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Summary Assessment

1. This report uses the indicated analysis to provide an integrated assessment of NWFP's
PFM system against the six core dimensions of PFM performance. It forms the background basis
for a further assessment of the likely impact of the indicator ratings on: budgetary outcomes,
aggregate fiscal discipline, and the strategic allocation of resources and efficient service delivery.
The outcome of the assessment provides a useful mechanism for charting a path towards improved
PFM performance and serves as a foundation against which future PFM performance benchmarks
can be based.

2. The PEFA! Performance Measurement Framework provides a four-grade rating
mechanism for measuring the attributes of PFM against detailed operational performance
benchmarks provided in the assessment guidance. The outcome of the assessment provides a
useful mechanism for charting a path towards demonstrably improved PFM performance. Based
on that rating scheme, the review has assessed the indicators for the Government of NWFP at this
stage as set out in this report. The deficiencies identified have an impact on aggregate fiscal
discipline, strategic allocation of resources, and efficient service delivery in the province. The
assessment highlights the need for reforms in specific areas of budget development, budget
execution, accounting, external audit and legidlative oversight. Following this snapshot-based
assessment, a summary diagnostic (Appendix 1) was carried out to assess the factors that have
hampered performance and to draw proposals for improvement that may be considered in
designing a future PFM reform strategy. Quite alot of the future improvement in all of these areas
depends on the pace of implementation and success of PIFRA in the province, as well as on the
successful implementation and completion of the devolution reforms process.

3. Based on the ‘snap-shot’ assessment made, the following specific performance levels have
been identified for the NWFP:

a) budget credibility, in terms of expenditure and revenue out-turns as well as
expenditure composition, showed weak performance ratings, thus necessitating
increased focus by the provincial government. While a few of the underlying issues,
as highlighted the Appendix (summary diagnostics of weak performance areas), are
exogenous to the province, there are still important elements that the provincia
government would need to manage. Overall budgeted revenues have consistently been
falling short of actual revenues despite the province-own assigned revenues remaining
higher than budget. The impact of budgeting higher receipts from hydel profits, and
consequently receiving lesser amounts, has been a key underlying issue that has
translated into the overall weakness in the credibility and realism of the budget.

b) the government formulates a comprehensive budget based on a well established
classification system. However, the degree to which the budget information is
available to the public as well as the extent to which the fiscal reports are
comprehensively reported are areas requiring additional effort of the government. Of
particular relevance in this area is the lack of a coherent system of determining fiscal
risk arising from unreported government operations related to PLAS, government-own
assignment accounts, and donor-funded investment projects, and AGASPEs. In
addition, the lack of monitoring the stock of expenditure arrears is one area that has
witnessed uneven performance.

! PEFA: Public Financial Management Performance Measurement Framework, June 2005, PEFA Secretariat, World
Bank, Washington DC, USA - PEFA includes World Bank, IMF, European Commission, UK, France, Norway,
Switzerland and SPA Strategic Partnership with Africa.



¢) while participation and orderliness in the annual budget process and the level of
transparency in the fiscal transfer mechanism are key strengths of the province, the
lack of widespread preparation and presentation of sectoral strategies to support a
coherent multi-year budgetary planning framework undermines the whole basis for the
MTBF.

d) tax assessment, collection, reconciliation, and tax payer education are all areas that
have shown weak performance. The transparency of the appeals process as well as the
measures applied in determining obligations and liabilities amidst high discretionary
powers of the taxation authorities (E&T and BoR) has also diluted the potential good
performance in this area.

e) although there is scope for further improvement, the management of cash balances,
debts and guarantees of the provincial government and with the manner in which
payroll controls are applied, are areas of good performance in the province. Funds
releases, while being a function of cash availability, would need to be more timely,
coordinated, and dictated by program needs.

f) NWFP is the best performing province in the area of account reconciliations. It
remains weak as far as internal controls and internal audit are conceraed
phenomenon found across all provinces.

g) the quality of civil accounts is only beginning to improve with attempts to commence
the inclusion of budget information as part of budget execution reports/civil accounts
under an automated PFM environment in NWFP. Equally the timeliness of producing
annual financia statements, being about 10 months after the end of the fiscal year has
begun to improve by 2.5 months although a lot remains to be done to ensure that the
reports are made available to audit within 4 months of the end of the year.

h) the audit directorates (district and provincial) are performing well in terms of
delivering draft audit reports for certification by the AGP within 11 months of the end
of the fiscal year, despite the same reports remaining to be finalized for long periods of
time at the quality control unit of the audit headquarters in Islamabad. Although audit
guality has begun to improve, the audit reports and accounts are presented to the
legislature over 18 months after the end of the fiscal year — a state of affairs that is
unsatisfactory but expected to be remedied in the coming year when the new audit
methodology shall be fully implemented.

i) thelack of adequate time given to the legislature to review the budget documents, and
the slow pace of review of audited accounts and audit reports by the PAC, combined
with the lack of adequate functioning of the Zila Accounts Committees, are key
weakness identified by the assessment.

j) as regards the donor performances in the area of development assistance, the
assessment identified key strengths. Opportunities for renewed mainstreaming by
donors' use of government systems (particularly the government’s chart of accounts)
to design and report on investment operations is one area to be flagged under the Paris
Declaration on donors aignment with government systems.

4. Overal, NWFP has performed reasonably well since the PFAA of 2004 was conducted.
This PFMA, based on the PEFA Framework, shall henceforth serve as a baseline against which the
province's performance shall be tracked through province's own self-monitoring. A renewed
assessment would need to be carried out after every 3 years.



Chapter 1. Introduction

1.1 This document reports on a PFM assessment, conducted jointly by the World Bank, EU,
DFID and ADB, with the active cooperation and support of the Government of NWFP, by
describing the existing financial systems briefly and rating these systems against the laid down
indicators of the PFM Performance Measurement Framework. The study has been conducted in
line with the Public Financial Management Performance Measurement Framework issued by
PEFA in June 2005 (PFM Performance Measurement Framework). The framework uses six
critical dimensions of performance for an open and orderly PFM system:

i. Credibility of the budget The budget is redistic and is implemented as intended.

ii. Comprehensiveness and transparency — The budget and the fiscal risk oversight
are comprehensive and the fiscal as well as the budget information is accessible to
the public.

iii. Policy-based budgeting — The budget is prepared in order to best carry out
government policies.

iv. Predictability and control in budget execution — The budget is implemented in an
orderly and predictable manner and there are arrangements for the exercise of
control and stewardship in the use of public funds.

V. Accounting, recording and reporting — Adequate records are maintained and
information is produced, maintained and disseminated to meet decision-making
control, management and reporting purposes.

Vi. External scrutiny and audit — Arrangements for scrutiny of public finances and
follow up by executive are operating adequately.

12 Against the six core dimensions of PFM performance, the set of high-level indicators
measures the operational performance of the key elements of the PFM systems, processes and
institutions of the NWFP government and legislature. The 28 indicators for the country’s PFM
system are structured into three categories:

A. PFM system out-turns: these capture the immediate results of the PFM system in
terms of actual expenditures and revenues by comparing them to the original
approved budget, aswell as level of and changesin expenditure arrears.

B. Cross-cutting features of the PFM system: these capture the comprehensiveness
and transparency of the PFM system across the whole of the budget cycle.

C. Budget cycle: these capture the performance of the key systems, processes and
institutions within the budget cycle of the central government.

In addition to the indicators of country PFM performance, the framework also includes
the donor practices - three indicators capture the elements of donor practices that
affect the performance of the country PFM systems.

13 It is important to note the scope and limitations of this assessment. The Performance
Measurement Framework does not review the factors impacting performance, such as the lega
framework or existing capacities in the government. It focuses on the operational performance of
the key elements of the PFM system, and not on the inputs that enable the PFM system to reach a
certain level of performance. It does not involve fiscal or expenditure policy anaysis, which would
determine whether fiscal policy is sustainable, whether expenditures incurred through the budget
have their desired effect on reducing poverty or achieving other policy objectives, or whether
value for money is achieved in service delivery. This would require detailed data analysis or
utilization of other country/province-specific indicators. The framework solely focuses on



assessing the extent to which the PFM system is or is not an enabling factor for achieving such
outcomes.

14 It is expected that the repeated application of the indicators-tool will provide information
on the extent to which GONWFP PFM performance is improving. This assessment report briefly
recognizes the efforts made by the government to reform its PFM system by describing recent and
on-going reform measures, which may not have yet impacted PFM performance. The report, being
a ‘snap-shot’ does not, however, include any recommendations for reforms or assumptions as to

the potential impact of ongoing reforms on PFM performance, nor does it include an action plan.

15 Accordingly, this review has assessed PFM in NWFP against each of the indicators for the
PFM objectives, describing the processes related to the indicator, identifying issues where
necessary, and providing an assessment against afour level rating for the indicator — A, B, C, or D.
These ratings and the criteria for achieving a specific rating for each indicator are set out in the
PFM Framework which is briefly explained in each section. A rating of ‘A’ would be international
best practice and arating of ‘B’ would be a good achievement. Of course the ratings of ‘C’ or ‘D’
are considered to be a call for improvement.

16 The Provincial Steering Committee was established, chaired by the Specia Secretary
Finance, GONWFP. The study started with a formal presentation of the framework at a launching
session on April 24, 2006 where the key stakeholders as well as the members of the Steering
Committee were present. The work has been carried out through a combination of field study in
specific areas; review of existing studies (e.g. NWFP Economic Report, December 08, 2005,
NWFP Provincial Financial Accountability Assessment, January 2004), on-going self-assessment
reports of the government, desk research, and extensive discussion and dialogue with concerned
stakeholders. The draft report was discussed at a stakeholders consultation workshop, with
representatives coming from the PFM ingtitutions, line agencies and district governments on
January 25, 2007.

17 The PFMAA task team comprised institutional Co-task Leaders: Ismaila B. Ceesay, Sr.
Financial Management Specialist, World Bank; David Johnson, Sr. Governance Advisor, DFID;
Sandra Nicoll, Senior Governance Specidist, ADB; Thorsten Bargfrede, Second Secretary, EC.
Furgan A. Saleem, Financial Management Specialist, World Bank, Saeeda Sabah Rashid,
Financial Management Specialist, World Bank, Wagas ul-Hasan, Project Officer, ADB, Uzma
Sadaf, Procurement Specialist, World Bank, Hanid Mukhtar, Senior Economist, World Bank, were
all members of the task team. National Consultants included M. Aamer Chaudhry, Umair Sadiq
and Junaid Bin Iftikhar; and Michael Jacobs, International Consultant, assisted with developing the
assessment report. Altaf Ahmad, SARFM Program Assistant, World Bank, provided the logistical
and administrative support, and Professor Dr. Khawaja Amjad Saeed, carried out a review of the
draft aswell as served as aresource person at the stakeholders' workshop in Peshawar.

18 The peer reviewers were Margaret Robinson and Julie Lynn, Financial Accountability and
Anti-Corruption Team, DFID, London; Kathleen Moktan, Director, Capacity Development &
Governance Division, ADB, Manila; Jean Louis Lacube, AIDCO, EC; and R. Maggi, EC.

19 The team, working along with the OECD-DAC BIS procurement team, gratefully
acknowledges the cooperation extended by government counterparts (led by the Finance Secretary
and the Special Secretary Finance), Members of the Steering Committee including the Accountant
General NWFP, Secretary PAC, DGs Provinciad and District Audits, Provincial Reforms
Coordinator, other sector units and local government officers, and civil society representatives.



Chapter 2. Background Information on NWFP

2.1  Description of economic situation

2.1.1. NWEFP is the third largest province of Pakistan. The province is landlocked and the land
routes to the north are few and difficult, passing through hilly terrain. The province itself is largely
mountainous, with only 30 percent cultivated land. Nearly 50% of the population lives in the
mountainous and arid areas. The province shares a long border with eastern and southern
Afghanistan and most of its population has the same ethnic background (Pushtoon) as parts of
bordering Afghanistan.

2.1.2. The estimated per capita income of the province is approximately 30% lower than
Pakistan’s average, with a population share of around 13%. Historically, the provincial economy

has been mostly dependent on agriculture (livestock, timber, tobacco, and horticultura
production), services, public employment especialy in the armed forces, and low skilled workers
remittances from inside and outside the country. The province has been growing for a number of

years at an economic rate that does not match the population growth rate. This has contributed to
under-devel opment and to depleting natural resources in the province.

2.1.3. A powerful earthquake measuring 7.6 on the Richter scale struck the northern areas of
Pakistan on October 8, 2005. Five districts in the NWFP — Abbottabad, Batagram, Kohistan,
Mansehra, and Shangla — were severely affected. These five districts account for nearly a quarter
of the province's geographical area and 17 percent of its population. Reconstruction costs are put
at over $1.5 billion in addition to the costs associated with compensating families for loss and
injury and relief for survivors. Even with generous donor support, the bulk of the requirements will
have to be met from Pakistan’s own resources. Depending on how much of the costs of relief and
reconstruction will be borne by the GoNWFP, this would continue to require adjustments in
consumption expenditure in the budget, reprioritization of investments and other expenditures, the
postponement of some projects, a larger effort at mobilizing resources from within the province,
and perhaps additional borrowing from external sources over the next several years.

2.2  Description of Budgetary Outcomes

2.2.1 Therevenue and expenditure budgets of NWFP are characterized by sporadic adjustments
on a year to year basis due to (@) the high degree of reliance on the federa government for
transfers as a result of the NFC Award; (b) the unrealized expectations relating to revenue receipts
from the hydel profits; (d) the low own-revenue potentials which require proper study with a view
to enhancing those potentials through improved tax policies, assessment and collection strategies,
(d) reasonable good aggregate out-turns in terms of total budgeted revenues vis-a-vis total actual
revenue receipts;, and (€) uneven out-turns in terms of composition of budgeted revenues and
expenditures vis-a-vis actual receipts and expenditures in any single year as a result of in-year re-
alocations between functional classifications. Notwithstanding all these, the province has aways
strived to maintain its fiscal deficit situation at affordable levels. With annual resource flows from
the World Bank and other development partners by way of Credits and Grants, the province has
been supported in meeting its service delivery needs amidst its continuing overall liquidity
constraints.

2.3  Legal and Institutional PFM Framewor k

2.2.2 As per the Congtitution, Federal and Provincial Assemblies authorize expenditures on
services to the people that are budgeted to be voted each fiscal year. The range and composition of



the services that will be provided are determined each fiscal year by the respective National and
Provincial Assemblies. The Constitution also provides for charged or obligatory expenditures on
constitutional positions (such as the President, High Court Judges, Chief Election Commissioner,
and the Auditor General) as well as for debt servicing. As for the District Governments, the
respectiveZila Councils are the district equivalents of the federal or provincial Assemblies, and
they generally perform the same functions.

2.2.3 Public sector bodies are well defined in the financial system by major type of entities such

as (i) Departments of the Government administered directly by the Federal and Provincial

Governments; (i) autonomous bodies that are indirectly administered by their respective

governments. Government departments are further divided into centralized accounting agencies
and self-accounting agencies. Autonomous bodies are also divided into two categories: (i)

statutory bodies established for non-profit objectives; and (ii) public sector enterprises.

2.2.4 The 1973 Constitution was far reaching in its emphasis on financial management and
provides (in Articles 79, 166, 168 and 169) for the following three enabling legal frameworks:

i) On public finance— this law is expected to prescribe how the budgets would be
prepared and monitored, and also evauation mechanisms for assessing the
performance of the government vis-avis the resources placed at its disposal, and
internal controls over finances;

ii)  On public debt management — this law is expected to be designed to prescribe the
objective criteria for borrowing (both internaly and externally) with a view to
minimizing the probability of misuse or waste of borrowed resources, to restrict the
guantum of aggregate borrowings both in asolute and relative terms to ensure that
debt servicing remains within reasonable limits (sustainability), and to ensure
trangparency and efficient management of debt; and

iii)  On public sector audit — this law is expected to be structured to provide the basis
for independent and competent verification of the truth and fairness of
representations of the executive with regard to their stewardship of public funds and
achievements concerning the use of allocated resources.

2.25 Thereisno separate Public Finance Law in Pakistan. The Constitutional provisions are, in
themselves, quite detailed and provide the enabling operational basis for public finance
management in the federation. However, on an annua basis, an Appropriation Law is
promulgated to cover aspects relating to public expenditures in pursuance of the annua budget;
also a Finance Act that covers public revenues in pursuance of the annual budget is promulgated
annually.

2.2.6 In respect of the Public Debt Management Law, the federation has promulgated a Fiscal
Responsibility and Debt Limitation Law (FRDL) that covers the thrust of what the Congtitution
envisaged. ThisLaw isbeing followed across the federation.

2.2.7 Asregards the Public Sector Audit Law, there existed the Pakistan (Audit and Accounts)
Order 1973, P.O. 21 of 1973 that was repealed in 2001 and replaced by two sets of legislation that
also caused the bifurcation of the audit and accounts - the AGP and CGA Ordinances of May
2001. The foundation for these latter laws is contained in Article 169 of the Constitution and they
govern the audit and accounting processes in NWFP as well as the other provinces. The General
Financial Rules and the Treasury Rules, which are largely obsolete, require updating for
consistency with the renewed GoONWFP’ s operational accountability practices.



2.2.8 Budget preparation has historically been primarily short-run, input focused, and
incremental with little prioritization of expenditures. The use of the budget as a tool for
implementing strategies towards achievement of policy goals of the government has been limited.

2.2.9 The basic framework for assignment of fiscal powers and distribution of revenues between
the Federation and Provinces (including districts) is laid down in the Constitution. To allow for the
distribution of fiscal resources, a divisible pool has been created whereby the net proceeds of
specified taxes collected by the Federal Government are pooled and the Federal Government and
the Provincial and Local Governments share in the pool. Under the Local Government Ordinance
2001, a number of public service functions have been devolved to local governments elected at the
district and sub-district levels. Fiscal Commissions have been established to manage the
apportionment of the shares in the divisible pools.

2.2.10 In NWFP, the provincial line departments prepare their respective salary and non-salary
budgets. The non-salary is classified as development and non-development. The Finance
Department (FD) then compiles the annual budget. The Provincial Planning and Development
Department (P&DD) prepares an annual Public Sector Development Program (PSDP) which

makes up the total development budget for the province. PSDP planning and execution has not
been devolved to the local governments at the district and sub-district (Tehsil) levels. The

Provincial Finance Commission (PFC) makes the award for provincial budget transfers to the

district governments. The provincial government maintains a provincial consolidated fund account,

public account, and food account with the State Bank of Pakistan.

2.2.11 The executive-approved budget is presented to the provincial legislative assembly along
with the demands for appropriations. The revised budget (including supplementary appropriations)
of the preceding fiscal year is also presented to the assembly. The budget book and supplementary
documents are debated by the legislative assembly and approved following the due process. The
provincial releases are made directly to the projects and schemes through the executing agencies
through their respective ‘Budget’ Drawing and Disbursement Officers (DDOs). The releases for

District Governments are made in accordance with PFC award and the budgets are locally
scrutinized and approved by the District Councils following the intimation of projected annual

releases.

2.2.12 The DAOs maintain the accounts at the district level for al the funds releases. The
provincial Accountant General maintains the appropriation and finance accounts. The
reconciliation of fiscal accounts at the provincial and district levelsis faced with certain challenges
due to the weak capacity at the DAOs as well as the non-compliance of the line departments with
the accounting procedures and requirements but the NWFP has been the best performer amongst
the four provinces in Pakistan on reconciliation levels over the years. With computerized FMIS
under PIFRA having been recently completely rolled out to al districts in the province, the
erstwhile problems associated with reconciliations can now be averted.

2.2.13 Audits of regulatory compliance and the annual district and provincia accounts are
performed by the Auditor General of Pakistan (AGP) every year. The audit paragraphs (advance
audit paras.) making up the audit report are scrutinized by the Departmental Accounts Committees
before the adjusted report (draft audit paras.) is forwarded for scrutiny to the Public Accounts
Committee (PAC) of the Provincia Legislative Assembly. At the PAC, following due
deliberations, the forum can recommend punitive actions such as making recoveries through
surcharges, other forms of sanctions, or may drop the audit paragraphs entirely, following
justification from the concerned quarters that can convince the committee members. They are also
responsible for getting their decisions implemented through the relevant departments athough the
enforcement mechanism is weak or non-existent.

2.2.14 The Administrative Secretary of the concerned department, as the Principal Accounting
Officer, has a mandatory task of properly keeping memorandum accounts, monitoring and



controlling public expenditures in line with the budget, and ensuring proper financial transactions
in the department.

2.2.15 With the new devolution of powers promulgated through NWFP Local Government
Ordinance (NWFP-LGO 2001), financial management is required to be decentralized to the
district, tehsil and down to the union council levels. Each government tier is supposed to have its
own budget planning, implementation, accounting, and financial reporting, as per the rules. The
Zila Accounts Committees (ZACs) are being formed at the districtdehddis; however there is

little progress in establishing these committees across the province, and neither are the ones
established effectively functioning. There is a great confusion over the interpretation of rules,
regulations and powers as delegated by the LGO 2001. There is a requirement of great importance
to get the district governments report their accounts in a timely and structured manner to the FD.
Reconciliation level for expenditures stands at an average of only 97% which is considerably
higher than the averages for other provinces.



Chapter 3: Assessment of Public Financial M anagement
(PFM) Performance

A PFM Out-Turns—Budget Credibility

PlI-1 Aggregate expenditur e out-turn compared to original approved budget
Overallrating ‘D’

3.1 The ability to implement the budgeted expenditure is an important factor in supporting the
government’s ability to deliver the public services for the year as expressed in policy statements,

output commitments and work plans. The indicator reflects this by measuring the actual total
expenditure compared to the originally budgeted total expenditure but excludes debt service
payments, and donor funded project expenditure. This measure provides an assurance whether the

PFM system is delivering effective fiscal discipline and responsive to changes in macro-economic
situations in accordance with budget intentions. The use of origina estimates as approved by the
legislature instead of revised budget figures ensures that the indicator measures the process of
estimation as well as the execution in line with the same. The following table describes the rating
criteriafor scoring the aggregate expenditure out-turn:

Score Minimum Requirements

A (i) In no more than one out of the last three years has the actual expenditure
deviated from budgeted expenditure by an amount equivalent to more than
5% of budgeted expenditure.

B (i) In no more than one out of the last three years has the actual expenditure
deviated from budgeted expenditure by an amount equivalent to more than 10
% of budgeted expenditure.

C (i) In no more than one of the last three years has the actual expenditure
deviated from budgeted expenditure by more than an amount equivalent to
15% of budgeted expenditure.

D (i) In two or al of the last three years did the actual expenditure deviate from
budgeted expenditure by an amount equivalent to more than 15% of budgeted
expenditure.

3.2 The following figures, showing the differences between actual expenditures and the
originally budgeted expenditures over the three years to FY 2004-05, are drawn from the Annual
Budgets as approved by the Provincial Assembly, the respective Fina Accounts, and Planning and
Development Department, in case of development expenditures:

Aggregate Expenditur € Rs. in Millions

Particulars 2002-03 2003-04 2004-05
Budgeted 48,383 48,671 45,803
Actual 33,763 38,123 44,705
Deviation 14,620 10,548 1,098
Percentage Deviation -30.22% -21.67% -2.40%

2 The classification of expenditures changed over the years under consideration; therefore, to avoid any doubts in the
comparison of primary expenditures as to deduction of debt servicing and foreign aided projects, the aggregate
expenditures are taken for analysis. In any case, the deduction would amount to greater deviation in percentage terms.



3.3 As shown above, within the three years, the actual expenditure deviated from budgeted
expenditure by an amount equivalent to more than 15% of budgeted expenditure in two years;
therefore arating of ‘D’ isassigned to thisindicator.

34 Without prejudice to the foregoing, the following additional constraints are noted:

i) extraordinary expenditures in relation to the cost of devolution, and the effects of
fiscal decentralization itself, have impacted the expenditure out-turns of the given
yearsto agreat extent,

ii) the practice of keeping establishment / salary budget for all posts sanctioned instead
of making a realistic estimate on how many of the posts would be filled during the
year and what contribution they would make to actual salary costs,

iii)  limited capacity to implement developmental schemes,

iv) a disconnect between the budgeting and procurement cycles resulting in loss of
considerable time before the development expenditures pick up pace,

v) delaysin release of budget appropriations and related information to the last level of
expenditure DDOs, and

vi) budgeting to expend a higher than expected hydel profits which remained un-realized
during the first two out of the three years under review.

PI-2 Composition of expenditure out-turn compared to the original approved
budget
Overallrating ‘'C’

3.5 Where the composition of expenditure varies considerably from the original budget, the
budget will not be a useful statement of policy intent. Measurement against this indicator requires
an assessment of expenditure out-turns against the original budget at a sub-aggregate level. As
budgets in NWFP are usually reported and managed on a functional basis, this basis was used for
this indicator. At the functional level, variances were calculated for the main budgetary heads that
are included in the approved Annual Budget Statement. Budget realism is a measure to assess the
estimation process and the effectiveness of budgetary controls during execution. To meet the PFM
Framework’ s highest criterion, the composition of expenditures needs to be close to budget. The

following table describes the rating criteriafor scoring the composition of expenditure out-turn:

Score Minimum Requirements

A (i) Variance in expenditure composition exceeded overall deviation in primary
expenditure by no more than 5 percentage points in any of the last three years.

B (i) Variance in expenditure composition exceeded overall deviation in primary
expenditure by 5 percentage points in no more than one of the last three years.

C (i) Variance in expenditure composition exceeded overall deviation in primary
expenditure by 10 percentage points in no more than one of the last three years.

D (i) Variance in expenditure composition exceeded overall deviation in primary
expenditure by 10 percentage pointsin at least two out of the last three years.

3.6 The following tables provide the relevant data for measurement of PI-2:
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Primary Expenditure Rupeesin millions
2002-03 2002-03 2003-04 2003-04 2004-05 2004-05
Budget Actual Budget Actual Budget Actual

Particulars

General Administration /

General Public Serv. 4,612 3,763 4,845 3,723 15,647 14,902
Law & Order /Public
Safety 3,171 3,141 3,087 3,346 4,066 4,318
Community Services
Social Protection 1,489 870 911 909 132 207
Social Serviceg Health 14,080 13,982 14,087 14,111 2,959 2,920
/ Education 13,644 13,472
Economic Servicek
Economic Affairs 3,617 2,210 2,805 4,195 5,346 4,067
/ Environmental
Protection 247 253
/ Housing and
Community 475 477
/ Recreation 133 139
Subsidies 1,000 800 1,000 700
Unallocable 10,912 9,533
For PI-1total Total average For PI-2 variance
Y ear expenditure expenditurevariance  in excessof total
deviation by composition deviation
FY2002/3 30.22% 36.31% 6.09%
FY2003/4 21.67% 34.82% 13.15%
FY2004/5 2.40% 6.04% 3.64%

3.7 Based on the above figures, in two out of the three years, expenditure composition
exceeded overall deviation in primary expenditure by at least 5 percentage points. Therefore, the
rating for the indicator has been assessed as ‘' C’, in accordance with the rating methodology. This

is primarily due to two reasons. (i) the earlier practice (fiscal years 2002-03 and 2003-04) of

keeping part of the original approved appropriations in an ‘unalocable’ head and then re-
appropriating / re-allocating these to other expenditure heads during the year, thus creating
compositional variance amongst the budget heads, while keeping the overall expenditures as
planned, and (2) a change, during the three year reference period, in the budget classification from

the Chart of Classification (CoC) to the new Chart of Accounts (CoA) — the latter being better
international standard. However, the practice of keeping unallocable has been refined after
introduction of NAM and it can be observed that no funds are kept under the head ‘unallocabl€e' .

PI-3  Aggregaterevenue out-turn compared to the original approved budget
Overallrating ‘D’

3.8 Accurate forecasting of domestic revenue is a critical factor in determining budget
performance, since budgeted expenditure allocations are based upon that forecast. A comparison of
budgeted and actual revenue provides an overall indication of the quality of revenue forecasting.
The following table describes the rating criteria for scoring the aggregate revenue out-turn:

Score Minimum requir ements
A (i) Actual domestic revenue collection was below 97% of budgeted domestic
revenue estimates in no more than one of the last three years.
B (i) Actual domestic revenue collection was below 94% of budgeted domestic
revenue estimates in no more than one of the last three years.
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3.9

3.10
‘D'.

311

C (i) Actual domestic revenue collection was below 92% of budgeted domestic
revenue estimates in no more than one of the last three years.
D (i) Actual domestic revenue collection was below 92% of budgeted domestic

revenue estimates in two or all of the last three years.

The following tables provide the relevant data for measurement of PI-2:

Adgoregate Revenue Rupees in million
Particulars FY 2002-03 FY 2003-04  FY 2004-05
Budgeted 51,440 55,289 50,858
Actual 38,436 38,190 48,004
Actual as a percentage of Budgeted 74.72% 69.07% 94.39%

Since actual revenue collection in two years was below 92%, the PI-2 is given a rating of

As a high proportion of the tota receipts are due from the federal government, the rating

only partially reflects the provincial government-own performance to collect revenue from tax-
payers. In addition, the outstanding issue of hydel profits is one of the reasons contributing to the
deviation of actual receipts vis-&-vis the budgeted receipts.

Pl-4 Stock and monitoring of expenditure payment arrears

3.12

3.13

Overallrating ‘D’

Expenditure payment arrears are expenditure obligations that have been incurred by the
government, for which payment to the employee, supplier, contractor or loan creditor is overdue.

In the absence of such information, a number of different problems such as inadequate
commitment controls, cash rationing, inadequate budgeting for contracts, under-budgeting of

specific items and non-transparent financing, would persist. The following table describes the

rating criteria for scoring the stock and monitoring of expenditure payment arrears:

Score Minimum Requirements

A (i) The stock of arrears is low (i.e. is below 2% of total expenditure)

(i) Reliable and complete data on the stock of arrears is generated through
routine procedures at least at the end of each fiscal year (and includes|an age
profile).

B (i) The stock of arrears constitutes 2-10% of total expenditure; and there is
evidence that it has been reduced significantly (i.e. more than 25%) in the last
two years.

(ii) Data on the stock of arrears is generated annually, but may not be complete
for a few identified expenditure categories or specified budget institutions

C (i) The stock of arrears constitutes 2-10% of total expenditure; and there is no
evidence that it has been reduced significantly in the last two years.

(i) Data on the stock of arrears has been generated by at least one
comprehensive ad hoc exercise within the last two years.

D (i) The stock of arrears exceeds 10% of total expenditure.

(ii) There is no reliable data on the stock of arrears from the last two years.

There is evidence to show that a reasonable amount of arrears is generated in the normal
conduct of business even where such arrears are in memorandum form and are liquidated only at
the start of a subsequent fiscal year when budgets become available for spending.
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3.14 The GoONWFP's current accounting system does not differentiate between an expenditure
and payment of arrears under a particular expenditure head. No liabilities are currently recorded at
the time of the incurrence of expenditure as commitments and obligations are not considered as
part of the province's accounting process at the moment. Therefore the stock or total payment of
arrears in a particular period cannot be discerned. In the absence of such information, a number of
different problems persist, such as inadequate commitment controls (including overspending
against the budget during a manual budget execution process), cash rationing, inadequate
budgeting for contracts, under-budgeting of specific items, and non-transparent financing. The
incidences of stock of payment arrears accrue largely at the TMA levels. Since, however, no data
are kept or maintained in relation to stock of arrears, arating of “D” is assigned to this indicator in
accordance with the PFM Framework scoring scale.

3.15 The weaknesses associated with unavailability of arrears data could be substantially
resolved after the full implementation of the NAM/SAP system, which includes commitment
accounting. In addition, it is important to ensure that the new system separately identifies the
payment of arrears from other routine payments pertaining to a current fiscal year.

B Key Cross-Cutting Issues: Transparency and Comprehensiveness

PI-5 Classification of the Budget
Overallrating ‘A’

3.16 The PFM Framework looks for a robust classification system that allows the tracking of
spending on the following dimensions: administrative unit, economic, functional and program.
Where standard international classification practices are applied, governments can report
expenditure in GFS format and track poverty-reducing and other selected groups of expenditure.
The following table describes the rating criteria for Pldbassification of budget:

Score Minimum Requirements (Scoring M ethod M 1)

A (i) The budget formulation and execution is based on administrative, economic
and sub-functiona classification, using GFS/COFOG standards or a standard
that can produce consistent documentation according to those standards.
(Program classification may substitute for sub-functional classification, if it is
applied with alevel of detail at least corresponding to sub-functional.)

B (i) The budget formulation and execution is based on administrative, economic
and functional classification (using at least the 10 main COFOG functions),
using GFSICOFOG standards or a standard that can produce consistent
documentation according to those standards.

C (i) The budget formulation and execution is based on administrative and
economic classification using GFS standards or a standard that can produce
consistent documentation according to those standards.

D (i) The budget formulation and execution is based on a different classification
(e.g. not GFS compatible or with administrative break-down only).

3.17 The NWFP government became the first province to adopt the new Chart of Account
(COA) under NAM s the fiscal year 2004-05. The budget for the year 2005-06 was also prepared
under the new NAM COA, which is complaint with the UN-supported Classification of Functions
of Government (COFOG) and IMF GFS. Since the last two years budgets are prepared under
NAM COA and the next years budget (i.e. 2006-07) has aso been prepared on the same NAM
COA basis, arating of ‘A’ is assigned to this indicator. The new classification system now allows
the tracking of spending under all parameters as accounting follows the budget coding structure.
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PI1-6 Comprehensiveness of information included in Budget Documentation
Overallrating ‘B’

3.18 The annual budget documentation (the annual budget and budget supporting documents),
as submitted to the legislature for scrutiny and approval, should allow a complete picture of
government fiscal forecasts, budget proposals and out-turn of previous years. In addition to the
detailed information on revenues and expenditures, and in order to be considered complete, the
annual budget documentation should include information on the following elements:

i)  Macro-economic assumptions, including at least estimates of aggregate growth,
inflation and exchange rate;

i)  Fiscal deficit, defined according to GFS or other internationally recognized standard;

iii) Deficit financing, describing anticipated composition;

iv) Debt stock, including details at least for the beginning of the current year;

v) Financial assets, including details at least for the beginning of the current year;

vi) Prior year’'s budget outturn, presented in the same format as the budget proposal;

vii) Current year's budget (either the revised budget or the estimated outturn), presented
in the same format as the budget proposal;

viii) Summarized budget data for both revenue and expenditure according to the main
heads of the classifications used, including data for the current and previous year;
and

iX) Explanation of budget implications of new policy initiatives, with estimates of the
budgetary impact of all major revenue policy changes and/or some magjor changes to
expenditure programs.

3.19 The following table describes the rating criteria for PI-6 — budget comprehensiveness —
dimension (i)

Score Minimum Requirements (Scoring M ethod M 1)
A (i) recent budget documentation fulfils 7-9 of the 9 information
benchmarks
B (i) recent budget documentation fulfils 5-6 of the 9 information
benchmarks
C (i) recent budget documentation fulfils 3-4 of the 9 information
benchmarks
D (i) recent budget documentation fulfils 2 or less of the 9 information
benchmarks

3.20 The annua budget documentation of NWFP government includes the budget speech,
annual budget statement and detailed statements of receipts, current expenditures and the annual
development program. In addition, a supplementary budget statement of last year and a “White
Paper”, presenting explanations of budgetary allocations and budgetary trends form a part of the
budget documents. These documents provide information relating to receipts and expenditures
from both the consolidated fund and the public account managed through government account # 1.
Information is also provided in respect of the operation of government account # 2 relating to
trading. Revised estimates of the preceding year are provided for comparison with the estimates
for the current year’s budget. Three forward years' forecasts for receipts and expenditures are also
shown as part of the Medium Term Budget Framework (MTBF). A statement of the public debt,
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bifurcated into domestic loans (i.e. federal government loan) and foreign loans, is included as part
of the White Paper, which also provides information in relation to repayment schedule, rate of

interest, number of installments and outstanding liabilities. In addition, the White Paper also

provides brief details of debt servicing and premature debt retirement.

3.21 On the basis of the evidenced adduced, the annual budget documentation does not include
information regarding financial assétg, and prior year's budget outturn (vi) In accordance with

the PFM scoring methodology, since only 2 out of 9 elements are not complied with, a rating of

‘B’ is applicable to the indicator.

PI-7 Extent of unreported gover nment operations
Overallrating ‘D+’

3.22 Comprehensive and effective budgeting demands that the budget process should control
all revenues, expenditures and financing of the provincial government. An effective and efficient
project and financial management system ensures transparency and accountability through periodic
project status reports and fiscal management reports. Often donor project funding is partially
outside government control. The line departments in charge of implementing donor-funded
projects should at least be able to provide adequate financial reports on the receipt and use of
donor funding received in cash.

3.23  The following two dimensions are to be assessed:

i)  The level of extra-budgetary expenditure (other than donor funded projects) which is
unreported i.e. not included in fiscal repert\’.

ii)  Income/expenditure information on donor-funded projects which isincluded in fisca
reports—‘D’.

3.24  Thefollowing table describes the rating criteria:

Dimension Minimum requirements

A (i) The level of unreported extra-budgetary expenditure (other than donor
funded projects) isinsignificant (below 1% of total expenditure).

(if) Complete income/expenditure information for 90% (value) of donor-
funded projectsisincluded in fiscal reports, except inputs provided in-kind
OR donor funded project expenditure is insignificant (below 1% of total
expenditure).

B (i) The level of unreported extra-budgetary expenditure (other than donor
funded projects) constitutes 1-5% of total expenditure.

(if) Complete income/expenditure information is included in fiscal reports
for al loan financed projects and at least 50% (by value) of grant financed
projects.

C (i) The level of unreported extra-budgetary expenditure (other than donor
funded projects) constitutes 5-10% of total expenditure.

(i) Complete income/expenditure information for all loan financed
projectsisincluded in fiscal reports.

D (i) The level of unreported extra-budgetary expenditure (other than donor
funded projects) constitutes more than 10% of total expenditure.

(i) Information on donor financed projects included in fiscal reports is
serioudly deficient and does not even cover all loan financed operations.
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3.25 Despite some improvements, accounting and reporting of foreign aid remains an issue due
to the variety of systems operating for disbursing and accounting for foreign project assistance.
Some of these systems allow disbursements to be made and accounted outside the provincial
budgeting and accounting systems. Significant disbursements/reimbursements continue to be made
by donors directly into assignment accounts established for the implementation of foreign-assisted
projects. Expenditures financed from assignment accounts are recorded by the public accounting
system in lump only when advances are made to these accounts, whereas the detailed expenditure
by function cum object classification is recorded when the project entities inform the Accountant
General of these expenditures. The Circular on the procedures for operation and maintenance of
revolving fund accounts issued by the Federal MoF (25 November 2002) and when fully complied
with, will ensure that foreign aid resources will be captured in the budgets, and the expenditures
accounted for and reported as part of the overall expenditures of NWFP.

3.26 In addition, the personal ledger accounts are operated usually to fund development
expenditures. The composite balance controls are exercised by the treasury office; however, the
detailed accounts are kept by the Divisional Accountants under the supervision of the Project
Directors. Although not strictly an infringement from the comprehensiveness aspect of the budget,
non-clearance of suspense balances and the personal ledger accounts are sources of discrepancies
that arise in budgetary expenditures and thieancing, thus adversely affecting the government’s

accounting and budgetary systems and compromising the transparency and comprehensiveness of

the provincial budget management. The PLAs and Assignment Accounts fiscal reports are not

classified according to the government Chart of Accounts except at the function/sub-function

levels.

3.27 At the provincia level, since the amount of unreported expenditures, other than those
relating to donor-funded operations, is insignificant (estimated at below 1%); dimension (i) scores
'‘A'. However, income/expenditure information captured in the fiscal reports, including those
related to donor-financed projects, has always been incomplete; therefore, dimension (ii) scores
'D'. This is clearly as result of not using government systems for donor-financed investment
projects. On the basis of the scoring methodology, the overal score of “D+" is therefore assigned
to thisindicator.

PI-8 Transparency of inter-government fiscal relations
Overallrating ‘B’

i) Transparent and rules based systems in the horizontal allocation among lower level
governments of unconditional and conditional transfers (both budgeted and actual
allocations)-‘A’.

ii) Timeliness of reliable information to lower level governments on their allocations for
the coming year — ‘' C+'.

iii) Extent to which consolidated fiscal data (at least on revenue and expenditure) is
collected and reported for general government according to sector categories—‘C'.

3.28  While the performance indicator set is focused on PFM by provincial government, local
governments also have wide-ranging expenditure responsibilities. For local governments, specific
laws determine their respective layers of government as well as the expenditure responsibilities
and revenue sharing arrangements. Transfers falling in these categories are usually unconditional
(or block) grants, the use of which will be determined by local governments through their budgets
process. In addition, the provincial government may provide conditiona grants to local
governments to implement selected service delivery and expenditure responsibilities - e.g. by
function or program, on a case-by-case basis.

16



The following table describes the rating criteria for PI-8:

Dimension

Minimum requirementsfor dimension score.

(i) Transparency and
objectivity in the
horizontal allocation
among SP government

Score = A: The horizontal allocation of almost all transft
(at least 90% by value) from provincial government
determined by transparent and rules-based systems

b Score = B: The horizontal allocation of most transfers fr
provincial government (at least 50% of transfers)
determined by transparent and rules-based systems.

Score = C: The horizontal allocation of only a small part
transfers from provincial government (10-50%)
determined by transparent and rules-based systems.
Score = D: No or hardly any part of the horizontal allocati

of transfers from provincial government is determined
transparent and rules-based systems.

on
by

(i) Timeliness of

reliable information to
SP governments on the
allocations

Score A: SP governments are provided relia
information on the allocations to be transferred to t
imhefore the start of their detailed budgeting processes.

Score B: SP governments are provided relia
information on the allocations to be transferred to tf
ahead of completing their budget proposals, so
significant changes to the proposals are still possible.

Score = C: Reliable information to SP governments is iss
before the start of the SP fiscal year, but too late
significant budget changes to be made.

Score = D: Reliable estimates on transfers are issued aftd
government budgets have been finalized, or earlier is
estimates are not reliable.

ple
em

ble
em
that

led
for

r SP
sued

(i) Extent of
consolidation of fiscal
data for general
government according
to sectoral categories

Score = A: Fiscal information (ex-ante and ex-post) tha
consistent with provincial government fiscal reporting
collected for 90% (by value) of SP government expend
and consolidated into annual reports within 10 months o
end of the fiscal year.

Score = B: Fiscal information (ex-ante and ex-post) tha
consistent with provincial government fiscal reporting
collected for at least 75% (by value) of SP governn|

Lis
is
ture
f the

[ is
is
nent

expenditure and consolidated into annual reports within 18

months of the end of the fiscal year.

Score = C: Fiscal information (at least ex-post) that
consistent with provincial government fiscal reporting
collected for at least 60% (by value) of SP governn|

S
is
nent

expenditure and consolidated into annual reports within 24

months of the end of the fiscal year.
Score D: Fiscal information that is consistent w

th

provincial government fiscal reporting is collected and

consolidated for less than 60% (by value) of SP govern
expenditure OR if a higher proportion is cover
consolidation into annual reports takes place with more

ment
ed,
than

24 months delay, if at all.
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3.30 The overall level of grants (i.e. the vertical allocation) will usually be budget policy
decisions at the provincial government’s discretion or as part of constitutional negotiation
processes and is not assessed by this indicator. However, clear criteria, such as formulas for the
distribution of grants among local government entities (i.e. horizontal alocation of funds) are
needed to ensure alocation transparency and medium-term predictability of funds available for
planning and budgeting of expenditure programs by local governments. It is also crucia for local
governments that they receive firm and reliable information on annual allocations from provincial
government preferably before commencement of their own budget preparation processes.

3.31 Provincia-to-loca government transfers have been determined under the annual interim
Provincia Finance Commission (PFC) Award for the past three years, partly due to the absence of
anew NFC Award. The principal fiscal transfers to local governments are derived from a share of
the provincia divisible pool, which is based on the provincia pool, minus provincial obligatory
expenditures. The horizontal alocation of funds among the local governments is based on
transparent and rule-based systems. Dimension (i) istherefore rated 'A'.

3.32 The timeliness of reliable information to the local governments about the funds transfer
remains an issue to be managed. The local governments can make their own reasonable estimates
of what to expect. The provincial budgeting process is usually not completed until end June.
Furthermore, the uncertainty in the collection of the future expected revenues aso creates
uncertainty in the expected shares of the revenues for local governments. In an environment of
less buoyant revenues and high uncertainties as regards the expected ‘ hydel profits', dimension (ii)
isthereforerated 'C'.

3.33 The extent of consolidation of fiscal data for local governments with those of the
provincial government according to sectoral categories is poor. With the implementation of NAM,
the fiscal information that is consistent with provincial government fiscal reporting is collected and
consolidated only at the district government level and later reflected in the monthly civil accounts
and the Finance Accounts. The information regarding the other local government tiers (below
district government levels) is not consolidated into the accounts of the provincial government. On
the basis of this, dimension (iii) israted 'C..

3.34 Based on the M2 scoring methodology, thisindicator is, overall, assigned arating of “B”.

PI1-9 Oversight of aggregate fiscal risk from other public sector entities
Overall rating C’

3.35 Provincial governments usually have a formal oversight role in relation to other public
sector entities and should monitor and manage fiscal risks with national implications arising from
activities of local governments, autonomous government agencies (AGA) and public enterprises
(PE), including state-owned banks. They may also assume the responsibility for financial default
of the other public sector entities, not formally under their oversight, due to political reasons. Local
government can create fiscal risks. Their AGAs and PEs can be subject to debt service defaulting
(with or without guarantees issued by provincial government). There can be expenditure payment
arrears and unfunded pension obligations.

3.36  The PFM Framework criterion looks for well-established procedures for monitoring SOEs
and local governments on a timely basis. It also assesses the extent of provincial government’s
monitoring of local governments’ fiscal position. Two dimensions are to be assessed:

i) Extent of monitoring of AGAsand PEs—‘C’.
ii) Extent of monitoring of lower level governments' fiscal position—‘C’.
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3.37  For dimension (i), although, financial statements of most AGAs and PEs are available to
the provincial government annually, there is no consolidated overview of their overall fiscal risk
situation for effective monitoringAs aresult, arating of ‘C' is applicable to the dimension.

3.38  Also some form of systematic monitoring of local governments (districts) is carried out
despite the lack of proper consolidation of the fiscal position of those governments being carried
out by the provincial government, the rating of ‘C’ appliesto the rating dimension (ii).

3.39  Accordingly therefore, an overall rating of ‘C’ is assessed for the indicator.

Score Minimum requirements

A (i) All major AGAS/PEs submit fiscal reports to provincial governments at
least six-monthly, aswell as annual audited accounts, and provincial
government consolidates fiscal risk issues into areport at least annually.

(if) SN government cannot generate fiscal liabilities for provincial government
OR the net fiscal position is monitored at least annually for all levels of SN
government and provincial government consolidates overal fiscal risk into
annual (or more frequent) reports.

B (i) All major AGAS/PEs submit fiscal reports including audited accounts to
provincial governments at least annually, and provincial government
consolidates overall fiscal risk issuesinto areport.

(ii) The net fiscal position is monitored at least annually for the most important
level of SN government, and provincial government consolidates overall fiscal
risk into areport.

C (i) Most major AGAS/PEs submit fiscal reports to provincial governments at
least annually, but a consolidated overview is missing or significantly
incomplete.

(i) The net fiscal position is monitored at least annually for the most important
level of SN government, but a consolidated overview ismissing or
significantly incomplete.

D (i) No annual monitoring of AGASs and PEs takes place, or it is significantly
incomplete.

(if) No annual monitoring of SN governments' fiscal position takes place or it
is significantly incomplete.

340 The GoNWFP should monitor and manage fiscal risks arising from its own activities,
other local government entities and from state-owned enterprises (SOES) activities. The GONWFP
owns many public enterprises. Various departments of provincia government have been assigned
the responsibility of monitoring the operations of commercial and financial activities of public
enterprises under their jurisdiction; however, no systematic overview is maintained. The
governing bodies / boards of such enterprises generally have significant operational autonomy; yet
there are requirements of pre-approvals and clearances to be provided by the responsible
government departments for activities and decisions recognized as critical.

341 Provincia government should require and receive quarterly financial statements and
audited year-end statements from SOEs, and monitor performance against financial targets. AGAs
and PEs often report to parent line ministries, but consolidation of information is important for
overview and reporting of the total fiscal risk that the provincia government is exposing itself to.
Where local governments can generate fiscal liabilities for provincial government, their fisca
position should be monitored, at least on an annual basis, again with consolidation of the essential
fiscal information.
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3.42  The records of contingent liabilities and guarantees given in respect of provincial public
enterprises cannot be found at one place. Borrowing for investment purposes by major public
enterprises is included in the Annual Development Program (ADP). This presentation does not
include borrowing plans of major public sector corporations. Moreover, by seeking (and obtaining)
provincial government’s guarantees for their borrowings, some of these enterprises are responsible

for the bulk of the provincial government’ s contingent liabilities, both existing and potential. More
comprehensive and frequent information on SOE fiscal risks is needed. The GoONWFP 2003-04

Audit Report revealed that the NWFP Highways Authority, being a corporate body, was required

to maintain complete and accurate accounts. It was supposed to render accounts to AG NWFP by

August 31% of each year. The report pointed out that the Authority, established in 2001, had neither

framed rules nor prepared annual financial statements as required under its Ordinance. AGAS/PEs

are required to submit fiscal reports to the provincial government and/or to their governing bodies

at least annually, but a consolidated overview by the government has always been missing. The

2003 NWFP provincia financia accountability assessment found that the SOE monitoring
processes needed to be resuscitated.

343 The NWFP Loca Government Ordinance, 2001 prohibits the local governments from
borrowing. However, in the absence of an effective and efficient fiscal discipline at the local
government level, there is a tendency to over-commit future resources beyond the reasonable fiscal
space.

344 The NWFP LGO &aso provides for collection of fiscal information by sub-national
governments for the purposes of PFC deliberations and analysis. The data needs to be collected on
a quarterly basis; however, there are practical problems and low capacity hindering the
implementation of the legislation.

PI1-10 Public accessto key fiscal information
Overallrating ‘C’

3.45 Transparency depends on whether the information on fiscal plans, positions and
performance of the government is easily accessible to the general public or at least to the relevant
interest groups. Elements of information to which public access is essential include: (i) Annual
budget documentations; (ii) In-year budget execution reports; (iii) Year-end financial statements;
(iv) External audit reports; (v) Contract awards; and (vi) Resources available to primary service
units. The scoring criteria for PI-10 are given in the following table:

Score Minimum Requirements (Scoring Method M 1)

A (i) the government makes available to the public 5-6 of the 6 listed types of
information

B (i) the government makes available to the public 3-4 of the 6 listed types of
information

C (i) the government makes available to the public 1-2 of the 6 listed tyges of
information

D (i) the government makes available to the public none of the 6 listed types of
information

3.46 The PFM Framework looks for comprehensive and timely publication of relevant financial
information, readily accessible external audit reports and contract awards provided in a clear and
easily comprehensible format through easily accessible and cost effective media to the general
public.
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3.47 Monthly Civil Accounts provided to government agencies by the Accountant General
present provisional information on budget execution. This gives a complete account of provincial
revenue, expenditure and financing as well as the stock position of provincial cash balances on
monthly and progressive basis. As per set standards, the Civil Accounts are available after the
second week of succeeding month. The “provisional actual” budgetary outcomes are available

after three months of the close of every fiscal year. The actual out-turn data, however, are provided

but with alonger time lag.

348 The annua accounts, known as the Finance Accounts, compiled by the Accountant
General are made public after having been audited by the Auditor General of Pakistan and laid
before the Provincial Assembly through the Governor. The Constitution or any other law does not
provide any time limit for rendering accounts before the legislature/public. Only the provisiona
figures (i.e. revised estimates) are avail able as part of the budget documents.

349 Similarly, audit reports are made available with a significant time lag and no action is
taken to make them publicly available. There are no within-year budget execution reports
accessible to public. The understandability and appropriateness of layout of detailed budget
documents and finance accounts can be improved considerably. Quick and easy access to the
relevant financial management data to the public remains a mgjor issue.

350 GONWEFP is also maintaining a website (www.nwfpfinance.com) through which some of
the financial data can be easily accessible. This website aso gives reasonable information on the
functioning of the GONWFP. Brief links are also maintained about all the relevant departments
that give basic information to visitors.

351 Thepublic access to the procurement related information is minimal. Tender notices, other
than those coming under international competitive bidding (ICB), are either not advertised in
widely circulated newspapers, or the response time allowed is too short to dlicit a healthy response.
Similarly, there is no access to information about the final award in tender exercises or the fina
disposal of appeals. All procurement notices, award information, complaints and appeals
information are, as a matter of routine, not available to the general public or posted on awebsite.

3.52 Based on the above analysis, only dimensions (i) and (iii) may reasonably be considered to
be publicly available. Even then, there is a significant delay between the time the year-end

financial statements (dimension (iii)) are available and the time they can be accessed by the public.
Accordingly, thisindicator is assigned a score of “C”.

C Budget Cycle

PI-11 Orderlinessand Participation in Annual Budget Process
2.0 Overallrating ‘A’

3.53 The three dimensions assessed and their respective sub-ratings are provided as below:
i) Existence of and adherence to a fixed budget calendr.

ii) Clarity/comprehensiveness of and political involvement in the guidance on the
preparation of budget submissions (budget circular or equivalent) —*A’.

iii) Timely budget approval by the legislature or similarly mandated body (within the last
threeyears) —‘A’.

354 The PFM Framework looks for a system whereby spending ministries are given clear

guidance for the preparation of budget submissions, including indicative ceilings that are informed
by specific agreement at the political level on the relative spending priorities across sectors.
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Provincial departments should adhere to the budget calendar and be generally able to fulfill the
requirements of the budget calendar, including ceilings and data submissions. Negotiations with
department of finance should be open and transparent and line departments should know their final
allocation at the conclusion of such negotiations. The Constitution itself sets the basis of budget
formulation by defining the provincial consolidated fund, public account, charged expenditures
and other provisions relating to financial management.

3.55  The criteria for assessment are given in the following table:

Dimension Minimum requirementsfor dimension score.

(i) Existence of Score = A: A clear annual budget calendar exists, is genefally
and adherence to aadhered to and allows MDAs enough time (and at least six weeks
fixed budget from receipt of the budget circular) to meaningfully complete their
calendar detailed estimates on time.

Score = B: A clear annual budget calendar exists, but some delays
are often experienced in its implementation. The calendar allows
MDAs reasonable time (at least four weeks from receipt of the
budget circular) so that most of them are able to meaningfully
complete their detailed estimates on time,

Score = C: An annual budget calendar exists, but is rudimentary
and substantial delays may often be experienced in its
implementation, and allows MDAs so little time to complete

detailed estimates, that many fail to complete them timely.

Score = D: A budget calendar is not prepared OR it is generally
not adhered to ORhe time alowed for MDAS' budget preparation
is clearly insufficient to make meaningful submissions.

(i) Guidance on Score = A: A comprehensive and clear budget circular isissued to
the preparation of | MDAs, which reflects ceilings approved by Cabinet (or
budget equivalent) prior to the circular’ s distribution to MDAS.

submissions Score = B: A comprehensive and clear budget circular isissued to
MDAs, which reflects ceilings approved by Cabinet (or
equivalent). This approval takes place after the circular
disgtribution to MDAs, but before MDAs have completed their
submission.

Score = C: A budget circular is issued to MDAS, including
ceilings for individual administrative units or functional areas. The
budget estimates are reviewed and approved by Cabinet only after
they have been completed in al details by MDAS, thus seriously
constraining Cabinet’s ability to make adjustments.

Score = D: A budget circular is not issued to MDAs OR the
quality of the circular is very poor OR Cabinet is involved in
approving the allocations only immediately before submission of
detailed estimates to the legidature, thus having no opportunities
for adjustment.
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(iif) Timely budget | Score = A: The legislature has, during the last three ydars,
approval by the approved the budget before the start of the fiscal year.

legislature Score = B: The legislature approves the budget before the start of
the fiscal year, but a delay of up to two months has happened in
one of the last three years.

Score = C: The legislature has, in two of the last three yefrs,
approved the budget within two months of the start of the fiscal
year.

Score = D: The budget has been approved with more than|two
months delay into of the last three years.

3.56  The practice followed by the provincial government involves the issuance of a Budget Call
Circular to all departments and agencies, normally in October, for the preparation of next fiscal
year budget. This also includes the budget calendar. The practice entails formulation of
development and recurrent budgets by the line departments. These are then negotiated between the
Finance, P&D and line departments on the basis of the available resource envelope and competing
demands on the financial resources. The process, which continues for at least a couple of months
and involves several iterations, gives the heads (secretaries) of line departments to argue and
defend adequate provision of financial resources to their respective departments. The draft budget
formulated through this process is then presented to the provincial Cabinet for final and higher
level negotiations. The Cabinet finalizes the budget to be put before the Provincial Assembly for
approval. The budget is then presented to the Provincial Assembly normally durirfgathg™L

week of June and approved by June 30. On the basis of the above justifications, all three 3
dimensions are respectively rated A’and, accordingly, the overall rating of the ind&a&or

PI-12 Multi-year perspectivein fiscal planning, policy and budgeting
Overallrating ‘B’

3.57 The four related dimensions for this indicator and their respective sub-ratings as below:

i) Preparation of multi -year fiscal forecasts and functional allocatioAs.
ii) Scope and frequency of debt sustainability analysis—‘A’.

iii) Existence of sector strategies with multi-year costing of recurrent and investment
expenditure—‘C’.

iv) linkages between investment budgets and forward expenditure estimates—*C’.

3.58  Expenditure policy decisions have multi-year implications, and must be aligned with the
availability of resources in the medium-term perspective. Therefore, multi-year fiscal forecasts of
revenue, medium term expenditure aggregates for mandatory expenditure and potential deficit
financing (including reviews of debt sustainability involving both external and domestic debt)
supported by debt sustainability analyses and costed sector strategies must be the foundation for
policy changes. In summary, the PFM Framework looks for government’s ability to develop a
medium-term perspective in fiscal planning, expenditure policy and budgeting with at least three
years on arolling annual basis.
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Dimension

Minimum requirementsfor dimension score.

(i) Multi-year fiscal
forecasts and
functional allocations

Score = A: Forecasts of fiscal aggregates (on the basis of
categories of economic and functional/sector classifica
are prepared for at least three years on a rolling annual
Links between multi-year estimates and subsequent setti
annual budget ceilings are clear and differences explained

Score = B: Forecasts of fiscal aggregates (on the basis of
categories of economic and functional/sector classifica
are prepared for at least two years on a rolling annual £
Links between multi-year estimates and subsequent setti
annual budget ceilings are clear and differences are explal

Score = C: Forecasts of fiscal aggregates (on the basis 0
main categories of economic classification) are prepared {
least two years on a rolling annual basis.

Score = D: No forward estimates of fiscal aggregates
undertaken

main
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(i) Scope and
frequency of debt
sustainability analysi
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Score = A: DSA for external and domestic debt is undertaken

annually.

Score = B: DSA for external and domestic debt is underta
at least once during the last three years.

Score = C: A DSA for at least for external debt undertak
once during last three years.

Score = D: No DSA has been undertaken in the last th
years

ken

en

ree

(iiif) Existence of
costed sector
strategies

Score = A: Strategies for sectors representing at least 75

o of

primary expenditure exist with full costing of recurrent and

investment expenditure, broadly consistent with fig
forecasts.

Score = B: Statements of sector strategies exist and are
costed, broadly consistent with fiscal forecasts, for se
representing 25-75% of primary expenditure.

Score = C: Statements of sector strategies exist for sey
major sectors but are only substantially costed for se
representing up to 25% of primary expenditure OR co
strategies cover more sectors but are inconsistent
aggregate fiscal forecasts.

Score = D: Sector strategies may have been prepared for
sectors, but none of them have substantially complete cg

scal

fully
ctors

eral
ctors
sted
with

some
sting

of investments and recurrent expenditure.
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(iv) Linkages Score = A: Investments are consistently selected on the basis
between investment | of relevant sector strategies and recurrent cost implicatiops in
budgets and forward| accordance with sector allocations and included in forward
expenditure estimatesbudget estimates for the sector.

Score = B: The majority of important investments are selegted
on the basis of relevant sector strategies and recurrent cost
implications in accordance with sector allocations pgnd
included in forward budget estimates for the sector.

Score = C: Many investment decisions have weak linkg to

sector strategies and their recurrent cost implications| are
included in forward budget estimates only in a few (but major)
cases.

Score = D: Budgeting for investment and recurrent

expenditure are separate processes with no recurrent cost
estimates being shared.

3.59 The Budget White Paper of GONWFP does have a schedule that provides a Medium Term
Budgetary Framework (MTBF) covering four yedtBe budget year and three forward years
estimates) and showing revenues and grants estimates for development and current expenditure

items, as well as district government transfers. Therefore, dimension (i) israted as'A". The White

Paper also contains significant information on debt, further showing that debts with heavy debt
servicing reguirements have been prematurely retired and replaced by more sustainable debts
arrangements. Debt sustainability analysis is regularly carried out especialy as this sis a
requirement to be conducted before annual budget support operations (NWFP DPCs) are
undertaken. Thus, dimension (ii) is also scored ‘A’

3.60 The Economic Report of GONWFP dated December 8, 2005 stated that one of the main
reasons for inefficient public expenditures is that the public investment program is not aligned with
the goals and targets of growth, poverty reduction and human and social development set by the
province. It also recommends that the government should start implementing the rolling medium-
term budget framework (MTBF) more closely focused on the goals, and the effectiveness of thisas
a planning tool should be heightened. If regular consultations with major shareholders are made a
part of the process, the disconnect existing between the policy goas and the expenditure profile
would be more effectively addressed. There is no coherent integration of the development and the
recurrent budgets as these are al stand-alone documents. Since existence of linkages between
sector strategies and multi-year development and recurrent expenditure estimates remain absent for
at least 75% of the sectors, and the recurrent cost impact of most investment decisions are not
integrated and included in the forward estimates under the MTBF, dimensions (iii) and (iv) are
rated 'C'. Overall, therefore, and according to the scoring methodology for the indicator, a rating
of ‘B’ applies.

PI-13 Transparency of Taxpayer Obligationsand Liabilities
Overallrating ‘C+

3.61 Effective assessment of tax liability is subject to the overall control environment that
exists in the revenue administration system, but is also very dependent on the direct involvement
and co-operation of the taxpayers from the individual and the corporate private sector. Their
contribution to ensuring overall compliance with tax policy is encouraged and facilitated by a high
degree transparency of tax liabilities, including clarity of legislation and administrative procedures,
access to information in this regard, and the ability to contest administrative rulings on tax
liability. A good tax collection system encourages compliance and limits individual negotiation of
tax liability by ensuring that tax legislation is clear and comprehensive and that it limits
discretionary powers (especially in decisions on tax assessments and exemptions) of the collectors.
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3.62 The three dimensions assessed and their respective sub-ratings are as follows:

i) Clarity and comprehensiveness of tax liabilitie€<’ .

ii) Taxpayer access to information on tax liabilities and administrative procedures —
‘B.

iii) Existence and functioning of atax appeas mechanism—‘C’.

3.63 Theassessment criteriaare given in the following table:

Dimension Minimum requirementsfor dimension score.

(i) Clarity and Score=A: Legidation and procedures for all major taxes are
comprehensiveness | comprehensive and clear, with strictly limited discretionary
of tax liabilities powers of the government entities involved.

Score = B: Legidation and procedures for most, but not
necessarily all, major taxes are comprehensive and clear, with
fairly limited discretionary powers of the government entities
involved.

Score = C: Legidation and procedures for some magjor taxes are
comprehensive and clear, but the fairness of the system is
questioned due to substantial discretionary powers of the
government entities involved.

Score = D: Legidlation and procedures are not comprehensive and
clear for large areas of taxation and/or involve important elements
of administrative discretion in assessing tax liabilities.

(i) Taxpayers Score A: Taxpayers have easy access to comprehensive, user
accessto friendly and up-to-date information tax liabilities and
information on tax | administrative procedures for all major taxes, and the RA
liabilitiesand supplements this with active taxpayer education campaigns.
administrative Score = B: Taxpayers have easy access to comprehensive, user
procedures friendly and up-to-date information tax liabilities and

administrative procedures for some of the major taxes, while for
other taxes the information is limited.

Score = C: Taxpayers have access to some information on tax
liabilities and administrative procedures, but the usefulness of the
information is limited due coverage of selected taxes only, lack of
comprehensiveness and/or not being up-to-date.

Score = D: Taxpayer access to up-to-date legislation and
procedural guidelinesis seriously deficient.

(iii) Existenceand | Score A: A tax appeals system of transparent administrative
functioning of a procedures with appropriate checks and balances, and

tax appeals implemented through independent institutional structures, is
mechanism. completely set up and effectively operating with satisfactory
access and fairness, and its decisions are promptly acted upon.
Score = B: A tax appeals system of transparent administrative
procedures is completely set up and functional, but it is either too
early to assess its effectiveness or some issues relating to access,
efficiency, fairness or effective follow up on its decisions need to
be addressed.

Score = C: A tax appeals system of administrative procedures has
been established, but needs substantial redesign to befair,
transparent and effective.

Score = D: No functioning tax appeals system has been
established
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3.64 The Board of Revenue and Excise & Taxation are the two major revenue administration
departments for GONWFP. All receipts are deposited with the State Bank of Pakistan (SBP) or the
National Bank of Pakistan, acting as an agent of SBP. The Board of Revenue is the controlling
authority in all matters connected with administration of the land, collection of land revenue,
preparation of land records, and other relevant matters. Excise and Taxation perform the functions
of a collecting agency for the Government of NWFP in respect of a humber of taxes including
Urban Immovable Property Tax, Motor Vehicle Tax, Motor Vehicle Registration Fee,
Entertainment Duty, Tax On Trade, Provincial Excise Duty, Registration of Motor Vehicles,
Dealers and Real Estate Agents, etc.

3.65 The prevailing tax culture, the overall control environment, and the relevant tax systems of
GOoNWFP need substantial improvements. The legislation and procedures for most of the taxes are
reasonably comprehensive and clear, but the fairness of the system is debatable due to the
prevalent practice of exercising discretionary powers in exempting penalties, and in making fair
and objective tax liabilities assessment. Ensuring that taxpayers comply with their procedural
obligations for taxpayer registration and tax declaration is usually encouraged by penalties that
may vary with the seriousness of the fault. The effectiveness of such penalties is determined by the
extent to which penalties are sufficiently high to have the desired impact, and are consistently and
fairly administered. However, in the current GoONWFP tax administration culture, the penalties for
non-compliance are relatively ineffective. The tax collectors generally have powers to waive or
decrease penalties or there are other ways to avoid these after being applicable. While, the clarity
and understandability in the procedures and the rules can be significantly improved, so far the
system is quite dependent on personal human contact. Based on the above facts, a rating of C'is
assessed for the dimension (i).

3.66 Taxpayer education is an important part of facilitating taxpayer compliance with
registration, declaration and payment procedure. Actual and potential taxpayers need easy access
to user-friendly, comprehensive and up-to-date information on the laws, regulations and
procedures (e.g. posted on government websites, made available through taxpayer seminars,
widely distributed guidelines/pamphlets and other taxpayer education measures). Potential
taxpayers also need to be made aware of their liabilities thorough taxpayer education campaigns.
However, the taxpayer education is very limited in the prevalent GONWFP tax system.

3.67 In order to increase compliance and therefore the revenues, the taxpayers should be
educated on the benefits of paying taxes, their rights and obligation as citizens, and how the
collected revenues will be spent by the government for the taxpayers benefits. Efforts have been

made to reduce the weaknesses existing in the system but with limited success. Strong
commitment from various levels is needed to remove this deficiency. The information needs to be
organized in an objective and an easy-to-comprehend manner, supported by easy and cheaply
accessible means to access the required data. In the present system, the taxpayers access the

relevant tax information through booklets available in ordinary bookstores which often contain
incomplete or outdated information; however, there are limited means of accessing the information
electronically. The GONWFP website also contains some general information about the revenue
administration functions and the relevant levied taxes at all levels of the government. Considering

these factors, dimension (ii) israted 'B".

3.68 The Excise & Taxation department is in the process of launching a web-based solution
particularly for the property taxes. This will be a mgjor forward looking step towards giving easy
access to relevant information to the citizens and is bound to receive positive response and
appreciation from the citizens and the other stakeholders. The NWFP Excise & Taxation
Department has also implemented a Motor Vehicle Registration System. The Board of Revenue is
planning to develop customized software for maintaining its processes. It would require a
substantial effort and support from stakeholders at various levels to realize the gains from business
process reengineering that can be supported by information technology.
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3.69 Taxpayers ability to contest decisions and assessment made by the revenue administration
requires the existence of an effective complaints/appeals mechanism that guarantees the taxpayer a
fair treatment. Although the tax appeals system of administrative procedures is operating in Excise
& Taxation and Board of Revenue departments, it needs some redesign to be fair, transparent and
effective. Therefore, dimension (iii) israted 'C'.

3.70 Based on the above analysis of strengths and weaknesses of the prevalent revenue
administration system, this PFM indicator is assigned an overal rating of “ C+".

P1-14 Effectiveness of measuresfor tax registration and assessment
Overallrating ‘'C’

3.71 Effectiveness in tax assessment requires registration of liable taxpayers and correct
assessment of tax liability for those taxpayers. Taxpayer registration in facilitated by control
mechanisms introduced by the revenue administration. Maintenance of taxpayer databases based
on a unique taxpayer identification number is an important element of such a control system, and
is most effective if linked with other government registration systems that involve elements of
taxable turnover and assets (such as e.g. issue of business licenses).

3.72  The three dimensions assessed and their respective sub-rating are as follows:

i) Controls in the taxpayer registration systeht’.

ii) Effectiveness of penalties for non-compliance with registration and declaration
obligations—‘C’.

iii) Planning and monitoring of tax audit and fraud investigation programs—‘C’.

Dimension Minimum requirementsfor dimension score.

(i) Controlsin the Score = A: Taxpayers are registered in acomplete database
taxpayer registration | system with comprehensive direct linkages to other relevant
system. government registration systems and financial sector
regulations.

Score = B: Taxpayers are registered in a complete database
system with some linkages to other relevant government
registration systems and financial sector regulations.

Score = C: Taxpayers are registered in database systems for
individual taxes, which may not be fully and consistently
linked. Linkages to other registration/licensing functions may
be weak but are then supplemented by occasiona surveys of
potential taxpayers.

Score = D: Taxpayer registration isnot subject to any effective
controls or enforcement systems

(ii) Effectiveness of Score = A: Penalties for all areas of non-compliance are set

penalties for non- sufficiently high to act as deterrence and are consistently
compliance with administered.

registration and tax Score = B: Penalties for non-compliance exist for most
declaration relevant areas, but are not always effective due to sufficiently

scale and/or inconsistent administration.

Score = C: Penalties for non-compliance generally exist, but
substantial changesto their structure, levels or administration
are needed to give them areal impact on compliance.

Score = D: Penalties for non-compliance are generally non-
existent or ineffective (i.e. set far too low to have an impact or
rarely imposed).
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(i) Planning and Score A: Tax audits and fraud investigations are managed and
monitoring of tax reported on according to a comprehensive and documented
audit programs. audit plan, with clear risk assessment criteria for all major
taxes that apply self-assessment.

Score = B: Tax audits and fraud investigations are managed
and reported on according to a documented audit plan, with
clear risk assessment criteria for audits in at least one major
tax area that applies self-assessment.
Score = C: There is a continuous program of tax audits and
fraud investigations, but audit programs are not based on tlear
risk assessment criteria.
Score = D: Tax audits and fraud investigations are undertaken
on an ad hoc basis if at all.

3.73 In the current Board of Revenue (BoR) system, all the records are maintained on a manual
basis with some reporting generated from excel files. No database system is in operation. In the
case of the Excise and Taxation Department (E&T), a motor vehicle registration system is in place
for the districts of Peshawar, Nowshera and Abbottabad. E&T is also in the process of launching a
web based system for property taxes. However, for the most part, the present system is manual and
is supported by excel-based reporting. The relatively less strong control environment in the current
taxpayer registration system results in ineffective controls and enforcement; therefore, a rating of
C’is appropriate for dimension (i).

3.74  Tax targets assessment process also needs to be streamlined. It has to be based on realistic
assumptions and figures. All the relevant stakeholders should be involved in coming up with
realistic targets based on the relevant ground realities. The entire process of assessment, collection
and deposits to the treasury needs improvement. Lack of capacity is seen as one of the major
factors for the weaknesses in the GONWFP revenue system.

3.75 In the absence of a robust database management system, the present system is unable to
effectively and efficiently maintain the taxpalgerecords and assist the concerned officials in

making informed and timely analysis regarding the taxpayers profiles and payment histories.

Dimension (ii) is therefore rated 'C'.

3.76  The ability to identify, investigate and successfully prosecute major evasion and fraud
cases on a regular basis is essentia for ensuring that taxpayers comply with their obligations. At
present, the planning and monitoring of tax audit programs are non-existent, except for the basic
process adopted by the externa auditors (AGP), and the tax audits and fraud investigations are
undertaken on an ad hoc basis, if at al. Both E& T and BoR lack capacity to plan and monitor tax
audit programs. Although there are scope limitations on the work carried out by the Deputy
Director (Revenue Audit Field) under the Director Genera Provincial Audit, the deficiency gap is
somewhat narrowed However, substantial improvement in the audit area is still required with
heavy emphasis on automation and capacity building to more effectively and efficiently execute
risk-based audit and fraud investigation programs. Therefore, the dimension (iii) israted a'C".

3.77  Based on the above analysis, this indicator is assigned an overall “C” rating.

PI-15 Effectivenessin collection of tax payments
Overallrating ‘D+’

3.78  Accumulation of tax arrears can be a critical factor undermining high budgetary outturns,

while the ability to collect tax debt lends credibility to the tax assessment process and reflects
equal treatment of all taxpayers, whether they pay voluntarily or need close follow up.
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3.79

3.80

381

The three assessed dimensions and their respective sub-ratings are as follows:

i) The collection ratio for gross tax arrears, being the percentage of tax arrears at the
beginning of a fiscal year, which was collected during that fiscal year (average of the
last two fiscal years} ‘D’.

ii) Effectiveness of transfer of tax collections to the Treasury by the revenue
administration—‘A’.

iii) Freguency of complete accounts reconciliation between tax assessments, collections,
arrears records and receipts by the Treasury —‘C'.

Thefollowing criteria are applied to determine the rating for each dimension:

Score Minimum requirements

A (i) The average debt collection ratio in the two most recent fiscal years was
90% or above OR the total amount of tax arrearsisinsignificant (i.e. less than
2% of total annual collections).

(i) All tax revenueis paid directly into accounts controlled by the Treasury or
transfers to the Treasury are made daily.

(iii) Complete reconciliation of tax assessments, collections, arrears and
transfers to Treasury takes place at least monthly within one month of end of
month.

B (i) The average debt collection ratio in the two most recent fiscal years was
75-90% and the total amount of tax arrearsis significant.

(il) Revenue collections are transferred to the Treasury at least weekly.

(iii) Complete reconciliation of tax assessments, collections, arrears and
transfers to Treasury takes place at least quarterly within six weeks of end of
quarter.

C (i) The average debt collection ratio in the two most recent fiscal years was
60-75% and the total amount of tax arrearsis significant

(if) Revenue collections are transferred to the Treasury at least monthly.

(iii) Complete reconciliation of tax assessments, collections, arrears and
transfers to Treasury takes place at least annually within 3 months of end of

the year.

D (i) The debt collection ratio in the most recent year was below 60% and the
total amount of tax arrears is significant (i.e. more than 2% of total annual
collections).

(ii) Revenue collections are transferred to the Treasury less regularly than
monthly

(iii) Complete reconciliation of tax assessments, collections, arrears and
transfers to Treasury does not take place annualy or is done with more than 3

months delay.

The White Paper for the FY2006-07-Budget of NWFP noted that provincia revenue

receipts were badly affected due to low recoveries. The recovery of government dues by the BoR
needs considerable improvement as evidenced through various audit reports. The cash based
accounting system does not help as it does not focus on taxes that are collectable or payable.
Above al, the arrears figures are not well-maintained, or at least management information with
respect to arrears is not available. The factors mentioned have lead to arating of ‘D’ assigned to
dimension (i).

3.82

Prompt transfer of the collections to the Treasury is essential to avoid revenue suppression

and for ensuring that the collected revenue is available to the Treasury for spending. This may take
place either by having a system that obliges taxpayers to pay directly into accounts controlled by
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the Treasury or, where the authority maintains it own collection accounts, by frequent and full
transfers from those accounts to Treasury controlled accounts. In the case of GONWFP, all receipts
are deposited with the State Bank of Pakistan or the National Bank of Pakistan acting as its fiscal
agent. However, in the cases where departments collect revenues, the timing of depositing the
receipts to treasury needs considerable improvement; as evidenced from the audit reports of the
AGP. There had been rare cases where the government revenues were unlawfully retained and not
credited to the treasury. The same practices are also found in public hospitals that generate some
revenues. Nonetheless, the overall impact of these delays in receipts from service delivery
institutions on the collection of total revenues is negligible. Therefore, dimension (ii) is rated A

3.83 In a properly functioning tax collection system with effective and efficient controls in
place, aggregate reporting on tax assessments, collections of arrears and transfers to (and receipts
by) the Treasury must take place regularly and be reconciled, where appropriate. This ensures that
the collection system functions as intended, tax arrears are monitored and the revenue float is
minimized. GONWFP tax assessment and collection systems are weak in this area. In order to
reconcile the figures, the amounts must be deposited must be done on time. Although efforts to
reconcile the figures are made periodically, it is difficult to perform complete reconciliations of tax
assessments, collections and transfers to Treasury as there are no integrated IT interfaces between
assessments, payments and accounting, and the banking system. On the basis of the above
evidence, therefore, dimension (iii) is rated C.

3.84  Following the application of the weakest link - M1 scoring methodology - the indicator is
assessed 4H+".

P1-16 Predictability of available fundsfor expenditure commitments
Overallrating ‘C+’

3.85 Effective execution of the budget, in accordance with the work plans, requires that the
spending departments and agencies receive reliable information on availability of funds within
which they can commit expenditure for recurrent and capital inputs. This indicator assesses the
extent to which the department of finance provides reliable information on the availability of funds
to spending departments. To be reliable, the amount of funds made available to an entity for a
specific period should not be reduced during that period.

3.86  Predictability for departments in the availability of funds is facilitated by effective cash
flow planning, monitoring and management by the Treasury, based on regular and reliable
forecasts of cash inflows and of major outflows which are linked to the budget implementation and
commitment plans for individual department.

3.87  This indicator of the PFM Framework looks for a cash flow forecast mechanism to be in
place, reliable information regarding ceilings for expenditure commitment to be provided to
departments and adjustment to the allocations to be done in a predictable and transparent way.

3.88 The three dimensions assessed and their respective sub-ratings are given below:

i) Extent to which cash flows are forecasted and monitef€x.

ii) Reliability and horizon of periodic in-year information to MDAsS on ceilings for
expenditure commitment —A’.

iii) Freguency and transparency of adjustments to budget allocations, which are decided
above the level of management of MDAs—-‘B’.

3.89 Thefollowing table describes the rating criteria:
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Score Minimum requirements

(i) A cash flow forecast is prepared for the fiscal year, and are upgdated
A monthly on the basis of actual cash inflows and outflows.

(i) MDA S are able to plan and commit expenditure for at least six month in
advance in accordance with the budgeted appropriations.

(iii) Significant in-year adjustments to budget allocations take place only once
or twice in ayear and are done in atransparent and predictable way.

(i) A cash flow forecast is prepared for the fiscal year and updated at least
B quarterly, on the basis of actual cash inflows and outflows.

(i) MDAs are provided reliable information on commitment ceilings at least
quarterly in advance.

(iii) Significant in-year adjustments to budget allocations take place only once
or twice in ayear and are donein afairly transparent way.

(i) A cash flow forecast is prepared for the fiscal year, but is not (or only

C partially and infrequently) updated.

(i) MDAs are provided reliable information for one or two months in
advance.

(iii) Significant in-year budget adjustments are frequent, but undertaken with
some transparency.

(i) Cash flow planning and monitoring are not undertaken or of very poor
D quality.

(i) MDAs are provided commitment ceilings for less than a month OR no
reliable indication at all of actua resource availability for commitment.

(iif) Significant in-year budget adjustments are frequent and not done in a
transparent manner.

3.90 In the case of NWFP, the spending departments have considerable autonomy in planning
and committing expenditures in accordance with the original budget when viewed at the level of
the Principal Accounting Officer/Administrative Secretary. The practice at NWFP is that the
whole year’s budget in case of recurrent expenditures (i.e. salary, utilities etc.) is released by the
FD at the start of the fiscal year. Similarly most of the annual development program for approved
schemes is released at the start of the fiscal year. The lump sum provision and fixed assets
expenditure / durable goods are released on a case-by-case basis with the agpproval of the Finance
Secretary. These release policies for the year are intimated, in writing, to al spending departments.
It is then at the discretion of the PAOs or the Budget Drawing and Disbursement Officers to
release their respective budgets to their sub-ordinate formations/spending units (Spending Drawing
and Disbursement Officers). Considering the budget as annual forecast of cash inflows and
outflows, cash availability information is fully known at the beginning of the year; however, it is
not updated during the year. Thus, dimension (i) israted 'C'. Since funds releases are timely and
front-loaded, timing of entering into commitments rests with the spending departments. As a
result, dimension (ii) israted 'A". The departments have sufficient powers of re-appropriation, thus
providing the management flexibility. During the year, adjustments to alocations in the light of
unanticipated events affecting the revenues or expenditure are informed to the spending
departments; hence dimension (iii) israted 'B'.

391 Applying M1 methodology for arriving at overal rating for the indicator, PI-16 is assessed
as“C+".

PI-17 Recording and management of cash balances, debt and guar antees
Overallrating ‘B+’

3.92 Debt management, in terms of contracting, servicing and repayment, and the provision of

government guarantees are often major elements of overall fiscal management. Poor management
of debt and guarantees can create unnecessarily high debt service costs and can create significant
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fiscal risk. The maintenance of a debt data system and regular reporting on main features of the
debt portfolio and its development are critical for ensuring data integrity and related benefits such
as accurate debt service budgeting, timely service payments, and well planned debt roll-over. An
important requirement for avoiding unnecessary borrowing and interest costs is that cash balances
in all government bank accounts are identified and consolidated. Critical to debt management
performance are also the proper recording and reporting of government issued guarantees and the
approval of all guarantees by a single government entity (e.g. the department of finance or a debt
management commission) against adequate and transparent criteria.

3.93 The three dimensions assessed and their respective sub-ratings are as follows:
i) Quality of debt data recording and reportind’.
ii) Extent of consolidation of the government’s cash balances—‘B’.
iii) Systemsfor contracting loans and issuance of guarantees—‘A’.

394 Theexact criteriafor assessing each dimension within the indicator are given below:

Dimension Minimum requirementsfor dimension score.

(i) Quality of debt
datarecording and
reporting

Score = A: Domestic and foreign debt records are complete,
updated and reconciled on a monthly basis with data considered
of high integrity. Comprehensive management and statistical
reports (cover debt service, stock and operations) are produced at
least quarterly

Score = B: Domestic and foreign debt records are complete,
updated and reconciled quarterly. Data considered of fairly high
standard, but minor reconciliation problems  occur.
Comprehensive management and statistical reports (cover debt
service, stock and operations) are produced at least annually.
Score = C: Domestic and foreign debt records are complete,
updated and reconciled at least annually. Data quality is
considered fair, but some gaps and reconciliation problems are
recognized. Reports on debt stocks and service are produced
only occasionally or with limited content.

Scor e = D: Debt data records are incomplete and inaccurate to a
significant degree.

(ii) Extent of
consolidation of the
government’s cash
balances

Score = A: All cash balances are caculated daily and
consolidated.

Score = B: Most cash balances calculated and consolidated at
least weekly, but some extra-budgetary funds remain outside the
arrangement.

Score = C: Calculation and consolidation of most government
cash balances take place at least monthly, but the system used
does not allow consolidation of bank balances

Score = D: Calculation of balances takes place irregularly, if at
al, and the system used does not allow consolidation of bank
balances.

(iii) Systems for
contracting loans and
issuance of

guarantees.

Score = A: Centra government’s contracting of loans and
issuance of guarantees are made against transparent criteria and
fiscal targets, and always approved by a single responsible
government entity.
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Score = B: Central government’s contracting of loans and
issuance of guarantees are made within limits for total debt and
total guarantees, and always approved by a single responsible
government entity.

Score = C: Central government’'s contracting of loans and
issuance of guarantees are always approved by a single
responsible government entity, but are not decided on the basis
of clear guidelines, criteriaor overal ceilings.

Score = D: Central government’s contracting of loans and
issuance of guarantees are approved by different government
entities, without a unified overview mechanism.

3.95 NWFP maintains a manual recording system of debts (both domestic and foreign) which is
gathered from various sources and maintained in a spreadsheet form. The Budget White paper
containsalist of all loans.

3.96 The Finance Department reconciles the domestic (federal) loans with the Federal Finance
Division, Islamabad, on a yearly basis, while the foreign loans, once confirmed from the Project
Executing Agencies, are reconciled with the Economic Affairs Division, Islamabad. Similarly,
records for the deferred liabilities like pensions and GP Fund are maintained on manual basis and
are not subject to actuarial valuation. There are no other market loans or government guarantees
outstanding, and by FY2000 all such guarantees were either paid off or retired. Therefore,
dimension (i) israted 'B'.

3.97 As mentioned above, GONWFP maintains its bank accounts i.e. both Consolidated Fund
and Public Account through government account # 1. In addition, separate bank accounts for
District Government Funds (# 4) and Zakat Funds (# 3) are dso maintained. A daily fax is
received by the Finance Department from the SBP head office, Karachi, which reports account
balances for each of these government bank accounts. FD prepares a daily comparison of balances
and identifies any large and unusual items. Copies of daily Bank balances are sent to concerned
higher officials for cash management and decision making purposes, athough there aways exists
material differences between the fiscal balances as per the books of the Accountant General and
the monetary balances as per the bank statements from the SBP. NWFP is not alone in this as this
affects all provincesin Pakistan. Thus, dimension (ii) israted 'B'.

3.98 The government has also formulated a provincial “Debt Management Strategy” with the
objective of creating more fiscal space through premature retirement of remaining Cash
Development Loans (CDLs) (worth Rs. 23.6 hillion by end FY05-06) and/or renegotiating the
terms of the existing loans with the federal government. As a measure of fiscal discipline, all debts
are approved by the Planning and Development Department. The government has already retired
Rs. 10.1 hillion worth of expensive loans during FY03-05, thereby creating a cumulative fiscal
space of Rs. 1.9 billion. Due to the foregoing, dimension (iii) is rated 'A’".

3.99 Insummary, arating of “B+” is assessed for the indicator consistent with the PFM scoring
methodology (M2).

PI-18 Effectiveness of payroll controls
Overallrating ‘ B+’

3.100 The wage bill is usually one of the biggest items of government expenditure and
susceptible to weak control and corruption. The link between the personnel database and the
payroll is a key control. Any amendments required to the personnel database should be processed
in a timely manner through a change report, and should result in an audit trail, payroll audits
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should be undertaken regularly to identify any ghost workers, fill data gaps and identify control
weaknesses.

3.101 The four dimensions assessed and their respective sub-ratings as below:

i) Degree of integration and reconciliation between personnel records and payrell data
‘B’.

ii) Timeliness of changes to personnel records and the payroll —*A’.

iii) Internal controls over changes to personnel records and the payroll —‘B’.

iv) Existence of payroll auditsto identify control weaknesses and/or ghost workers—A".

Score Minimum requirements
(i) Personnel database and payroll are directly linked to ensure data
A consistency and monthly reconciliation.

(il) Required changes to the personnel records and payroll are updated
monthly, generaly in time for the following month’s payments.
Retroactive adjustments are rare (if reliable data exists, it shows
corrections in max. 3% of salary payments).

(iii) Authority to change records and payroll is restricted and results in an
audit trail.

(iv) A strong system of annual payroll audits exists to identify control
weaknesses and/or ghost workers.

(i) Personnel data and payroll data are not directly linked but the payroll

B is supported by full documentation for all changes made to personnel
records each month and checked against the previous month’'s payroll
data.

(if) Up to three months delay occurs in updating of changes to the
personnel records and payroll, but affects only a minority of changes.
Retroactive adjustments are made occasionally.

(iii) Authority and basis for changes to personnel records and the payroll
areclear.

(iv) A payroll audit covering all central government entities has been
conducted at least once in the last three years (whether in stages or as one
single exercise).

(i) A personnel database may not be fully maintained but reconciliation of
C the payroll with personnel records takes place at least every six months.
(il) Up to three months delay occurs in processing changes to personnel
records and payroll for a large part of changes, which leads to frequent
retroactive adjustments.

(iii) Controls exist, but are not adequate to ensure full integrity of data.
(iv) Partial payroll audits or staff surveys have been undertaken within
the last 3 years.

(i) Integrity of the payroll is significantly undermined by lack of complete
D personnel records and personnel database, or by lacking reconciliation
between the three lists.

(if) Delays in processing changes to payroll and nominal roll are often
significantly longer than three months and require widespread retroactive
adjustments.

(iii) Controls of changes to records are deficient and facilitate payment
errors.

(iv) No payroll audits have been undertaken within the last three years.

3.102 In GoNWFP, the change control mechanism in the payroll system is very strong. Any
change must go through checks at different levels, ensuring high integrity of the data and the
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system. All changes are reconciled promptly, generally in time for the following month’s payroll
data. A strong system of internal controls also exists along with a timely internal audit review
which further strengthens the payroll system. Payroll is based on personnel records using a
computer system although the personnel records (HRMIS) are not directly linked to payroll
processing. The FD maintains a HRMIS but this is not integrated with the payroll processing
module in SAP/R3 that is managed and controlled by the Accountant General. Therefore, keeping
in view such robust system of timely change controls on payroll data, and the fact that personnel
records, though maintained, are not electronically linked to the payrolls themselves, dimensions (i)
and (i) arerated 'B' and ‘A’ respectively.

3.103 Incomplete changes request forms (source forms) in any material aspect are not accepted.
Transfer cases from the computerized districts must be supported by a computer-issued pay slip for
last month duly signed by the DDO and counter-signed by the concerned DAO. Bank-related
changes must bear the DDO’s signatures and office stamp of concerned department. The TR
number aso needs to be duly verified by the Assistant Audit Officer (AAO) of that payroll section.
The final processing of the monthly payroll is done around 21* of each month. No changes are
accepted after that day and are carried forward to be implemented the next period. A strong audit
trail mechanism exists to capture the changes in the manual as well as in the computerized
processes but in the absence of an integrated HRMIS module and payroll processing module, and
the fact that the amendment of the personnel data that feed into the payroll is controlled by the
same entity (office of the Accountant General), internal control weakness emerge. Thus,
dimension (iii) is rated 'B'.

3.104 Since payroll expenditure is the magor portion of the recurrent budget (about 75%),
another level of check is imposed on the system through the budgeting process. Every
department/office is required to submit a statement providing its estimated payroll cost for the
coming year using FORM BM-6. This process also becomes part of the monitoring mechanism to
eliminate any weaknesses.

3.105 In addition, a specialized team of four auditors, working under the supervision of
Additional Auditor General, performs monthly audits of the payroll system. Also, a Cdl is
established in the office of the Accountant general to pre- and post-audit payroll transactionsin the
province. Hence, based on the existence and effective operation of above-mentioned controls,
dimension (iv) israted ‘A"

3.106 Therefore, the overal rating for the indicator is assessed “A”.

PI-19 Competition, value for money and controlsin procurement
Overallrating ‘'C’

3.107 Significant public spending takes place through the public procurement system. A well-
functioning procurement system ensures that money is used effectively and efficiently. Open
competition in the award of contracts has been shown to provide the best basis for achieving
efficiency in acquiring inputs for and value for money in delivery of programs and services by the
government. This PFM framework element focuses on the quality and transparency of the
procurement regulatory framework in terms of establishing the use of open and fair competition as
the preferred procurement method and defines the alternatives to open competition that may be
appropriate when justified in specific, defined situations. An overall strong control environment of
the PFM systems benefits the procurement system to a large extent. Effective and efficient internal
controls in the implementing agencies, complemented by the checks through external audits, could
greatly enhancesgencies transparency and accountability in the procurement process. A good
procurement system actively involves al the relevant stakeholders in the process. As part of the

control system, it involves the stakeholders by establishing a clear regulated process that enables

the submission and timely resolution of complaints submitted by private sector participants. The

rules are overridden only when justified. There is regular advertisement of opportunities and
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publication of data on public contracts. There are few unexplained delays in awarding contracts
and in making payment. The system provides for timely feedback of cost data and execution
against plans to support the PFM process.

3.108 Three dimensions have been assessed, and their respective sub-ratings are provided below:

i) Evidence on the use of open competition for award of contracts that exceed the
nationally established monetary threshold for small purchases (percentage of the

number of contract awards that are above the threshot)

ii) Extent of justification for use of less competitive procurement methods—‘C’.

iii) Existence and operation of a procurement complaints mechanism—‘C’.

3.109 Thecriteriafor assessment of each dimension are given below:

Dimension Minimum requirementsfor dimension score.
(i) Score = A: Accurate data on the method used to award public
Use of open contracts exists and shows that more than 75% of contracts above

competition for
award of contracts
that exceed the
nationally established
monetary threshold
for small purchases

the threshold are awarded on the basis of open competition.
Score = B: Available data on public contract awards shows that
more than 50% but less than 75% of contracts above the
threshold are awarded on basis of open competition, but the data
may not be accurate.

Score = C: Available data shows that less than 50% of contracts
above the threshold are awarded on an open competitive basis,
but the data may not be accurate.

Score = D: Insufficient data exists to assess the method used to
award public contracts OR the available data indicates that use of
open competition is limited.

(i) Justification for
use of less
competitive
procurement methods

Score = A: Other less competitive methods when used are
justified in accordance with clear regulatory reguirements.

Score = B: Other less competitive methods when used are
justified in accordance with regulatory requirements.

Score = C: Justification for use of less competitive methodsis
weak or missing.

Score = D: Regulatory requirements do not clearly establish open
competition as the preferred method of procurement.

(iii) Existence and
operation of a
procurement
complaints
mechanism

Score= A: A process (defined by legislation) for submission and
timely resolution of procurement process complaints is operative
and subject to oversight of an external body with data on
resolution of complaints accessible to public scrutiny.

Score = B: A process (defined by legislation) for submitting and
addressing procurement process complaints is operative, but
lacks ability to refer resolution of the complaint to an external
higher authority.

Score = C: A process exists for submitting and addressing
procurement complaints, but it is designed poorly and does not
operate in amanner that provides for timely resolution of
complaints.

Score = D: No process is defined to enable submitting and
addressing complaints regarding the implementation of the
procurement process.
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3.110 In NWFP, procurement procedures and their implementation need review in order to be
made more transparent and less bureaucrdtie ATditor General’s (AGP) district audits reports
for FY 2002-03, in particular, pointed out that for the tendering process, proper contract execution
and contract management were found lacking, resulting in loss to the exchequer. This was
specialy the case in respect of the Works & Services Department. Similarly, the GONWFP's
FY 2003-04 audit report contains observations relating to mismanaged procurements of goods and
services. Therefore, the evidence suggests that there are issues existing in the complete compliance
with the procurement rules and regulations. Nonetheless, the executives are by and large
cognizant of the defects in the rules and regulations and do advertise for competitive bidding. For
dimension (i), a score of ‘C’ is applied because current indications are that although insufficient
data exist to assess the exact compliance with procurement rules and regulations relating to award
of public contracts, there is anecdotal evidence to support the fact that competitive bidding is
pursued in most cases.

3.111 GoNWFP pioneered the introduction of the Procurement Ordinance in 2002. Continuing
with its leadership in procurement reforms, it passed a new Procurement Law for goods, works and
services in 2003. Despite this law, procedures and practices continue to obstruct best practice in
the selection of contractors and the procurement of goods and services. Most implementing
agencies have not fully adopted the new procedures in their operations with the result that most
procurements are still being done using the old set of directives, notifications and manuals. The
reason for inaction in implementation seems to be lack of awareness and ownership of the law,
slack enforcement, and limited capacity to implement the law. Hence, in spite of the progress
made, further work is needed to make it effective and ensure its implementation.

3.112 To ensure transparency and competitiveness, the government needs to align this law with
international best practice and ensure the enforcement of the law and apply Standard Bidding
Documents in all public procurement. Rules for procuring services and recruitment of consultants
also need to be made more specific and in line with international best practice. It is noted that the
GoNWEFP has initiated a procurement reform process with the support of the World Bank through
an IDF Grant approved for this purpose. For dimension (ii), a score of ‘C’ is applied because the
justification for use of less competitive methodsis weak or missing.

3.113 For dimension (iii), a score of ‘C’ is assigned because, while a process exists for
submitting and addressing procurement complaints, it is designed poorly and does not operate in a
manner that provides for timely resolution of complaints; invariably, aggrieved bidders do resort,
in some cases, to legal recourse.

3.114 Based on the current procurement system conditions, this PFM indicator is assigned an
overall “C” rating. A separate exercise based on the OECD/DAC assessment framework has been
carried out to assess, in considerable detail, the performance of procurement systems against a set
of 12 indicators.

PI-20 Effectiveness of internal controlsfor non-salary expenditure
Overallrating ‘C+

3.115 The PFM Framework looks for an internal control system that is relevant, and

incorporates a comprehensive and generally cost effective set of controls, which are widely
understood. It looks for a high compliance rate with rules, rarely bypassed controls, and a top
management that takes clear and full responsibility for the effective operation of the system.

3.116 The three assessed dimensions and their respective sub-ratings are as below:

i) Effectiveness of expenditure commitment controiB’.
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i) Comprehensiveness, relevance and understanding of other internal control rules/
procedures-‘B’.

iii) Degree of compliance with rules for processing and recording transactions—‘C’.

3.117 Thedetailed criteria for the assessment of individual dimensions involved of the indicator
are given in the following table:

Score Minimum requirements

A (i) Comprehensive expenditure commitment controls are in place and
effectively limit commitments to actual cash availability and approved budget
alocations (as revised).

(ii) Other internal control rules and procedures are relevant, incorporates a
comprehensive and generally cost effective set of controls, which are widely
understood.

(if) Compliance with rules is very high and any misuse of simplified and
emergency procedures isinsignificant.

B (i) Expenditure commitment controls are in place and effectively limit
commitments to actual cash availability and approved budget allocations for
most types of expenditure, with minor areas of exception.

(ii) Other interna control rules and procedures incorporate a comprehensive
set of controls, which are widely understood, but may in some areas be
excessive (e.g. through duplication in approvals) and lead to inefficiency in
staff use and unnecessary delays.

(iii) Compliance with rules is fairly high, but simplified/emergency
procedures are used occasionally without adequate justification.

C (i) Expenditure commitment control procedures exist and are partialy
effective, but they may not comprehensively cover all expenditures or they
may occasionally be violated.

(i) Other internal control rules and procedures consist of a basic set of rules
for processing and recording transactions, which are understood by those
directly involved in their application. Some rules and procedures may be
excessive, while controls may be deficient in areas of minor importance.

(iii) Rules are complied with in a significant majority of transactions, but use
of simplified/emergency procedures in unjustified situations is an important
concern.

D (i) Commitment control systems are generally lacking OR they are routinely
violated.

(ii) Clear, comprehensive control rules/procedures are lacking in other
important areas.

(iii) The core set of rules are not complied with on a routine and widespread
bass due to direct breach of rules or unjustified routine use of
simplified/emergency procedures.

3.118 A strong system of budgetary control is exercised through maintenance of budget
appropriation registers by the Accountant General and District Accounts Officers. Exceptions
rarely happen and reported by the audit offices. However, since registers are manual and do not
exclude over-riding the appropriation limits in terms of payments against individual heads, the
dimension (i) israted 'B'.

3.119 Other internal control rules and procedures consist of a basic set of rules for processing
and recording transactions, which are understood by those directly involved in their application. A
pre-audit function is in place but the function, sometimes, apply very rigorous rules which are
excessive and not supportive of timely service delivery. Therefore, dimension (ii) isaso rated 'B'.
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3.120 Rules are complied in a significant majority of transactions, but use of
simplified/emergency procedures in unjustified situations is an important concern. Analysis of
recent audit reports at both district and provincial level reveals that control has been missing, at
times, thus leading to financial and operational irregularities. However, the external audit was able
to detect these irregularities and corrective actions are generally pursued in due course.

3.121 The internal control procedures contained in such rules and regulations are not generally
understood and, sometimes, have multiple interpretations, which ultimately provide undue

discretion to government functionaries. This, coupled with the general lack of capacity required

for implementation of the rules relating to financial and contract management, leads to the

conclusion that there is an immediate need for capacity building programs, including refresher

courses, for the executives / DDOs. Thus, based on the existing state of affairs, dimension (iii) is
rated C.

3.122 Following the M1 scoring methodology for assessing the composite rating, the overall
rating for the indicator isC+”.

Pl1-21 Effectiveness of internal audit
Overallrating ‘D’

3.123 The PFM Framework expects an effective internal audit function to be in operation. An
appropriately structured and skilled internal audit function provides regular and adequate feedback
to management on the performance of the internal control system. An effective and efficient
internal audit function must have certified staff, adequate independence, broad mandate, and
sufficient power to report. It must adhere to appropriate professional standards. It should be
focused on reporting significant systemic issues in relation to: reliability and integrity of financial
and operational information; effectiveness and efficiency of operation; safeguarding of assets;
compliance with laws, regulations, contracts, etc.

3.124 The assessment criteria for scoring the effectiveness of the internal audit function are
given in the following table:

Score | Minimum requirements

A (i) Internal audit is operational for all provincial government entities, and
generally meet professional standards, It is focused on systemic issues (at least
50% of staff time).
(i) Reports adhere to a fixed schedule and are distributed to the audited ¢ntity,
ministry of finance and the SAl.
(iii) Action by management on internal audit findings is prompt and
comprehensive across provincial government entities.
B () Internal audit is operational for the majority of provincial government
entities (measured by value of revenue/expenditure), and substantially meet
professional standards. It is focused on systemic issues (at least 50% of staff
time).
(ii) Reports are issued regularly for most audited entities are distributed tg the
audited entity, the ministry of finance and the SAl.
(iif) Prompt and comprehensive action is taken by many (but not all) managers.
C (i) The function is operational for at least the most important provincial
government entities and undertakes some systems review (at least 20% of staff
time), but may not meet recognized professional standards.
(i) Reports are issued regularly for most government entities, but may not be
submitted to the ministry of finance and the SAI.
(iii) A fair degree of action taken by many managers on major issues but pften
with delay
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D (i) There is little or no internal audit focused on systems monitoring.
(ii) Reports are either non-existent or very irregular.
(iii) Internal audit recommendations are usually ignored (with few exceptions).

3.125 The internal audit function in the GONWFP departments has become non-existent over the
years despite the existence of the pre-audit at DAOs and the increasing dominance of Local Fund
Auditors at local government levels. GoNWFP is the only province however that notified the
establishment of internal audit functions in all its 19 line departments in FY2004-05. Although
some positive strides have been made at the provincial level in attempting to implement internal
auditing practices and systems, the basis of their establishment has proved to be faulty and
ineffective. Most of the staff assigned as internal auditors are neither certified nor have the basic
capacity to carry out systemic reviews, using contemporary tools, techniques, and necessary
technologies, as required by the Institute of internal Auditors (lIA). This has thus affected the
whole framework of internal controls and the financial accountability system.

3.126 Specific evidence of an effective internal audit function would also include: assessment
and monitoring of error rates in procurement and expenditure transactions, a focus on high risk
areas, reporting on correction rates, use of internal audit reports by the AGP, and follow-up
corrective actions taken by management in response to the internal audit findings. The most recent
external audit reports on provincial and district governments also confirm that a functional internal
audit function does not exist in GONWFP.

3.127 Thisindicator’'s assessment is based on the coverage and quality of internal audit function,
frequency and distribution of reports and extent of management response to internal audit findings.
Since all of the above dimensions are missing in the current system, arating of ‘D' is justified for
each dimension aswell asa‘D’ for the overall indicator.

P1-22 Timeliness and regularity of accountsreconciliation
Overall rating B’

3.128 The PFM Framework looks for high quality bank reconciliation at aggregated and detailed
levels at least monthly, with very little backlog, suspense accounts routinely reconciled and cleared
guarterly, and advances accounts forward balance.

3.129 The two dimensions assessed and their respective sub-ratings are as follows:

i) Regularity of bank reconciliations'B’.
ii) Regularity of reconciliation and clearance of suspense accounts and advances—‘B’.

3.130 Theevaluation criteriaare:

Dimension Minimum requirementsfor dimension score.

(i) Regularity of Score = A: Bank reconciliation for all central government bank
bank reconciliations | accounts take place at least monthly at aggregate and detailed
levels, usually within 4 weeks of end of period.

Score = B: Bank reconciliation for all Treasury managed bank
accounts take place at least monthly, usualy within 4 weeks
from end of month.

Score = C: Bank reconciliation for all Treasury managed bank
accounts take place quarterly, usualy within 8 weeks of end of
quarter.

Score = D: Bank reconciliation for all Treasury managed bank
accounts take place less frequently than quarterly OR with
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backlogs of several months.
(i) Regularity of Score = A: Reconciliation and clearance of suspense accqunts
reconciliation and | and advances take place at least quarterly, within a month|from

clearance of end of period and with few balances brought forward.

suspense accounts| Score = B: Reconciliation and clearance of suspense accqunts

and advances and advances take place at least annually within two months of
end of period. Some accounts have uncleared balances bfought
forward.

Score = C: Reconciliation and clearance of suspense accqunts
and advances take place annually in general, within two months
of end of year, but a significant humber of accounts have
uncleared balances brought forward.
Score = D: Reconciliation and clearance of suspense accqunts
and advances take place either annually with more than two
months' delay, OR less frequently.

3.131 The accounting system in Pakistan in undergoing major reforms supported by PIFRA in
the shape of implementation of NAM in an automated (SAP R/3) environment, and NWFP is the
first province to achieve full productivity with al districts having migrated on-line in December
2006. The treasury-managed bank accounts are reconciled monthly within 13 days of month end.
However, magjor irreconcilable differences do arise between the monetary balances (as per the
SBP) and the fiscal balances (AG booked revenues and expenditures). Asaresult, dimension (i) is
rated 'B'.

3.132 Accounts are also separately maintained in departments by aggregating district level data.
A reconciliation process is conducted between each DAO and spending DDO on a monthly basis,
and at an aggregate level between the Accountant General’s Office and the departments PAO.
The figures for reconciliation in NWFP remained satisfactory over the past few years (above 96%
for receipts, expenditures, inter-governmental accounts, and suspense accounts) and these are
likely to improve with the implementation of computerized accounting systems. The latest
published Finance Accounts for the year FY2002-2003 show an un-reconciled difference
(Suspense) of Rs. 273 millions. Clearance of suspense accounts and advances takes place annually
during the finalization of the draft finance accounts. Therefore, dimension (ii) israted ‘B’.

3.133 Based on the above, the scoring methodology for the indicator shows an overal rating of
‘B’.

PI-23 Information on resour cesreceived by service delivery units
Overallrating ‘B’

3.134 The PFM framework looks for quality information to be provided to front line service
delivery units providing services at the community level (such as schools and health clinics) on
resources that are intended for their use. Frontline service delivery units being furthest in the
resource allocation chain, may be the ones to suffer most when overall resource fall short of
budget estimates or when higher level organizational units decide to re-direct funds to other
purposes. There may be significant delays in transfer of resources to the unit whether in cash or in
kind. Tracking of such information is crucial in order to determine, if the PFM systems affectively
support frontline service delivery. The evaluation criteria are objectively stated in the table given
below:

Score Minimum requirements (Scoring methodology)
A () Routine data collection or accounting systems provide relfable
information on all types of resources received in cash and in kind by both
primary schools and primary health clinics across the country.
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information is compiled into reports at least annually.
B () Routine data collection or accounting systems provide relfable
information on all types of resources received in cash and in kind by gither
primary schools or primary health clinics across most of the country|with
information compiled into reports at least annually; OR special sufveys
undertaken within the last 3 years have demonstrated the level of resources
received in cash and in kind by both primary schools and primary health
clinics across most of the country (including by representative sampling).
C (i) Special surveys undertaken within the last 3 years have demonstrated the
level of resources received in cash and in kind by either primary schools or
primary health clinics covering a significant part of the country OR by
primary service delivery units at local community level in several ather
sectors.
D (i) No comprehensive data collection on resources to service delivery units
in any major sector has been collected and processed within the last 3|years.

3.135 With the PIFRA SAP/R3 system rolled-out to all districts in NWFP, resource transfers to
service delivery units as well as their reporting at the lowest expenditure line items have now
become possible. The reports could be generated at the levels of budget and expenditure DDO
levels too, and this covers both primary schools and primary health clinics as they are recognized
as DDOs. While the reports are generally reliable, they are rarely being used as tracking tools at
the moment. These service delivery units also have their own memorandum information systems
(some are manual) that are outside the overall accounting system. As the reports are compiled for
most of the units at least annually by budget time, the indicator israted ‘B’.

P1-24 Quality and timeliness of in-year budget reports
Overall rating C+’

3.136 An effective budget execution requires timely and regular information on actual budget
performance to be available both to the ministry of finance (and cabinet), to monitor performance
and if necessary to identify new action to get the budget back and track and to the Ministries,
Departments, Agencies (MDA) for managing the affairs for which they are accountable. This
indicator focuses on the ability to produce comprehensive reports from the accounting system on
all aspects of the budget.

3.137 The three dimensions assessed and their sub-ratings are provided below:

i) Scope of reports in terms of coverage and compatibility with budget estiri&les
ii) Timeliness of the issue of reports—*A’.
iii) Quality of information—*C'.

3.138 The assessment criteria are summarized in the table below:

Score Minimum requirements
(i) Classification of data alows direct comparison to the original budget.
A Information includes all items of budget estimates. Expenditure is covered at

both commitment and payment stages.

(ii) Reports are prepared quarterly or more frequently, and issued within 4
weeks of end of period.

(iii) There are no material concerns regarding data accuracy.

(i) Classification allows comparison to budget but only with some aggregation.
B Expenditure is covered at both commitment and payment stages.

(ii) Reports are prepared quarterly, and issued within 6 weeks of end of
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quarter.
(i) There are some concerns about accuracy, but data issues are generally
highlighted in the reports and do not compromise overall consistency/
usefulness.
(i) Comparison to budget is possible only for main administrative headings.
C Expenditure is captured either at commitment or at payment stage (not bpth).
(ii) Reports are prepared quarterly (possibly excluding first quarter), and
issued within 8 weeks of end of quarter.

(iii) There are some concerns about the accuracy of information, which may
not always be highlighted in the reports, but this does not fundamentally
undermine their basic usefulness.
(i) Comparison to the budget may not be possible across all |main
D administrative headings.
(i) Quarterly reports are either not prepared or often issued with more than 8
weeks delay.

(iii) Data is too inaccurate to be of any real use.

3.139 The PFM Framework looks for reliable budget reports, with classifications that allows
direct comparison to the budget and incorporate expenditure, revenue and debt information that are
disseminated within government within four weeks of month and quarter end. The Accountant
General at the provincial level and DAO at the district level prepare monthly civil accounts
according to the budget chart of accounts and provide these to the Finance Department within 15-
21 days after the end of each month. Currently, the in-year accounts are only provided to the
Finance Department / EDO(F&P), and the individual departments are not provided with their
respective statements. The actual figures are not compared with the budgeted amounts to reflect
variances and commitment accounting is not yet in use. Similarly, the reports are generated by
functions and not on the detailed heads of account, including their economic classifications. There
are also some concerns on accuracy of data due to existence of un-reconciled transactions and the
quality of information received from DAOSs, being merely abstracts of expenditure, is yet to be of
high standard. However, with PIFRA systems having now rolled-out across the province, the
reports can now be generated at the detailed object levels as well and the level of accuracy, subject
to classification errors, is now enhanced. Based on the information above, dimensions (i) is rated
‘C’, dimension (ii) israted 'A’, and dimension (iii) israted ‘ C'.

3.140 Based on the scope of reports in terms of coverage and compatibility with budget
estimates, timeliness of issue of reports and quality of information, a rating of ‘B’ is assigned to
thisindicator.

PI-25 Quality and timelines of annual financial statements
Overallrating ‘B’

3.141 Consolidated year end financial statements are critical for transparency in the PFM
system. To be complete, they must be based on details for all independent departments and de-
concentrated units. In addition, the ability to prepare year end financial statements in a timely
fashion is a key indicator on how well the accounting system is operating, and the quality of
records maintained. In order to be useful and to contribute to transparency, financial statements
must be understandable to the reader, and deal with transactions, assets and liabilities in a
transparent and consistent manner. This is the purposes of financial reporting standards. Some
countries have their own public sector financial reporting standards, set by government or other
authorized body. To be generally acceptable, such national standards are usually aligned with
international standards such as the International Public Sector Accounting Standard (IPSAS).

3.142 The three dimensions assessed have the following respective sub-ratings:
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i) Completeness of the financial statements’.
ii) Timeliness of submission of the financial statements—‘B’.
iii) Accounting standards used —‘B’.

3.143 The assessment criteria are given below:

Score Minimum requirements
(i) A consolidated government statement is prepared annually and includes
A full information on revenue, expenditure and financial assets/liabilities.
(i) The statement is submitted for external audit within 6 months of the end
of thefiscal year.
(iii) IPSAS or corresponding national standards are applied for al
statements.
(i) A consolidated government statement is prepared annually. They include,
B with few exceptions, full information on revenue, expenditure and financial
assetd/liabilities

(ii) The consolidated government statement is submitted for external audit
within 10months of the end of the fiscal year.

(iii) IPSAS or corresponding national standards are applied.

(i) A consolidated government statement is prepared annually. Information
C on revenue, expenditure and bank account balances may not aways be
complete, but the omissions are not significant.

(if) The statements are submitted for external audit within 15 months of the
end of thefiscal year.

(iii) Statements are presented in consistent format over time with some
disclosure of accounting standards.

(i) A consolidated government statement is not prepared annually, OR
D essential information is missing from the financial statements OR the
financial records are too poor to enable audit.

(i) If annual statements are prepared, they are generally not submitted for
external audit within 15 months of the end of the fiscal year

(iii) Statements are not presented in a consistent format over time or
accounting standards are not disclosed.

3.144 For dimension (i), A consolidated government statement is prepared annually. They
include, with few exceptions, full information on revenue, expenditure and financial
assetg/liabilities. A rating of ‘B’ istherefore assigned to this dimension.

3.145 For dimension (ii), the financia statements are provided to audit more than 6 months but
less than 10 months after the end of the year. A rating of ‘B’ is applicable to the dimension.

3.146 For dimension (iii), statements are presented in a consistent format over time with some
disclosure of accounting standards. The International Public Sector Accounting Standards (IPSAYS)
are not applied athough the AGP has now notified the adoption of the Standard and in particular,
the IPSAS 2 reporting format that shall apply as of FY 2007-08 accounts. Government national
standards — cash basis — are applied. On the basis of the above, arating of ‘B’ is assigned to this
dimension.

3.147 Onanoveral basis, arating of ‘B’ isassighed to the indicator.
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PI-26 Scope, nature and follow-up of exter nal audit
Overallrating ‘D+’

3.148 A high quality external audit is an essential requirement for creating transparency in the
use of public funds. Key elements of the quality of actual external audit comprise the
scope/coverage of the audit, adherence to appropriate auditing standards including independence
of the external audit institution (ref. INTOSAI and IFAC/IAASB), focus on significant and
systemic PFM issues in its reports, and performance of the full range of financial audit such as
reliability of financial statements, regularity of transactions and functioning of internal control and
procurement systems. Inclusion of some aspects of performance audit (such as e.g. value for
money in major infrastructure contracts) would also be expected of a high quality audit function.

3.149 The scope of audit mandate should include extra-budgetary funds and autonomous
agencies. The latter may not always be audited by the Supreme Audit Institution (SAl), as the use
of other audit institutions may be foreseen. The scope indicates the entities and sources of funds
that are audited in any given year. Where SAIl capacity is limited, the audit program may be
planned by the SAl in line with legal audit obligations on a multi-year basis in order to ensure that
most important or risk-prone entities and functions are covered annually, whereas other entities
and functions may be covered less frequently.

3.150 The three dimensions assessed and their respective sub-ratings as follows:

i) Scope/nature of audit performed (including adherence to auditing stand&ds)
ii) - Timeliness of submission of audit reports to legislature - ‘D’.
iii) - Evidence of follow up on audit recommendations—*‘C’.

3.151 For dimension (i) - the Auditor General Ordinance 2001 explains the constitutional
mandate of the Auditor General of Pakistan whereby he is responsible for auditing all government
formations and government enterprises (the latter where they are 50% plus funded by the
government). PIFRA has updated auditing methods and a district audit function has been
established since 2004. As all entities of the provincial and district governments are audited
annually, a full range of financia audits and some aspects of performance audit are performed.
Since some of the audit formations already began using the Financial Audit Manual (2005) that is
generaly compliant with international auditing standards as basis for their audits, a rating of ‘B’
applies for this dimension under the ‘new audit methodology’. The rating would ordinarily have
been ‘A’ if coverage, using the Financial Audit Manual included all government formations and
enterprises which is not the case at the moment.

3.152 For dimension (ii) - the audit reports for the provincial and district governments for FY
2002-03 to FY 2004-05, aready completed within 5 months of receipt of the financial statements,
have been delayed by no less than 12 months before they were presented to the legislature. The
situation isworse at the district level as the 2003-04 accounts which were already audited have still
yet to be presented to the Zila Councils. As the latest audit reports for the entire province (FY
2004-05) have, for more than 12 months, not been presented to the legislature after receipt of the
financial statements, arating of ‘D’ applies for this dimension.

3.153 For dimension (iii) - the Public Accounts Committees are reviewing and reporting on the
outstanding audit reports for previous years and there is increasingly substantial departmental
follow up of audit observations. The PAC is currently reviewing the audit reports and audited
accounts for year 2002-03 and their final report has been presented to the provincial assembly. As
the PAC has now engaged in a practice of referring less serious audit issues back to the DACs for
their review and necessary action, this is facilitating the improvement in the pace and quality of
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follow-up of audit issues since a substantial backlog (over 11 years) remains yet to be reviewed by
the PAC itself. On the basis of this, arating of ‘C’ isassigned to this dimension.

3.154 Overal, therefore, the indicator scoresarating of *D+'.

3.155 Theassessment criteriaused are given in the table below:

Score | Minimum requirements

A (i) All entities of provincial government are audited annually covering
revenue, expenditure and assets/liabilities. A full range of financial audits
and some aspects of performance audit are performed and generally adhere
to auditing standards, focusing on significant and systemic issues.

(i) Audit reports are submitted to the legislature within 4 months of the end
of the period covered and in the case of financial statements from their
receipt by the audit office.

(iii) Thereis clear evidence of effective and timely follow up.

B (i) Provincial government entities representing at least 75% of total
expenditures12 are audited annually, at least covering revenue and
expenditure. A wide range of financial audits are performed and generally
adheres to auditing standards, focusing on significant and systemic issues.
(i) Audit reports are submitted to the legislature within 8 months of the end
of the period covered and in the case of financial statements from their
receipt by the audit office.

(iii) A formal response is made in atimely manner, but thereislittle
evidence of systematic follow up.

C (i) Provincial government entities representing at least 50% of total
expenditures are audited annually. Audits predominantly comprise
transaction level testing, but reports identify significant issues. Audit
standards may be disclosed to alimited extent only.

(i) Audit reports are submitted to the legislature within 12 months of the
end of the period covered (for audit of financial statements from their
receipt by the auditors).

(i) A formal response is made, though delayed or not very thorough. but
there islittle evidence of any follow up.

D (i) Audits cover provincial government entities representing less than 75%
of total expenditures or audits have higher coverage but do not highlight the
significant issues.

(i) Audit reports are submitted to the legislature more than 12 months from
the end of the period covered (for audit of financia statements from their
receipt by the auditors).

(iii) Thereislittle evidence of response or follow up.

PI-27 Legislative scrutiny of the annual budget law
Overall rating C+’

3.156 The power to give the government authority to spend rests with the legislature, and is
exercised through the passing of the annual budget law. If the legislature does not rigorously
examine and debate the law, that power is not being effectively exercised and will undermine the
accountability of the government to the electorate. Assessing the legislative scrutiny and debate of
the annual budget law will be informed by consideration of several factors, including the scope of
the scrutiny, the internal procedures for scrutiny and debate and the time allowed for that process.
The PFM Framework, therefore, looks for legislative scrutiny to be comprehensive, well-informed
by summary and detailed information, and involve in-depth review by specialized committees.
The legislature should have at least two months to review the budget proposals and there should be
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clear rules for in-year budget amendments by the Executive, and strict limits that are consistently
respected on the extent and nature of amendments.

3.157 The four dimensions assessed, and their respective sub-ratings are as follows:

i) Scope of the legislature’s scrutiny — ‘A,
ii) Extent towhich the legislature’s procedures are well-established and respected —‘B’.

iii) Adequacy of time for the legislature to provide a response to budget proposals both
the detailed estimates and, where applicable, for proposals on macro-fiscal aggregates
earlier in the budget preparation cycle (time alowed in practice for al stages

combined) —‘C’.
iv) Rules for in-year amendments to the budget without ex-ante approva by the
legislature—‘B’.

3.158 Thecriteriafor assigning ratings to these dimensions are given in the table below:

Score Minimum requirements (Scoring methodology: M1)
A (i) The legidature’s review covers fiscal policies, medium term fiscal
framework and medium term priorities as well as details of expenditure and
revenue.

(i) The legislature’ s procedures for budget review are firmly established and
respected. They include internal organizational arrangements, such as
specialized review committees, and negotiation procedures.

(iii) The legidature has at least two months to review the budget proposals.
(iv) Clear rules exist for in-year budget amendments by the executive, set
strict limits on extent and nature of amendments and are consistently
respected.

B (i) The legidature's review covers fiscal policies and aggregates for the
coming year aswell as detailed estimates of expenditure and revenue.

(ii) Simple procedures exist for the legislature’s budget review and are
respected.

(iii) The legidature has at least one month to review the budget proposals.
(iv) Clear rules exist for in-year budget amendments by the executive, and
are usually respected, but they allow extensive administrative reallocations.
C (i) The legislature’'s review covers details of expenditure and revenue, but
only at a stage where detailed proposals have been finalized.

(ii) Some procedures exist for the legislature’' s budget review, but they are
not comprehensive and only partially respected.

(iii) The legislature has at least one month to review the budget proposals.
(iv) Clear rules exist, but they may not always be respected OR they may
allow extensive administrative reallocation as well as expansion of total
expenditure.

D (i) The legislature' s review is non-existent or extremely limited, OR thereis
no functioning legislature.

(i) Procedures for the legislature’ s review are non-existent or not respected.
(iii) The time allowed for the legislature' s review is clearly insufficient for a
meaningful debate (significantly less than one month).

(iv) Rules regarding in-year budget amendments may exist but are either
very rudimentary and unclear OR they are usually not respected.

3.159 Before the NWFP budget is presented in the Assembly, it is laid before the provincial
cabinet where it is discussed and finalized. For dimension (i) the legislature's review covers the
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White Paper which includes fiscal policies, the medium term fiscal framework and medium term
priorities as well as details of expenditure and revenue. On the basis of this, a raingppfies
to this dimension.

3.160 The ‘charged’ expenditures under the Constitution are only subject to discussion in the
house and all other estimates of expenditures and revenues are put to voting. Since the ruling party
is represented both in the cabinet as is the majority in the Assembly, the budget presented in the
Assembly is passed asit is, asis often the case in many other jurisdictions.

3.161 The Minister of Finance presents the budget documents annually along with a speech in
the Assembly, normally in the third week of June, each year. After the budget speech, arest day is
given and, after which, discussions in the form of ‘cut’ motions commence. ‘Cut’ motions are
received in the Assembly and a schedule is then issued to discuss these, grant-wise. The final
voting takes place before June 30, and the budget is passed before the beginning of the fiscal year
(July 1). For dimension (ii), since simple procedures exist for the legislature’ s budget review and
are respected, in as much as no specialized committees are used, a rating of ‘B’ applies for that
sub-rating element.

3.162 For dimension (iii), the budget is passed by the assembly after 10-14 days from start of
deliberations, and this is less than the required one-month criterion for a“B’ rating and a required
two-month criterion for an ‘A’ rating. However, since the budget is reviewed by the Cabinet and,
even before that, by each individual Minister with active participation of, and in consultation with,
the provincial political formations particularly during the budget formulation and preparation
processes, time is provided at least tacitly, for reviews by the politicians. Also, the provincia
budget cycle is partially dependent on finalization of the federal government budget, which
conveys the exact estimate of fiscal transfers to the provincial government. As the federal budget
is finalized and approved very close to the start of the new fiscal year, the time available to the
provincial assembly for discussion becomes tight. On the basis of the underlying issues as above
highlighted, arating of “C’ is equitably assessed for this dimension.

3.163 For dimension (iv), clear rules exist for in-year budget amendments by the executive, and
are usually respected, but they allow extensive administrative reallocations. A rating of ‘B’ is
hence assigned to this dimension.

3.164 Overall, therefore, under the Ml rating methodology, a rating of ‘C+’ is assigned to this
indicator.

PI-28 Legidlative scrutiny of external audit reports
Overall rating D+ for Provincia and ‘D’ for Districts/Local Governments.

3.165 The legislature has a key role in exercising scrutiny over the execution of the budget that it
approved. A common way in which this is done is through a legislative committee i.e. Public
Accounts Committee (PAC) that examines the external audit reports and questions responsible
parties about the findings of the reports. The effective and efficient operation of the committee
depends on adequate financial and technical resource, and on adequate time being allocated to
keep up to date on reviewing audit reports. The PAC may also recommend actions and sanctions to
be implemented by the executive, in addition to adopting the recommendations made by the
external auditors.

3.166 The PFM Framework related to this indicator examines the timeliness of examinations of

audit reports by the PAC (for reports received within in the last three years), the extent of hearings
on key findings undertaken by the PAC and the issuance of recommended action by the PAC and
implementation by the executive.

3.167 The three dimensions assessed and their respective sub-ratings are as follows:
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i) Timeliness of examination of audit reports by the legislature (for reports received

within the last three years)'D’.
ii) Extent of hearings on key findings undertaken by the legislature—‘B’.

iii) Issuance of recommended actions by the legislature and implementation by the
executive—"'C'.

Score Minimum requirements

A (i) Scrutiny of audit reports is usually completed by the legislature within 3
months from receipt of the reports.

(ii) In-depth hearings on key findings take place consistently with
responsible officers from al or most audited entities, which receive a
qualified or adverse audit opinion.

(iii) The legislature usually issues recommendations on action to be
implemented by the executive, and evidence exists that they are generally
implemented.

B (i) Scrutiny of audit reports is usually completed by the legislature within 6
months from receipt of the reports.

(i) In-depth hearings on key findings take place with responsible officers
from the audited entities as a routine, but may cover only some of the
entities, which received a qualified or adverse audit opinion.

(iii) Actions are recommended to the executive, some of which are
implemented, according to existing evidence.

C (i) Scrutiny of audit reportsis usually completed by the legislature within 12
months from receipt of the reports.

(i) In-depth hearings on key findings take place occasionally, cover only a
few audited entities or may include with ministry of finance officials only.
(iii) Actions are recommended, but are rarely acted upon by the executive.

D (i) Examination of audit reports by the legislature does not take place or
usually takes more than 12 months to complete.

(ii) No in-depth hearings are conducted by the legidature.

(iii) No recommendations are being issued by the legislature.

3.168 Pakistan does not have a very good track record of timely examination and resolutions of
the issues in audit reports through PAC proceedings. Provincia accounts are routinely audited by
the Auditor General of Pakistan and annual accounts submitted to the Legislature together with an
audit certificate on the accounts. The audit reports for fiscal year 2003-04 have aso been referred
to PAC. However, barring FY 2001-02, PAC has not discussed any audit reports from years 1998-
1999 onwards as yet. Thus no reports have yet been issued by the PAC within 12 months of the
relevant year of audit. Dimension (i) is therefore rated 'D' for the PAC and the District Zila
Accounts Committees. Discussions are in progress with the PAC to also start scrutiny of most
recent reports first, rather than the older ones.

3.169 Attheloca government level, the PFM checks and balances included in the LGO 2001 are
not yet fully operating; so there are major risks that are not being currently managed. Zila
Accounts Committees (the district equivalent of the PAC), athough established in some districtsin
the province, have weak operational capacities. For the continuous and effective working of the
PAC at the provincial level, trained secretariat staff and adequate staffing strength are required for
proper organization of meetings, improved reporting, and support to the PAC. In order to enable
the PAC to review its performance and discover new endeavors in its role, proper research
assistance to the Committee is also required. The PAC lacks adequate technical capacity to be able
to efficiently and effectively conduct in-depth hearings to analyze the issues independently.
However, in the absence of such limitations, the provincial PAC carries reasonably intensive and
in-depth hearings on key audit findings, routinely, for some of the entities that received significant
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audit findings. Audit paragraphs relating to less serious observations are routinely referred back to
the DACs by the PAC so as to reduce, to the bare minimum, the number of audit issues that the
Committee will need to deal withThe Committee’ s conclusions are made available to the public

through press releases. On the basis of the performance as highlighted above, dimension (ii) is

rated 'B'. At thedistrict level, however, the performance isalow rating of ‘D’.

3.170 Analysis of the recent GONWFP audit reports for the fiscal year 2002-03 reveals that the
compliance to PAC' s directives by the departments is considerably low. The recommended actions
are randomly implemented by the executive. In general, it can be concluded that there is little
response to audit criticisms and recommendations at any level of government — a sign of major
accountability weaknesses. There is presently no enforcement mechanism for implementing PAC
recommendations. However, DG Provincial Audit NWFP is taking the initiative to assisting the
PAC to improve on the follow-up mechanism. Dimension (iii) is therefore rated 'C'.

3.171 Following the M1 methodology for deriving the overal rating for the indicator, PI-28 is
assigned a rating of ‘D+ for the provincia government, diluted by a rating of ‘D’ for the local
governments.

D Donor Practices

D-1 Predictability of direct budget support
Overallrating ‘A’.

3.172 Direct budget support constitutes as an important source of revenue for central government
in many countries. Poor predictability of inflows of Igetisupport affects the government’s fisca
management in much the same way as the impact of external shocks on domestic revenue
collection. Both shortfalls in the total amount of budget support and delays in the in-year
distribution of the in-flows can have serious implications for the government’s ability to
implement its budget as planned.

3.173 Thetwo dimensions assessed, and their respective sub-rating elements are as follows:

i) Annual deviation of actual budget support from the forecast provided by the donor
agencies at least six weeks prior to the government submitting its budget proposals to
the legislature (or equivalent approving body) —‘A’.

ii) In-year timeliness of donor disbursements (compliance with aggregate quarterly
estimates) —‘A’.

3.174 Thedetailed criteria used for rating of each dimension are given in the table below:

Score Minimum requirements

(i) In no more than one out of the last three years has direct budget support
A outturn fallen short of the forecast by more than 5%.

(il) Quarterly disbursement estimates have been agreed with donors at or
before the beginning of the fiscal year and actual disbursements delays
(weighted) have not exceeded 25% in two of the last three years.

(i) In no more than one out of the last three years has direct budget support
B outturn fallen short of the forecast by more than 10%.

(ii) Quarterly disbursement estimates have been agreed with donors at or
before the beginning of the fisca year and actua disbursements delays
(weighted) have not exceeded 25% in two of the last three years.
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() In no more than one out of the last three years has direct budget gupport
C outturn fallen short of the forecast by more than 15%.
(ii) Quarterly disbursement estimates have been agreed with donors| at or
before the beginning of the fiscal year and actual disbursements ¢elays
(weighted) have not exceeded 50% in two of the last three years.

D () In at least two of the last three years did direct budget support outturn fall
short of the forecast by more than 15% OR no comprehensive and fimely
forecast for the year(s) was provided by the donor agencies.
(ii) The requirements for score C (or higher) are not met.

3.175 Budget support forecasts are provided by the donors and honored predictably. Any
variation between forecast and actual is less than 5%; therefore, dimensioatdd 8.

3.176 Poor predictability of inflows of budget support affects the government's fiscal
management in much the same way as the impact of external shocks as domestic revenue
collection. The World Bank is the main budget support donor to the GONWFP through its World
Bank Development Policy Credits (DPCs). DPC 1-3 were largely timely as for 2 out of 3 yearsi.e.
2" and 3" years the DPC were paid to GONWFP at the start of FY to facilitate alignment with the
provincial budgetary planning cycle. Dimension (ii) isalso rated 'A’".

3.177 Therefore, the overall rating assigned to D-1is*A’.

D-2 Financial information provided by donors for budgeting and reporting on
project and program aid
Overall rathg ‘B+'.

3.178 Predictability of the disbursement of donor support for projects and programs affect the
implementation of specific line items in the budget. Support can be delivered in a wide range of
ways, with varying degrees of government involvement in planning and management of resources.
A lower degree of government involvement leads to problems in budgeting for the resources
(including presentation in the budget documents for legislative approval) and in reporting of actual
disbursement and use of fundsh{gh will be entirely the donor’s responsibility where aid is
provided in kind).

3.179 Thetwo assessed dimensions and their related sub-ratings are as given below:

i) Completeness and timeliness of budget estimates by donors for project support —‘A’.

ii) Frequency and coverage of reporting by donors on actual donor flows for project
support—‘B’.

Score Minimum requirements

(i) All donors (with the possible exception of a few donors providing
A insignificant amounts) provide budget estimates for disbursement of project
aid at stages consistent with the government’s budget calendar and with a
breakdown consistent with the government’ s budget classification.

(if) Donors provide quarterly reports within one month of end-of-quarter on
the al disbursements made for at least 85% of the externally financed project
estimates in the budget, with a break-down consistent with the government
budget classification.
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() At least half of donors (including the five largest) provide complete

B budget estimates for disbursement of project aid at stages consistent with the
government’s budget calendar and with a breakdown consistent with the
government’ s budget classification.

(if) Donors provide quarterly reports within one month of end-of-quarter on
the all disbursements made for at least 70% of the externally financed project
estimates in the budget with a break-down consistent with the government
budget classification.

(i) At least haf of donors (including the five largest) provide complete
C budget estimates for disbursement of project aid for the government's
coming fiscal year, at least three months prior its start. Estimates may use
donor classification and not be consistent with the government’s budget
classification.

(i) Donors provide quarterly reports within two months of end-of-quarter on
the al disbursements made for at least 50% of the externally financed project
estimates in the budget. The information does not necessarily provide a
break-down consistent with the government budget classification.

(i) Not all major donors provide budget estimates for disbursement of project
D aid at least for the government’s coming fiscal year and at least three months
prior its start.

(if) Donors do not provide quarterly reports within two month of end-of-
quarter on the disbursements made for at least 50% of the externally
financed project estimatesin the budget.

3.180 Budget estimates are forecasted by the donors and the government’ s executing agencies at
the beginning of the project for the program / project aid. The executing agencies prepare their PC-
1s (project feasibility documentation) for approval by the P& D Department and other agencies as
required, and the planned expenditures are included in the development budget of the province.
Over 90% of all pledged and committed donor-aid are received according to schedule and factored
in the government’'s budget on the basis of the government’s chart of accounts. Investment
projects funded by donors, however, have tended to be largely disbursed under ‘ring-fenced’
arrangements and hence do not use the government chart of accounts in terms of donor reports on
disbursements. On the basis of the above, dimension (i) therefore scores an ‘A’ rating while
dimension (ii) scoresarating of ‘B’.

3.181 Overal, therating of the indicator, using the M1 scoring methodology isa‘B+'.

D-3  Proportion of aid that is managed by use of national procedures
Overallrating ‘A’.

3.182 The requirement that national authorities use different donor-specific procedures for the
management of aid funds diverts capacity away from managing the national systems. This is
compounded when different donors have different requirements. The use of national procedures
for banking, authorization, procurement accounting, disbursement and reporting arrangement for
donor funds as well as for government funds can help to focus efforts on strengthening the national
procedures to mutual benefit. The criteria for rating of the indicator are:

Score Minimum requirements
A (i) 90% or more of aid funds to central government are managed through
national procedures.
B (i) 75% or more of aid funds to central government are managed through
national procedures.
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C (i) 50% or more of aid funds to central government are managed through
national procedures.
D (i) Less than 50% of aid funds to central government are managed through
national procedures.

3.183 World Bank Credits worth US$ 253.27 million were transferred to the GoNWFP as budget
support for the FY04 to FY06 based on the World Baménding - being the highest amongst

other donors to the provincial government on annual disbursement basis. The proportion of aid
managed through government procedures comes to 92.38%, while other investment projects
managed outside government system constitutes only about 7.62% of overall aid.

3.184 Asthe percentage here exceeds 90%, therefore arating for ‘A’ is assigned to thisindicator.
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Chapter 4. Government reform process

Description of NWFP Gover nment reforms

4.1 In NWFP, more than $213 million has been committed through six initiatives. The
principal donors are UNDP, World Bank, SDC, ADB and CIDA. EIROP has been a major
devolution reforms support initiative funded by UNDP and SDC. The two Structural Adjustment
Credits SAC & SAC Il (DPCs) of The World Bank have provided major financial assistance in the
form of budgetary support to tipeovince. CIDA’s initiative “CESSD” executed by the donor with

the support of Pakistani partners has also been an important initiative. The NWFP Urban Sector
Development Project is a major initiative to support improvement of urban infrastructure in the

post devolution institutional environment.

4.2 In 2001, NWFP embarked on its Provincial Reform Program. The World Bank supported
the reform program with a Structural Adjustment Credit (SAC) in July 2002 under the auspices of
the Bank’s 2002-2005 Country Assistance Strategy (CAS). The CAS emphasized support to
provinces that had embarked upon comprehensive reform programs and had built credible track
records on implementation, and the NWFP was one such province. The reforms address the key
challenges to the Province's development and poverty reduction, aiming at accelerating human
development, reducing poverty and vulnerability, increasing broad based, pro-poor economic
growth, and strengthening public sector governance and law and order in the province. One of the
pillars of such support is public financial management.

43 While NWFP was not the first province to embark on a comprehensive reform program, it
was one that sustained the process. In line with the goals of the national PRSP, the overarching
objective of the Province's reform program is poverty reduction, improved human development
and facilitation of economic growth by restoring good governance and respect for the rule of law,
enhancing effectiveness of public expenditures, and reestablishing the integrity of state institutions
and their accountability to the public.

44 The Government of NWFP is taking action to implement the key elements of the public
financial improvement plan agreed under the SACs (DPCs), including enhanced reconciliations,
reduction in suspense accounts, progressive closure of off-budget accounts, upgrading of District
Accounts Officers, embracing and taking advantage of PIFRA computerization, appointment of
the Provincial Financial Coordinator (PFC) as the focal person for FM reforms, fielding of an
effective Parliamentary Public Accounts Committee (PAC), and creation of DG District Audits.
NWFP has a so adopted a Public Procurement Law, and is the first province to do so, although this
law needs to be revised to bring it closer to international best practices.

45 NWFP's Essential Institutional Reforms Operationalization Program (EIROP), conceived
as a ten-year program, commenced in March 2001. The overall objective of the program is to
enhance the well being of the people of NWFP by making the public sector more effective,
efficient and responsive through decentralization, informed decision making and capacity building,
working towards a system which is participatory, gender sensitive, transparent and accountable to
beneficiaries. Target beneficiaries of the program include public sector institutions, policy makers,
development planners, Local/District Governments and civil society organizations. Phase | of the
project was implemented to focus on support to decentralization reforms in the province with a
reasonable success. The focus areas of EIROP Il set out in United Nations Development
Assistance Framework Pakistan (2004-2008) include participatory governance through
cooperation in institutional capacity building and strengthening of community level initiatives for
empowerment and development of civil society. Gender is a fundamental cross cutting theme
among al focus areas. In addition, Institutional Capacity Building through participatory
monitoring and research, gender equality, strengthening and consolidation of the devolution
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process, strengthening oversight and regulatory mechanisms at the provincial level, access to
justice and human rights; and Community Development with Asset Building for the Poor through
empowerment to support local participation in decision making, amongst other strategies, are part
of the Results and Resources Framework set out in the UNDP Country Program Action Plan
(CPAP) 2004-2008.

Institutional factors supporting reform planning and implementation

4.6 Computerization of the financial management systems and the decentralization of
government are the underpinning reforms to the institutional arrangement for PFM in the province.
Under the Project for Improvement of Financial Reporting and Auditing (PIFRA), the Financial
Accounting and Budgeting Systems (FABS), based on the new accounting model (NAM), has
been implemented at the provincial and district government levels in NWFP. The accelerated pace
of the poject’s implementation in NWFP has reached a stage of progress, first in the country,
whereby all districts are now connected to the provincial government for budgeting, payment
processing, accounting, in-year and year-end financial reporting, using a uniform chart of accounts

across the entire province. By these means, the timeliness, comprehensiveness, reliability and
accuracy of the financial information of the province has commenced to be best improved in

NWFP compared to all other provinces.

47 While the province has made the best progress in implementing PIFRA, some fine-tuning
issues still remain to be implemented. Data migration for previous years' data needs to be made
into the new PIFRA system so that the Finance Department is able to retrieve previous years
financial information for its internal decision making. Some difficulties remain with the form and
manner in which new object heads can be created in the chart of accounts (CoA), and there is a
lack of synchronization of data across government formations due essentially to a non-absolute
interface between the FD’s server (budgeting) and the AG’s server (accounting and reporting).
Commencement of the use of the functionality for transacting and reporting on the Development
Budget has yet to be fully addressed. The PIFRA SAP system has a comprehensive functionality
for maintenance and management of Human Resources Management Information System
(HRMIS) although the province is using a stand-alone application for initiating a comprehensive
system in this regard in the interim. It is important that this HRMIS be integrated as part of the
PIFRA in order to avoid duplication of work for the same objective.

438 The Decentralization Support Program (DSP) is being implemented with funding support
from Asian Development Bank, to carry forward reforms in the areas of decentralization, fiscal
restructuring and local governance. With the creation of local governments under the devolution
program of the government, NWFP, like other provinces, encountered significant teething
problems, including issues of lack of clarity in roles and responsibilities of the provincia and
district governments, inadequate and low capacity of local government functionaries entrusted
with budgeting, planning and implementing development schemes and improving service delivery,
and on the design of the devolution process itself.

49 Lack of adeguate staff skillsin district governments and TMAS constrain service delivery.
The skills deficiency is worst at the levels of the TMAS, where inadequate devolution of requisite
staff hasled to acute technical and coordination weaknesses.

410 Redefining the role of Local Fund Auditors is another institutional issue that can support
the planning and implementing arrangements in the province.
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Annex 1: Summary of the Performance I ndicators

I ndicator Score Brief Explanation

A: PEM out-turns

1. Aggregate expenditure out-turn D Actual primary expenditure (excluding donor
compared to original approved funded projects) deviated from budgeted
budget expenditure in FYO3 and FY04 by more than

10%.

2. Composition of expenditure C Variance in expenditure composition for two
out-turn compared to original out of the three years exceeded overall
approved budget deviation in primary expenditures by more than

5 percentage points.

3. Aggregate revenue out-turn D Actual domestic revenue collection was below
compared to original approved 92% of the budgeted domestic revenue
budget estimates for two FYs.

4. Stock and monitoring of D No data is maintained in relation to stock|of
expenditure payment arrears arrears.

B: Key Cross Cutting | ssues

5. Classification of the budget A

6. Comprehensiveness of B The annual budget documentation does |not
information included in budget disclose information regarding financial assets
documentation andprior year's budget out-turn.

7. Extent of unreported D+ Income / expenditure information captured in
government operations the fiscal reports against the loan financed and

grant financed projects is incomplete,
paticularly related to PLAs and foreign-aided
investment projects.

8. Transparency of inter- B While other dimensions relating to inter-
governmental fiscal relations government fiscal relations performed well, the

extent of consolidation of fiscal data of district
and other local governments to provincia
government’ s according to sectoral categoriesis
weak.

9. Oversight of aggregate fisca C Fiscal mechanisms are yet to be put into place
risk from other public sector effectively in order to capture financid
entities information for local governments, other than

for the district governments’ level, on a regular
basis. No aggregate fiscal oversight of state
owned enterprises. This makes a completely
consolidated overview missing or significantly
incomplete for all levels of government and
parastatal bodies.

10. Public accessto key fisca C GoNWFP is maintaining a website through
information which some of the financial data is easily

accessible. Public access to the procurement
related issues is minimal. Audit reports are
made available with avery significant time lag.

C: Budget Cycle

11. Orderliness and participation in A The  budget process is  inclusive,
the annual budget process comprehensive, and orderly.

57



t

12. Multi-year perspective in fiscal B GoNWFP is following MTBF, but withou
planning, expenditure policy adequate sector strategies.
and budgeting

13. Transparency of taxpayer C+ Taxpayers ability to contest decisions and
obligations and liabilities assessments made by the  revenue

administration requires the existence of an
effective complaints / appeals mechanism that
guarantees the taxpayers a fair treatment.
Though the tax appeas system of
administrative procedures is operating in Excise
& Taxation and Board of Revenue departments,
they need to be fairer and less discretionary.

14. Effectiveness of measures for C Lack of a database driven system weakens the
taxpayer registration and tax control environment in the current taxpayer
assessment registration system, resulting in ineffective

controls and enforcement system. Tax targets
for the assessment process need to be
streamlined and to be based on redistic
assumptions and figures. This has a federa
ownership content.

15. Effectivenessin collection of D+ Collections, deposits and reconciliations are late
tax payments and incomplete.

16. Predictability in the availability C+ The departments have sufficient powers of re-
of funds for commitment of appropriation, thus providing management
expenditures flexibility. During the year adjustments to

alocations in the light of unanticipated events
affecting the revenues / expenditures are
informed to the spending departments. Cash
flow forecasts are not regularly prepared and
updated. The unpredictability in the timing of
receipt of budgeted revenues relating to hydel
profits undermines predictability for
commitment of expenditures and expenditure
release mechanisms.

17. Recording and management of B+ GONWFP maintains an annua recording
cash balances, debt and system for debts although bank balances as
guarantees shown by SBP, FD and AG offices remain with

high reconciliation differences.

18. Effectiveness of payroll B+ Payroll controls, particularly with payrolls
controls being processed under an IT environment have

improved in NWFP.

19. Competition, value for money C To ensure transparency and competitiveness the
and controlsin procurement GoNWFP needs to ensure the enforcement of

the law and use standard bidding documents in
al public procurement and to implement the
new Procurement Law.

20. Effectiveness of internal C+ Despite the role of the pre-audit function in pre-

controls for non-salary
expenditure

payment checks and validations (sometimes
over-exercised), there still remains key interna
control weaknesses to be addressed to improve
accountability performance.
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21.

Effectiveness of internal audit

The coverage and quality of the internal audit
function and extent of management response to
internal audit reports findings are missing in the
current system as no internal audits, consistent
with the  requirements of the function, are
being implemented.

22.

Timeliness and regularity of
accounts reconciliation

While concerted efforts are made to reconcile
the consolidated fund financial transactions
(NWFP being the best provincial performer|in
this regard), the public account has remained
largely un-reconciled. Full system interfaces
between Banks, Revenue Departments, and the
Accounting formations, in an automated
(SAP/R3) environment, would support full
reconciliation prospects.

23.

Availability of information on
resources received by service
delivery units.

GONWFP, generally, avails information,
through funds releases, to service delivery units
through their respective DDOs, and such
information is also contained in the approved
budget documents.  Education and health
functions and their attached departments
prepare for their internal use, adequate
information on resources received and utilized
as part of their DDO functions, although the
reliability of such information is less than
adequate.

24.

Quality and timeliness of in-
year budget reports.

The budget execution reports/civil accounts|are
of uneven quality despite their improved
timeliness. No budget/actual comparisons |are
widely made.

25.

Quality and timeliness of
annual financial statements

Normally, accounts are prepared and submitted
to the external audit by April of next year that is
with in 10 months of the end of financial year
but not made public for some time.

26.

Scope, nature and follow-up of
external audit

D+

The audit report on the GoNWFP 2004-05
accounts is yet to be completed by the AGP;
similarly the district audit reports covering the

2003-04 are yet to be presented to |the
legislature. Response or follow-up from the

auditees has been less forthcoming in many
respects.

27.

Legislative scrutiny of the
annual budget law

Little time (less than one month) is allowed for
the legislature to review proposals.

28.

Legislative scrutiny of external
audit reports

D+/D

PAC often lacks technical capacity to be able to
efficiently conduct in-depth hearings and |to
analyze issues independently; it takes well over
two years for a report to be disposed, and there
is a substantial backlog of reports to |be
examined. All these against the backdrop that
over the last 5 years, only two years' report of
the PAC were only finalized and laid before the
Assembly.

D: Donor Responsibility

59



Predictability of Direct Budget
Support

support and this is respected.

Financial information provided
by donors for budgeting and
reporting on project and
program aid

B+

Donors do not use government chart

project.

Proportion of aid that is
managed by use of national
procedures

support and government systems
procedures are used.
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Donors and government agree well in advance
about timing of first disbursements on budget

of

accounts to report on investment projects, even
if a government agency is implementing the

Most (>90%) of aid disbursements to the
province are in the form of direct budget
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Annex: 2: Sources of Information
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Personsinvolved in discussions.

Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
Mr.

Ziaur Rehman, Secretary, Finance Department

Aurangzeb Haque, Special Secretary Finance, Finance Department
Nazir Ahmad, Secretary, NWFP Assembly

Ahmed Rasool Bangash, Accountant General

Sikander Khan, DG Provincial Audit, NWFP

Mukhtar Ahmad, DG Districts Audit, NWF

Khushal Khan, Reforms Coordinator, Finance Department
Zakaullah Khattak, Chief Foreign Aid, P&DD Department

Documentsreferenced

Country Financial Accountability Assessment (CFAA), December 2003
NWFP Economic Report, December 2005
NWFP Provincial Financial Accountability Assessment, January 2004
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Appendix-1: Summary Diagnostics of Areas of Weak Performance

CONTENTS

A Brief Description of Challenge

Assessed Ratingsfor 28 PFM Indicators (Province)

Existing Reforms Underway in the Area of Public
Financial Management

Matrix for the Weak Performing PFM Areas and
the Way Forward.
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A Brief Description of Challenge

1. The NWFP Public Financial Management Performance Report -fPRMprovides a
‘sngp-shot’ picture of the critical dimensions of current performance in the province against
standards for an open and orderly PFM system as identified by the PEFA performance
measurement framework.

2. The assessment for the PFM Performance Indicators (Pls) was premised on the June 2005
Performance Measurement Framework issued by the multi-agency partnership that has framed the
Public Expenditure and Financial Accountability program (PEFA), and covered 31 indicators for
PFM functions. 28 indicators measure the government performance whereas 3 indicators measure
the donors' performance on facets relevant to PFM performance of the government. The Steering
Committee responsible for providing GONWFP input to the study held a meeting to review the
PFM-PR and discuss the Performance Indicators (Pls) and possible steps for improvement.
Further discussions were held with individua members on particular indicators. The PFM-PR
report was also subject to review during a day long consultative workshop with the stakeholders.

3. Based on the final draft PFM-PR, this diagnostic report was prepared, focusing on the
underlying causes of weaknesses in the poorly performance areas as identified by C to D scorings
in the PFM-PR. This idea of prioritizing potential intervention areas is expected to assist the
GoNWFP in focusing their energies on the highly critical and weak PFM areas, on an urgent
basis, where the highest performance returns can accrue. The diagnostic report was prepared
using a questionnaire aimed at ensuring maximum government involvement in the assessment
process and in deciding on steps to improve weak performance rated areas. Members of the
Steering Committee have been instrumental in providing the Government input to the draft
summary diagnostics which now forms the nucleus of this Appendix to the core PFM-PR. This
part of the report will form a coherent basis for the province to conceptualize, design and develop
its own PFM Reform Strategy and Implementation Action Plan, around which Development
Partners can align.

4. The summary matrix highlights specific PFM recommendations for supporting the
improvement of the various dimensions of poorly performing PFM areas in Punjab.

5. The report shows for each Pl that rated poorly (below B rating):

e theassessed rating and a summary description of the indicator,
e adescription of the reasons for the poor rating, and
e asummary diagnosis of generic steps to improve performance in the indicator for each

6. The study has noted that the reforms already underway in the Province are developing a
very strong basis for improving PFM performance across all frontiers: from budget planning and
development, to budget execution, external and public oversight. With the PIFRA project having
achieved tremendous success in the province, so far, the key challenges will gradually shift towards
the third generation of governance reforms—i.e. improving policies, procedures, rules, and service
delivery culture to allow for unfettered implementation of reforms and achievement of
developmental outcomes.
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7. Among the areas identified as key constraining challenges to the PFM reform agenda in
NWFP are as follows:

(@)

(b)

(©)

(d)

(e)

(f)

()

(h)

(i)

()

(k)
()

(m)

(n)

(0)

(P)

how to deepen the budget planning process, including the implementation of MTBF
in accordance with international best practice through linkage of expenditure plans
with sectoral strategies and better integration of recurrent and development budgets;

the extent to which expenditure and revenue forecasts can mirror the realities of the
fiscal environment and thus bring the original budget estimates closer to the expected
actual situation by the close of the year;

how to best integrate cash planning in the budget release process and improve on the
predictability of resource flows to the MDAs in accordance with the cyclical pattern
of expenditures during the year;

seeking mechanisms to ensure that PLAs are discouraged, and donor-assisted project
funds actually pass through the provincial consolidated fund and are transacted and
reported on by use of government systems;

how best the fiscal risk attributes can be best monitored and consolidated by
reviewing restrictive laws of AGAs and PEs and factoring their potential explicit and
implicit contingent liabilities in the overall provincial consolidated position;

moving ahead with the reform agenda in the area of public procurement to enhance
transparency and accountability;

establishing functional internal audits in line departments and sanctioning of
positions at line departments;

pursuing resolution of the duality of control of DAOs through policy dialogue and
minimizing the potential disruptions to administrative coordination;

how to support the capacity enhancement activities for EDOs (F&P) through
training, infrequent transfers etc.;

working with the federal government in improving taxpayers registration and tax
assessment processes, particularly as relating to the province-own assigned taxes,

redefining the role of the Local Fund Auditors;

how to best enforce audit and PAC recommendations and ensure that the line
departments, through DACs, resolve audit issuesin atimely manner;

enhancing dialogue with the AGP to ensure timely completion of audits and
presentation of audited accounts and audit reports to the legislature;

how to enhance the time available to the Provincial Assembly in carrying out the
review of the annual budget law, and how to better support the PAC in carrying out
its mandate on review of audit reports;

how best to make Zila Accounts Committees most effective in reviewing audited
accounts of the districts, and enable district governments to comply with the dictates
of the LGO 2001, as amended;

supporting the integration of the HRMIS with PIFRA to ensure that a single core IT
applications platform isin use in the province;
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(q) synchronizing data between the FMIS server at the Department of Finance with the
one at the Accountant General’ s though use of a single server with adequate user-
access security.

8. The reforms aready taking place under the PIFRA will, supported by the focused

management of the issues as above highlighted, lead to the overall enhancement of the PFM
performance in the province, subject to a sustained commitment of the government of NWFP.
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[I.  Assessed Rating for 28 PFM Indicators (province)

13. Transparency of taxpayer C+

A: PFM out-turns obligations and liabilities

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

14.

Effectiveness of measures C
for taxpayer registration and
tax assessment

2. Composition of expenditure C 15. Effectiveness in collection D+
out-turn compared to of tax payments
original approved budget 16. Predictability in the C+

3. Aggregate revenue out-turn D
compared to original
approved budget

4. Stock and monitoring of D

17.

availability of funds for
commitment of expenditures
Recording and management B+
of cash balances, debt and

expenditure payment guarantees
arrears 18. Effectiveness of payroll B+
controls
B: Key Cross Cutting I ssues 19. Competition, value for C
5. Classification of the budget A money and controls in
6. Comprehensiveness of B procurement
information included in 20. Effectiveness of internal C+
budget documentation controls for non-salary
7. Extent of unreported D+ expenditure
government operations 21. Effectiveness of internal D
8. Transparency of inter- B audit
governmental fiscal 22. Timeliness and regularity of B
relations accounts reconciliation

9. Oversight of aggregate C
fiscal risk from other public
sector entities

10. Public access to key fiscal C
information

C: Budget Cycle
11. Orderliness and A
participation in the annual

23.

24.

25.

26.

Availability of information B
on resources received by
service delivery units.

Quality and timeliness of in- C+
year budget reports.

Quality and timeliness of B
annual financial statements
Scope, nature and follow-up D+
of external audit

budget process 27. Legislative scrutiny of the  C+
12. Multi-year perspectivein B annual budget law
fiscal planning, expenditure 28. Legislative scrutiny of D+/D

policy and budgeting
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1. Existing Reforms Underway in the Area of Public Financial
M anagement

9. In January 2004, a Provincial Public Financial Accountability Assessment (PFAA) was
concluded for NWFP with a view to identifying the specific financial accountability issues in the
province of NWFP and designing reform actions to be taken to reverse the weaknesses, exploit the
opportunities and capitalize on the strengths inherent in the financial accountability environment in
the province. The assessment captured and isolated the province-specific accountability
shortcomings and helped to design a reform agenda that has enabled the province to focus on
implementing the required actions which together are currently contributing to the enhancement of
the accountability regime at this sub-national level of government. The PFAA report has signaled
the clear will and determination of the NWFP government to embrace reforms and this is
evidenced by the scale and variety of actions taken since then to improve the financial management
regime in the province.

10. The government of NWFP is continuing to implement its medium-term strategy for public
financial managemeneforms as outlined in the PFAA action plan. These reforms aim, inter alia,
at improving the reliability and accuracy of financial data, institutionalizing the internal audit
function and improving accountability and legislative oversight.

11. The key thrust of the financial management reform program in NWFP rests, to a very large
extent, with the pace and comprehensiveness of implementation of the Bank-financed country-wide
public financial management proje&,FRA®. Critical performance improvements demonstrative

of the level of reform commitment of the Government of NWFP include: (a) improving the
reliability and accuracy of the financial information in the province, and on a uniform basis,
through adoption of the new chart of accounts for provincial and district governments’ budgets and
accounts and achieving the highest levels of reconciliation of accounts amongst all other provinces,

(b) being the first province to achieve 100 per cent IT connectivity in FMIS implementation
covering the provincial and all district governments by December 2006, and thus creating the
environment to providing meaningful and more comprehensive fiscal and financial information on

atimely basis; (c) improving the reporting lag for provincial government civil accounts to 14 days

from 15-21 days, and building on the strategy to improve timeliness to not more than 10 days after

each month-end; (d) maintaining the proactivity of the provincial and district external audit
infrastructure in completing the audit on a timely bass, although the finalization of audit
certification using the guidelines of the new Financial Audit Manual remainsto be fully rolled-out.

12. Moving forward with the PFM reforms agenda, the Government of NWFP has achieved
tremendous successes. These include enhanced reconciliations, reduction in suspense accounts,
progressive closure of off-budget accounts, upgrading of District Accounts Officers, embracing and
taking advantage of PIFRA computerization, appointment of the Provincial Financial Coordinator
(PFC) as the focal person for FM reforms, and creation of DG District Audits. The province has
been the first to adopt a Public Procurement Law, although this law needs to be revised to bring it
closer to international best practice.

® Project to improve financial reporting and auditing
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13. NWFP Essential Institutional Reforms Operationalization Program (EIROP), supported by
the UNDP, and conceived as a ten-year program, commenced in March 2001. The overall
objective of the program is to enhance the well being of the people of NWFP by making the public
sector more effective, efficient and responsive through decentralization, informed decision making
and capacity building, working towards a system which is participatory, gender sensitive,
transparent and accountable to beneficiaries. The program is also supporting the enhancement of
the capacity of Union Councilors in the areas of participatory planning and budget preparation.

14, The ADB-financed Decentralization Support Progr&®R) is being to carry forward
reforms in the areas of decentralization, fiscal restructuring and local governance. The program
supported the government in drafting the new Finance Award for more equitable fiscal transfers to
local governments. Other rules framed under DSP auspices included: the Fiscal Transfer Rules,
Budget Rules, Internal Audit Rules, Guidelines for Zila Accounts Committees and for Monitoring
Committees.

15. The Legislative Strengthening Project of USAID has engaged parliamentarians from
throughout the country in order to strengthen the democratic ethos through building capacity of
parliamentarians. The USAID Pakistan Legislative Strengthening Project worked this year with
legislators at the national parliament and in all provincial assemblies to identify how they could be
more informed and empowered in the budget process. The project provided them with a workshop
on the budget process, a published “Guidelines to the Budget Documentation” and a Budget
Analysis Tool to assist them in their budget oversight throughout the year.
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V. Matrix for the Weak Performing PFM Areasand the Way Forward

Pl-1to PI-3 PFM Out-turns

Aggregate expenditure out-
turn compared to original
approved budget.

PI-I
Rating: ‘D’

Actual primary expenditure
(excluding donor funded projects)
deviated from budgeted
expenditure in FY 03 and FY 04 by
more than 10%.

GoNWFP significantly under-spent
its budget during the period under
review due largely to budgeting
anticipated revenues from hydel
profits which were never realized.
The province had therefore to align
its actual expendituresto its
available resources, not necessarily
related to the budgeted estimates.

Composition of
expenditure out-turn
compared to the original
approved budget.

PI-2
Rating: ‘'C’

Variance in expenditure
composition for two out of the
three years exceeded overall
deviation in primary expenditures
by over 5 percentage points. There
were three key reasons for this: (a)
misclassification of actual
expenditures against functions/sub-
functions as a result of accounting
errors; and (b) appropriating
against ‘unallocable’ head in the
first two out of three years only to
reallocate within the year across
functions as a result of increased
resource needs of sectors; (c) the
change from the Chart of
Classification for budgeting and
accounting to a new Chart of
Accounts, thus making
comparability difficult through

mapping.

PFM PI I Causesfor Rating Lesser than B I Areasfor Focused | mprovement Interventions I

These indicators reflect that the ultimate outturn of the PFM
system is less than satisfactory.

1. NWFP would need to improve its expenditure forecasting and
align this with the most likely revenue receipts, particularly as
regards its expectations of hydel profits predictable and
realizable. Carrying out massive in-year expenditure cuts
could have far-reaching implications for the developmental
effortsin the province.

2. Limit in-year virements/re-appropriations between functional
classifications to no more than 5 percentage points while
ensuring that those virements/re-appropriations are directed to
key developmental sectors.

3. Enhance own-revenues as well asimprove on the forecasting

of hydel profits at realistic levels.

Responsibility: (FD, PAOs, AG, DAOs, DDOs).
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PI-7 Extent of unreported

of expenditur e payment

government operations

Rating: ‘D’

Rating: ‘D+'

Aggregate revenue out-turn
compared to the original
approved budget.

PI-3
Rating: ‘D’

Actual domestic revenue collection
was below 92% of the budgeted
domestic revenue estimates for two
FY's.

Stock of expenditure
payment arrears (as a
percentage of actual total
expenditure for the
corresponding fiscal year).
Prerequisite is the
availability of datafor
monitoring the stock of
expenditure payment
arrears.

Rating: ‘D’

Thereisno reliable data on the
stock of arrears from the last three
years since the payment of arrears
isrecorded against the same heads
as the payment of current year's
expenditures. In addition the
system of identifying year-end
commitmentsis not working asthis
requires commitment and
obligations system of accounting to
be put in place.

Full implementation of the NAM/SAP system, which includes
commitment accounting (PIFRA) and year-end reporting of
outstanding commitments that have crystallized into
obligations.

The system should enable the separate identification of the
payment of arrears in the subsequent fiscal year from other
routine payments pertaining to current fiscal year (PIFRA).

Responsibility: (AG, DAOs, PIFRA).

The level of unreported
extra-budgetary
expenditure, excluding
donor funded projects.

Rating: ‘D+’

Thereisno reliable dataon, or
formal recording of, the stock of
arrears from the last three years. In
addition, the system of identifying
year-end commitments has not
been in place. TMAsin particular
front-load some of their year-end
commitments and crystallized
obligations for some works, goods,
and services to the following year
in memorandum form due to
liquidity constraints by FY close.

Full implementation of the NAM/SAP system, which includes
commitment accounting (PIFRA) and year-end reporting of
outstanding commitments that have crystallized into
obligations.

The system should enable the separate identification of the
payment of arrears in the subsequent fiscal year from other
routine payments pertaining to current fiscal year (PIFRA).

Responsibility: (AG, DAOS, PIFRA).
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Extent of monitoring of
AGAsand PEs.

Rating: ‘C

(i) The level of unreported extra-
budgetary expenditure (other than
donor funded projects) constitutes
more than 10% of tota
expenditure.

(i) Information on donor financed
projects included in fiscal reportsis
seriously deficient and does not
even cover dl loan-financed
operations.

(iif) The prevalence of PLAS as
well as the assignment accounts
related to domestic funded
programs undermines the level of
comprehensiveness of fiscal reports
as they remain unclassified. Of
particular significance is the lack of
information in fiscal reports
relating to donor-funded investment
operations since most of these are
‘ring-fenced’ and do not feature
part of core government activities
that are captured in sufficient
detail.

All the public accounts needs to be brought into the common
Accountant General reporting system.

Assignment and Personal Ledger Accounts (PLAS) are
currently (mainly) outside the AG system of scrutiny or
reporting and should be mainstreamed.

Alternative expenditure tracking systems are possible but the
multiplicity of such accounts does not augur for transparency
and affects comprehensive and consistent reporting.
Significant disbursement/reimbursements continue to be made
by donors directly into assignment accounts established for the
implementation of foreign-assisted projects and these would
need to be brought into the regular government budgeting and
accounting system. Currently, expenditures financed from
assignment accounts are recorded by the public accounting
system only if and when the project entities inform the
Accountant General of the expenditures. Even there, there is
reluctance by the public accounting office to include
expenditures on projects and programs that they were not privy
to. PIFRA is one vehicle to support the migration from ‘ring-
fenced’ accounting and financial reporting arrangements to
mai nstream government systems.

The Chart of Accounts of TMAs is being revised for
consistency, on mapping basis, with the overall government
CoA. This will facilitate capturing information on a uniform
basis otherwise not available.

Responsibility: (FD, AG, PAOS).
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PI-13 Transparency of
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and liabilities

Rating: ‘C+'

(i) Extent of monitoring of
lower level governments’
fiscal position.

Rating: ‘C
(i) Extent of monitoring of
lower level governments’

fiscal position.

Rating'C’

AGAS/PEs should be required to
submit fiscal reportsto the
provincial government and/or to
their governing bodies at least
annually, but the practiceisrare
and a consolidated overview is
missing. Sinceno Cell is
established in the FD to track and
monitor the performances of
Autonomous Government Agencies
or Public Enterprisesin the
province, the determination of the
province's overall fiscal risk
becomesimpossible. Also,
consolidation of local governments’
accounts is missing.

- Develop and implement a fiscal database.

- Enforce a reporting regime - the Finance Department should
have an adeguate enterprise Monitoring Wing established for
the purpose of consolidating fiscal position and related risks.

- Enforce budget rules.

Responsibility: (FD, P&DD).

Public accessto: (i) Annual
budget documentations; (ii)
In-year budget execution
reports; (iii) Year-end
financial statements; (iv)
External audit reports; (v)
Contract awards; and (vi)
Resources available to
primary service units.

Rating 'C’

GoNWFP is maintaining a website
through which some of the
financial data are easily accessible.
Public access to the procurement
related issuesis minimal. Audit
reports are made available with a
very significant time lag.

- Develop and implement a Public Disclosure Policy Framework
to authorize public access to key fiscal information (at least 6
categories assessed for PI-10) through various means of
communication.

Responsibility: (FD).

- Support the operation of District Citizens Information Cells
(UNDP EIROP).

Responsibility: (District Governments).

Clarity and
comprehensiveness of tax
liahilities.

Rating: ‘C

Penalty-based incentive structure
for tax collection not well
entrenched, discretionin
assessments and waiversin place,
manual taxpayers' databasesin
operation.

- Review of legidation and procedures to make tax liabilities
more comprehensive and clear, and to reduce elements of
administrative discretion in assessing tax liabilities.

- Computerize the tax databases and the assessment and
collection systems.

- Monitor and encourage objective and impartial decision-
making by the tax collection agencies on a consistent basis.

Responsibility: (BoR, E&T).
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Taxpayer accessto
information on tax
liabilities and
administrative procedures.

Rating: ‘B’

Rating: ‘'C’
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Existence and functioning
of atax appeals
mechanism.

Rating: ‘C

Tax appeals system of
administrative procedures has been
established, but needs redesign to
be fair, transparent and effective.

- Review the appeal processes. Provide taxpayers with accurate
knowledge of and information on their tax liabilities through
transparent databases as per the AIT and UIPT
computerizations and similar opportunities for other taxes.

- Revise and enforce the appeals mechanism and notify as the
enabling administrative procedures with defined sanctions for
non compliance.

Controlsin the taxpayer
registration system.

Rating: ‘C

Taxpayers are registered in
database systems for individual
taxes only, which are not fully and
consistently linked.

Surveys of potential taxpayers are
rarely carried out.

Responsibility: (BoR).

- Computerization of properties and motor vehicle related taxes
in process (E&T).

- Computerization of land recordsis under process (BoR).

- Regular surveys of taxpayers potential to be carried out
(E&T/BOR).

Responsibility (E&T, BoR).

Effectiveness of penalties
for non-compliance with
registration and declaration
obligations

Rating: ‘'C’

Penalties for non-compliance
generaly exist, but substantial
changesto their structure, levels or
administration are needed to give
them areal impact on compliance.

- Review of legidation and procedures (same asin PI-13)

Responsibility (E&T, BoR).

Planning and monitoring of
tax audit and fraud
investigation programs

Rating: ‘C’

No unified, risk-based system of
tax audit exists; site inspections and
fraud investigations are not
methodically carried out.

Introduce a comprehensive tax audit regime on modern lines
following a risk-based approach, and merge the other inspections
[ audits or related activities into the comprehensive tax audit.

Responsibility: (BoR, E&T).
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PI-16 Predictability of available
fundsfor expenditure commitment

Pl-15 Effectivenessin collection of tax payments

Rating: ‘D+

The collection ratio for
gross tax arrears, being the
percentage of tax arrears at
the beginning of a fiscal
year, which was collected
during that fiscal year
(average of the last two
fiscal years).

Rating: ‘D’

Management information with
respect to tax arrears is not
available.

- Computerization of properties and motor vehicle related taxesin
process would provide arrearsinformation in the compiled form
(E&T).

- Computerization of land records (under process) would improve
management of arrears of land revenue (BoR) when successfully
compl eted.

Effectiveness of transfer of
tax collectionsto the
Treasury by the revenue
administration.

Rating: ‘A’

Frequency of complete
accounts reconciliation
between tax assessments,
collections, arrears records
and receipts by the
Treasury.

Rating: ‘C

Disconnect between the demand
registers and accounting data of
receipts. Notwithstanding, tax
receipts are paid into the treasury.

To be considered as part of the computerization of taxes related to
properties, motor vehicles and land. This should be developed
and interfaced with the PIFRA accounting system for real time,
online, reconciliations to be carried out.

Responsibility: (BoR, E&T and PIFRA).

Extent to which cash flows
are forecasted and
monitored.

Rating: ‘'C’

Annua forecast of cash inflows and
outflows carried out and cash
availability information isfully
known at the beginning of the year.
However the forecast is only
updated partially or less regularly
during the year.

Establish a Cash Planning Cell in the Department of Finance to
carry out continuous cash planning and monitoring of cash
balances amidst liquidity bottlenecks realized during the year.

Responsibility (FD).

Reliability and horizon of
periodic in-year
information to MDASs on
cellings for expenditure
commitment.

Rating: ‘A’
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PI1-20 Effectiveness of
internal controlsfor non-

PI-19 Competition, value for money and controlsin

procur ement

salary expenditure

Rating: ‘'C’

Rating: ‘C+'

Frequency and
transparency of
adjustments to budget
alocations, which are
decided above the level of
management of MDAS.

Rating: ‘B’

PFM PI I Causesfor Rating L esser than B I Areasfor Focused | mprovement Interventions I

Evidence on the use of
open competition for
award of contracts that
exceed the nationally
established monetary
threshold for small
purchases.

Rating: ‘'C’

Although datais not available on
public contract awards as a
proportion of al public contracts,
anecdotal evidence and audit
reports show that a significant
proportion of contracts surpass the
established threshold despite the
presence of pre-audit.

- The procurement module functionality in SAP R/3 should be
configured and activated to record and monitor the basic
particulars of each contract, including its total value, method of
procurement etc.

Responsibility: (C&W and PIFRA).

- Take the procurement capacity building reforms forward (WB
Procurement Capacity Building IDF Grant).

Responsibility: (FD).

Extent of justification for
use of less competitive
procurement methods

Rating: ‘C

Justification for use of less
competitive methods is often weak
or missing

- Asabove.
- Establish functional interna audit line agencies to serve as the
first line of control.

i?esponsi bility: (FD, Line Agencies)

Existence and operation of
a procurement complaints
mechanism

Rating: ‘'C’

Process for addressing procurement
complaints does not provide for
timely resolution of complaints.

Implement an effective mechanism to redress complaints with
respect to procurement.

Responsibility: (FD)

Effectiveness of
expenditure commitment
controls

Rating: ‘B’

Comprehensiveness,
relevance and
understanding of other
internal control rules/
procedures

Rating: ‘B’
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Pl-24 Quality and
timeliness of in-year

Pl1-21 Effectiveness of Internal Audit

budget reports

Rating: ‘D’

Rating: ‘C+'

Degree of compliance with
rules for processing and
recording transactions.

Rating: ‘C

Misinterpretation of rules, use of
undue discretion, non-compliance
with procedures, undue stringency
in pre-audit controls, etc.

- Revise the financial rules, treasury rules and related financial /
internal control regulations.

Responsibility: (FD)

- Refresher courses to the executives/ DDOs in financial
regulations, internal controls and contract management.

Responsibility: (FD, AG, PIFRA, DSP)

Coverage and quality of
the internal audit function.

Rating: ‘D’

Internal audit function, focusing on
systems monitoring, is almost non-
existent. There is no systematic
assessment of internal control rules,
and the applications of the rules by
the pre-audit function are not risk-
based, and are largely mechanistic
and sometimes excessive.

- Establish functional internal audit unitsin line agencies, and
sanction posts.

- Comprehensive training should be arranged for training of the
internal audit staff in order to implement the internal audit manual
prepared under PIFRA, in the case of provincial government, and
LGO & Internal Audit Rules, 2003, in the case of local
governments.

Responsibility: (FD, AG).

Frequency and distribution | Reports are either non-existent or - Asabove -
of reports. very irregular

Rating: ‘D’

Extent of management | Inthe absence of functioning - Asabove -

response to internal audit
findings.

Rating: ‘D’

internal audits, there are no
recommendations that can be
responded to.

Scope of reportsin terms
of coverage and
compatibility with budget
estimates.

Rating: ‘C

The actual figures are not generally
presented with and compared to the
budgeted figures to reflect
variances. Similarly, the reports
are generated by functions and not
by detailed heads of account,
including economic classifications.

- Generate and circulate the in-year budget reports from the SAP
system in accordance with the NAM Financial Reporting Manual.

Responsibility : (AG, DAO).

Timeliness of the issue of
reports.

Rating: ‘A’
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Rating: ‘D+

Quality of information.

Rating: ‘'C’

Questionable accuracy of data due
to existence of a number of un-
reconciled transactions, and the
format of the reports not conducive
to management needs.

- Asabove -

Scope/nature of audit
performed (incl. adherence
to auditing standards).

Rating: ‘B’

Timeliness of submission
of audit reportsto
legislature.

Rating: ‘D’

The latest audit reports take more
than 12 months after receipt of the
financial statements by the auditors
before they are submitted to the
legislature. Further lengthy review
by Quality Review Committee of
AGP causesthe delay.

- Speed up the quality control processes.

- Treat each certification audit separately for reporting.

- Enhance audit capacity and ensure adequately qualified senior
audit staff are assigned to carry out audits.

- Finalize TMA audit arrangements.

- Implementation of new Financial Audit Manua which
inculcates the risk-based audit approach with audit activities
concurrently carried out during the reporting period (PIFRA).

- Mainstream the quality assurance throughout the audit
processes from early on and reduce burden of post audit
Quality Review Committee.

Responsibility : (AGP, PIFRA).

Evidence of follow up on
audit recommendations.

Rating: ‘'C’

The DACs particularly as relating
to district governments are
particularly weak in following up
and acting on audit issues raised
against their respective
departments. The Zila Accounts
Committees have not been
established in the maority of
districts and hence have not been
performing the follow up actions
required of them. Follow up by the
PACs has aso been quite sow,
although effective.

- Enlist internal audit to be responsible for following up
deficiencies identified by external audit.

- Strengthen the PAC Secretariat through enhanced staffing and
training.

- Establish DACs in all districts and monitor performance
against specified milestones.

- Establish Zila Accounts Committees in all districts and provide
induction training to members.

- Provincia Assembly to seek periodic reports on compliance

Responsibility: (Nazims, FD ,PAC, LG).
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Scope of the legidature's
scrutiny.

Rating: ‘A’

Rating: ‘C+

Extent to which the
legislature's procedures are
well-established and
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% Rating: ‘B’

Q@ Adequacy of time for the The budget is passed by the - Use estimates/appropriation committees.

= legislature to provide a assembly after 10-14 days, and this | - Increase the time available for the legidature to examine the
g response to budget isless than the one month criterion. budget in the context of estimates/appropriations committees
£ proposals both the detailed examining government departments on their actual results and
§ estimates and, where The legislatureis not involved in budget projections.

) applicable, for proposals reviewing the Budget Call Circular. | - Capacity building of parliamentariansin the process of budget
.‘12) on macro-fiscal aggregates preparation and related analysis (L egidative Strengthening

© earlier in the budget Program — USAID).

% preparation cycle.

_I .

N Rating: ‘'C’

i Rulesfor in-year

a amendments to the budget

without ex-ante approval
by the legidature.

Rating: ‘B’
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PI1-28 L egislative scrutiny of exter nal audit reports

Rating: ‘D+'/'D’

Timeliness of examination
of audit reports by the
legislature.

Rating: ‘D’

- PAC usualy takes more than 12
months to dispose of an annual
audit report after receiving it.
However, they deliberate on the
audit reports extensively. Punitive
actions are recommended but the
implementation needs to be
streamlined.

- Significant backlog of outstanding
audit observations exists and is
demonstrative of a lag in financial
accountability.

- Weak capacity of PAC secretariat
staff to support PAC deliberations

Provide technical assistance (experts) to support the
deciphering of backlog of outstanding audit observations.
Ingtitutional strengthening of PAC.

Apply the PAC timetable rules and improve timeliness of
examination of audit issues.

Implement review of district audit reports by Zila Accounts
Committees.

Ensure immediate review of the most recent reports and
allocate older reports or older pending or conditionally settled
paragraphsto DACs.

Ensure that Zila Audit Committees have assistance from DG
(District Audit) or a senior representative at their meetings.
Improve audit quality through AGP's roll-out of the new
Financial Audit Manual.

Improve committee guidelines - Assess scope to provide
committee procedura and policy guidelines based on
experience in other jurisdictions.

Ingtitutional strengthening of Zila Accounts Committees.

Responsibility : (Assembly Secretariat, Nazims, AGP, FD, DSP)

Extent of hearings on key
findings undertaken by the
legislature.

Rating: ‘B’

I ssuance of recommended
actions by the legidature
and implementation by the
executive.

Rating: ‘C’

Non-existence of atracking system
for monitoring the implementation
of PAC recommendations.

Develop a database to track resolution of audit observations as
well as the implementation of PAC’s recommendations by the
executive,

Responsibility : (Assembly Secretariat)

79




80



