the budget expenditures.
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* Most of the deviations seem to occur in three sectors; Agriculture, Transport and
Communication and Housing and Community Amenities.3 These are sectors where
capital expenditures have the largest share (Table H.1) and where foreign financed
investments also appear to be significant, especially in Transport where they comprise 62
percent of total capital expenditures. Expenditure deviations in these sectors may be a
consequence of factors related to the implementation of investment projects4 and may not
affect budget predictability, since foreign investment commitments already exist and this
may be more a question of timing of disbursements. However, poor predictability
remains an issue for the rest of the expenditures, including domestically financed
investments.

* The budget seems to be a poor predictor of resources in the Health and Education sectors
as well as in General Public Services. In Health, for example, budget outturn varied from
88 in 1998 to 112 in 1999. Fuel and Energy and Mineral Resources represent very
extreme cases where the deviation is consistent but is beyond any reasonable limit.

Table H.1: Total Expenditure by Economic Categories, 1999
(in percent)

Transport Agriculture Public Works Education Health
andComrunicatio and Forestry

n
Total expenditure 100 100 100 100 100

Recurrent expenditure 12 28 51 86 77
Capital expenditure 88 72 49 14 23
Domestic 38 62 65 41
Foreign 62 38 35 59

Source: Ministry of Finance

3. In analyzing budget variability, it is useful to unbundle the different factors that may
have contributed to the budget deviation observed in Albania during 1998 and 1999. These
factors may be related to the budget management process or they may be outside the budget
process. Determnining the role they play in budget performance is important for determining the
course of action and the role of budget management reforms in improving budgetary
performance. In the absence of more detailed data over the years, such an analysis can be used
as a benchmark for broadly monitoring budgetary performance with respect to policy
predictability.

Deviations on functional lines.

4. As described in Box H.1, the budget deviation index by broad functional classification
can provide a measure of policy predictability for the budget. The total budget deviation index
by broad functional classification (Table H.2) is calculated as the sum of absolute deviations in

3Within Housing and Community Amenities, the Ministry of Public Works has the largest share. The rest belongs to the
Ministry of Local Govemments
4 For a detailed discussion of factors affecting the implementation of investments, see Albania, MoF, Medium Term Expenditure
Framework document 2001-2003.
5A very high budget outtum in these years is a result of unplanned electricity imports paid by the budget contingency fund during
the winter months.
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percent of total budget in respective years. High levels of deviation present high levels of
expenditure reallocations and consequently high levels of policy shifts within the budget year.
Expenditure reallocations can occur as a result of shifts in the fiscal aggregates or as a result of
shifts within the different functional or economic expenditure categories in the budget.
Reallocations that occur as a result of changes in the overall budget envelope coming from
external shocks (e.g., the Kosovo crisis) are usually justified by the need to prioritize or maintain
targeted levels of fiscal deficit, especially in countries that have an economic program monitored
by the international community. However, changes that cannot be attributed to reallocations that
derive from such adjustments usually represent unplanned reallocation during the course of the
annual budget implementation that can negatively affect predictability.

Table H.2: Total Budget Expenditures
(in percent)

1998 1999 1999 adj.

Total budget deviation by function 22.06 18.53 8.05

Aggregate expenditure deviation 17.38 0.84 8.05

Source: Staff estimates.

5. Table H.2 shows that the budget deviation in Albania measured by broad functional
classification for 1998 and 1999 has decreased slightly. However, by looking at the share of
aggregate expenditure deviation in the total deviation for each year, policy variability appears to
be larger in 1999, as the contribution of the aggregate expenditure deviation is very small. If
data were available, total deviation would undoubtedly appear larger at lower levels of
expenditure aggregation, which would give an indication of the problem faced by the managers
of budget institutions in policy predictability.

Implicationsfor budget management.

6. The budget deviation measures reported above are a key indicator of unplanned
reallocations in resources, or reallocations driven by short term priorities, as in the Kosovo crisis.
It is revealing to compare the level of such short term, unplanned reallocation with
Government's stated intentions on long term shifts in sector resource allocations. The observed
levels of budget deviation can be evaluated by comparing annual budget deviation with the
policy driven resource shifts planned in the MTEF period, 2000-2003. The Medium Term
Expenditure Framework indicates how the Government plans to change the strategic allocation
of resources over the three-year period to 2003. Table H.4 compares the extent of this planned
reallocation with the budget deviation - by definition, unplanned - which is observed in a single
year.

Table H.3: Budget Deviation Index
(in percent)

1998 1999 MTEF (2000-2003)
Budget deviation index % 22.1 18.5 49.2

Variation in sector shares % 25.8 18.5 11.5
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7. The change in resource allocations planned in the MTEF can be measured by the same
index as used above in discussing budget variation (i.e. the sum of absolute budget deviations at
broad functional classification, expressed as a percentage of the originally approved budget.) By
this measure the unplanned divergences in a single year amount to almost a half of the variation
projected as a planned intersectoral resource shift in the MTEF. However, this comparison is
strongly influenced by the growth in aggregate expenditure over the three-year planning horizon.
If instead the focus is placed on changes in sector shares, a different picture emerges. The
intersectoral resource shifts planned over the period can be measured as the sum of absolute
differences between sector shares in the base year and in the final year of the MTEF. As shown
in the second row of the Table H.4, the unplanned changes in intersectoral shares in each of the
past two years have been very much higher. If the level of budget deviation in the past two
years is not reduced significantly, the attempt to develop any medium term budget strategy is
likely to be ineffective.

Table H.4: Total Expenditure by Functions 1998,1999 (excl. interest)

Sector budget
Outturn as % of deviation as % of Sector average as %

Expenditure Budget (%) Budget Total deviation
1998 1999 1998 1999 1998 1999 1998 1999

Fuel and Energy 0.02 0.01 6,648 9,194 7.22 4.73 5.66 6.53

Mineral Resources 0.59 0.55 99 513 0.04 12.21 5.30 6.12
General Public Services 8.05 10.14 107 120 2.70 10.73 6.00 6.93
Recreation, Culture, Relig. Affairs 1.50 1.55 106 112 0.39 0.98 0.62 0.71
Education 10.96 10.65 97 114 1.45 8.32 4.33 5.00
Defence 4.11 4.56 102 107 0.28 1.61 0.84 0.97
Health 7.09 8.19 88 112 3.85 5.19 4.17 4.82
Public Order 7.83 9.00 91 97 3.14 1.44 2.19 2.54
Social Security and Welfare 28.58 27.68 93 94 8.74 8.84 8.20 9.47
Other Economic Services 0.96 1.86 100 80 0.01 2.02 0.88 1.02
Housing and Community Amenities 8.20 4.76 57 115 16.18 3.96 9.80 11.32
Other Expenditures 4.01 5.07 0 0 18.17 27.37 20.93 24.18
Transport and Comunication 10.33 9.20 53 96 22.17 2.06 11.97 13.83
Agriculture, Forestry, Fishing, Hunt 7.76 6.77 55 71 15.68 10.53 12.40 14.32
TOTAL 100.0 100.0 100.0 100.0

8. As argued above, many factors contribute to the observed budget deviation, some of them
highly desirable, such as the short term adjustments in expenditure called for by the Kosovo
crisis. However, the data point to significant underlying problems of budget discipline which, if
uncorrected, will mean that the efforts to ensure a more policy driven budget process may be
ineffective. This does not mean that efforts to develop the MTEF should be slackened.
However, it does underline the necessity of a broad program of reform, including strengthening
budget execution, enhancing Treasury functions, and making improvements in budget
formulation to ensure more realistic budgets.
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Box H.1: A Choice of Measures of Budget Deviation

The appropriate basis for measurement of such variation as an indicator of predictability in expenditure planning
depends on the specific perspective of analysis. There are several possible approaches, using different forms of
expenditure classification, each of which has a different focus of interest.

(a) Broad Functional Classification. A broad functional classification, such as that illustrated above, is
useful for focusing on overall policy stability. Major shifts within a year in allocations at this level of aggregation
suggest significant volatility in policy-making at the broadest levels. This may be a response to a highly
unpredictable environment, or, in the absence of such factors, may point to long term weaknesses in the process of
decision making on the budget or in systems for budget implementation.

(b) Appropriations. It may instead be useful to base analysis on the specific classification adopted for
budgetary appropriations. This draws attention to the issues of legitimacy which are raised by substantial
adjustment of budget allocations after legislative approval of the budget. The summary statistic illustrated above
would, in this classification, indicate the sum of: (i) all expenditure which occurred without the legislature's
approval (at least in the original budget); (ii) all expenditure approved by the legislature which the executive failed
to implement, and can be interpreted as one measure of the relevance and influence of the legislature in public
expenditure management'.

(c) Classification by Spending Units. This classification is probably the most relevant for looking at the
importance of predictability for public expenditure management, especially regarding issues of technical efficiency
and accountability for budget performance. Holding managers accountable for performance depends critically on
being able to assure the availability of agreed levels of resources as promised in the annual budget and over a longer
horizon. The appropriate classification on which to measure predictability for this purpose will therefore need to
closely follow mnanagerial structure within public sector management. The degree of variation observed at higher
levels of aggregation, broad functional classification, or even the more disaggregated classification reported above,
will normally be only a lower bound for the average volatility actually experienced at the level of spending units.

(d) Economic Classification. Budget variation as viewed through this particular lens illustrates quite
different issues in budget management. An overall index of variation on this perspective is not particularly
meaningful. First, a high degree of reallocation at the level of budget inputs might be consistent with a high degree
of flexibility accorded to mnanagers, operating within predictable aggregate resource allocations and held
accountable against output related performance measures, or, alternatively, it may signal the failure of an attempted
regime of input control. Second, specific switches between inputs - between wages and non wage allocation,
between capital and recurrent - need to be assessed separately rather than amalgamated in a single index. What is
more interesting are the particular patterns of reallocation. Are cuts concentrated in areas such as maintenance
expenditures, which are likely to lead to higher longer run costs?

The pattern of reallocation by economic classification clearly has particular relevance for aggregate fiscal
discipline: the picture of underspending on key categories gives at least some idea of the sustainability of apparent
adjustment at the aggregate level, if we know (or are prepared to assume) enough about the validity of the initial
budget provisions. However, a different use of these data might be made by looking at the same patterns at the
spending agency level. The managerial behavior postulated above - responding to aggregate constraints by
generating arrears wherever feasible, avoiding major expenditure rationalization at the cost of increasing
inefficiency -- is likely to be correlated with other features of budget management. By identifying specific
"pathological" patterns in reallocations in individual spending agencies, it may be possible to relate these indicators
to other observations, such as results from the survey of public officials on perceived autonomy and flexibility in
budget management, etc.
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