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I. NOTE ON THE MANUAL

A. What is this Manual?

1.  This manual is intended to serve as a guide in the full development over the
coming years of the Iraq system of Medium Term Budget Framework (MTBF) . The
manual contains an introduction to medium term budgeting and practical guidance on how to
proceed. This manual supplements all other budget manuals applicable for the Government of
Iraq.

B. Who should use this manual?

2. This manual guides Budget Users throughout the whole process of preparing
budgets using medium term budget methodology for all levels of government. The
various parts of the manual serve the familiarisation and better understanding of budget
preparation, execution and control of each government official involved in the process.

C. How should this manual be used?

3. The manual serves as a baseline tool to assist the Government to implement
necessary fiscal management reforms. These guidelines have been developed with the aim
of serving both as desk references for government officials already trained in the respective
fiscal competency as well as training tools for structured capacity-strengthening programs.

D. What this manual is intended to do?

4.  This manual should assist officers involved in budget preparation and execution to
understand public sector budgeting by placing the MTBF methodology in the context of
some of the budgeting reforms that have been successful internationally. This manual is
intended to assist line ministry officials and budget agencies in their understanding as to how
develop a medium-term budget projection and submit this to the Ministry of Finance.
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Il. INTRODUCTION

5.  The Government prepares the annual budget that is submitted to Parliament in
accordance with the Constitution of Iraq and other written laws. The budget should
include estimates of Government revenues and expenditures and is prepared under Medium
Term Budget Framework (MTBF).

A. Medium-Term Budget Framework (MTBF) Defined

6. MTBF is a transparent planning and budget formulation process that attempts to
improve the decision making process so as to link Government policies, priorities and
requirements within limited resource constraint. The key features of the MTBF approach
are:

(i) A medium-term perspective to budget planning;
(if) An explicit linkage between policy priorities and resource allocations; and,

(iii) An emphasis on the efficient use of limited public resources.

1. MTBF Objectives

7. In introducing the MTBF, the Government seeks to address the following
objectives:

= to provide a comprehensive and realistic framework for the planning and management
of public expenditure;

= to increase the predictability of resources through a structural budget planning process
that provides more reliable estimates of revenues and expenditures over a three year
period;

= to better link resource allocation processes to government policy and program
priorities;

= to restructure and rationalize resource allocation so that priority areas receive
adequate funding;

= to improve the basis of the budget by moving away from the incremental approach to
estimating the actual costs of Government activities in delivering goods and services
and integrating the preparation and presentation of the recurrent and development
budgets; and,

= to introduce a forward or medium term perspective in the planning of policies,
expenditures and revenues

2. Main Elements of an MTBF
8.  The MTEF revolves around four primary elements:

= A macro-fiscal framework - that: (i) looks at how macroeconomic developments can
be expected to affect government revenues and expenditures; and (ii) provides a
medium-term projection of revenues, expenditures, the budget deficit and its
financing.
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9.

An analysis of key budget planning and management issues - in recent years, these
have included management of the public service wage bill, public investment
management and the financing of local authority budgets.

An analysis of spending priorities - that looks at how the government’s strategic
policy and program priorities should be influencing resource allocations between and
within sectors.

Expenditure plans — that provide three-year sector and ministry level resource
ceilings and identify the key spending priorities at program level.

3. Key Features of MTBF Reform

The reforms that MTEF seeks to institutionalize put emphasis on three

complementary and interrelated objectives:

10.

Aggregate financial discipline. Control of budget aggregates (revenues,
expenditures and the deficit and its financing) is the first requirement of any budget
management system.

Efficient Allocation of Resources. Budgetary expenditure allocations between and
within sectors should reflect and be consistent with government policies and
priorities. Resources should be progressively reallocated from lesser to higher
priority programs, from old priorities to new, and from less to more effective
programs.

Technical efficiency. Public agencies should embrace on-going efficiency strategies
in order to deliver high level of public services at the lowest cost.

4. Attributes of the MTBF
A well formulated MTBF process should have the following attributes:

Provide a multi-year time horizon: provide a multi-year time horizon (three years)
for the planning and programming of public expenditure, recognizing that government
policies and their associated public expenditure implications are implemented over a
period of time.

Disciplined process using top-down hard budget constraints: be based on a
macro-economic framework and explicit fiscal policy considerations, providing
budget totals that are explicit and are set prior to the determination of individual
spending allocations; and, provide hard budget constraints levels within which trade-
offs are made.

Bottom-up preparation of spending plans: include a bottom-up approach in which
line ministries/departments and other lower units specific expenditures are to be
reconciled to sector policies and programs within the available resources. This
follows consultations with a broad alley of stake-holders including the beneficiaries
themselves.

Comprehensiveness: (i) be inclusive of central and local government budgets and of
extra-budgetary funding, acknowledging and analysing the inter-relationship between
these different elements of public spending; (ii) cover both recurrent and investment
expenditure recognizing the importance of achieving an appropriate balance between
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11.

investment in public services and the downstream funding requirements for operations
and maintenance; and, (iii) be inclusive of all domestically and externally financed
public expenditure, including externally financed projects, acknowledging the need to
coordinate the use of external funds avoiding duplication and ensuring
complementarity of spending.

Be based on sound information about costs: have good information on the cost of
spending proposals. The forward cost of implementing existing programs should be
known and defined as baseline spending. In addition, new policy proposals should be
properly costed before they are adopted for implementation.

Demand accountability for performance: allocations should be justified against
projected outputs and policy outcomes and be linked into a monitoring and evaluation
system that demands accountability for the results achieved from spending agencies.

Contestability of priorities: provide a forum on the basis of policies and priorities,
where programs compete for the limited resources.

Transparency: The MTBF budget should be transparent to allow scrutiny by the
public and the oversight authorities including Parliament and the National Audit
Office.

5. Challenges in Adopting an MTBF Approach

Improving the way public resources are allocated and used requires changes to

more than just the budget system. It requires:

12.

Changes to the way the use of resources is measured and reported, including
monitoring and reporting of the outputs that are produced;

Accounting and reporting that is transparent and useful to Parliament and the public,
to enable them to hold Government to account;

Accounting systems which enable managers to deliver services effectively with the
resources they have been allocated;

Internal controls and monitoring to ensure that resources are properly used for the
purposes intended.

Internal and external audit to buttress internal controls and to ensure accountability by
Government for its stewardship of resources;

Incentive structures that promote skills development within the public sector; and,

Timely preparation of audit reports by the National Audit Office.
6. MTBF Budget Cycle

The MTBF approach places government policies and priorities at the centre of budget

planning. It provides a realistic budgetary resource ceiling against which to prioritise the
allocation of resources consistent with policy objective. It also requires effective mechanisms
for the monitoring of budgetary inputs, outputs and outcomes and for feedback of monitoring
information into the subsequent expenditure planning cycle (see figure 1 below).
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13. The MTBF cycle therefore has the following key elements which are interrelated:-

= Policy development: This is contained in various government documents and party
manifestos. The policies set the platform on which budget decision is made.

= MTBF budget process: The budget is a process that commences with review of the
previous year’s performance, determining the macro fiscal framework and ends with
the budget being submitted to and approved by the appropriate National and
Subnational government entities..

= Budget implementation: This involves implementation of programs and projects,
and control as approved by the appropriate National and subnational government
structures.

= Accounting monitoring: This stage of the cycle involves accounting for all use of
resources, reporting and monitoring of budget performance. It also involves internal
audit to ensure that due processes are followed and that there is compliance with
procedures.

= Evaluation and Audit: This involves measurement of achievement of outcome and
results, as well as audit of Government operations and oversight by National and
County Assemblies. The challenge for this process is the identification of
achievement indicators.

The MTBF budget cycle is summarized in the figure below.

Working Draft — November 2012



Figure 1. MTBF Budget Cycle

Policy Development
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B. Linking Policy, Planning and Budgeting

14. As can be deduced from the Figure 1 above, for a budget to achieve its desired
goals, it is critical to link policy planning and budgeting in the planning and resource
management cycle. The absence of the critical linkages policy making and planning are not
only disconnected from each other but also from budgeting.

15. Integrated policy, planning and budgeting is all about developing expenditure
programs that are driven by priorities and anchored on budget realities. This is prudent
to ensure that resources are allocated on the basis of clear policy choices to achieve strategic
objectives. These linkages are demonstrated in the generic diagram below:-
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Figure 2: Planning and Resource Management Cycle
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1. Current Forward Budget Process

16. The Government of Irag currently prepares two budget estimates: one for
recurrent operations and another for the development budget. The annual process is co-
ordinated by the Ministry of Finance, which issues annual budget ceilings for the recurrent
and development budget. Thereafter, each ministry prepares its itemised budget and submits
it to the Ministry of Finance for review, approval and compilation.

17. Through internal reviews of the performance of the budget process, the
Government of Irag realises that its public expenditure management is inconsistent
with the objective of achieving the high and sustained growth of the economy. The
current situation requires a reform of public expenditure management, spanning from budget
formulation to budget implementation. On the basis of these internal reviews, the government
is considering adopting a Medium Term Budget Framework (MTBF), which would guide the
efficient and effective use of government resources over a multi-year period.

2. Ministry of Finance - Next Steps in Introducing an MTBF
18. The Ministry of Finance is considering, over the medium term, to:-

= Provide for a hard budget constraint by giving ministries and other spending agencies
a 3-year ceiling on expenditures;

= Establish the cost of programs, particularly the future cost implications of current
investment in facilities;
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= Establish a process of reviewing priorities and linkage to available resources;
= Provide for identification of future requirements generated by present policies;

= Provide a criterion for reviewing the performance of on-going as well as future
programs (the forward budget was assumed to be the only mechanism for the
introduction of new programs); and,

= Provide/establish a linkage between planning and budgeting.
C. The MTBF Process and Key Instruments

19. The proposed Government of Irag MTBF process can be summarized in three primary
stages:

1. Macro target setting/estimation of the overall resource envelope;
2. Review of sectoral policies; and,

3. Financial programming.

1. Macro Target Setting — Estimation of Overall Resource Envelope

20. This is the first stage and is a top down process. In this Handbook, this stage of the
process is discussed in greater detail in the section entitled “Under Macro-fiscal Policy™.
This stage involves setting of macro targets including projected economic growth, desired
inflation rate, money supply, projected interest rates, desired levels of borrowing both
domestic and external, and other macro aggregates which include realizable revenues and
sustainable expenditure levels.

2. Review of Sectoral Priorities

21. The sectors and the Ministries/departments review past performance against
policy priorities as contained in the strategic plans and prioritize for funding. The
Sectors are required to develop criteria for prioritizing and allocating resources to programs.
This is considered a bottom-up process. In this stage, program out-puts and outcomes are
defined and targets to be set are clearly identified. These form the basis for subsequent
monitoring and evaluation.

3. Financial Programming

22. The third stage is the financial programming stage which is also the preparation,
consolidation and approval of the itemized budget. Once the Ministries/departments have
received their expenditure ceiling, the next step is to prepare itemized budget estimates for
both recurrent and development.

23. The Ministries/departments are required to strictly adhere to the ceiling and
guidelines. The Ministry of Finance will then approve and consolidate the final estimates for
the National Government, and Parliament, respectively. The proposed MTBF process is
illustrated in Figure 3, below.
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Figure 3: MTBF Budget Calendar

February — March* April = July August - December
Review and approval by
. Government Cabinet and > Budget approved by
Parliament Parliament Parliament
Budget Strategy Paper:
. Sector/county ceilings
Government Cabinet/ Y
Economic A
Management
Committee Macro Working Group: Update macro/fiscal Submission to Parliament other
framework, finalize analysis of key Government Assemblies
macro/fiscal and sector/county ceilings A 4
L. . Publi issues Budget call circular: Detailed 4
Ministries of uptic guidelines ——
. Expenditure Finalization of draft
Finance Review (PER) v B Budget
Plannmg A Sector reports Y
Call for ministerial/departmental
expenditure analysis Y
4 Review of budget
Sector submissions from line
hearing Ministries and Agencies,
other
Sectors/Line 4
Ministries ! v 5

past year’s expenditure

Ministerial/Departmental/Other PER Committee:
Review on-going programs - evaluate/analyse

Sector Working Groups:

Review on-going programs sector strategy
objectives, activities and targets Indicative budget
requirements

Line ministries and agencies prepare detailed budget
estimates Ministry of Finance and Parliamentary
committees for review and finalization.

NOTES*

The time periods given in the plan are tentative but based on practical experience. The commencement months/dates vary
depending on the circumstances/operational challenges prevailing.
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I1l. THE MACRO-FIsCAL FRAMEWORK

24. This chapter focuses on the top-down perspective of the MTBF process proposed
for Iraq. It describes government’s fiscal policies which determine the macro-economic
framework for developing MTBF budget. This chapter consists of two sections; the first
section looks at fiscal policy objectives and targets and the second at the macro-fiscal
framework.

A. Medium Term Fiscal Policy

25. The budget process starts with a top-down consideration of macro-economic
outcomes, fiscal outcomes and the preparation of robust revenue projections. These
processes generate an indicative budget framework within which sectors compete for
resources, as do spending Ministries/departments within sectors.

26. The macro-fiscal framework is determined and approved through a sequenced
process that aligns inputs by different actors to ensure availability of information and
expertise. The table below illustrate the Macro-economic and Fiscal Framework.

Table 1: The Macro-Economic Framework

Iragi Dinar Budget Year | Budget Year Current Budget Year | Outer Year Outer Year

(million) (T-2) (T-1) Budget Year (T+1) (T+2) (T+3)
Actual Actual Projected Projected Projected Projected
Outturn Outturn Outturn

GDP volume

Overall

Inflation

International

Reserves

27. On the basis of these frameworks, the Ministry of Finance proposes indicative
ceilings within which the Sector Working Groups (SWG) should prepare Sector Budget
proposals. Indicative sector resource ceilings are decided upon by taking into consideration:

= The national objectives of enhanced economic growth and poverty reduction.

= The proposed inter-sectoral priorities, guided by strategic budget process for the
medium term endorsed by the cabinet.

= Baseline spending requirements and the medium term adjustments based on hard
budget constraints and historical allocations.

= Other Financial Commitments through project loans and grants.
1. Development of Fiscal Policy

28. Fiscal policy is concerned with the levels and composition of taxation, spending
and borrowing by government. Fiscal policy encompasses fundamental policy issues,
including the role and size of the state and future state of the economy (because borrowing
imposes a burden on future generations, whereas investment provides future benefits), the
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role of government in promoting growth, job creation , equity considerations, and the amount
and type of public services that are provided.

29. The lraqi Government’s fiscal policy has both macroeconomic and microeconomic
objectives. Macroeconomic policy deals with the evolution of the economy as a whole
including national income and output, jobs, inflation and the balance of payments. The
macroeconomic objectives of fiscal policy primarily require government to pay close
attention to the overall level of taxation, spending and borrowing, keeping them at levels
which promote investment and sustainable growth. They also require the Government to
focus on the composition of government spending to ensure it promotes economic growth.

30. Micro-economic policy outlines the distribution of income and wealth, the
efficiency with which the public and private sectors are able to produce goods and
services, and the responsiveness of public services to the needs of citizens who use them.
The microeconomic benefits of fiscal policy are largely delivered through the allocation and
efficient use of public resources and the maintenance of an effective tax system. The overall
level of taxation and spending have microeconomic implications, which include the effect of
increased borrowing in the domestic financial market, interest rates, prices and disposable
incomes at the household level.

31. Fiscal policy also needs to focus on setting desirable limits and forecasting on
external financing of Government programs through grants and loans. External
resources have an impact on the external account aggregates. The unpredictability of external
resources pose particular challenges for setting fiscal policy objectives and fiscal targets.

32. The objectives of fiscal policy include:

= Achieving a manageable debt position and maintaining a sustainable fiscal
framework;

= Addressing issues of equity and poverty reduction through increased spending on key
social sectors and improved targeting within social sectors; and,

= Directing expenditure outlays from that of the state as a producer to the state as a
facilitator of growth.

2. Policy Framework

33. Key budgetary considerations for credible fiscal policy are realism and honesty in
fiscal forecasting, transparency and government’s ability to set and enforce a hard budget
constraint at an aggregate level and for all institutions that have a claim on the public purse,
during both the budget planning process and implementation.

34. An effective fiscal policy therefore requires a high level of fiscal and budget
transparency, which in turn is dependent on efficient accounting and reporting systems.
Providing good information about Government’s actual fiscal operations is critical if
MTBF/budgeting system is to be transparent. Developing, approving and publishing fiscal
policy objectives and the resulting macro-fiscal targets and framework need to be
institutionalized appropriately in the budget cycle.

B. The Macro-Fiscal Framework

35. The macro-fiscal framework provides the basis for projecting public expenditure
allocations over the medium-term and sets the context against which key budget issues
relating to revenues, expenditures and the financing of the budget deficit will be
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executed. It involves making resource projections that are expected to be available to
finance public expenditures over the medium-term.

36. A sound macro-fiscal framework is a pre-condition for effective budget
management. This provides an accurate projection of revenues and expenditures. A
weak framework therefore not only affects a country’s ability to manage its public finances
prudently but also affects its ability to make the best possible decisions about which programs
should be funded and the appropriate time to do so.

37. The main elements of the framework and their function in the MTBF/budget process
are shown in the Figure 4, below. A macro-fiscal framework comprises:

= A discussion of the medium-term macroeconomic outlook;

= A projection of public revenues and a discussion of the underlying trends and
assumptions;

= A projection of financing of the budget deficit and discussion of the underlying
iSsues;

= A breakdown of the main expenditure aggregates distinguishing between statutory
and non-statutory expenditures.
Figure 4: Macro-Fiscal Framework

Macroeconomic Taxation External - Domestic
Projections Policies Financing Financing
Forecast of Domestic Budget
Revenues Deficit
Macro-
|Fiscal v
Total Resource Framework
|Framework
¢ \ 4
Analysis of Discretionary Interest
Spending Major Economic Charges
N
|[Expenditure Sector Resource Ceilings
Plans

38. The capacity of the Government to raise revenue to pay for the delivery of goods
and services depends on the overall level of economic activity. Preparing an MTBF fiscal
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framework requires a focus on projecting macroeconomic aggregates that have the greatest
influence on the fiscal framework. Of these, GDP and the inflation rate are the most
important factors that influence the growth of both revenues and expenditures. The exchange
rate is also important because of its impact on external financing of and external payments
from the budget. Changes in the balance of trade similarly affect revenues on external trade
and related taxes.

1. Revenue Projections

39. Public revenues comprise tax revenues, non-tax revenues, dividends from state
corporations, external grants, and social fund contributions accruing to both central
and local governments. The projection of revenues over the medium-term needs to be
informed by:

= An understanding of recent domestic revenue trends and the factors underlying them;
= A determination of the “tax component” GDP;

= An assessment of agreed or planned tax policy changes and their expected impact on
revenues; and,

= Anassessment of the scope for improvements in revenue administration.

40. Based on this analysis, an initial projection should be made of revenue as a share of
GDP for each of the main revenue sources.

2. Financing a Budget Deficit
41. The budget deficit is affected by two factors:-
I.  The level of foreign concessional financing available to the Government; and,
ii.  The level of domestic and external financing deemed appropriate for fiscal stability.

42. Issues attached to macro-fiscal framework include:

= Comprehensiveness — all expenditure items should be included in the framework
(including transfers to public enterprises, etc.,);

= Risk Management — the framework must make some allowance for risk (i.e.,
external macro-economic shocks, natural disasters or unexpected liabilities falling
due). Medium term expenditure frameworks often include larger contingency
provisions in the outer years, to manage uncertainty. The provision is reduced and
allocated as the framework rolls over. A much smaller contingency for the budget
year is then finally allocated in a supplementary budget process to areas of need.
Other mechanisms are proper assessment of contingent liabilities, including
publishing information on them, and being conservative in revenue estimates.

= The quality of data — if the macro-economic or revenue projection models are weak,
the quality of the framework is affected. Similarly, if government does not have
proper information on the forward cost of existing services and the cost of new policy
proposals, it may undertake projects and approve new policies that are not realizable
within the planned framework.

Working Draft — November 2012



= Supplement - the planned macro-fiscal framework is only as good as its
implementation. When the budget is weak in-year decisions become more significant
for determining what will be financed. Even if the approved macro-fiscal framework
is based on accurate data and the result of a robust competitive process, it will be
undermined by in-year decisions. A quality framework is unlikely to result from the
budget preparation process, when all actors know that it will have little or no effect.
Implementation discipline is a pre-condition for planning rigor.

C. A Budget Outlook Document

43. The primary instrument driving the preparation of macro-fiscal framework is a
Budget Outlook Policy document which is prepared by Ministry of Finance in
conjunction with Ministry of Planning. The Budget Policy Document elaborates the
medium term fiscal framework that determines the overall resource envelope and provides
the background and parameters which would form the basis for the detailed budget. This
document:

= Signals Government’s budget policy intent to important stakeholders outside of the
Central government, the private sector, civil society and development partners.

= Provides budgetary decisions regarding fiscal policy and likely available resources,
thereby providing a platform for a sound subsequent budget process.

= Links on-going fiscal and budget policy to mid-term development objectives and
strategies.

= Establishes the strategic allocation process by providing sector ceilings, within which
individual spending Ministries, Departments and Agencies will bid for resources.

= Sets the tone for the medium term budget preparation process

44. The macro-fiscal process and its outcomes are governed by a set of decision-
making requirements that seek to maximize budgetary outcomes. The requirements are
aimed at ensuring that government will undertake only those activities that it can finance in
the resource envelope. The framework will enhance the predictability of resources and will
not be vulnerable to financial crisis. Within the macro-fiscal framework there should be
competition for public resources, which results in:

= Shifting funds from low priority to high priority activities; and,
= Instituting financial discipline whereby only available resources are allocated.
45.  The macro-fiscal framework should also minimize the accumulation of pending

bills. The macro-fiscal framework requires the Government of Iraq to:

0 Take into account external financing whose commitment is fully confirmed.

0 Not include development partner budget support flows into the core fiscal
framework on account of their high unpredictability; and,

o Commit to the fiscal framework.

46. The macro-fiscal framework should be comprehensive designed to include all public
revenues, expenditures, and contingent liabilities.
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IV. MTBF BUDGETARY ALLOCATION PROCESS

47. This chapter addresses the central challenge of public budgeting which
involves allocation of scarce resources to competing priorities. It addresses the issue
of expenditure review, establishing baselines, costing of programs and structure of
budget.

A. Ministerial MTBF Process

48. The preparation of budget estimates under MTBF involves matching
Ministries/Departments/Agencies with total resources based on overall spending
priorities. The MTBF process involves the preparation by Ministries of strategic plans
in line with the government's current priorities. On the basis of the strategic plans,
Ministries must produce an integrated budget that reflects the cost of policies. The
MTBF multi-step budget process is indicated in Figure 5, below.
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Figure 5: MTBF Budget Process
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49. The capacity of the Government to raise revenue to pay for the delivery of
goods and services to Iragis depends on the overall level of economic activity. While
external grants can supplement domestic revenue over the short term, it is not sustainable.
The only sustainable source to fund Government’s activities to develop Iraq is the
economy itself. It follows that the starting point for preparation of the MTBF is an
analysis of the underlying prospects for the economy and of Government’s macro-level
economic and fiscal policies and strategies.

50. The above table illustrates the following steps:

= Step 1: A review of the Ministry’s programs against its functions and objectives

to establish their relevance.
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= Step 2; At Ministry level, the analysis of past expenditures and performance is
undertaken. The preparation of program spending proposals and performance
targets are then developed.

= Step 3: The development of Ministry/departments and agency (MDA) allocation
proposals, matches resource availability with spending needs through a process of
trade-offs.

= Step 4: The preparation of the Ministerial Public Expenditure Review (PER)
entails utilizing and updating earlier spending and performance analysis,
documenting resource allocation decisions, performance commitments and output
targets and providing an assessment of public expenditure and human resource
management in the Ministry/departments. The PERs review the previous year’s
budget allocation against expenditures and set targets for the following year’s
budget proposals.

Figure 6: Ministerial Public Expenditure Reviews (PER)

Ministerial Public Expenditure Reviews:

= Ministerial Public Expenditure Reviews (PER) institutionalizes a review of
the performance of the Ministry’s/Departments/Agencies (MDAS) spending
against policy and drives the systematic and strategic allocation of resources
within the Ministry’s/Departments.

Purpose of a Public Expenditure Review (PER)

= Public Expenditure Reviews fulfil several basic functions in the budget
process, including:

1. Provides the basis through which MDAs communicate their past
performance, current situation, priorities and future plans.

2. Assist ministries to link their budgets and performance to their policies
and priorities.

3. Provide both financial and non-financial information.

4. Make spending proposals that represent and optimal mix of outputs,
given the MDAs spending environment. And,

5. Commit the MDA to a given level of outputs (by providing a statement
of expected outputs).

= Step 5: Finalization of resource allocation in line with Sector proposals and the
Budget Strategy Paper and drafting the detailed budget estimates in consultation
with Ministry of Finance/Planning and the Parliamentary.

B. Roles and Responsibilities

51. The roles and responsibilities in preparation of the detailed annual budget in
the Ministry involve:
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= MTBF Committee: This is the Committee in the Ministry that is responsible for
formulation and preparation of the Ministerial/Departmental budget proposals. It
is generally headed by the Heads of Finance, Planning, Accounts and other co-
opted Heads of Departments. It is the responsibility of the MTBF Committee to:

i.  Determine final program ceilings; and,

ii.  Ascertain that the detailed annual budget proposals are in line with the
Ministry Public Expenditure Reviews (and, Sector Working Group /
Budget Strategy Paper decisions).

= Head of Finance: The appropriate Budget/Finance Director should review
programs’ annual budget proposals for economy, efficiency and internal
consistency. The Finance Officer also engages with the Ministry of Finance on
the detailed annual estimates.

= Head of Planning: It is the responsibility of the Head of Planning in the Ministry
to assist the Chief Finance Officer in reviewing the annual budget proposals so as
to ensure that they are consistent with the overall government strategy and also to
provide the necessary analytical work to support the decisions of the MTBF
committee on the priorities of the Ministry for funding

= Heads of Cost Centres: It is the responsibility of various cost centre heads to
develop detailed annual budget estimates within their final ceilings and in line
with their PER submissions (and, Sector Working Group and Ministry of Finance
decisions), as reflected in the Budget Strategy Paper.

C. Sector Ceilings and Guiding Expenditure Planning

52. The limited resources in the budget calls for choices to be made among
competing needs. The process of setting ceilings consists of two sub—processes:

1. The preparation of an economic and fiscal update referred to as Macro Economic
Framework; and,

2. The setting of sector and ministry level ceilings.
1. Sector Ceilings and Guiding Expenditure Planning

53. In setting the macro economic framework the following factors are taken into
consideration.

(i) The projection of economic growth targets in the medium term. Providing the
economic and fiscal outlook is a challenging task. This process entails an update
of all expected imports and exports, projections of investments and consumption.
In working out the growth targets, consideration is made of the government’s long

Working Draft — November 2012



term policy concerning wages, investment by government and other long term
policies relating to other sectors of the economy. Hence the growth projections
are also consistent with planned aggregate spending by Government.

(ii) Once the growth targets are identified then the Ministry of Finance (MoF) is able
to project the revenue targets that are consistent with the growth targets. The share
of the various targets of revenues is also guided by the projections of the growth
of various sectors, for example the expected realization of import taxes is guided
by the assumptions in the growth of imports in the macroeconomic model. The
prevailing policies on other issues are also taken into consideration in projecting
the revenues from domestic sources.

(iii) The other variable is the assumptions on private sector credit. Depending on the
assumptions made on contributions by private sector to domestic investment and
growth targets, the level of change in private sector credit is determined. The
tradeoffs made while deciding on this variable include the level of government
credit that will be targeted.

(iv) The Government credit level which is also referred to as domestic borrowing is a
variable taken into consideration. The guiding principles in deciding or
determining the level of domestic borrowing is the government’s own policy on
public debt.

(v) The other key principle strategy is inflation rate and the rate of interest.
Assumptions are made on the interest rates of government securities as well as
setting targets for inflation for the year and the medium term.

54. The Macro-Fiscal Framework also contains the aggregate expenditures levels.
The main categories of public expenditures are recurrent (operations and maintenance)
and development.

55. There are two categories of recurrent expenditures: non-discretionary and
discretionary expenditures.

1. The non-discretionary expenditures are those expenditures that are pre-
determined by law. These expenditures which include, other principal repayment
of public debt, payment of interest on debt, pensions and consolidated fund
services, such as, salaries and wages for constitutional officeholders. These
expenditures are also known as mandatory expenditures. Since they are pre-
determined by law, they are simple to estimate and cannot be part of a trade-off
process. They are therefore just deducted from the overall resource envelope as a
first charge.

2. The discretionary expenditures are those expenditures used by various agencies
to produce goods and services for the citizenry. These expenditures are not pre-
determined by law but by Government policy and resource availability. Most
recurrent expenditures are accounted for in the recurrent budget and most capital
expenditures are accounted for in the Development budget. A key policy decision
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is the trade-off between recurrent and development expenditures. The desire for
the growth dictate that as much as possible, expenditures be oriented towards pro-
growth development programs.

2. Criteria for Establishing Sector Ceilings

56. Ceilings are determined by the available resources as determined by the
Macro-Fiscal Group. The ceilings for the sectors are determined on the basis of
Government Policy and priority attached to each Sector. The following are the main
considerations:

= The national objectives to achieve enhanced economic growth.
= The requirements of core poverty programs;

= Funding on-going programs

= Other financial commitments through project loans and grants.

57. The first step is to review individual Sector Reports, containing Ministerial
budget proposals and arrive at an assessment of resources required by the sector.
For the Development (Investment) Budget, the Macro-Fiscal Group first assesses forward
commitments for externally financed projects and programs and for on-going
domestically financed projects. Secondly, the Macro-Fiscal Group assesses new project
proposals against policy priorities together with current commitments through project
loans and grants and the commensurate counterpart funding. The total is put against a
sector’s account as a floor since this represent ear-marked sector funding on the revenue
side.

58. On the recurrent side, the process involves the determination of non-
discretionary expenditures and the wage bill for all the Ministries and required
operating expenses. The final process is to add up all sectors funding requirements and
comparing them with available resources and making trade-offs between sectors in the
discretionary, non-core poverty program and non-committee portion of budget proposals.

3. Making Tough Choices

59. This section examines the main instruments and institutions in the Iraqi
budget process that ensure that available resources are reconciled with competing
demands. It describes a two-phased process which provides forum for trade-offs and
ensures that guidelines are followed while making budget decisions for resource
allocation.

60. The process involves the setting of Sector Ceilings as contained in the Budget
Outlook Paper document. The Budget Outlook sets the resource framework for the
multi-year MTBF period and the national policy priorities. The bottom up process
involves the compilation of Ministerial Public Expenditure Reviews (PERS) and various
Sector Working Groups reports. The PERs provide the analysis of past expenditure
trends and their outputs. The two levels of the process have sets of activities that produce
outputs required for the decision making.
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D. Top-down and Bottom-Up Budgeting Approach

61. There are two basic phases in the budget preparation cycle. Under the Top
down approach derived through preparation of the Preliminary Printed Estimates or
Medium Term Budget Framework (MTBF) — (see Figure 7, below). The aim is to:

= Calculate available funds in the next and following two years (domestic and donor
funded);

= Select most important priorities of the national strategy that can be financed from
the available funds; and,

= Establish budget ceilings.

62. The MoF collects needed information from line ministries: asking for the most
important priorities, how they link with the national development strategy and what
is the estimated cost of implementing Ministerial priorities. To provide this
information, ministries need to prioritize their budgeted activities.
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Figure 7: Proposed Irag Budget Process
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63. The second part of the budget preparation cycle is the bottom-up preparation of
the detailed National Budget. The MoF may issue a circular requesting a line-ministry to
prepare detailed budget calculations for selected priorities and within given ceilings. For
these submissions line ministries will have to prepare detailed budget calculations. Upon
receipt of detailed budget submissions, the Budget Department will analyse these
submissions and discuss them during the Budget Hearings. Based on the outcomes of Budget
Hearings, a Draft National Budget will be compiled for Cabinet’s review and consequent
Parliament approval.

E. Institutions, Structures and Instruments of Strategic Resource Allocation

64. The following are the Institutional Structures which should or have been put in place to
facilitate the MTBF process

1. The Budget Department

65. The Budget Department is a specialized Department of the Ministry of Finance that
should coordinate the MTBF budget process. In so doing, it issues guidelines on all matters
pertaining to budget formulation and preparation and implementation.

2. The Budget Estimates Working Group

66. This is composed of officers from the Budget Department (MoF) and the respective
line Ministries/Departments. The role of this group is to review the itemized budget
proposals by Ministries/Departments

3. The Macro-Fiscal Working Group

67. The Macro-Fiscal working group comprises representation from Ministry of Finance,
Ministry of Planning, the Iraqi Revenue Authority and the Central Bank of Irag (CBI). This
group establishes the budget resource envelope, provides guidance on macro-fiscal variables,
and helps provide sector ceilings.

4. Sector Working Groups

68. The membership comprises the Ministry of Finance, representatives from the
Ministry of Planning National Development, sector ministries, and other stakeholders.
A sector working group is chaired by a main official representative from the sector. The role
of Sector working groups are as follows:

= Coordinate preparation of PERs.

= Review sector objectives and strategies in relation to the overall national goals as
stated in the Government Policy documents

= |dentify sector priorities and programs and rank them in accordance with their
relevance for national goals.

= |dentify inter and intra sectoral linkages and identify sources of funding for the sector,
and ensure that ministerial spending plans take proper account of the linkages.

= Analyse cost implications of policies and strategies in the sector and required
prioritisation and discuss the mix and level of goods and services that will be provided
within the available ceiling.
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69. The sector dialogues is the process through which the MoF engages Ministries to
evaluate whether Ministries’ spending plans are economical, efficient, equitable and
effective and what contribution the outputs will make to social, economic and
developmental objectives of the Government. The process has an important role to play in
holding departments to account for their financial management and economic performance,
and evaluating competing claims on the nation’s finances. It also affords the Ministry of
Finance the opportunity to assess whether spending ministries have the capacity to implement
their spending plans, and whether outputs are clearly defined.

5. Budget Strategy Paper

70. A Budget Strategy Paper is then produced by building on the budget outlook and
is informed by the sector dialog and discussions.

= |t contains the firmed up resource allocations.
= It provides ceilings to the Ministries.

= |t contains finalized macro-economic framework, medium term fiscal strategy,
financing of the deficit, available external resources and key risks to the frameworks.
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V. COSTING PROGRAMS AND ACTIVITIES

71. In an MTBF budgeting process, institutions at various levels are required to
match resource requirement with available funding. This is done by trade-offs and scaling
down. For institutions to plan optimally, accurate estimates of the cost of activities are
required. Costing therefore enables calculation of the cost of programs and activities and
facilitates monitoring and evaluation of programs and projects. This section discusses the
concept of costing and its application.

A. Unit Costs

72. Unit cost mean cost of providing a service per unit of output. Thus one would
calculate the cost per learner, per occupied hospital bed or per outpatient, per passport issued,
per passenger mile and so forth. One of the main challenges in the determination of unit
costs for public programs is that unit costs can either be actual or normative. The actual unit
cost means the cost of service divided by the number of beneficiaries serviced, or actual
spending on public goods divided by the number of goods produced. This is a useful
calculation for forward projection of baseline spending.

73. Normative cost refers to how much it costs per beneficiary service or goods
delivered. Normative cost calculations are used in the public sector as a benchmark for
efficiency analysis and for assessing the adequacy of a given budget. Normative unit
costs involve value judgments as to the types of required inputs and level of quality and
should therefore be carefully evaluated before it is used.

B. Cost Driver

74. A cost driver is a factor or an activity that drive the costs of a spending agency. In
setting out a cost structure to project baseline spending. Ministries should think carefully
about how different cost drivers and cost units relate. Usually there are at least two levels of
cost driver to take into account.

75. Units as cost drivers. The unit chosen against which to cost an activity or project
baselines are themselves drivers of the cost of a service. In the education system, the number
of learners in schools drive personnel costs (more directly if learner/educator ratios are
enforced), spending on certain types of goods and services such as learner support materials,
utilities, transport and so forth. In agriculture the number of farms or farmers drives costs:-
the more farmers there are the more agricultural extension officers are required and the more
subsidies are paid out.

76. The unit to which costs will be ascribed is an important choice in any costing
exercise. They should be the main and most common cost driver within a program, or a type
of spending within a program. The example above of agriculture is a case in point. Whether
the square kilometre surface of agricultural land or number of farmers should be chosen as
the unit that drives costs depends critically on the type of service that is costed and how
policies have been designed. In order to project a baseline for a subsidy spending program,
land surface units may be chosen as a unit cost if the level of subsidy is determined by the
agricultural land available to an individual farmer. However, if the subsidy is simply
designed to deliver a standard input per farmer, the correct unit would be individual farmers.

77. Underlying drivers of unit costs. A second level to take account of is the factors that
drive the cost per unit. For example, in health the type of disease and price of drugs drive cost
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per patient treated. In education, cost per learner is driven in turn by the learner/educator ratio
and the unit cost of personnel. In transport cost per passenger kilometres is driven by fuel
prices and the operational efficiency of vehicles.

78. A useful distinction can be made between structural cost drivers and discretionary
cost drivers.

= Structural cost drivers in the public sector are those that are determined externally
or are ‘demand’ driven. The demand for school places may vary on account of factors
outside of government’s control. In doing baseline projections, the forward cost of a
current policy (or activity) should take into account changes in costs due to changes in
structural cost drivers.

= Discretionary cost drivers are those that are present because of choice, such as
policy specifications. For example, the number of learners in schools is also the result
of school fee policies and drop-out and repetition rates, which are much more in
control of government.

1. Variable Costs

79. Variable or direct costs are those that vary wholly and proportionately with an
increase in output. In health there are for example, a number of variable costs: drugs, X-
rays, sterile packs and meals all increase directly in line with the number of patients. In
education, learner support materials are a pure variable cost. In public works construction,
material used is a pure variable cost that relates to square meters constructed.

2. Fixed Cost (or Overhead) Costs

80. Fixed costs remain unchanged as an output or activity increases or decreases.
Fixed costs in hospitals are the maintenance of the building and the cost of cleaning services.
It is useful to note that some fixed costs are fixed to the Ministry as a whole, for example the
cost of running a Minister’s office and the cost of the central administration and of policy
development. Within programs there may be further fixed costs, such as the cost of
maintaining agricultural extension offices in an extension program.

3. Semi-Variable Costs

81. Some costs contain a fixed element as well as a variable element. Good examples
are the rental of capital goods, where a fixed rental may be combined with a service charge
for each unit of use. Within a hospital laundry cost is an example. There is a fixed component
that relates to the infrastructure and personnel costs, and a variable component related to
water, power, detergents etc. Whereas the first element remains fixed no matter how many
patients are in hospital, the second increases with each additional patient added.

82. Some costs are strictly not fixed nor variable. Whereas they may not increase for
several or many units of output, they also do not remain constant no matter what the level of
output. A good example is personnel cost in education: with a learner/educator ratio of 30:1,
personnel costs do not increase with every additional learner, but only with every 30 learners
who join the system. Hospital administration services can be similar example: whereas the
cost remains fixed with the addition of every one additional bed, when another 100 beds have
been added an additional administrator may need to be appointed.
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4. Relevant Costs

83. Relevant costs (and relevant revenues) are those that will change on account of a
specific decision. This is an important distinction for costing in the public sector:- when
assessing the cost of a new spending proposal the only costs that should be taken into account
are those that are relevant. If there is a choice between two policy options, the only costs that
need to be considered to inform the decision between the two, are those that differ between
the two.

C. Projecting Baseline Spending

84. Baseline spending as described in the Annexure xx identifies minimum resource
requirements assuming no change in policy. In Iraq five elements are included in baseline
spending:

= The existing recurrent cost of the program, including spending on personnel, and on
goods and services.

= The projected cost of transfers and subsidies, including transfers to households,
individuals and institutions.

= The projected costs of major on-going domestically financed capital investment
projects and of new projects which are at an advanced stage of appraisal and are close
to having financing approved.

= The projected costs of on-going externally financed programs and projects where the
resources flowing into the budget cannot be transferred to alternative uses. The
projected cost should include both external resources and the domestic counterpart
funding.

= The projected impact of pending bills from previous years on the current budget year.

85. In preparing baseline projections, Ministries should treat each of these separately,
disaggregated by program.

= Base year and first year of projection: In an MTBF budget, a base year must be
chosen. It is desirable that the base year be the last completed financial year with the
current year being the first projection year. However, if accurate financial or key non-
financial data are not available for the last completed financial year, \Ministries will
need to use the last year for which accurate financial and non-financial data is
available. It should be kept in mind though, that the further back the base year, the
more likely it is that errors of estimation would have a significant effect on the
forward years, since errors in the base are often progressively amplified as years are
added. In the Iragi situation, the base year is always the current year of
implementation. The first forward year becomes the first year of the MTBF budget.

= Checking against current year: Using the last completed financial year as a base
year means that the current year of implementation can be used as a first check on the
accuracy of the baseline projection. If the projected financial out-turn in real life differ
significantly from the baseline projection, and if it cannot be ascribed to overlooked
policy changes, then there is an error in the baseline projection.
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86.

1. Factors to consider when developing base year projections

Changes in discretionary cost drivers: There are significant policy changes which
are not present in the base year, but which are already impacting on the current year.
These policy changes should be included in the forward projection because they
represent decisions that have already been taken.

Changes in structural cost drivers such as pricing or an increase in demand has not
been taken into account fully.

Ensure that the unit cost drivers applied are always accurate.

2. Sequence for Constructing Baseline Projections

Before constructing individual program or sub-program baselines, the Ministry as

a whole needs to decide how it wants to sequence the costing of baselines within the
Ministry'. Ministry baseline projections of programs should be consistent — using for
example standard costs for common items — so that they can be integrated to form a baseline
for the Ministry as a whole. At the start of the process to construct a baseline, a Ministry
should determine:

Who or which structure will coordinate the development of baseline spending across
the Ministry. It is important to have a central reference point to ensure that common
costs are treated in a standard way.

An initial list of standard costs that will be shared between programs and sub-
programs.

A common base year and first projection year, as well as a common projection period.
At a minimum, baseline projections should cover the medium term.

Which programs will be projected in greater detail. For some programs, such as
Administration, a separate baseline may not be worthwhile constructing and it can be
projected simply by adjusting for inflation to the previous year. Which programs will
be costed on a program-wide basis and which at lower levels of cost categories.

There are three levels at which programs can be costed: At the Program level, in
which case the whole program will be projected forward either by establishing a cost
driving unit, establishing a cost per unit and projecting forward the cost using the
expected number of units x the unit cost, or by simply projecting the program forward
using expected price increases or as a ratio to another program.

Sub-program level; in which case the sub-program is costed as a whole using one of
the two alternative methods.

o Costing a program as a whole or partly by costing sub-programs as units. This
is likely to be more robust than just costing the whole program as a unit,
simply because using units that are suitable to sub-programs is a finer
instrument than using a single unit for the whole program.

o Below the sub-program level: 1) One option is to break the sub-program down
into the economic categories of spending, which are then separately, projected

! Please see “Iraq Program Budget Manual” for greater understanding of program budget structure.
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87.

using either of the two alternative methods; 2) A second option is to combine
economic categories of spending that are driven by the same unit. In primary
education for example, a sub-program of school support may use the number
of learners as a unit for determining personnel, materials and supplies and
transport costs, while projecting maintenance costs using the number of
schools or just by inflation; and, 3) Another is to develop a comprehensive and
complete set of activities for the sub-program and project forward the cost of
each of the activities.

Once these decisions have been taken at the level of the ministry, constructing

baselines for each program can begin. This task is best broken down into:

88.

First projecting personnel spending, spending on goods and services and spending on
transfers, entitlements and subsidies by the relevant spending category.

Secondly, projecting spending on domestically financed capital items by program or
sub-program.

Thirdly, projecting the forward cost of earmarked externally funded program
spending by program or sub-program, including the requirement for counterpart
funding.

Construction of baseline is detailed in the Annexure xx.
3. Costing New Spending Proposals

New policies, new programs and activities that Ministries want to undertake

comprise new spending proposals. The following are steps taken in costing new spending
proposals:

STEP 1: Allocate the projects to the Program or Sub-program under which they will
be funded.

STEP 2: For each spending proposal, identify the inputs that will be required.
STEP 3: Assign the inputs and activities to economic categories.

STEP 4: Calculating costs. At this point each activity can be costed against the
economic category of spending from which a particular cost will be funded.
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Table 2: Budget Activities - Input Table

SUBDIVISION Activity 1 Activity 2 Activity 3 Activity 4 | Activity5 | Activity6 | Activity 7
Human Workshops for Providing Cluster centres
Resources

RECURRENT BUDGET

Personnel spending

Staff at cluster

capital expenditure

centres
Goods and services Transports & Subsistence for Materials for cluster centres
workshops Utilities for cluster centres
Transfers and None None None
subsidies
Operational budget Furniture

CAPITAL BUDGET

Personnel spending

Goods and services

Transfers and
subsidies

Capital spending

Building cluster centres
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Table 3: Matrix Template for Costing New Spending Proposals

Activity Name

Activity Description and motivation

Projected Projected Projected
UNIT Quantity | Quantity | Quantity cost cost cost Description of inputs
COST Year 1 Year 2 year 3 Year 1 Year 2 Year 3 that drive costs
(Unit cost + (Unit cost +
Unit cost x inflation) x inflation) x
RECURRENT BUDGET A B C guantity A quantity B quantity C
Personnel expenditure
Goods and Services 0 0 0
Subsidies and Transfers 0 0 0
Acquisition of capital assets 0 0 0
TOTAL RECURRENT BUDGET
DEVELOPMENT BUDGET
Personnel expenditure 0 0 0
Goods and Services 0 0 0
Subsidies and Transfers 0 0 0
Acquisition of capital assets 0 0 0
TOTAL DEVELOPMENT
BUDGET
TOTAL 0 0 0
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VI. BUDGET STRUCTURE CLASSIFICATION

89. This section discusses the principles of classifying public budget and financial
information, and, standardized international frameworks for structuring budgets and
classifying transactions. The discussion and introduction of a new economic classification
and a programmatic classification and approach to budgeting is largely left to a companion
manual on Program Performance Budgeting®.

90. A sound budget structure and classification system is the cornerstone of a good
public finance management system. A comprehensive budget structure ensures that all
sources of and claims on public funds are considered together, making clear distinctions
between different levels of government control. A sound classification system ensures that
there is consistency in how financial information is recorded across all of government’s
operations. A budget structure and classification system that complies with international
standards is also important for internal and external transparency and standardization. It
enables comparisons within the system and internationally, using standardised funding and
spending categories.

91. lIraq is in the process of gradually reforming how its budget is structured and
classified. The purpose of the reform is to move from a shallow poor and disaggregated
coverage to more comprehensive coverage and classification that:

= Covers all government’s fiscal operations;

= Provides consistency in the treatment of transactions and financial information across
the system;

= Allows planning, controlling, monitoring and evaluating; and,
= Allow spending comparison internally and internationally.

92. Budget should be properly classified and coded. Budget coding should be
compliant with the international standards (e.g., Gove