Andhra Pradesh State Financial
Accountability Assessment
(State Gover nment)

({7 .. CENTRE FORGOOD GOVERNANCE

ﬂ,"lKnowIedge Technology = People



No part of thisbook may be reproduced in any form without permission inwriting from the publisher,
except by areviewer or aresearch scholar who may quote brief passagesin areview in amagazine or
a newspaper or for research purposes as the case may be.

Copyright © CGG 2004

Printed and published by the Director General & Executive Director, Centre for Good Governance,
Dr MCR HRD IAP Campus, Road No. 25 Jubilee Hills, Hyderabad 500 033.

(T



The Andhra Pradesh State Financial Accountability Assessment report contains the
following five documents. These documents are paginated separately and arranged in the
order given below:

1 Executive Summary 26 pages
2. Fiduciary Risk Assessment Report 144 pages
3. Appendices to Fiduciary Risk Assessment Report 12 pages
4. Development Report 22 pages
5. Short Term and Long Term Recommendations 18 pages

CENTRE FOR GOOD GOVERNANCE

Knowledge Technology People




7

Andhra Pradesh State Financial
Accountability Assessment

Executive Summary



© 0 N O O B~ W DN PP

e < i
w N kB O

Andhra Pradesh SFAA - Executive Summary

CONTENTS

Introduction

Legal and ingtitutional framework
Budget formulation

Budget execution

Accounting

Monitoring and reporting

Asset management

Debt management

Contingent liabilities

Internal controls

External auditing

Legidative scrutiny of public finances

Public access to information on public finances

o o b~ P

12
15
17
19
20
21
23
25
27

CENTRE FOR GOOD GOVERNANCE

Knowledge

Technology

People



Andhra Pradesh State Financial
Accountability Assessment

Fiduciary Risk Assessment Report

(T



ANDHRA PRADESH SFAA-FIDUCIARY RISK ASSESSMENT

REPORT

CONTENTS

I ntroduction

11
12
13
14

Background to the State Financial Accountability Assessment
Objectives and scope of the SFAA

Methodol ogy

Structure of this report

Recent trendsin Public Financial Management

21
2.2
2.3

An overview of GOAP financial results and position
Interpretation of recent fiscal trends
Recent and ongoing reformsin PFM

PFM legal and institutional framework

31
3.2
3.3
34
35
3.6
3.7
3.8
39

Principles of good practice

Institutional capacity for PFM reform and co-ordination
Structure of PFM framework meets users needs
Comprehensive and relevant legal framework kept up to date
Transparent and accessible legal framework

Clear ingtitutional accountability framework established
Clear accountability framework for individual officials
Adequate levels of PFM expertise

Conclusion

Budget formulation

4.1
4.2
4.3
4.4
4.5
4.6

Principles of good practice

Budget realism

Line department ownership of budgets

Budget comprehensiveness

Comprehensive, accessible and timely budget documentation
Conclusion

Budget execution

5.1
5.2
5.3
5.4

Principles of good practice
High correlation between budget and actual expenditure

Transparent and clear processes for within-year expenditure changes

Predictability in expenditure allocations

N DR DDA WR R PRPBR

B R R R R R R R R
© © OO U A WWNDN

sgooooml\)wl\)
R O O O O O

[CS I OV)
o1 o1

& 8 8

CENTRE FOR GOOD GOVERNANCE

Knowledge

Technology

People



5,5  Effective cash management
5.6 Departmental controls over approval, and recording of approved, transactions

5.7 Monies granted or advanced promptly and accurately recorded,
and vouched or recovered

5.8 Financia transactions properly passed and accurately recorded
5.9 Conclusion

6 Accounting
6.1 Principlesof good practice
6.2 Clear and optimal roles and responsibilities in the accounting process
6.3 Clearly defined accounting concepts, policies and procedures
6.4  Accounting policies support the needs of the user of the accounts
6.5 Timely rendering, compilation and production of accounts
6.6 Systemsand controls support relevant and reliable accounting
6.7 Complete and reliable accounting for funds held outside the Consolidated Fund
6.8 Conclusion
7  Monitoring and reporting
7.1  Principlesof good practice
7.2  Timely, relevant and reliable monitoring of budget execution
7.3  Timely, relevant, understandable and comparable financial reporting
74 Conclusion
8  Asset management
8.1 Principlesof good practice
8.2  Clear and appropriate asset management rules
8.3  Adequate provisions for safeguarding of assets
8.4  Independent and regular scrutiny of assets
8.5  Disclosure and transparency
8.6 Conclusion
9  Debt management
9.1 Principles of good practice
9.2 Pro-active approach to developing a debt policy
9.3 Pro-active approach to debt management
9.4  Effective forecasting and monitoring of debt levels and maturity
9.5 Comprehensiveness and transparency in the reporting of debt
9.6 Effective scrutiny of debt policy and performance
9.7 Conclusion
10 Contingent liabilities
10.1 Principles of good practice
10.2 Guarantees extended subject to risk assessment and proper approval
(T

52
53

60
67
75

76
76
77
78
80
82
84
92
97

98
98
98
101
105

106
106
106
107
110
110
111

112
112
112
115
115
115
116
116

117
117
118



11

12

13

14

10.3
104
10.5

Contingent liabilities being adequately provided for
Transparent reporting of contingent liabilities
Conclusion

Internal controls

111
11.2
11.3
114
115

Principles of good practice

Clear accountability for internal controls

Effective internal controls designed, installed and operated
Monitoring and evaluation of risks, controls and compliance
Conclusion

External auditing

121
122

12.3
124
125
12.6
12.7
12.8

Principles of good practice

Clearly established, sufficient and enforced independence,
duties, jurisdiction and powers

Effective audit approach

Objective, qualified and resourced auditors

Timely and appropriate responses to audit observations

Follow up procedures ensure implementation of audit observations
Timely and accessible audit opinion and reporting

Conclusion

L egidative scrutiny

131
13.2

13.3
134
135

Principles of good practice

Clear roles, responsibilities and process for approval of
budgets and legidative scrutiny

Timely and effective scrutiny of budget execution
Transparency of legidlative approval and scrutiny
Conclusion

Public accessto information on public finances

141
14.2
14.3
144
14.5

Principles of good practice
Transparency and public access to information

118
120
121

122
122
123
123
127
129

131
131

132
135
137
137
141
142
143

144
144

144
145
148
149

150
150
150

Opportunities for public consultation or participation throughout the budget process151

Avenues for filing, follow up and redressal of public complaints
Conclusion

152
152

CENTRE FOR GOOD GOVERNANCE

Knowledge

Technology

People



Andhra Pradesh State Financial
Accountability Assessment

Fiduciary Risk Assessment Report:
Appendices

(T



Al
A2
A3
A4
A5
A6

A7

ANDHRA PRADESH SFAA FIDUCIARY RISK ASSESSMENT

REPORT

APPENDICES

CONTENTS

The PFM legal framework

The PFM ingtitutional framework
Budget documentation

Budget classification
Re-appropriations

Financial reporting disclosure
A6.1 Appropriation Accounts
A6.2 Finance Accounts

A6.3 Budget

A6.4 Accounts at aGlance
A6.5 AGAudit Report (Civil)
Note on fiscal responsibility legidation

© © © 00 ~N 0o W

R -
AW W N

CENTRE FOR GOOD GOVERNANCE

Knowledge

Technology

People



7

Andhra Pradesh State Financial
Accountability Assessment

Development Report



10

11

12

13

ANDHRA PRADESH SFAA-DEVELOPMENT REPORT

CONTENTS

I ntroduction

PFM legal and institutional framework
21 Comprehensive and relevant legal framework kept up to date
2.2 Clear accountability framework for individua officials

Budget formulation

3.1 Clear and optimal roles and responsibilities in budget formulation
3.2 Political engagement in budget formulation

3.3  Budget realism

3.4  Linedepartment ownership of budgets

3.5 Budget integration

3.6  Budget comprehensiveness

3.7 Comprehensive, accessible and timely budget documentation

Budget execution
4.1  Transparent and clear processes for within-year expenditure changes
4.2  Commitments and arrears

Accounting

Monitoring and reporting

6.1 Timely, relevant and reliable monitoring of budget execution

6.2 Timely, relevant, understandable and comparable financial reporting
6.3  Linking financial and performance reporting

Asset management
7.1  Clear roles, responsibilities and process
7.2  Efficient and effective management of assets

Debt management

8.1 Pro-active approach to developing a debt policy

8.2  Pro-active approach to debt management

8.3 Comprehensiveness and transparency in the reporting of debt

Contingent liabilities

Internal controls

10.1 Clear roles and responsibilities for internal controls

10.2 Common understanding and appreciation of internal controls

External auditing

11.1 Effective audit approach

11.2 Timely and accessible audit opinion and reporting
L egidative scrutiny

12.1 Timely and effective scrutiny

Public accessto information on public finances

13.1 Transparency and public access to information

N~NNOOBRWWMNNDN P

B
o o

11
12

13
13
14
14

15
15
16

18
18
18
18

19

20
20
22

23
23
23
24
24

25
25

13.2  Opportunities for public consultation or participation throughout the budget process25

CENTRE FOR GOOD GOVERNANCE

Knowledge Technology

People



Andhra Pradesh State Financial
Accountability Assessment

Short Term and Long Term Recommendations

(T



1. Introduction

1.1  Background to the State Financial Accountability Assessment

As part of the ongoing fiscal reforms process, the Government of Andhra Pradesh (GoAP) decided to
take anumber of measures during 2002-03, including completion of a State Financial Accountability
Assessment (SFAA) and related Action Programme covering the State Government. The SFAA isa
GOAP exercise, undertaken by the Centre for Good Governance (CGG).

1.2 Objectives and scope of the SFAA

The SFAA has dua objectives, being:

. First, thedevelopment objective. Itskey roleisto facilitate acommon understanding of GOAP's
public financia management (PFM) arrangements, including identifying their strengths and
weaknesses, thus contributing to the design and implementation of capacity building programmes
for improved PFM;

. Secondly, the fiduciary objective which is to assess and manage the risk that government and
donor funds might not be spent on authorised and intended purposes, as expressed in the Budget,
and thus support the exercise of donors' fiduciary responsibilities.

A separate report covers developmental issues and includes recommendations and an action plan.
This report covers the fiduciary objective, and thus examines key issues such as the extent to which
the budget has been implemented as passed, whether the budget covers al significant parts of
government activity, whether sufficient reliable information is provided on budget execution and
whether practices match rules. The SFAA may use some audit techniques to assess these i ssues, but
it isnot to be considered, or represented, as an audit of any of the systems assessed. This assessment
does not aim to assess the quality or value for money from public spending; thisistherole of aPublic
Expenditure Review (PER). Nor does the SFAA assessthe level of financial or sovereignrisk. The
scope of the SFAA covers only the State Government.

1.3  Methodology

The SFAA was undertaken using a diagnostic framework which compared GoAP against principles
of good practicein containing fiduciary risk. These are normative principles, which are not necessarily
implemented in specific governments. The principles have been derived from various documents
issued by international authorities on public finance issues, with a specific referenceto fiduciary risk.
Evidence of GoAP practice was derived from a number of sources, with primary data gathered from
controls testing, which isoutlined in Figure 1.

Figure 1: Overview of controlstesting

The SFAA team undertook controls testing in two departments: Primary Health and Primary
Education. Controls testing was therefore undertaken at the Directorate of Public Health,
Commissionerate & Directorate of School Education, and the State Project Director of the District
Primary Education Programme (DPEP). Testing was undertaken in five districts, intended to
cover the range of likely control environments: Mahbubnagar, Nalgonda, Visakhapatnam, Ranga
Reddy and Guntur. Thus, five District Education Offices (DEOs) and five District Medical and
Health Offices (DMHOs) weretested. Testing was also undertaken at ten Primary Health Centres
(PHCs), seven Mandal Education Offices(MEQOS), five District Primary Education Project (DPEP)
officesand four primary schools. Testing was undertaken with the use of adetailed Internal Controls
Questionnaire (ICQ). In addition to the five districts visited, the ICQ was sent to a further six
districts, none of whom replied.
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Controls were also tested at five District Treasury Offices (DTOs) and six sub-Treasury Offices
(STOs) and the ICQ was al so completed by the Directorate of Treasury and Accounts (DTA) who
provided State-wide information. And, the ICQ was also sent to 17 Pay and Accounts Offices
(PAOs) (Works and Projects), 10 Assistant PAOs (APAOs), and 4 Joint Directors of Works and
Accounts, from whom replies were received in all cases.

The results of the controls testing have been examined in the context of corroborating evidence,
including Accountant General (AG) Inspection Reports, internal audit reports, reports of Chartered
Accountant audits, and the Comptroller and Auditor General (CAG) Audit Reports.

The SFAA also drew upon stakehol der consultation and desk review of awiderange of material, from
AP, Indian, and international sources.

14 GoAP vision and record of PFM reforms

GoAP's record of reforms in PFM and accountability since 1999-2000 reflects its commitment to
minimising fiduciary risk and providing a sound fiscal basis for the development of the State. The
initial focus of the reforms was on increasing the transparency of the budgetary process and fiscal
discipline. GoAP's Strategy Paper on Fiscal Reformsin 2001 renewed GoAP’'s commitment to PFM
reform and set out avision of PFM. Four of the vision's key pillars, outlined in Figure 2 below, are
critical to minimising fiduciary risk.

Figure 2: Pillars of GoAP’s Fiscal Reformscritical to minimising fiduciary risk

. Creating the conditionsfor good operational management and improvement of servicesto the
public, by empowering the government departments to take decisions in their remit while
assuring accountability for the use of resources and for results;

. Assuring close correspondence between actual expenditures and the approved budget, thereby
permitting theintroduction of good cash management, and improving predictability throughout
government;

. Modernising the financial management system by streamlining financial regulations and
appropriate use of information technology;

. Enabling public participation in budget formulation and implementation by making budget
documents simpler and disseminating government financial decisionsin user-friendly forms.

Source: GoAP Strategy Paper on Fiscal Reforms (2001)

Guided by these medium term objectives, GoAP hasimplemented extensive reformsin most areas of
PFM over which it has delegated authority. Many of the reforms, particularly those in budget
formulation and execution will increasingly bear fruit over the coming years. For example, GOAP's
groundbreaking reformswhich promote greater budget realism, departmental ownership of their budgets
and release of expenditure authorisation, should increase the potential for the budget to beimplemented
as passed, and for departments to be held accountable for their use of financial resources. While the
divergence between budgeted and actual revenue and expenditure is narrowing over time, GoOAP
recognises that there is till some way to go to ensure that the budget is a reliable guide to actual
expenditure.

Measures in other areas have had a more immediate impact. GOAP is now a leader in budget
comprehensiveness, for example having brought previously off-budget borrowings on budget and by
disclosing (and increasingly providing for) government guarantees. GoAP'sreformsinthetimeliness
and reliability of financial information have also borne fruit in 2002-03, and will be strengthened
further by the integration of systemsin the coming year. Increasing the reliability of information on
budget execution, and reducing fiduciary risk, relieson greater disciplinein undertaking reconciliations,
tackling large and non-transparent balances on the Public Account and deposit accounts.

(T 5



GOoAP has a so undertaken arange of reforms aimed at strengthening controls and compliancein key
areas of departmental budget execution to narrow divergences between forma PFM ‘theory’ and
‘practice’. Further improvementswill be enabled by, first, the selective revision of the PFM rules and
regulationsto increasetheir transparency and accessibility, and secondly, by devising and implementing
further mechanisms for their enforcement, such as the upgrading of the accountability framework,
establishment of effective departmental internal audit functions, and improvement of financial
competencesat thedistrict and field levels. A focuswill berequired on areasidentified asparticularly
weak, such as asset management.

Much of thereform effort lieswith GoAP. However, the CAG and PAC will continueto play acritica
role in the minimisation of all aspects of fiduciary risk.

15  Structureof thisreport
This report is structured around the following key stages/aspects of PFM.

PFM legal and ingtitutional framework (Chapter 3) examines the key laws, rules, regulations
and practices underpinning PFM in GoAP.

PFM process examines four key stages: Budget formulation (Chapter 4), Budget execution
(Chapter 5), Accounting (Chapter 6), Monitoring and reporting (Chapter 7).

Assets and liabilities selects for closer examination Asset management (Chapter 8), Debt
management (Chapter 9), and Contingent liabilities (Chapter 10).

Internal controls (Chapter 11) highlights cross-cutting issues of how GoAP seeks to ensure the
achievement of its objectives, specificaly safeguarding resources and adherence to the legal
framework.

Scrutiny and accountability analyses the main mechanisms by which stakeholders exercisetheir
right to hold GoAPto account for PFM, being External auditing (Chapter 12), Legidative scrutiny
(Chapter 13), and Public accessto information (Chapter 14).

Each chapter starts with a shaded box containing the key conclusions of the SFAA inthat area. This
isfollowed by a summary of the assessment leading to those conclusions.
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2. Legal and institutional framework

The extent to which thelegal and ingtitutional framework encourages a culture of compliance and
creates aclimate for PFM reform will play asignificant rolein determining the level of fiduciary
risk.

Much of the legal and institutional framework, within which the GoAP PFM system operates, is
prescribed by the Government of India(Gol) in accordancewithin the provisions of the Constitution
of India. GoAPisthusconstrained in many areasin its attemptsto reform PFM, but has sought to
supplement Gol requirements in some areas so as to minimise fiduciary risk, for example by
increasing the availability of information on public financesin atransparent form. In other aress,
such as the budget process, State Governments have delegated authority and GoAP has used this
to good effect by undertaking reforms that seek to reduce fiduciary risk by increasing budget
realism and budget comprehensiveness.

There are other areas contributing to fiduciary risk that can be tackled further by GoAP; these are
highlighted in the relevant chaptersof thisreport. Reformsin specific areas need to be underpinned
by reformsthat tackle weaknessesin thelegal and institutional framework. Most urgently required
is the selective modernisation, codification, and simplification of the legal framework based on
clearly articulated principlesand acomplete and consistent accountability framework. Thisshould
increase compliance at the district and field level s, where the competence and motivationto comply
can be weak. Reducing the risk of non-compliance relies on strengthening the organisational
culture by reforming working practices; in-roads can be made by strengthening training and human
resource management of finance staff.

Key aspects of PFM in the States are determined by the Constitution and Gol, including budget
classification, budget documentation, the Legidlative role in budgetary approval, financial rules and
regulations, the basis of accounting, financial reporting formats and timing, debt management, the
giving of guarantees and the audit of the accounts of States by the CAG. This report sets out the
manner in which these provisions impact on PFM, and how GoAP has sought to supplement these
provisionsin such away asto contain fiduciary risk.

Examples of divergences between PFM ‘theory’ and ‘ practice’ are noted whererelevant in thisreport.
GoAPisseeking to devise and implement mechanismsthat further enforce compliancein such asway
asto enhance PFM. Central to thistask is ensuring that the ‘theory’ is cohesive, relevant, up to date,
comprehensive, transparent and accessible. The Gol Government Accounting Rules, Account Codes
and General Financial Rules are the primary source of the ‘theory’. From these are derived the AP
Financial Code, AP Accounts Code and AP Treasury Code. The key principles underpinning the
Rules and Codes, in terms of roles, responsibilities and process, are not clearly enunciated. Many
provisions are obsolete or redundant. The Rules and Codes need modernisation in many areas to
ensurethat they remain relevant to the needs of users, and reflect the variety of reformsbeing undertaken
by GoAPR, for example in the budgetary and accounting processes. The comprehensiveness of the
Rules and Codes also needs expansion in several key areas such as asset management and
computerisation. GoAP recognises these facts and has committed itself to a zero based review of all
financial regulations with selective revision where necessary. In the meantime, GoAP has sought to
update the framework by way of a series of Government Orders (GOs). When added to the range of
other Codes and Manuals, it is difficult for officials to be sure that they have the complete picture.

Furthermore, the framework needsimprovement in transparency and accessibility in order toincrease
compliance with the PFM rulesin ‘spirit’ aswell as“in letter”. The existing Rules and Codes are not
user-friendly, adopting astylethat isdifficult for many to understand and interpret. GoA P has developed
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a series of Departmental Manuals and Functionary Manuals in an attempt to provide more a user
friendly source of guidancefor officials. Many officials, especialy at district and field levels, currently
exhibit alow awareness of the Rules and Codes, and particularly of the Functionary Manuals.

GOAP is also devising mechanisms to enforce compliance through reforms which emphasise
institutional and individual accountability. Given that they will demand a wide range of changes
across various dimensions of GoAP activity, it isimportant that all of these reforms are moving GoAP
consistently towards a clear, robust and consistent accountability framework. GoAP recognises that
design and implementation of the performance budgeting reforms in particular must be based on a
clearer understanding of the new ingtitutional accountability framework that GoAPisworking towards.

GoAP hasmade significant stridesin recent yearsin clarifying responsi bilities and fixing accountability
on individual officials. One critical step forward in accountability was the issue of GO 507 in April
2002 as it clarified the responsibilities of Drawing and Disbursing Officers (DDOs) with regard to
key accounting controls and imposed sanctionsfor failure to comply with them. ButaDDO Manual,
although developed as training materials, has not been provided directly to all DDOs in the field.
Thereis scopeto increase further the accountability accepted by some officials, particularly Heads of
Departments (HoDs)/Chief Controlling Officers (CCOs) and subordinate Controlling Offficers (COs).
The Functionary Manuals have been an excellent step in clarifying controls and responsibilities of
Treasury officials; the other Functionary Manuals need greater emphasison thefiduciary responsibilities
of departmental officials.

Further improvementsin compliancealso rely on building PFM skillsand experti se across departments
and levels of Government. Thisisa particular issue at the district and field levels, including among
non-financial staff such as COsand DDOs. Thereisalso aneed to provide more specialised support
to the Finance Department, for example expertsin procurement, asset management, internal controls
and accounting techniques. Finance Department is already taking the initiative by creating specialist
internal audit and debt management cells. Such reformsare required to build theinstitutional capacity
to deepen and widen the PFM reforms and realise their benefits.

Thefollowing four chapters cover the four main stages of the PFM process, being budget formulation,
budget execution, accounting, and monitoring and reporting.
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3. Budget formulation

The ability of a government to implement the budget as passed is dependent on the quality and
realism of the budget itself, asit will be difficult to implement abudget that isbased on unrealistic
estimates of revenue and expenditure. Thus, budget formulation is a critical stage for fiduciary
risk.

Budget realism is a challenge for all governments. GoAP forecasts of revenue are consistently
below budget. However, they are within alow margin of error and the quality of these forecasts
has generally been improving. Furthermore, much of the variance between budget and actual
revenuesis dueto lessthan anticipated receiptsfrom Gol. Therevenue shortfall isonereason for
downward revisionsto budget allocations at the time of Revised Estimates, although theserevisions
also reflect the financial performance of departmentsin the year to date.

Therefore, downward revisions in expenditure from Budget do not necessarily imply over-
estimation of expenditure at Budget time. Instead GoAP recognises that its debt servicing and
salary commitments (combined with the policy of avoiding staff retrenchment) lead to some under-
provision for non-salary O&M expenditure. These commitments also limit GOAP and line
departments’ flexibility in formulating their budgets. GoAPisworking actively to reducefiduciary
risk, by developing initiatives that will improve departmental ownership, and the quality and
realism of the budget, but these will largely only bear fruit in the medium term. Theseinitiatives
are the Medium Term Fiscal Framework (MTFF), Performance Budgeting and the pilot Medium
Term Expenditure Frameworks (MTEFs). GoAPis also aleader among Indian statesin reforms
to enhance budget comprehensiveness. Thesereformshave reduced fiduciary risk inthisimportant
respect.
Ensuring that GoAPisableto implement the budget as passed depends upon the realism of the budget’s
revenue and expenditure estimates, which implies adequate provision for the cost of funding government
activities. GoAP sactual revenueisconsistently below budget but within arelatively small margin of
error. Between 1998-99 and 2000-01, revenue recei ptswere between 90% and 93% of budget. Revenue
forecasting is never 100% accurate in any government and there has been significant improvement in
the accuracy of revenue forecasts in 2001-02, actual revenue receipts being 97.5% of the budget,
although this improvement has not been totally sustained in the 2002-03 Revised Estimates (RE).
The mgjority (83% in 2001-02) of the variance is driven by divergences between budgeted and actual
revenue flows from Gol, athough GoAP does make reasonably conservative assumptions in this
respect. These variances are one reason for reductions in expenditure in RE, particularly in revenue
expenditure.

Since 1999-00 revenue expenditure has been around 8% to 10% below budget, although the variance
is narrowing over time. Yet, this does not necessarily imply that expenditure is over-provided for in
thebudget. GoAPrecognisesthat it generally under-providesfor non-saary operations and maintenance
(O&M) expenditure, which tends to get squeezed by expenditure demands for salaries and debt
servicing. Thisisreinforced by pressures on State Governments to continue to take on new activities
in the Plan budget. While GOAP aims to increase this provision in the medium term, these factors
mean that budget estimates tend to under-estimate thefull cost of funding ongoing government activities,
creating pressures for increases in this expenditure relative to budget. However, this fiduciary risk
does not materialise during budget execution as Treasury controls prevent expenditure exceeding
budget. Indeed, actual non-salary O& M expenditureisgenerally lower than budget, dueto constraints
facing departments in budget execution.
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Departmental commitment to implementing the budget as passed may be influenced by the fact that
most expenditure iscommitted in the short term, leaving departments with minimal flexibility year on
year. Over 70% of the Plan budget is dictated by Gol and around 80% of the non-Plan budget is
consumed by the committed costs of salaries and debt servicing. GoAP's policy decision to avoid
retrenchment of staff means that expenditure flexibility can be achieved only in the medium term,
through limits on recruitment. This effort to control salaries, together with GoAP's considerable
effortsto control debt, should enable increased levels of discretionary expenditure over the medium-
term. GoAP isusing a MTFF as a toal to link medium term fiscal strategy to the annual budget
processto help it achieve these goals.

The challenge of high levels of committed expenditure and departmental ownership is common to
many Indian States. The 2003-04 “Draft Performance Budget Exercise” demonstrates that GoAPis
taking steps to enhance departmental flexibility and accountability. Performance budgeting aimsto
focus departments on objectives and activities during budget formulation and to provide them with a
greater level of autonomy in formulation of their budgets. However, the benefits of this exercise will
be greater in the medium term as declining salary pressures provide departmentswith moreflexibility.
Realising benefits from the medium-term control of salary and debt costs will also depend on the
progress of departments in reconciling their expenditure strategies with available resources through
MTEFs. Expectations of the potential benefits of these reforms must be tempered by understanding
of the short term constraints that GoAP and departments face. While the challenges in developing
departmental MTEFsmean that it will be several yearsbeforethe pilot initiativesin Primary Education
and Health are spread across GoAP, the M TEF approach is key to devel oping aff ordable expenditure
strategies.

These budget formulation reforms complement GoAP's pioneering efforts in the areas of budget
comprehensiveness and transparency. Inthese areas GoAPisnow aleader amongst Indian states. In
particular, GoAPisnow treating all borrowing through SPV sasgovernment debt. Furthermore, asall
donor financing is channelled through Gol, it is captured in the GOAP budget.

Theprovision of sufficient and reliableinformation iskey to minimising fiduciary risk. Generally the
budget documentation provides comprehensive and detailed information. While the level of detail
can mask the “big picture” of where money will be spent, GOAP has made significant efforts to
improve user-friendliness, such as through the Budget in Brief. These types of measures strengthen
GoAP accountability by increasing the scope for public and Legidlative Assembly scrutiny of the
budget and its subsequent execution. The subject of budget execution is covered in the next chapter.
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4. Budget execution

Key to managing fiduciary risk is ensuring that the processes and systems for budget execution
ensure that funds are spent on authorised and intended purposes, as expressed in the budget. A
key question therefore is the extent to which the budget isimplemented as passed, and the extent
to which the nature and scale of the divergence poses fiduciary risks of significant concern.

While revenue expenditure is typically less than budget, the correlation has improved in recent
years. However, for at least the last two years, actual expenditure has been different from budget
allocations at the Grant level, resulting in significant savings and some examples of excesses.
The savings reflect factors such as lower than budgeted revenue, delays in release of Gol funds
for Centraly Sponsored Schemes, delays in the issue of distribution statements at the district
level and administrative bottlenecks. The savings and excesses do not indicate significant risk of
funds being spent on unauthorised purposes as, in general, expenditure is less than appropriated
and both Supplementary Estimates and “excess expenditure” are relatively low. However, the
approval of the Assembly for those Supplementary Estimatesis received on an ex-post basis; and
excess expenditure remains “ unregularised” year after year.

Whilst the Assembly appropriates at the Grant level, GoAP binds departments to appropriations
at thesub-head level, in an effort to exercisefiduciary control over expenditure. GoAPhasincreased
the flexibility of HoDs to re-appropriate (within certain limits) in order to respond to changing
needsduring theyear. Theextent of these re-appropriationsisnot known. Thereare asoinstances
where funds released by Treasury departments for a particular scheme have been diverted to
another scheme, the extent of this diversion is not known but is of concern to the CAG.

Therelatively low excess expenditure can be attributed to budgetary control at the aggregate and
Treasury levels. Indeed, compliance with controlsisadequate in the Treasury system and in those
departmental areas in which discipline can be enforced through the Treasury system, such as
documentation supporting payments; hence the success of GO 507 in targeting key controls. In
all other departmental areas (such ascash records, UCs, AC/DC hillsand PD accounts) compliance
hasin the past been generally weak. Inthelatter three areas at least, GO 507 and other initiatives
are strengthening controls and compliance considerably, albeit from April 2002 onwards. Further
strengthening is required of other deposit accounts.

A key issue in determining the extent to which the budget is implemented as passed is the level of
correlation between budget and actual expenditure. While revenue expenditureistypically lessthan
budget, the correlation has improved in recent years from 89.5% of budget in 1999-00 to 94% in
2001-02. However, at the Grant level actual expenditure has been substantially different from the
Budget Estimatesfor thelast two years, resulting in significant savings and some exampl es of excesses.

Whilethe correlation between budget and actual expenditure differs across grants, the general pattern
isoneof under-spending. 1n2001-02 for example, an overall saving of Rs.3177.34 crorewas achieved
asaresult of asaving of Rs.3605.03 crorein 109 items of grants and appropriations. Thetendency for
under-spending is partly dueto revenue shortfals, particularly in tax devolution and grantsfrom Gol.
Other reasons for the savings reflect factors such as lower than budgeted revenue, delaysin the issue
of distribution statements at the district level and administrative bottlenecks.

Thedivergencesbetween budget and actual expenditure occur through anumber of formal andinformal
mechanismsfor within-year expenditure changes. A key principle of good practiceisthat within-year
expenditure changes do not provide an avenuefor re-writing the budget during execution. Thefollowing
are the key formal processes for within-year changes to expenditurein AP.
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. Asdatais not published on the number or value of re-appropriations, it isimpossible to judge
their scale. However, given therestrictions on re-appropriations, thevalue of re-appropriations
is probably not significant. While the Legidative Assembly approves expenditure at the Grant
level, GOAP controls expenditure at the Grant level under Revenue, Capital and Loans sections
with some restrictions at the sub-head level, although recent reforms do increase the flexibility
of line departments. As GoAP moves forward with its plansto gradually develop performance
budgeting over time, it will beimportant that thereis clarity about the underlying accountability
framework so that there is an appropriate match between departmental flexibility in budget
execution and accountability.

. The Finance Department can sanction an advance from the AP Contingency Fund for urgent
unforeseen expenditure. It createslittlefiduciary risk asitislessthan 0.2% of total expenditure.

. Supplementary Estimates are not a significant cause of divergences from budget. Excluding
Supplementary Estimatesthat relate to the repayment of overdrafts and waysand means advances,
which are deficit neutral, Supplementary Estimates were only 3.8% of total budget expenditure
in 2001-02. However, given that Supplementary Estimates are not submitted to the Legidative
Assembly until the last few days of the financial year, the Finance Department authorises the
release of much of the expenditure in anticipation of Supplementary Estimates. For example,
CAG test checks of asample of departments revealed 67 cases worth Rs.292.76 croresin 2001-
02. Inthese cases, the Legisative Assembly’s approval is effectively retrospective.

There are also some informal mechanisms for within-year changes to expenditure. An important
example is the diversion of funds released from Treasury for a particular scheme. This has been a
repeated feature of the CAG’s audit reports for some years. The 2000-01 and 2001-02 CAG Audit
Reports note higher value instances of diversions of funds over the period 1991 to 2002 of Rs.196.61
crore in the 2001-02 Audit Report and Rs.95.04 crore in the 2000-01 Audit Report. Overal, the
diversion of funds appearsto beinsignificant relativeto total expenditure over theten year period (for
example, annual expenditure in 2001-02 was Rs.31,583.34 crore). Although not alarming, there is
scope to minimise these with improved controls, as the funds are not restored to the original scheme
until year-end when they cannot be spent; in some cases, the funds are never restored. The expenditure
will have been recorded under the original scheme, rather than under the scheme under which it is
actually spent.

There are also instances of “excess expenditure” accounting for around 1% of total expenditurein
2001-02. Therearetwo mainreasonsfor thisexcessexpenditure: first, authorised rel axation of Treasury
controls in anticipation of Supplementary Estimates that were not provided; secondly, non-control
items which are not checked against budget during budget execution. However, it is not possible to
identify the relative importance of these different causes or whether they are other causes. The
Appropriation Accounts do not provide a summary of the causes of excess expenditure. Instead only
individual reasons are given by departments for each excess and these reasons are often simply that
the budget provision was not sufficient. In asimilar fashion, departmental explanations for savings
are also often not intimated or are insufficient. And, there are delays in the regularisation of excess
expenditure. For example, 115 cases of excess expenditure incurred without provision, either in the
Budget or Supplementary Estimates, totalling Rs.1,976.35 crore for the years 1997-98 to 2000-01,
had not yet been regularised by the Legidlative Assembly. In addition, 61 cases totalling Rs.427.69
crore of excess expenditure during 2001-02 will also require regularisation. Thisis consistent with a
similar pattern across India.

All of the above changes in expenditure are required to be reflected in the RE. Itisaso at the RE
stagethat GoAPwill makeany overall reductions required dueto revenue short-falls or under-spending
by departments. While REsare not approved by the L egidativeAssembly (only increasesin expenditure
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through Supplementary Estimates), it is positive that these changes are now made through the RE
process, rather than ‘freeze orders' or delaysin budget releases. However, the changes from Budget
Estimates at this stage can often be significant and are distributed unevenly across departments. There
are also relatively large divergences between REs and actual expenditure. For example, actual
expenditurefor Science and Technology was 92% of the budget estimate in 2001-02, despite an RE of
53.9% of Budget. Another exampleis Social Welfare, which expected to spend 93% of its 2001-02
original budget at the time of RE, but actual expenditure was only 74.5% of budget. This suggests
thereis scope for strengthening the accuracy of REs.

Differences between budget and actual expenditure can no longer be attributed to delaysintherelease
of spending authority at the departmental level. GoAP has made significant progress in improving
thetimeliness of expenditure authorisations by way of Budget Release Orders (BROs). Infact, Centrally
Sponsored Schemes provide the only examples the SFAA team has identified of delays in budget
releases by the Finance Department. Lower than forecast grants-in-aid from Gol prevent the release
of funds, and the matching State grants, for some Plan schemes. Lower than forecast Plan expenditure
accounted for around 56% of the variance between budget and actual revenue expenditure in 2001-
02.

Despite theseimprovementsin budget rel eases, control stesting suggested that there till are significant
delaysintheissuing of distribution statements by departmentsto COsand DDOs. These delayscould
reflect under-spending against previous releases by district offices. However, they are likely to
contribute to the ‘March rush’, with departments spending a large proportion of their budget in the
last month of the fiscal year. For example, in 2001-02, 22% of annual expenditure was spent in
March 2002, albeit representing an improvement from 2000-01 when 34% of the year’s budget was
spent in March 2001 alone.

GoAP's cash management has been sufficient to provide departments with greater predictability in
budget releases and not resort to expenditure freezesin recent years. GoAP' stight cash position has
posed some threat to this record. During 2000-01 and 2001-02, GOAP was either drawing on the
ways and means advances or was in overdraft, except for ten weeks and four weeks respectively.
Thereisevidencethat GOAP snew e ectronic cash monitoring systemispaying dividends. According
to the Budget speech, GoAP had goneinto overdraft for only 17 daysin the year to December 2002.

Controls testing at the departmental levels revealed adequate controls and compliance in the main
areas of payment transactions, except for budgetary control by DDOs and controlsover cash and local
bank accounts. The latter was particularly poor at district and field levels where cash books were not
being regularly updated, closed, having balances struck, tallied with cash, being verified by management
or being reconciled with local bank accounts. Furthermore, some of the local bank accounts, which
were opened for the deposit of moniesreceived for the various schemes, were neither authorised nor
mandated by the schemes. And, interest earned on these bank accountsis not being surrendered to the
Consolidated Fund.

Examination was also undertaken of a number of risk areas which involve the grant or advance of
funds and which have ahistory of weak controls. These areas are amongst those targeted by GoAPin
GO 507. Thekey results are asfollows.

. Low levelsof accountability for grants-in-aid are being tackled. Grants-in-aid constituted 32%
of expenditure in 2001-02, yet grant receiving bodies have a poor record for submission of
Utilisation Certificates (UCs), finalisation of their accounts, statutory audit of their accounts
and response to audit observations. Until GO 507, new grants were given athough UCs were
outstanding. GO 507 is prompting grant receiving bodies to act in these areas. Yet, controls
testing revealed that UC registers are still generally not maintained or kept updated.
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. Inadequate controls over AC/DC hills are being strengthened. There has traditionally been a
high level of AC hills pending adjustment by DC bills; GO 507 has addressed this problem to a
significant extent, including by divesting the CO of responsibility for overseeing the expenditure
he has sanctioned inthe AC hill. Inall casestested, DCswere now being submitted within three
months of the AC bills. Prior to GO 507, AC hillswere only submitted after many months, if at
all. Controlstesting indicates that the register of AC billsis now being adequately maintained.

. High outstanding balances of loans and advances to municipalities, local bodies, Panchayat Rgj
ingtitutions, totalled Rs.8,172.17 crores as at 31 March 2002. Manual records of loans and
advances aremaintained. The CAG isconcerned at the high risk of misclassification, with high
levels of unreconciled balances between the closing balances shown in the AG’s main/control
accounts and the Finance Department’s detail ed accounts. No specific action istaken to recover
overdue amounts and new loans and advances are still being paid to institutions from whom
loans and advances are overdue. As a result, 32% of loans and advances were overdue for
recovery at 31 March 2002, of which 40% had been outstanding for morethan 3 years. If GOAP
does not intend to recover the loans and advances, the proper accounting treatment would be
write off the loans and advances as irrecoverable.

Controlstesting of DTOsin five districtsindicated that the Treasury system does provide agenerally
adequate level of control and areasonably reliable basisfor accounting records (which form the basis
for the compilation of the statutory Accounts). Gol’s assessment of Treasury systemsin other States
hasled it to adifferent conclusion; the result has been an India-wide policy for the funding for some
schemes, such as the District Primary Education Project (DPEP), to be channelled directly to the
implementing department/agency without routing them through the Treasury departments. The result
in AP has been weaker financial control and accountability than in schemes receiving funds through
the GoAPTreasury system. GoAPhasthusjoined other Statesto ask for thefundsfor such programmes
to be passed through the State Government in future.

GoAPisincreasing its control over, and the transparency of, lapsable PD accounts, which have been
a source of major concern in recent years. The total balance in the PD accounts totalled Rs.115.26
crores as at 31 March 2002. Measures now limit opportunities for non-utilisation of funds provided
for specific purposes and for the diversion of funds between schemes, and seek to ensure refund of
lapsed balances.

Finally,