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PREFACE

In 2009, the Ministry of Finance of Timor-Leste (TLS) requested the IMF Fiscal Affairs
Department (FAD) to lead a Public Expenditure and Financial Accountability (PEFA) assessment
to evaluate the strengths and weaknesses of the Public Financial Management (PFM) system, and
provide a performance benchmark to measure progress with PFM reforms and evaluate if a
reorientation of the ongoing PFM effort was needed. The PEFA assessment was part of a more
comprehensive diagnostic package, comprising also a fiscal transparency assessment against the
IMEF’s Code of Fiscal Transparency, a so-called fiscal ROSC. The PEFA methodology provides a
framework for governments and other stakeholders to assess the PFM system in a country. The
assessment is based on a standardized format and indicator set developed by a multi-donor group,
including the World Bank (WB), the IMF, the EU, and several bilateral donors. Almost 100
countries have carried out PEFA assessments so far.

The PEFA exercise was led by the IMF, but the ministry of finance (MOF), the WB, and the
Asian Development Bank (ADB) participated fully in the exercise. Staff of the MOF was trained
in advance in the PEFA methodology during the IMF’s fiscal ROSC mission in January—
February 2010. Multiple discussion sessions where held with MOF staff to jointly evaluate the
scoring of various indicators.

To supplement interviews with government officials and representatives of civil society and the
private sector held during the fiscal ROSC, the PEFA mission benefited from further discussions
with the Minister of Finance, Mrs. Emilia Pires, the Vice-Minister of Finance, the Director
General of Finance, the National Director of the treasury, the National Director of the Budget, the
General Directorate of Revenues and Customs, and staff from the Ministries of Education,
Infrastructure, and Health. The mission also interviewed international advisors of the World
Bank’s PFMCBP program and met with the donor community in Dili. Special thanks are due to
Mr. Peter Wild, international advisor for the National Budget Directorate for his patience in
answering many detailed questions on the TLS budget system.

The PEFA team visited Dili in May-June 2010 and was led by Holger van Eden (head, FAD) and
comprised Franck Bessette, Eliko Pedastsaar (all FAD) and Hari Nayer (FAD treasury resident
advisor). Mario Pessoa (FAD) provided valuable support from IMF HQ. From the WB, Imad
Saleh, and from ADB Hayden Everett contributed to the assessment.

In addition to this report the PEFA team organized a seminar on redirection of the PFM reform
strategy, based on the PEFA and Fiscal ROSC findings.



SUMMARY ASSESSMENT

Timor-Leste has weathered the global financial crisis well and has experienced healthy
economic growth rates exceeding 12 percent per year. The source of economic growth,
petroleum, has been in production in the Timor Sea only since 2004. Petroleum revenues
have been channeled to the public sector through a well-managed and supervised Petroleum
Fund which limits the transfers to the budget to a sustainable level so that future generations
will also benefit from the petroleum wealth and the absorption capacity of the domestic
economy is not exceeded.

After emerging from a long independence struggle and internal conflict, the country is
now engaged in an ambitious development strategy aimed at elevating the population
out of poverty and providing a basis for growth of the non-oil economy. Government
expenditures have grown very fast in the past three years, with growth rates of over 25
percent. The public financial management (PFM) system, and its appropriate use, will be
important determinants of the effectiveness and sustainability of the present expenditure
programs, and their ability to deliver on the goals set by the government. For that reason, the
previous and present governments have invested heavily, with support of the donor
community, in strengthening PFM institutions, systems, and capacities.

Overall, Timor-Leste has made solid progress in strengthening PFM systems in just a
very few years. This PEFA assessment focuses on the PFM performance over the period
2007-10. An initial assessment led by the EC took place in 2007. Improvements were
measured in 12 of the 29 applicable indicators. The improvements are often modest, but
underpinned by real changes in work practices, legislation, and IT systems. Most notable are
the gains made in the comprehensiveness of fiscal information, fiscal transparency, funding
predictability, and timeliness and quality of bank reconciliation and financial statements.
Legislative scrutiny and the external audit process also improved somewhat. The assessment
also reveals that on several indicators the 2007 PEFA assessment was overly positive on the
outcomes. This leads to real accomplishments not being reflected in higher indicator scores.

Substantial weaknesses in the PFM system remain. The relative strengths of the MOF
are diminished by gaps in the PFM system elsewhere. An independent, external auditor is
missing, internal audit is almost non-existent, the budget coverage is incomplete, and budget
planning and implementation capacity in line ministries are still weak. There has been some
slippage in performance also, as this PEFA exercise shows, for example on orderliness of the
budget process, development of sectoral investment strategies, multiyear budgeting, and
procurement. While not measured directly, the dependence of the PFM system on foreign
international experts is still large, and issues of integrity in procurement and tax
administration remain a concern with regard to the overall effectiveness of the public
administration.



Main findings

The budget is not a good predictor of aggregate expenditure outturn. This is caused on
the one hand by repeated and large supplementary budgets, on the other hand by substantial
under-execution of the budget (although major improvement has been made over the past
two years). While reacting to economic emergencies is praiseworthy, large supplementaries
should not be a recurring feature of PFM systems. In general, supplementary budgets have a
weaker expenditure impact than thoroughly planned budgets because expenditure plans are
not well developed. They also detract MOF and line ministry staff from focusing on the
effective implementation of the regular budget. A basic principle of budgeting is the
annuality principle: the budget decides on all government spending for the coming year. If
supplementaries are the norm, budgets tend to leave out essential spending and become less
credible, because the expectation is that a supplementary will address additional spending
needs.

The indicator for the stable composition of expenditure scores quite well, the one
measuring conservative estimation of revenues score does not. The composition indicator
provides indication that the overall direction of expenditure in the original budget as
approved by parliament is maintained despite the large supplementaries. Revenues could be
projected at more realistic levels in some years. Transfers from the Petroleum Fund, which
comprise most of domestic revenues, are a government decision and should thus, be
reasonably assured. Nevertheless, changes to the planned transfer occur and can be quite
sizeable. Expenditure arrears are limited, indicating credible budget planning and well-
controlled execution. A definition of expenditure arrears in financial regulation would be
welcome though. Entering of invoice dates by line ministries in the integrated financial
management information system will then enable monitoring of arrears if they occur. This
will help support budget credibility in the future and provide for more disciplined
government payment behavior.

The budget document provides quite comprehensive information; fiscal transparency is
relatively high. The budget provides necessary information on a range of issues including
the government’s main objectives, development strategy and programs, basic
macroeconomic assumptions, fiscal balance, funding sources, and expenditure and revenues
in various formats, as well as comparison to previous years’ outturns. Expenditure data can
be presented according to administrative, economic, and functional classifications. However,
new policy and its costs are not well identified. Overall provision of fiscal information is
quite good, with the main weaknesses being lack of information on government financial
assets, contract awards resulting from procurement processes, and resources available to
government primary service delivery units, such as schools.

The coverage of the budget could be more comprehensive. While full information is
provided on the Petroleum Fund, and most government agencies are in fact still fully



integrated in the budget, reporting on donor funded expenditure is quite weak. While donors
provide estimates of commitments and expenditures for the budget, there is no joint
evaluation and approval of state and donor funded expenditure, and in-year reporting by the
government on donor funded expenditure is lacking. Donor funded expenditure is not
reported on in the financial statements. Donors should be urged to provide information more
frequently and better aligned with the TLS budget system. Integration into national systems
should be on the agenda once an independent external auditor has been set up.

While autonomous agencies and public enterprises are relatively few in number,
oversight of these entities is weak and the fiscal risk they represent is not monitored.
MOF receives no regular reporting from autonomous agencies and public enterprises. A
department within MOF has recently been set up for this purpose. Regulation on what parts
of governments should be eligible for agency or public enterprise status, and on issues like
reporting, audit, supervision, own revenues, and possible profit transfers requirements,
should be further developed, standardized and not left to individual establishment laws. The
budget documentation should provide a brief description of the State’s financial involvement
and risk towards this sector. While agency and enterprise status can improve service delivery,
these vehicles are also often used to escape civil service wage constraints and budget
discipline, and thus should be utilized with restraint.

The linkage between policy objectives and budget is weak as a program classification
exists, but is not well linked to line ministry policies; sector investments programs are
no longer developed. The few that still exist have weak linkages to future budget envelopes.
The present initiative to invigorate strategic planning in the prime minister’s office is very
welcome. It should be followed by more detailed sectoral planning at the line ministry level.
On the basis of national and sectoral planning prime minister’s office, MOF and line
ministries could develop over the medium-term a multiyear public investment plan of priority
and much better-developed capital projects.

The orderliness of the budget process has diminished somewhat. For example,
presently, the budget calendar does not allow line ministries enough time for
preparation of investment projects. Line ministries only have two weeks to prepare their
submissions for capital expenditure, and four weeks for their recurrent budget proposal. As
no ceilings are set for line ministry capital expenditure in the budget circular, submissions are
much too high and poorly developed. Project proposals lack projections of the recurrent cost
implication for multiple years for maintenance and other recurrent expenditure items. These
cost items are part of appropriate costing of public investment. The present practice of
focusing strongly on new investment could lead to rapid deterioration of the public capital
stock in the coming years. Given the already high pressures on the recurrent budget,
maintenance budgets should be increased now.

The MOF lacks the time and capacity for adequate review of rationale, costing, and
impact of public investment. The MOF, perhaps together with the new planning agency
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under the prime minister’s office, should be allotted more time to review investment
proposals on alignment with government priorities, appropriate costing and, for larger
investments use of cost-benefit analysis (possibly on an outsourced basis) should be used to
analyze expected societal benefits. The quality of public investment will to a large extent
determine whether ambitions for development of the non-oil economy will be realized.

Fiscal and budgetary policies lack a solid medium-term perspective. Macroeconomic
projections are not extended to the medium term and there is no medium-term fiscal
framework that could act as frame for medium-term expenditure plans. There are incremental
estimates of recurrent budget expenditure, but these do not mean much if they are not aligned
with growth and inflation estimates and the cost drivers of government policies. As a starting
point for including a multiyear perspective it would make sense for the macro unit in MOF to
start providing medium-term macrofiscal projections.

Transparency of tax payer obligations has improved but other aspects of tax collection
remain weak or have even degraded. The information on domestic and petroleum tax
legislation on the MOF’s website has improved. Information is now provided in multiple
languages, including in some cases Tetum and English. Compliance is a major issue in
domestic tax collection, however. While tax penalties are broadly appropriate, non-
compliance is not followed through vigorously. Both by the administration and the judiciary,
a new focus on tax compliance should be pursued. Capacities in tax audit are very low. There
are no annual work programs, limited to no risk-based selection criteria, and low technical
and staff capacity. This is especially worrisome for the large sums collected through the
Petroleum Tax Directorate. No audits have been carried out here for over two years. Access
to petroleum companies incorporated in Australia is a priority, as is coordination and
information sharing with the National Petroleum Authority (ANP) which is responsible for
collection of royalties.

Cash flow planning and predictability of funding for line ministries and agencies have
improved considerably. A cash flow plan is prepared annually and updated quarterly or
when needed. This provides assurances for the smooth execution of the budget. The assured
transfer from the Petroleum Fund is of course also very helpful in this. It has allowed the
treasury to release to line ministries their full budget appropriation at the start of the year.

Budget execution has been further enhanced recently by a very flexible, but perhaps too
flexible, new virement framework. This new framework has replaced a framework in
which MOF provided very tight control over the approved budget at the line item level. On
the basis of this the PEFA sub-indicator for virement (in PI - 16) still scored quite low. The
new framework basically allows virement over all institutional budget entities within line
ministries, with some limitations of virement over the four major economic expenditure
categories in line ministries. While a more flexible virement regime was needed, the question
arises if the new framework will not lead to less disciplined budget preparation, and less
policy control of the legislature over the expenditure direction of the budget.
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The payments system is greatly supported by a well-functioning Treasury Single
Account (TSA). Further consolidation of commercial bank accounts of line ministries should
have high priority, however. Future decentralized spending in a small country like TLS
should be executed through an expanded but still centralized payment and accounting system
facilitated by the treasury. This will enhance integrity and efficiency of processes greatly.

Procurement has been in state of flux for many years. While considerable capacity has
been built both in MOF and in line ministries, the new institutional setting at the vice prime
minister’s office bears new challenges for coordination, supervision, and implementation.
The extent of the use of competitive bidding as standard procurement instrument is not
measured. Counterparts indicate that less competitive instruments, such as single sourcing
and use of quotations, are becoming more prevalent, and are often legitimized by ad hoc
decree legislation. Moreover the use of exceptions to the legal regime is reportedly not
always well argued. The appeals regime misses an independent arbiter.

Solid progress has been made in expanding the functionality of the treasury system
including the FreeBalance system. Timeliness and regularity of accounts reconciliation
have improved markedly in the past three years. Quality and timeliness of in-year fiscal
reports and financial statements have also steadily improved, but further strengthening of the
reporting functionality of the Integrated Financial Management Information System (IFMIS)
system (FreeBalance) should be pursued. Payroll integrity remains a concern, as does the
effectiveness of internal controls at the line ministry level. System integrity at the treasury
level is high, but uncertainty on what and when data is inputted by line ministries provides
risk to accounting and payment processes.

Internal and external audit form the largest gaps in the present PFM system. The choice
to have an external commercial auditor perform a financial audit of government accounts has
been a very good one. However, the present external audit has serious limitations as it hardly
look at the processes in line ministries. Also, the present audit is no substitute for a truly
independent audit process as foreseen in the Constitution. Internal audit processes, similarly,
have hardly been set up. Internal audit (PI-21) scores the lowest score possible. In the next
phase of PFM reform capacity building in audit should definitely be an important component.
MOF would be well-advised to lead the internal audit development process, and have cross-
ministry responsibility for work programs, standards and capacity building.

Legislative scrutiny of the budget is slowly improving, but the discussion of the
government audit report is still quite marginal. The reviews of the budget take place
through an orderly process and aside from the prime minister and minister of finance, other
ministers are now defending their expenditure proposals. Parliament could be briefed earlier
in the year on the overall direction of government spending and on the macrofiscal
environment. The review of the audit report should get a separate slot on parliament’s
agenda. Reviewing past performance is just as much part of the legislature’s mandate as
approving new expenditure.
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The Government Reform Agenda

This present PEFA assessment comes at a time that the MOF is reviewing its major
multidonor funded PFM capacity building program. The WB has been asked by the
government to develop a Strategic Action Plan for the MOF. This PEFA exercise, led by the
IMF and with participation of the WB and ADB, can feed into this Strategic Action Plan. The
recently prepared fiscal ROSC can also fulfill that role especially from the fiscal
transparency perspective. PFM reform is a process that should be broader, though than MOF
alone. Line ministries have until now not fully participated in the PFM reform agenda.

A natural tendency of governments is to try to address all the weaknesses identified in
exercises like the PEFA. However, the temptation to address everything should be resisted:
priorities, sequencing and consolidating present achievements should be part of any reform
strategy. Capacity transfer has been weak up to now and should be a priority area as well.
Major gaps in the overall PFM system such as internal and external audit will have to be
addressed in any case. With regard to reforms in fiscal, budget, treasury management, audit,
and tax, the assessment team has developed a discussion note that proposes a strategy
focused on consolidation of existing reforms (to reap their full benefits), building of local
staff capacity (while maintaining international advisors in force for the foreseeable future),
adapting to new political priorities (such as decentralization), and very cautiously selecting a
few new essential reforms.

For the government, buy-in and long-term commitment from the development partners
will be essential. PFM development is a process measured in decades. The present PEFA
bears out that the government has made solid progress in recent years. PFM processes are
intertwined in crucial ways with the process of development. It would seem worthwhile to
support further these processes which are so essential for sustainable development.
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I. INTRODUCTION

I. The purpose of this PEFA assessment is to evaluate the performance of the PFM
system in TLS based on the PEFA indicators.' It also measures the progress made since
the last PEFA assessment in February 2007 led by the European Commission. This PEFA
assessment aims to support a better understanding of the overall environment of the budget
process and assist in identifying those parts of the PFM systems most in need of reform. The
assessment should also constitute a common pool of information about the current status of
PFM performance shared by the government of TLS and the international donor community.
This PEFA assessment is part of a more comprehensive diagnostic framework comprising
also a fiscal ROSC assessment. An IMF team prepared a Report on the Observance of
Standards and Codes (ROSC) in January—February 2010 covering the transparency aspects of
public finance with respect to the IMF’s Fiscal Transparency Code. Synergies and
complementarities between the fiscal ROSC and the PEFA were systematically sought
during the PEFA assessment. This diagnostic work will be the basis for IMF’s input in the
elaboration by the government of TLS of a comprehensive PFM reform strategy.

2. This report is the result of a coordinated effort of the authorities, the IMF, WB,
and ADB. A FAD Team of the IMF led by Holger van Eden and comprising Mario Pessoa,
Franck Bessette, Eliko Pedastsaar, and Hari Nayer (FAD treasury resident advisor) visited
the country in January—February 2010 for two weeks to (i) collect information for both the
fiscal ROSC and the PEFA; (ii) prepare the ROSC report; (iii) train MOF and donor staff on
the PEFA methodology; and (iv) set up a PEFA working group among MOF staff to conduct
a self-assessment based on the PEFA indicators. A second mission was conducted in May—
June 2010 for two weeks to (i) finalize the PEFA assessment in discussion and consultation
with the PEFA working group; (ii) present the results to relevant stakeholders; and (iii)
discuss, based on the draft PEFA and ROSC reports, inputs to a PFM reform strategy.

3. The focus of the performance indicator set is public finance management at the
central government level, including the related oversight institutions. Public enterprises,
financial and nonfinancial, are outside the boundary of government and outside the scope of
this assessment, except as they affect overall fiduciary risk. During 2007-10 subnational
governments had not yet been established, and only one extra-budgetary fund existed.

4. Information was gathered through a combination of in-depth interviews and
analysis of publicly available data and reports. A series of meetings and communications
was conducted with officials from the MOF, various line ministries and other institutions,
including representatives of international cooperation agencies, civil society, parliament, and

! The PEFA indicators are a set of 28 high level performance indicators that measure strengths and weaknesses
of a government’s PFM system, plus 3 high level performance indicators that measure the performance of
international partners cooperating in the government’s development efforts. The PEFA exercise has been
carried out in more than 100 countries; more than 50 (now mostly repeat) assessments take place every year.
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other relevant administrative units. The team met on several occasions and conducted
thorough discussions with the minister of finance and her team.

II. COUNTRY BACKGROUND INFORMATION
A. Country Economic Situation

5. TLS became the first new state of the 21* century on May 20, 2002 following
four hundred years of colonization and a quarter century of occupation and conflict.
TLS is situated on the eastern part of the island of Timor, and includes also the enclave of
Oecussi (in West-Timor) and the islands of Atatro and Jaco. The population is around 1
million, with about half of them below the age of 17. However, given the high birth rate, the
demographic projections indicate that the population will triple by 2050.%

6. The Timorese economy has been growing rapidly over the last few years and
TLS is now a lower-middle-income economy. A marked improvement in security
conditions, a rebound in agriculture from a 2007 drought, and a sharp increase in public
expenditure have led to rapid economic growth since the civil unrest in 2006—07. Non-oil
real GDP growth reached almost 13 percent in 2008. However, TLS still remains one of the
least developed countries in the world, with 50 percent of the population living in poverty in
2007. Private investment in the non-oil sector remains at very low levels and growth is still
mainly driven by public spending, complicating the prospects for broad-based growth. The
country also continues to suffer the aftereffects of a decades-long independence struggle
against Indonesia, which severely damaged infrastructure and displaced thousands of
civilians.

7. Although agriculture dominates TLS’s non-oil economy and the livelihoods of
the majority of Timorese, TLS’s petroleum reserves are the key to the country’s
prosperity. Agriculture makes up 30 percent of non-oil GDP, and 80 percent of the
population is dependent on agriculture, forestry, and fisheries for their livelihoods. But
agricultural productivity is low and quality problems hinder exports. Petroleum is now by far
the largest source of income, and the government has developed a very modern and
transparent legal and institutional structure to manage and safeguard the newly found wealth.
All petroleum resources are managed by the Petroleum Fund established in 2005. This fund
had accumulated financial assets of US$5.3 billion by the end of 2009.

8. The global crisis has had limited immediate impact on TLS. The key channels
through which the crisis has spread across the globe—trade, investment, and finance—have
played little role in TLS. As in other oil exporting countries, the key adverse impact of global

? Policy Note on Population Growth and its Implications in TLS, WB (2008).
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crisis has been through lower oil prices and a fall in petroleum revenues, which has, however,
partially rebounded.

0. The key policy challenge for TLS is to manage its petroleum wealth in a
sustainable fashion that stimulates the growth of the non-oil sector and supports
poverty reduction. The main long-term strategic document was the Vision 2020 Plan
initially prepared in 2005. After the current government stepped into office in 2007, a review
of the Vision 2020 was initiated to update the plan. During period 2008—10 the government
defined each year their priorities as a strategic guidance for the budget formulation process
(six priorities for 2008, and seven for 2009 and 2010). These priorities have varied
considerably over time reflecting TLS’s rapidly changing recent circumstances.

10. Early 2010 the government defined a new Strategic Development Plan (SDP). It
covers the period 2011-30, and is based on strengthening the State, fostering civic
participation, and translating the nation’s shared values into tangible long-lasting benefits for
all of its citizens. The four main challenges that the SDP will address are: urban-rural and
regional imbalances, shortage of skilled human resources, fragile institutions of the state, and
post-conflict mentality. Key objectives to be reached by 2030 are the following:

Every child has access to free, compulsory and mandatory education through Grade 12;

All Timorese are literate;

All citizens have access to primary health care;

No child perishes because of inadequate water supply, malnutrition, or lack of health

care;

e Every citizen has the opportunity to acquire new skills based on 21st-century
technologies, such as wireless broadband, high-yield agriculture, and cutting edge health
care delivery;

e Extreme poverty is eradicated through universal access to public services, ample job

opportunities, and economic development in all regions.

B. Budgetary Outcomes

1. The overall budgetary trends in TLS reflect the considerable wealth provided by
oil and gas but also the necessity to address pressing needs and secure social cohesion.
Total government spending has increased from 23 percent of non-oil GDP in 2004 to 103
percent in 2009. The net present value of the country’s proven petroleum wealth, comprising
the Petroleum Fund balance and discounted future revenue streams, is estimated at about
US$16.7 billion, i.e., about US$15,500 per capita, however most of this wealth is still in non-
renewable petroleum resources. The receipts of petroleum revenue have grown rapidly and
so has the estimated sustainable income (ESI), which the government can transfer yearly
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from the Petroleum Fund to the budget.’ It has increased from US$103 million (30 percent of
non-oil GDP) in the budget year of 2005/06 budget to US$512 million (about 87 percent of
non-oil GDP) in the 2009. As the transfers from the Petroleum Fund now cover most of the
expenditure, the budget is vulnerable to developments in oil prices and production. The key
to the sustainable development and future growth for TLS is the pace of withdrawals from
the Petroleum Fund.

Table 1. Overall Budgetary Trends (2007-09)

2007 (July 1-Dec 31) 2008 2009
Actual Actual Actual
$US ('000) % of non-  $US ('000) % of non- $US ('000) % of non-
oil GDP oil GDP oil GDP

Domestic Revenues 23,243 5.8 70,537 14.1 86,210 14.6
Tax Revenue 14,501 3.6 37,333 7.5 46,730 7.9
Non tax revenue 8,742 2.2 33,204 6.7 39,480 6.7
Total Expenditure 64,336 16.2 483,873 97.0 605,340 102.6
Recurrent Expenditure 63,609 16.0 397,405 79.6 433,648 73.5

727 0.2 86,468 17.3 171,692 29.1
Capital and Development
Primary balance 41,093 10.3 413,336 82.8 519,130 88.0
Primary balance financed
by:
Capital Receipts from 40,000 10.1 396,000 79.4 512,000 86.8
Petroleum Fund
Drawdown from cash 1,093 0.3 14,232 2.9 7,130 1.2
reserves
Memo item: Non-oil GDP . 398,000 499,000 590,000

Source: MOF and IMF staff calculation.
1/ The non-oil GDP reflects the projected outturn for 2009.

12. Since 2002 total expenditure has increased from US$61 million to US$681
million in 2009—i.e., by 1016 percent. Central government domestic revenues have also
grown significantly between 2007 and 2009, from 5.8 percent to 14.6 percent of non-oil
GDP, and the rate of increase exceeds the non-oil GDP growth rate, however the increase in

3 The ESI is a benchmark indicating the sustainable level of withdrawal from the Petroleum Fund that does not
reduce the real value of TLS’s total petroleum wealth in the long term. According to the Petroleum Fund Law

the ESI shall be 3 percent of the Petroleum Fund estimated wealth (which for this calculation includes both its

financial assets as the value of petroleum reserves in production).
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expenditures far exceeds both the growth rate of domestic revenues and non-oil GDP. Central
government spending has increased particularly significantly in capital spending and current
transfers, including cash payments to displaced persons and pensions for veterans and the
elderly. In 2009 withdrawals were for the first time above ESI, which is allowed if
parliament approves it as being to the long-run benefit of TLS. The initial 2010 budget was
not following the same trend and did not propose an increase of expenditure; however the
recent supplementary budget will increase the original budget by more than 30 percent.

13. Transfers from the Petroleum Fund have allowed an exceptionally high level of
public sector spending, however TLS’s central financial management challenge remains
the execution of its annual budget. In three of the last six years the actual expenditure was
more than 15 percent below the original budget. The budget allocations executed by line
ministry, but also by economic category reflect the government’s priorities regarding
development. Although recurrent expenditure constitutes the bulk of central government
expenditure—more than 98.9 percent in the transition period of 2007, 82 percent in 2008,
and 72 percent in 2009—the trend is towards a relative increase of capital expenditure (from
1.1 percent of total expenditure in 2007 to 28.4 percent in 2009). Growth in capital
expenditure reflects the government’s commitment to address infrastructure deficiencies and
accelerate economic growth. Capital spending is projected to expand rapidly in the next few
years. Nevertheless, the government still shows low performance in the execution of capital
spending. As the previous PEFA already pointed out, this is mainly due to a lack of capacity
in, planning, budgeting and implementation planning and execution of capital and
development programs in line ministries. Difficulties with executing procurement processes
also play a role.

Table 2. Government Expenditures by Economic Classification
(In percent of total expenditures)

2007 2008 2009

(Actual) (Actual) (Actual)
Salaries and Wages 271 104 14.4
Goods and Services 57.7 45.8 35.2
Minor Capital 1.1 8.6 6.4
Transfers 13.0 17.4 15.7
Capital Development 1.1 17.9 28.4
Memo item: Total Expenditures 64,336 483,873 605,338

Source: MOF and IMF staff calculation.
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C. Legal and Institutional Framework for PFM

14. The budget covers general government (GG) almost entirely consistent with the
IMF’s Government Finance Statistics (GFS) principles.! Currently only one level of
government exists in the country. Subnational governments have not yet been formally
established, although government is set to take steps towards decentralization in the coming
years. According to the Budget and Financial Management Law (BFML) of 2009, the State
budget includes all revenues and expenditures of government departments who do not have
administrative and financial autonomy, and the autonomous services and funds.

15. TLS has a well-established and comprehensive legal framework governing its
budget system, but a state audit function is still absent. The duties and responsibilities of
the executive are well defined by the Constitution, including the responsibility of the
government to prepare the state plan and state budget and execute them following the
approval of the parliament. The High Administrative, Tax and Audit Court (HATAC) and the
parliament shall monitor the execution of the budget, but the former institution has, however,
not yet been set up. At present, a commercial, external auditor is contracted by the MOF.

16. The framework for management of public finances is clear and comprehensive.
The BFML covers all aspects of public financial management in government including the
rules and procedures for the organization, preparation, presentation, and implementation of
the budget and the accounts of the state and rules and procedure for financial management.
This law is applicable to the GG, and includes standard precepts of control and approval by
parliament. It is comprehensive regarding its coverage of preparation of the budget, deadline
for submission to the parliament, the period within which the budget should be passed, and
the contents of the budget.

17. The Petroleum Fund was established by the Petroleum Fund Law of 2005 to
contribute to a wise and sustainable management of the petroleum resources, and to a
sound fiscal policy. The roles and responsibilities regarding the Petroleum Fund are divided
between the parliament, the government, and the Banking and Payment Authority (BPA),
and clearly stated in the law. BPA manages the fund under close supervision of the MOF.
The operational rules applied to the Petroleum Fund are clearly stated in the management
agreement between the MOF and BPA. The fund has no authority to spend or borrow, and is
subject to regular auditing by an independent external auditor. The management costs are
accounted for in the budget document.

* See IMF Government Finance Statistics Manual (GFSM) 2001.
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III. ASSESSMENT OF PFM SYSTEMS, PROCESSES, AND INSTITUTIONS
A. Budget Credibility

PI-1. Aggregate expenditure out-turn compared to original approved budget

Dimension (scoring methodology M1) Score 2007 Score 2010

The difference between actual primary expenditure and the originally
budgeted primary expenditure (i.e., excluding debt service charges and D D
externally financed project expenditure).

18. Actual primary expenditure deviated from budget estimates with more than 15
percent in two of the three years considered (see Table 3). This qualifies for a score of D.
As required by the PEFA framework, donor-funded project expenditure, which is not fully
under government control, was deducted from the calculation.’

19. The deviations over the three years reviewed are due to the alternating forces of
in-year increases in the budget and a low execution rate. In 2007, a new government had
to address many inherited problems and within a short period of time prepared two budgets:
the 2007 transition period budget® (that was passed only in October 2007) and the 2008
budget. This might explain the low level of execution in 2007. In 2008, the government
proposed and the parliament approved a supplementary budget of US$440.6 million which
was much higher than the original budget.” The main additional expenditure item (US$240
million) was the establishment of the Economic Stabilization Fund which was used for
emergency purchases of rice and other commodities for subsidized resale. This explains the
expenditure over-run recorded for this year. However, if the revised budget were to be taken
as the starting point, the final out-turn would have been 79 percent of the revised budget. In
2009, there was no supplementary budget. Actual expenditure was 11 percent below the
original budget which illustrated a strong improvement in budget execution processes and
expenditure management, but also, reportedly, some loosening of procurement standards.

> PEFA guidelines also require excluding the debt service payments from the calculations, however, TLS
presently does not have any outstanding debt.

% In 2007 the fiscal year was changed from a Ju