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Improving Public Sector Efficiency: Challenges and Opportunities

Executive Summary

Governments of OECD countries are under pressure to improve public sector performance and at the
same time contain expenditure growth. While factors such as ageing populations and increasing health
care and pension costs add to budgetary pressures, citizens are demanding that governments be made
more accountable for what they achieve with taxpayers’ money. This paper briefly reviews key
institutional drivers that may contribute to improve public sector efficiency, and focuses on one of
them in more detail -- performance information, and its role and use in the budget process.

There is no blueprint for enhancing public sector efficiency. OECD countries have thus adopted
diverse approaches to reforming key institutional arrangements, which include: increasing devolution
and decentralisation; strengthening competitive pressures; transforming workforce structure, size, and
HRM arrangements; changing budget practices and procedures; and introducing results-oriented
approaches to budgeting and management. Although the majority of OECD countries have engaged in
some institutional reforms, the empirical evidence on their impact on efficiency is so far limited due
to: the lack of resources to conduct evaluations; the lack of pre-reform measures of performance; the
complexities in measuring efficiency in the public sector'; and the problem of isolating the effects of
specific institutional reforms on efficiency from other external influences.

Empirical evidence nevertheless suggests that the following three institutional factors may improve

public sector performance:

o Decentralisation of political power and spending responsibility to sub-national governments.

e Appropriate human resource management practices.

¢ In the education and health sectors, there is evidence that increasing the scale of operations may
improve evidence.

Performance information in the budget process

Increasing the use of performance information in budget processes is an important initiative that is
widespread across OECD countries. It is part of an ongoing process that seeks to move the focus of
decision making in budgeting away from inputs (how much money can | get?) towards measurable
results (what can | achieve with this money?).

OECD countries have reported a number of benefits from the use of performance information (PI):

e It generates a sharper focus on results within the government.

e It provides more and better information on government goals and priorities, and how different
programmes contribute to achieve these goals.

! Efficiency is here defined as costs per unit of output. The measurement of efficiency requires quantitative
information on costs (or physical inputs) and outputs of public service provision. Ideally, this requires an accrual
accounting system that register costs rather than cash flows. Likewise, the measurement of outputs should ideally
capture both quantitative and qualitative aspects of the services provided. The latter is especially difficult in the
public sector since a large bulk of the services provided are typically intangible, e.g, policy advice. These
measurement difficulties are even more pronounced for cross-country comparisons, although they are possible to
overcome for some sectors.



e Itencourages a greater emphasis on planning and acts as a signalling device that provides key
actors with details on what is, and what is not, working.

e |t improves transparency by providing more and better information to parliaments and to the
public, and has the potential to improve public management and efficiency.

OECD countries, however, continue to face a number of challenges with the use of Pl in the budget
process, including how to improve the measurement of activities; the quality of information, and
getting politicians to use it in decision making.

Despite these challenges, countries are evolving their approaches, not discarding them. The OECD has
developed general guidelines for countries as they adopt and evolve initiatives to improve the use of Pl
in budgeting processes. Some important factors to consider in this respect are:

e There is no one model of performance budgeting; countries need to adapt their approach to the
relevant political and institutional context.

e A common whole-of-government planning and reporting framework is important.

e Pl should be integrated into the budget process.

e Designing government-wide systems that automatically link performance results to resource
allocation should be avoided, because it may distort incentives and it is difficult to design system
that take account of the underlying causes of poor performance.

¢ Independent assessments of performance information should be carried out.

e The support of political and administrative leaders is vital for implementation.

e The staff and resource capacity of the ministry of finance (MOF) and spending ministries is
critical.

o Reform approaches need to be adapted to evolving circumstances.

e |tis important to develop incentives to motivate civil servants and politicians to change their
behaviour.

As citizens continue to demand better value for money for their tax payments, there will be a
continuing need for Pl. Although the speed and methods of reforms will vary across countries, it is
vital that countries recognise that a long-term approach is necessary and that in implementing Pl in
budgeting is clearly a learning-by-doing process, and the journey can be as important as the
destination.

The paper is divided into two chapters®. The first briefly examines efficiency measurement issues
across countries and provides a review of the literature on potential institutional drivers. The second
examines one of these drivers in more detail - the use of performance information in the budget
process across OECD countries, as this is considered a particularly important factor for public sector
efficiency.

2 Please note this is a summary of longer version of this paper.



Chapter 1: Institutional Drivers of Efficiency

1.1 Introduction: setting the scene

1. Providing more public services with less public spending is an on-going challenge for all
OECD member countries, which is becoming increasingly important in the context of ageing. Cross-
country comparisons could be useful to identify best practices in delivering public services in a cost-
effective manner. In practice, the paucity of data often makes it difficult to benchmark countries, but
recent attempts at doing so in the education sector — where the lack of output data is a less severe
constraint — reveal that efficiency shortfalls can be large. Also, the variety of OECD country
approaches to managing public spending programmes provides useful insights about possible
strategies for improving value for money. In that respect, stepping up the use of performance
information in budget processes — “performance budgeting” — is an important dimension of the
reforms undertaken by OECD countries since the early 1990s.

2. Recent developments in public spending leave no room for complacency. Public spending-
to-GDP ratios have fallen below their historical high in the early 1990s in the OECD area — Japan
being a notable exception. However, the factors behind this positive development — improving cyclical
conditions, privatisation and enterprise restructuring, and lower debt servicing costs, for example — are
unlikely to exert the same influence going forward.®> Meanwhile, demands on social transfer systems
have remained intense over the past two decades; spending on pensions, poverty alleviation
programmes and core merit goods (education and health) continued on a clear upward trend during
that period. Population ageing will put further significant pressures on public spending in virtually all
OECD countries over the next few years.

Figure 1. Trendsin general gover nment outlaysin the OECD area and large EU countries
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3 The benefits of falling interest rates has been partially offset by increases in general government gross

financial liabilities in several EU countries; these reached an historically high in France, Germany,
Greece and Portugal in 2005.




3 Making cross-country comparisons of public spending efficiency requires corresponding
measures of the value of public service outputs and inputs. On the input side, even the public spending
data available from the national accounts — which are the best internationally comparable source — are
fraught with problems. Cross-country comparisons based on public spending-to-GDP ratios suggest
significant differences across OECD countries. However, many of these variations reflect the different
approaches to delivering public goods and providing social support rather than true differences in
resources spent on public services. For example, if support is given via tax breaks rather than direct
expenditure, expenditure/GDP ratios will naturally be lower.

4 Measuring public spending outputs is even more complex. The coverage and scope of public
services differ across countries, partly reflecting societal priorities. These disparities require that
public spending effectiveness be assessed by spending area, at least for the key components —
including health care, education and social assistance. Even for each of these spending areas, public
involvement often has various objectives (or output targets). And public services outcomes also
depend on a number of factors that are outside the control of policy makers, at least in the short run.
(Life expectancy, for example, depends to a large extent on lifestyle and diet.) Although most OECD
countries have introduced performance targets and measurement tools in some parts of general
government, they employ different methods. Thus, assembling a data set on public service outputs
suitable for cross-country comparisons is, for many sectors, more an ideal than a possibility. Education
is the sector where existing data allow drawing some comparisons on cost efficiency across countries
and the OECD has recently made a comparative assessment of performance in this area.

Figure 2. Comparing public spending-to-GDP ratios acr oss OECD countries
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5 Most OECD countries have carried out reforms to contain the growth in public spending and

improve spending outcomes since the early 1990s. Reforms can be classed under three broad

headings:

e making the budget process more responsive to priorities.

¢ making management practices more flexible, such that defined priorities are easier to achieve.

e strengthening competitive pressures among providers of public services and, where not
incompatible with equity considerations, containing the demand for public services.

6 Because of important synergies among the three areas, getting the most out of these reforms
would require that they be internally consistent. Further, since the early 1990s there has been a
substantial transfer of spending responsibilities (particularly in education and health care) to sub-
national governments in many OECD countries. This has had two effects. It has left central
governments with responsibility for pension and other entitlement programmes, as well as debt-
servicing costs, that are largely unaffected by these reforms. And since effective reform cannot be
confined to central government, fiscal relations across levels of government must be such as to ensure
that sub-national governments have the right incentives to deliver cost-effective public services. This
is an issue for all countries, whether or not they are formally federal or unitary. The remainder of this
chapter explores different reforms to key institutional arrangements within government which may
improve public sector efficiency.

1.2. Institutional Drivers of Efficiency in the Public Sector

7 This section briefly summarises the findings of the literature regarding the potential
institutional drivers of efficiency. The institutional arrangements that have been reviewed in the
literature summarised here include (1) practices ensuring increased results orientation, such as budget
practices and procedures and performance measurement arrangements; (2) arrangements that increase
flexibility, including devolution of functional and fiscal responsibilities from central to sub-national
governments, agencification, intra-governmental co-ordination, human resource management
arrangements and e-government; (3) methods for strengthening competitive pressures through
privatisation and other means; and (4) various workforce issues, including workforce size, its
composition, the extent and nature of unionisation and the attractiveness of the public sector. Overall,
the evidence is surprisingly scant. Available research is inconclusive with respect to the impact on
efficiency of varying the mix of inputs used or of changing structural and managerial arrangements.

8 However, some findings emerged in three areas. First, it seems that efficiency gains could be
obtained by increasing the scale of operations, based on evidence collected mainly in the education
and health sectors. This effect is attributed to economies of scale that result from savings in overhead
costs and fixed costs in tangible assets. However, the impact on other public sector values, such as
equity, access to services, and the quality of services needs to be taken in to account.

9 Second, functional and political decentralisation (i.e. spending responsibility) to sub-
national governments also seems beneficial for efficiency. In principle, devolution of functional
responsibilities, if accompanied by appropriate fiscal and political decentralisation, provides incentives
for sub-central governments to deliver locally preferred services more efficiently, as the burden and
the benefits of public service delivery both accrue in the communities. Evidence from federal countries
show that decentralised taxation reduces the size of government; however, evidence on the comparison
of nations is inconclusive in this regard.

10 Third, human resource management practices also matter a great deal. The soft aspects of
human resources management, such as employee satisfaction and morale, are considered to be the



most important drivers of performance. While wages are still important for staff, non-monetary
incentives are also essential. High wage levels — compared to similar work in the private sector —
could lead to inefficiencies, although governments often are model employers and their wage policies
reflect equity concerns as well. Wages are also important for attracting and retaining qualified staff,
especially in case of skill shortages. Performance-related pay initiatives appear to have a low impact
on staff motivation.

11 There is an extensive literature on wage differences between public sector and otherwise
comparable private sector workers covering many OECD countries. In many countries wages in the
public sector is higher than the private sector although it varies over time and across countries. The
public sector wage difference is the highest at the lower end of the wage distribution (i.e. low paid or
skilled workers are paid better in the public sector) and decreased as one moved up the wage
distribution. Significant differences have also been found in the differential by various worker
characteristics, such as occupation and gender. For example, in Germany wages for men were lower in
the public sector than in the private sector, but the opposite was found for women.

12 The strict division between career-based systems and position-based HR systems does not
reflect the reality of OECD countries. Many fall in between, with systems characterised by a relatively
high level of delegation of HRM functions to ministries and a relatively low level of individualisation
(lifelong careers and minimum lateral entry). These hybrid systems are often termed department-based
systems. There are also countries with a high level of individualisation and a low level of delegation.

13 Findings are more inconclusive on the impact of ownership, competition and agencification.
While private ownership is not a guarantee of higher efficiency, public ownership does not necessarily
lead to higher inefficiencies either. Rather than ownership per se it is the importance of competitive
pressure on efficiency that matters. However, there is a need to further explore for what and with
whom public organisations compete. The nature of service delivery, e.g. whether it has features such
as low asset specificity (high levels of alternative uses for resources) and low information costs, is
crucial for successful competition in public services.

14 Regarding agencification, there is some evidence that a reduction of input controls combined
with steering for results, financial incentives and competition could lead to increased efficiency.
However, the impact on the quality of service delivery and policy effectiveness is unclear. The
literature also calls attention to the major risks of agencification, including the exposure of
government to financial and employment risks and opportunities for political patronage and
corruption. The effects of new intra-governmental co-ordination mechanisms are also not known.

15 Surprisingly, the impact of e-government has also not been thoroughly evaluated by
researchers. A survey on e-government among US municipalities concluded that it has been adopted
by many municipal governments, but is still at an early stage and has not obtained many of the
expected outcomes such as cost savings and downsizing. Few cities have experienced savings or
reductions in the numbers of staff, while many cities have observed changing roles of staff and
changes in business processes. It appears that e-government practices reduce time demands but
increase task demands on, and require more technical skills from, staff members.

16 There is growing empirical evidence about the negative effects of performance
measurement/ management, although the question of whether it does lead to better performance is
largely unanswered. As will be discussed in the next chapter, performance information is typically not
used in political budgetary decision-making process, or by a majority of political actors. Rather, its
impact is in the internal management of departments and agencies.



17 There is very little evidence on the impact of workforce diversity and representativeness on
efficiency. Little research exists on the impact of diversity on workforce performance, and the findings
are contradictory. A public administration study based on a survey of front-line supervisors found that
high-performing agencies tend to strive towards workforce diversity. Some studies point to higher
creativity and implementation ability in diverse organisations. Others find no link between diversity
and performance. Furthermore, there are studies that find negative effects of diversity, such as
increased absenteeism.

18 Assessment of the unions’ role in public sector efficiency is also relatively uncharted
territory, although union representation is rather high in the public sector in most countries. There is
some empirical evidence from local school districts and fire services in the United States that suggests
that high levels of unionisation constrain both flexibility and productivity. It has been found that
collective bargaining in local government in the United States led to increased municipal expenditures.
However, the impact of unions on issues of efficiency and effectiveness is unclear. European studies
find no relationship, either positive or negative. This observation points to the importance of national
differences in the nature of unionisation, including differences in the level of bargaining. The scarcity
of research on public sector unions is all the more remarkable because, in all probability, the role of
unions in the public sector differs from the private sector substantially as public sector unions are more
prominent; bargaining is not strictly managerial; it is also a political affair and many of the public
services are considered essential.

19 In terms of attractiveness of the public sector, its image plays an important role. The
relatively unattractive image that the public service is considered to have in the United States
encourages many talented students to pursue careers in the private sector. The denigration of the
public sector and public servants can produce a self-fulfilling prophecy that drives out the most able.
Overall, the empirical evidence on this issue is surprisingly scant. Available research provides a very
limited assessment of the impact on efficiency of varying the mix of inputs used or of changing
structural and managerial arrangements.

20 In summary, while there have been a plethora of public sector reforms in many OECD
countries, the research evidence shows fewer success stories than have been claimed by practitioners.
There are several reasons for this. First, research in this area is extremely complicated due to data
availability issues, measurement difficulties, and the potential effect of many external factors on
efficiency and productivity (the attribution problem). Second, reforms are often driven by ideological
considerations and management fads rather than by efficiency concerns. Third, practitioners often
have a vested interest in the success of the reforms and may over-claim their impact. Fourth,
governments launch reform initiatives with great fanfare but often devote few or no resources to
evaluating them. Finally, there could be substantial differences between the short-run and long-run
effects of these reforms, such as efficiency gains dissipating over time.



Chapter 2: Incorporating and Using Performance Information in the Budget
Process

21 The previous chapter discussed a number of institutional factors and to the extent they
contribute to enhance public sector efficiency. This chapter examines in more detail the use of
performance information® in the budget process. The central aim of this reform is to improve decision-
making by providing better and more concrete information on the performance of agencies and
programmes. Advocates claim that the use of performance information in budgetary decision making
can contribute to improve allocative and productive efficiency, as well as aggregate financial
discipline.

22 The introduction of performance information (PI) into budgeting has been linked to wider
reform efforts to improve expenditure control and/or public sector management. Performance
budgeting initiatives tend to go hand in hand with performance management. These initiatives seek to
shift the focus and emphasis of management and budgeting away from inputs and processes towards
measurable results. The initiatives can be combined with reductions in input controls and increased
flexibility for managers—in return for stronger accountability for the results— so as to enable them to
decide how to best deliver public services.

23 The introduction of Pl is widespread and well established (nearly 75% of OECD countries
include non-finance performance data in their budget documents) albeit there is large variation in the
approaches adapted. Nearly 80% of countries introduced their first government-wide initiative on
outputs measures at least 5 to 10 years ago, and with over 40% working on developing outputs
measures for more than 10 years. Countries approaches are not static, but rather evolving, with 75% of
countries having introduced new initiatives within the last 5 years. Countries follow a variety of
methods to assess non-finance performance, including performance measures, evaluations, and
benchmarking. In the 2005 OECD Survey on the use of PI, 80% of countries reported developing
both performance measures and evaluations to assess performance. Of those countries that have
developed performance measures, over 50% produce a combination of output and outcome measures
for most of their programs.

24 Despite the widespread introduction of performance information in the budget process over the
past 15 years, OECD countries continue to struggle with its implementation. There has been a
significant increase in the volume of Pl produced; however this has not been matched by a
corresponding increase in use, especially in budgetary decision making. Key issues centre on how to
improve the use of Pl in budgetary decision making and to what extent it should be related to
resources.. Countries’ experiences have shown that having a procedure to integrate Pl into the budget
process is a necessary but not sufficient condition to ensure its use. Other factors influencing use
include the quality of the information, the institutional capacity of the MOF and spending ministries,
and the political and economic environment.

25  This chapter is based primarily on the results of the OECD 2005 questionnaire on performance
information (P1)° and on country case study reports produced by the ministry of finance from
Australia, Canada, Denmark, Korea, Sweden, the United Kingdom, and the United States for the 2006
meeting of the Senior Budget Officials Network on Performance and Results.

* performance Information is defined as evaluations and performance measures.

® OECD 2005 Survey on the Development and Use of Performance Information in the Budget Process. This questionnaire
was sent to the Budget office of the Ministries of Finance in all OECD countries and two observer countries — Chile and
Israel. There was a high response rate: 26 out of 30 OECD countries and the two observers completed the questionnaire.
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2:1 Performance Budgeting

26 Since at least the early 1990s, the majority of governments in OECD countries have been
developing PI. However, performance budgeting is about more than the development of performance
information: it is concerned with the use of this information in budget processes and resource
allocation. Despite the fact that the idea of relating performance to resources has been debated since
the early 20" century, there is no single agreed standard definition of performance budgeting.

27 OECD has defined performance budgeting (PB) as a form of budgeting that relates funds
allocated to measurable results. Different models and approaches to performance budgeting can be
incorporated under this definition. Taking this definition as a starting point, OECD has sought to
distinguish different categories of PB based on the proposed uses of Pl in the budget process, where PI
is taken to refer to both performance measures (outputs and/or outcomes) and evaluations. Table 1
distinguishes three different PB categories.

Table 1: Performance Budgeting Categories

Type Linkage between PI and funding Planned or actual | Main purpose in the budget
performance process
Presentational No link Performance targets | Accountability
and/or performance
results
Performance  informed | Loose/indirect link Performance targets | Planning and/or
budgeting and/or performance | accountability
results
Direct/formula PB Tight/direct link Performance results Resource allocation and
accountability

2.2 Integrating P1 into the Annual Budget Process

28 An important factor in promoting Pl use in budgetary decision making is the method used to
integrate it into the budget process. PI can be used at different stages and levels of the budget process.
Countries have taken a variety of approaches to include PI in budget negotiations. These can be split
broadly into formal and non-formal approaches. Some countries have followed a formal approach, in
which the MOF requires spending ministries to present performance plans and/or performance results
along with their spending proposals, while other countries have no formal requirements. Pl can be
used by the MOF for planning purposes and/or accountability purposes. In both these cases there is an
on-going discussion of how PI should be linked to funding. There are different classifications of PB:
presentational, performance informed budgeting, and direct or formula PB. Depending on the
approach adopted, countries can seek to link PI to decisions on resource allocation not at all, loosely,
or tightly.

Presentational performance budgeting

29 In this approach Pl is presented in budgeting documents or other government documents. It
does not play a role in decision making on allocations nor is it intended to do so. Some countries have
taken a non-formal approach to the development and use of Pl in negotiations between the MOF and
spending ministries. For example, Denmark and Sweden have an informal and discretionary approach
on a government-wide scale which allows individual ministries to decide whether to produce and
present PI in budget negotiations. There is no formal mechanism for the systematic integration and use
of the information at this stage of the budget formulation process. In the case of Canada, PI is utilised
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throughout the planning, monitoring and reporting phases of expenditure management. This largely
takes place outside the annual budget process.

Performance-informed budgeting

30 In OECD countries when Pl is part of the budget process, it is most commonly used to
inform budget allocations along with other information on political and fiscal priorities. Thus, it is
only one factor in the decision-making process. There is no direct or mechanical link between
performance (planned or actual) and funding. When performance is used, it can be utilised for
planning and/or accountability purposes.

31 Most budget negotiations have traditionally included some output information, as budgetary
estimates generally state what a spending ministry aims to achieve with their funding, e.g. the number
of roads or hospitals. The introduction of PB has formalized this process and placed a greater
emphasis on setting targets and measuring performance.

P1 for planning purposes — loosely linking planned performance to funding

32 In countries where the MOF is involved in setting performance targets, these can be
discussed and/or agreed during budget negotiations. Except for New Zealand, OECD countries do not
have a systematic government wide approach to linking expenditures to targets. Over 46% of countries
do not link expenditures to outputs or outcome targets, and if they do, link them only to a few targets.
In some cases, even where there is a link, it can merely be a reflection of presentational changes in the
budget structure rather than any real change in the decision-making process.

33 Both the UK and Australia have requirements that link increases in spending or new
spending to performance targets or performance evaluations. For example, the UK has a more
systematic approach, in which each department develops three-year spending plans and public service
agreements, which include performance targets negotiated with the Treasury.

34 In some countries planning is completely separated from budgeting and strategic and
performance plans are primarily presented and approved by the prime minister's/president’s office, the
ministry of planning, or the legislature.

Performance results for accountability purposes — loosely linking performance results to funding

35 The MOF can use performance results to hold other ministries and agencies accountable for
performance. There is an ongoing debate about how tightly performance results should be linked to
funding. In OECD countries, the MOF rarely uses performance results to determine budget
allocations. At best, performance results can be used to inform budget allocations along with other
information. Even this use of performance-informed budgeting can be sporadic. The use of PI in
budget negotiations and the weight given to it varies among countries and also within countries
depending on the information available, the policy area, and the wider economic and political context

Direct/formula performance budgeting

36. The above section discussed government-wide systems of Pl. In certain sectors however, PB
is applied directly and explicitly links performance results to funding. This type of formula PB
requires clear and explicit output measures and information on unit costs, which are not readily
available in many government sectors. The approach is used only to a limited extent in OECD
countries—mainly in Nordic countries and in certain sectors, e.g. higher education, research and
health. Two-thirds of respondents to the 2005 OECD Survey on Pl stated that they do not directly link
performance results to appropriations.

12



2.2.1. Incentives available to the MOF to motivate agencies to improve efficiency and performance

37. The MOF can use performance results to motivate agencies to improve performance, have a
number of potential mechanisms at their disposal. These incentives can be financial or non-financial,
and formal or informal. They can be divided into three broad categories: funding; flexibility; and
public recognition. Table 2 summarizes these mechanisms.

Table 2: Potential Mechanisms Available to MOF to Motivate Performance

Mechanisms Rewards Sanctions

Funding Increase funding to agency Reduce or restrict agency funding
Maintain status quo on agency funding Eliminate agency funding
Increase the staff budget Cut staff budget
Provide management & employee bonuses

Flexibility Allow agency to retain and carry over Return all funding to the centre
efficiency gains
Allow flexibility to transfer funds between Restrict ability to transfer funds

different programmes and/or operating
expenditures

Exempt agency from certain reporting Increase reporting requirements
requirements

Public Publicly recognize agency’s achievements Publicly criticize agency’s performance
recognition
38 In the majority of cases the MOF does not use performance results to financially reward or

punish agencies. Table 3 shows the percentage of MOFs in OECD countries that often use Pl —
evaluations or performance measures — to eliminate programmes, to cut expenditure, or to determine

pay.

Table 3: Percentage of OECD MOFs that often use Pl for the following courses of action

Performance measures Evaluations

To eliminate programmes: 4% To eliminate programmes: 11%

To cut expenditure:10% To cut expenditure:15%

To determine pay: 11% To determine pay: 5%

39. The difficultly in linking funding to results reflects the fact that the issues and context

surrounding budget decisions are complex. The capacity of the MOF to eliminate or even cut back
programmes can be restricted by lack of institutional capacity and power or lack of political support.
In some countries, there are no procedures for the MOF to use Pl in this manner and/or it is a decision
of the relevant ministry. This is especially the case for determining pay, as other central agencies as
well as spending ministries play a key role in this.

40 There are also a number of technical and incentive issues related to financially rewarding
good performance and sanctioning bad, which make it questionable if this approach on a government-
wide scale will actually motivate agencies to use PI to improve performance. It is intuitively appealing
to reward good performance, but a method that automatically does this would not take into account
government priorities or budgetary constraint. Performance measures do not explain the underlying
causes of poor performance. Performance in any given year can be influenced by a variety of factors,
both internal and external, that may or may not be within the control of an agency. The causes of poor
performance can be outside an agency's control or it can be related insufficient funding. In addition, in

13
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some OECD countries it is uncertain if the PI is of sufficiently high quality to be used in budgetary
decision making in this manner.

41 In addition, a mechanical approach can generate perverse incentives and encourage agencies
to manipulate data. Incentives to provide accurate information are influenced by the expectations of
how it will be used in decision making. If funding is tightly and automatically linked to results, there
can be incentives to engage in gaming and to manipulate data in order to receive more money or to
avoid receiving less. An observation made over thirty years ago still holds true today: it is politically
irrational to expect agencies to provide objective information if it will be used to cut back their
programmes.

2.2.2 Pl in budget negotiations between spending ministries and their agencies

42 OECD research indicates that PI is more often used by spending ministries than by the MOF.
. A common approach to integrating PI into the budget process is through discussions on agencies’
performance agreements and contracts. This is especially the case in countries with executive
agencies, such as in Australia, New Zealand, the UK, the Netherlands, and in the Nordic countries.
These discussions can concentrate on either future targets or past performance, or involve a
combination of both. With the exception of the purchaser-provider model used in New Zealand, in
most cases there is only a loose link between funding and targets.

43 Ministries can and do use PI to reallocate resources, although it tends to be only one factor in
the decision-making process. Also, unlike the MOF, spending ministries can seek to link an
individual’s performance to that of the organisation and use performance results to reward and
sanction individuals. Across OECD countries, however, there is a wide variation in the quality and use
of PI by spending ministries in the budget process. Even within the same country there can be wide
variations among different ministries in terms of the quality, the extent of use and the weight given to
Pl in budget discussions. Many OECD countries, struggle with problems of developing clear
objectives, high quality performance measures and collecting associated data.

44 In summary, Pl does not tend to have a significant impact on resource allocation. When
performance information is used by the MOF in budgetary decision making, it is one factor in the
decision-making process and used along with other information to inform rather than determine
budget allocations. Rarely on a government-wide scale is there any mechanical link between
performance and funding. The MOF rarely uses Pl to cut or eliminate programmes. It does, however,
use this information as a signalling device to monitor agencies’ performance and to highlight when
further action is needed in the case of poorly performing agencies. The Pl most used by MOFs for
funding decisions comes from reviews conducted by MOFs themselves or in conjunction with other
ministries as part of expenditure review exercises. Pl is most often used by spending ministries, and
they most frequently use it to manage programmes.
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2.3 BENEFITS AND CHALLENGES

45, It is difficult to measure the success of government initiatives to introduce PI into budgeting
and management processes. As already noted in Chapter 1, there is a gap in the literature in terms of
evaluating the impact of reforms. Given the lack of systematic evaluation within and across OECD
countries, there are no comparative quantitative data measuring the impact of these reforms on
efficiency, effectiveness or performance. There are, however, qualitative data available from the case
study reports of the countries that participated in this study, and from the results of OECD surveys and
secondary sources in the academic literature on individual countries and departmental and agency
experiences. OECD countries reported a number of benefits from these reforms which are discussed
below

2.3.1. The Benefits

Improving the setting of objectives

46. These reforms provide a mechanism that enables politicians to clarify objectives. It has
proved a useful tool for setting priorities over the short and medium term and can clarify what results
are expected from the public sector. Most OECD member countries now present performance
objectives to parliament and the public, either in government-wide performance plans or in
ministerial- or agency-level plans. For example, in Australia, Canada, the UK, and the US, all
individual ministries are required to produce strategic plans, including medium-term performance
goals. These initiatives, if successfully implemented, can provide more information on government
goals and priorities; how programmes fit in with these goals; and actual progress and results in
achieving them.

Improving the monitoring of performance: Pl as a signalling device

47, Reforms of this kind have provided a mechanism for monitoring agencies’ performance and
progress. Pl provides key actors with details concerning what is, and what is not, working with
government. Also, in the case of evaluations they can provide an explanation why programmes are not
working. It acts as a signalling device that highlights problems with programmes and with service
delivery, as well as good practice. Once a problem or poor performance is identified, different steps
can be taken to improve performance. As discussed in the previous section, however, this rarely
involves cutting expenditure or eliminating programmes. A more common course of action is that poor
performance is discussed with the agency in question and to identify steps that will be taken to address
the problems and to improve each programme’s performance.

Greater emphasis on planning

48. The introduction of Pl has resulted in a greater emphasis on planning in management and
budgeting, and a move towards outcome focus in policy design and delivery. There is more emphasis
on long-term planning through the introduction of strategic three to five year strategic plans. The use
of planning in budgeting has become more systematic. Combined with medium-term expenditure
frameworks, which in theory inform agencies of their funding for the next two or three years, this
makes it easier to plan the spending available to achieve goals. It can also provide a clear and logical
design that ties resources and activities to expected results.

Improving management

49, Pl is most often used by ministries and agencies to manage programmes. Adopting a results-
focused approach allows managers to ask fundamental strategic questions about how to deliver
services. In designing these systems agencies can address fundamental issues such as: Is this service
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necessary? Is it appropriate for the problem being addressed? What is the intended objective of this
service? What is the proposed outcome? How can the service be best designed to achieve that
outcome? If agencies are given the flexibility and authority to do so, they can organise their structure
and operations to achieve their goals more effectively.

50. Across OECD countries there has been widespread implementation of the performance-
based management approach. Approximately 50% of countries report having a system of performance
management, which incorporates the setting of and reporting on performance targets and their
subsequent use in the internal decision-making processes of ministries and agencies. This includes
internal decisions on changing work processes, setting programme priorities, and reallocating
resources within programmes.

51. In terms of the actual development of Pl within countries, there is wide variation,. While
some agencies have used this approach to transform how they operate and to improve delivery of
service, others have paid mere “lip service” to the reforms and resisted change, viewing performance
guidelines and requirements as a paper exercise.

52 There is, however, little systematic analysis within countries on the impact of these policy
measures on performance. The literature does, however, provide case studies of individual agencies
using PI in their budget process to help improve management and service delivery. In a recent OECD
survey, MOFs named spending ministries and certain agencies that had made good use of PI in their
budget formulation process. The most important factors explaining the perceived successful use of PI
to manage programmes and to improve performance were the type of good or service, followed by the
support of top management of the respective ministry, and political pressure to reform.

Improving transparency

53. Many countries set improving accountability to the legislature and to the public as one of the
key objectives of their reform initiatives. These reforms have improved transparency by increasing the
amount of information provided to the legislature and to the public on the performance of the public
sector, as was found in 24 out of 30 OECD countries.

Figure 3: Are performance results made available to the public?
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54, There has been a renewed interest in providing objective performance information that
shows the government’s efforts are becoming more efficient, effective, and accountable. Politicians’
interest in these initiatives in some countries stems from the hope that the provision of more
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guantitative information on performance will provide a visible affirmation that they are fulfilling
electoral promises of improving public sector performance.

55. While there is strong evidence that transparency has increased, the provision of information
is not an end in itself. Supporters of this approach have argued that the provision of objective
information in the public domain should shift the nature and quality of public debate. It should move
debate beyond subjective self-serving assessment of interest groups, and value judgments based on
anecdotal evidence and scandals, and towards the use of more objective criteria from which to make
rational decisions about polices and programmes and the allocation of resources.

56. Despite government’s presentation of information on its performance as objective, questions
will be raised about its true objectivity. This is especially the case when the media’s view is sceptical,
or when results are generally aggregated outcomes for the country as a whole. In the latter case, even
if the information is accurate, the general results may be at odds with regional and individual
experiences. This problem is exacerbated when there is no independent audit of PI. Despite these
problems, it is arguably better to have some form of quantitative and/or qualitative Pl than to continue
to base discussions on inputs, anecdotes, and weak evidence.

Informing citizens’ choices

57. Some governments, such as the UK and Australia, have provided Pl evaluations to the
citizens and also benchmarked the provision of local services, e.g schools and hospitals. League tables
and benchmarking that provides explanations and more detailed information than just raw numbers
can help citizens choose among local schools and hospitals. This information, while not prefect, can at
the least provide some guidance with regard to the level of performance and service provision. The
public availability of this information, and citizens’ action based on these data, can serve to place the
spotlight on underperforming service providers and thereby serve as a motivator for future action to
improve performance. Previously, this type of non-formal comparative performance data was not
available to citizens.

2.3.2. Improving efficiency

58. Pl has much potential if it is of good quality, relevant and timely, and if it is actually used to
improve programmes. There is evidence that some ministries and agencies use Pl in budgetary
decision making to help improve programme performance. All these factors can contribute to improve
operational efficiency. While there are individual minister or agency case study examples, it is more
difficult to pinpoint systematic use of Pl on a government-wide scale by ministries and agencies to
improve operational efficiency. There is a gap in the literature in terms of assessing the impact of
government-wide systems of performance budgeting on efficiency. This gap is a reflection of the
methodological difficulties already discussed.

59. For nearly all countries, one of the main objectives of these reforms is to improve the
efficiency and effectiveness of programmes. For example, the UK has recently announced that
performance measures are used to assist the Treasury and departments to obtain more than £20 billion
in annual efficiency gains over the years from 2005 to 2008. To improve efficiency, countries
generally combine PI with other initiatives. In Denmark for example, departments have been asked
since 2004 to publish efficiency strategies to ensure co-ordination between different efficiency tools,
such as performance contracts, outsourcing, and procurement. Countries can follow a variety of
methods, but the strategies should focus on achieving results.
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60. It is argued in the literature that certain types of performance budgeting — mainly direct or
formula performance budgeting, which is applied at a sectoral level — can improve operational
efficiency. In health, this type of budgeting has been based on the measurement of activity by
Diagnostic Related Groups (DRG). In higher education, these models are applied to teaching (for
example in Denmark, Sweden, and Finland) and in research (for example in the UK). In the case of
Denmark, it has been claimed that the application of what they term the “taximeter model” in higher
education and health has created incentives that — combined with the increased financial flexibility for
universities and hospitals —generated efficiency gains.

61. These models are, however, controversial: three primary concerns have been expressed.
First, they can create financial incentives for hospitals to engage in dysfunctional and gaming
behaviour — mainly skimping (not providing the full service), dumping (avoiding the high cost of
difficult cases) and creaming (over servicing low-cost, “easy” patients). Second, these initiatives can
impact the quality of service provision. In the area of higher education, there have been issues with
“dumbing down” of exams, and grade inflation. The fear is that universities will engage in these
activities in order to ensure that students pass and they receive their payment. Third, concerns have
been raised about the impact of these initiatives on overall aggregate fiscal discipline. In the case of
health care in Norway, the introduction of activity based financing proved to not strengthen the budget
constraint.

Allocative efficiency

62. Allocative efficiency involves the efficient allocation of public expenditure in accordance
with government priorities. Pl should in theory help to improve allocative efficiency by providing the
government with information that facilitate the allocation of funds towards high-performing
programmes and which are preferred by the citizens. The first question is if Pl is actually used in the
allocation of resources. And the second is if it is used as part of government expenditure prioritisation
exercises, which seek to reallocate resources towards high-priority areas and away from lower-level
priorities.

63. As already discussed, Pl when used in budget negotiations, is meant to inform but not
determine budget allocations. Some countries, such as Sweden, Denmark and Canada, reported that PI
was not used during the annual budget process at a central level in decisions on budget allocations.
Both the UK and Australia have a process that seeks to integrate Pl into decision making on the
allocation of new funding and priorities and to ensure performance returns in exchange for increases in
expenditure.

64. The second question relates to reallocation exercises. For example, the Canadian programme
review exercise in the 1990s resulted in cuts of 21.5% over a number of years. The Dutch
interdepartmental policy reviews exercise initially required a 20% reduction in expenditures. In both
countries these initiatives were introduced during times of fiscal stress. For the Canadians it was an ad
hoc exercise, which finished in the late 1990s with the advent of budget surpluses. While the
Netherlands continued with a revised version of their review process, given more favourable economic
circumstances the 20% cut requirement was dropped.

65. Despite these examples, significant central reallocation across government is not common. In
OECD countries’ budgets, there is little room for manoeuvre, given the extent of mandatory spending,
entitlement programmes, and prior commitments. Except in conditions of fiscal abundance, the funds
available for reallocations are generally considered to be marginal. In this sense, much of the annual
budget process in many OECD countries remains incremental, and inputs still play a significant role.
Pl does not tend to be used by the in a systematic manner for reallocation. In making decisions on
marginal funding, performance is only one of many factors that can be taken into consideration. PI
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must compete for attention with other sources of information, priorities and mechanisms in the budget
process. The MOF and the budget office have the objective of improving allocative efficiency;
however, their primary role is to maintain aggregate fiscal discipline.

Aggregate financial discipline

66. In theory, PB can contribute to aggregate financial discipline through improvements in
operational efficiency. In practice, at a central government level it has been difficult to find empirical
data to support the claim that PB contributes to aggregate financial discipline. Certainly no country in
this study perceived the improvement of aggregate financial discipline as the main aim of a PB
system, nor did any country provide evidence in support of its contribution to this objective. Countries
use other instruments to achieve this goal, such as fiscal rules and medium-term expenditure
frameworks.

67. In summary, countries have reported that ministries and agencies have used these reforms to
improve the management of their programmes and as a signalling device to highlight poor
performance. For some agencies they have contributed to improving efficiency and effectiveness. In
terms of allocative efficiency, there are a few examples of Pl being used to assist with reallocation
exercises, but generally it is not used at government-wide level systematically in reallocation. There is
no evidence to support the thesis that PB has an impact on aggregate fiscal discipline; other
mechanisms are more suitable for this task.

2.3.3. Challenges

68. Most OECD member countries continue to struggle with these reforms. Some common
challenges, regardless of approach, include improving measurement; finding appropriate ways to
integrate Pl into the budget process; gaining the attention of key decision makers; and improving the
quality of the information. Although there are exceptions, most governments are finding it difficult to
provide decision makers with good-quality, credible and relevant information in a timely manner, let
alone incentives to use this information in budgetary decision making. This section examines these
challenges in more detail.

Measurement

69. Countries continue to face challenges with issues of measurement, especially with outcomes.
Even with outputs it can be difficult to find accurate measures for specific activities. Governments
carry out a wide variety of functions, from building roads to providing advice on foreign travel.
Performance measures are more easily applied to certain types of functional and programme areas than
others. Problems arise especially with regard to intangible idea activities such as policy advice. The
functional areas with the most developed performance measures are education and health.

70. Output and outcome measures each present a different set of challenges. Systems which
only concentrate on outputs can result in goal displacement. Outcomes are technically more difficult to
measure; they are complex and involve the interaction of many factors, planned and unplanned. It can
also be problematic to relate what an agency or programme actually contributes towards achieving
specific outcomes. There are also problems with time-lag issues, and in some cases the results are not
within the control of the government. Outcomes, however, have a strong appeal for the public and
politicians.

Resistance from public servants: changing behaviour and culture
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71. Nearly all reforms encounter resistance, especially when they have to do with long-term
budgeting practices that impact on the whole of government. Motivating key actors to move away
from traditional and familiar budget practices proves to be difficult.

72.  Managers in spending ministries can resist change, particularly when it is not clear whether or
how Pl will be used by the MOF and politicians. In many cases they fear the information will be
misused to either publicly criticise programmes or to cut funding. They fear being held accountable for
results that are not within their control. Alternatively, they can resist reform because of increased
demands for the collection of data and burdensome paper requirements. This is especially true if the
information it not used at all by the MOF or politicians. The MOF can also reject change by favouring
the familiar systems of input control over concentration on PIl. They may fear that change will give
them less control over expenditure and spending. In some cases, the Pl presented is in fact not relevant
or of good enough quality to be use in decision making.

Developing the institutional capacity of the MOF and spending ministers

73. Countries have experienced problems with developing the necessary institutional capacity at the
level of the MOF and spending ministries to support these reforms. That capacity is influenced by the
wider institutional structure and resources in terms of staff and expertise. Pl is different from financial
information. In order to make judgments and compare performance, the MOF needs the relevant
expertise to be able to analyse and evaluate the information received from different spending
ministries. Spending ministries depend on agencies for information. Therefore they will, like the
MOF, will need the capacity to understand and evaluate information they receive if they are to make
judgments about how realistic proposed targets are and the quality of the performance measures and
data. Even if the interest is there, ministries in some cases, dependent on the country, do not have the
expertise or knowledge to develop performance measures or even effectively monitor performance.
This can lead to the passive provision of data that has no real weight in the decision-making process.

Changing the behaviour of politicians

74. Politicians have an important role to play in promoting the development and use of Pl in the
budget process. That role involves applying pressure on other actors to implement PB, playing an
active role in setting objectives, and using Pl in budgetary decision making. Their role in the
legislature and executive will vary depending on the nature of the legislative-executive relationship in
the budget process, which in turn is influenced by the type of political system in place — presidential,
semi-presidential or parliamentary.

75. The aim of most models of PB and the management-for-results approach is to have
politicians set clear goals and objectives for agencies and create formal mechanisms for them to
monitor progress in achieving these goals. However, politicians have not always availed themselves of
this opportunity. Setting clear objectives is one of the challenges that OECD countries continue to
encounter. In any system with multiple principals, or lack of agreement on the role of an agency, there
can be competing and even conflicting goals and demands. This problem is more pronounced in
separation-of-powers systems with joint control of the bureaucracy, like that in the US.

76. For PB, the key issue is whether and how politicians making budgetary decisions use PI.
With the exception of individual sectoral ministries in most countries it has been difficult to get
politicians, especially those in the legislature, to pay attention to and to use PI. Only 19% of OECD
legislatures use Pl in decision making. The percentage is even lower (8%) for those politicians in the
budget committees.
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77. In many cases however, politicians complain about receiving too much information of
variable quality and relevance. Often it is presented in an unclear or incomprehensible manner.
Politicians in the legislature and the executive have different informational needs; to be useful, the
information needs to be tailored to their requirements. It also should be provided at the right time for
the relevant decision. A key challenge is to create good-quality and relevant information that takes
account of the timing and capacity constraints under which political decision makers operate.

78. Politicians face other competing priorities when making budgetary decisions. They are
concerned with elections and demonstrating to citizens that they understand and are responding to
their needs. They operate on short-term time horizons often requiring quick results before the next
elections, and they take decisions and use information in a fast-paced environment. Meeting these
political needs is not necessarily conducive to using Pl in budgeting decision making. In some political
contexts, programmes and agencies are continued even though their existence is questionable on
efficiency and effectiveness grounds.

79. The budget process is by nature political, and Pl will not change it into a rational decision-
making process. Rather, it is an issue of how to provide the right incentives so that Pl can be taken
more into account. The type of incentives needed, and for whom, will be influenced by contextual
variations such as the economic situation and wider political and institutional structures.
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2.4 OECD Guidelines on Designing and Developing Budget Systems that Use Pl

80. Based on OECD research and experience of member countries below are some general insights
that are helpful to consider when designing, implementing or changing systems of performance
budgeting.

2.4.1. Designing budget systems that use performance information

81. Context is important. There is no one approach to performance budgeting that can succeed
in all countries; rather, each model needs to be adapted to the relevant political and institutional
context and be seen as part of a learning process. Institutional and political factors help to explain the
different country approaches, but also influence the ability of these reforms to achieve their objectives.
These factors include the nature of the political system, especially the respective role of the legislature
and executive in the budget process; the state structure, federalist or unitary; the degree of
centralisation of the public administration system; and the relative power of the MOF in the wider
institutional structure. The two latter institutional factors influence the capacity of governments to
adopt different implementation strategies.

82. Have clear reform objectives. From the outset, the main objective and the implementation
strategy for achieving it need to be clearly stated to all participants in the reform process. There should
be clarity of purpose and of expectations. Too often, reforms are introduced with multiple and even
competing objectives without any clear consideration of how these will be achieved, how they relate to
each other, or what is to be the key priority.

83. Align financial and performance information. The architecture of information structures
and systems needs to be consistent. In many countries it is difficult to alter these systems. Nonetheless,
it is important to consider how the existing budget classification and accounting systems can be
aligned to fit with the performance approach adopted. Budgets tend to be structured in accordance
with institutional and functional boundaries, and not according to result categories, which makes it
difficult to relate true costs to results. Proper cost accounting and a solid programme budget structure
will help maximise the benefits of the performance system.

84. P1 should be integrated into the budget process. A vital factor in ensuring the use of PI is
a method for integration that helps achieve objectives. Countries have taken different approaches: Pl
can be part of the annual budget cycle and feed into decision making at different levels and stages of
the process.

85. Design reforms with the end-user in mind. Too often systems are developed and
information is collected without a clear understanding of how this information will be used, or by
whom. If it is to be used in the budget process, the information should be provided to the different
users at different stages of the budget process. Also, in order to avoid fear and mistrust, the intended
use of the information must be clear. Will it be used in budgetary decision making? How is PI to be
linked to resources?

86. Government-wide systems of Pl that tightly link performance results to resource
allocation should be avoided. It is not recommended that a direct or tight linkage between funding
and performance results be applied on a systematic government-wide scale. Such automatic linkages
distort incentives, ignore the underlying causes of poor performance, and require a very high quality of
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Pl that is rarely available. Direct linkage may be possible in certain sectors, but should be decided on a
case-by-case basis rather than establishing a government-wide system.

87. Involve key stakeholders in the design of reforms. Politicians and civil servants should be
consulted and involved in the design phase of the reforms in order to gain their interest and support. It
is important to maintain effective communication throughout the process.

88. Develop a common whole-of-government planning and reporting framework. Such a
framework is needed if governments wish to engage in government-wide strategic planning and
reporting. It can facilitate the setting of government-wide objectives that cut across organisational
boundaries and assist with the prioritisation of goals and the comparison of PI.

89. Develop and use different types of PI. It is necessary not only to develop different types of
PI, but also to understand the potential and limitations of each one. It can be problematic to have a
system that concentrates solely on one type of PI. The different types of Pl should feed into each other,
and if possible be seen and used in conjunction with each other. For example, failure to achieve a
target could serve as a signal to conduct a more detailed review.

90. Have independent assessments of PI. Regardless of the type of PI, one factor that can help
to improve the quality is having an independent element in the process. This can come from having
independent agencies/individuals conduct or participate in evaluations or the collection of performance
data. In addition, it is important to have an independent check or system to audit performance results
data or processes.

2.4.2. Implementing budget systems that use Pl

91. Find an implementation approach appropriate to the wider governance and
institutional structures. What role do central agencies play and how centralised should the
implementation approach be? The answers to these questions will vary according to, among other
things, the wider institutional context, the approach to PB, the degree to which the administrative
structure is centralised, and the relative power of the MOF. Efforts should be made to balance
centralised and decentralised aspects of implementation approaches. While the institutional framework
imposes limits, countries can take steps to counteract negative tendencies. For example, those
countries with a tendency towards a centralised approach should seek to engage in consultation with
ministries and agencies so as to avoid problems of over-centralisation. Those following a
decentralising approach need to develop strategies and create incentives that encourage uniformity in
the development and submission of PI, and to actively engage political leadership at all levels.

92. Have flexibility in implementation; one size does not fit all. Whatever implementation
approach is adopted, it needs to allow enough flexibility to take account of the differences in the
functions performed by government agencies while ensuring sufficient uniformity in approach and
presentation of performance data to enable some comparability. In addition, if the reforms are seeking
to apply a management-by-results approach, it is vital that the agencies have enough flexibility to
achieve their goals.

93. Leadership is important. The support of political and administrative leaders is vital to push
the implementation of these reforms. Politicians have an important role to play in their development.
Strong political leadership can create momentum and impetus for change and help to overcome
bureaucratic resistance. Nearly all countries stressed the importance of strong leadership at the
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ministerial or agency level. It is vital to promote the development and use of Pl throughout the
organisation and to ensure that use to improve performance.

94, Develop the capacity of the MOF and spending ministries. It is important that the MOF
and spending ministers have the authority and the analytical and administrative capacities to
implement these reforms. This has resource implications in terms of staffing and information systems.
Staffs need to have the relevant training and expertise.

95. Focus on outcomes, not just outputs. While outputs are easier to measure, they may lead to
a too narrow focus on efficiency and to the exclusion of the wider issue of effectiveness. It may also
create risks of goal distortion. According to experience in a number of countries, agencies that focused
only on outputs were not sufficiently oriented towards the needs of the citizens and the wider societal
outcomes. Ultimately, while they are more difficult to measure, outcomes are the main concern of
politicians and citizens.

96. Have precise goals and measure and monitor progress towards achieving them. It is
important to set clear goals and priorities and to consider what programmes contribute towards
achieving these goals. If it is not possible to measure how a programme is performing, it is not
possible to improve delivery. Performance should be evaluated regularly; many countries
recommended an annual assessment.

97. Good knowledge of the programme base is important. This is especially the case if the
focus is on outcomes. Clear, detailed understanding of the programme base requires a clear definition
of what a programme is and knowledge of what programmes exist; how they align to intended whole-
of-government outcomes; how much they cost; and the results achieved.

98. Limit the number of targets, but using many measures. Many OECD countries have
experienced that it is better to have a few targets for which there are many measures than the reverse.
Too many targets can create information overload and make it difficult to prioritise targets, resulting in
an unclear focus.

99. Have information systems that communicate with each other. Information systems need
to be developed for planning purposes, for the collection of PI, and for relating performance and
financial information. These systems should have the ability to collect, update and disseminate
financial and non-financial performance information over a range of programmes. It is important that
systems implemented at a central and departmental level can operate together — and that capacity can
require extensive planning and investment.

100. Cross-organisational co-operation is vital. The introduction of Pl into the budget process
requires the co-operation of many different actors. If Pl is to be used in decision making and to
improve performance, it is important that all levels of government co-operate in the development and
implementation. That co-operation needs to be both horizontal and vertical. Vertical co-operation is
needed between the MOF, ministries and agencies to deliver improvements in services. When
outcomes and targets cut across organisational boundaries, co-operation between ministries and
agencies is essential to achieve goals.

101. Consultation and ownership are important. It is important to develop a dialogue with
relevant parties. Consulting and working with agencies, local authorities and those on the front line to
establish a performance framework and set targets helps ensure that the framework has buy-in. This
not only alleviates problems of gaming, but also helps create ownership, which can motivate agencies
and employees to achieve the target.
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102. Consider how changes to budget rules can influence behaviour, in both positive and
negative ways. Gaming is the norm in budgeting; it pre-dates the system of performance targets.
However, introducing a system that tightly links funding to performance results creates new rules and
a new dynamic that can give rise to a different type of gaming. Possible solutions include taking a
cautious approach and engaging in rigorous consultation and analysis, and “piloting” performance
budgeting schemes and create a sense of ownership of the relevant target. Given that it is not possible
to predict all unintended behaviour, there is a need for the capacity to adjust systems and rules as they
evolve.

2.4.3. Obtaining continued use of PI in evolving budget systems

103. A performance system evolves over time, and creates different challenges at each stage.
At the initial stage, merely developing relevant P1 is the main challenge. As the performance system
moves forward, other challenges become more important — mainly behavioural change, how to make
various actors use Pl in the decision-making process, and how to monitor the performance of the
system itself.

104. Reforms approaches need to be adapted to evolving circumstances. Implementation
approaches are not static and that countries in practice alter them. This is a learning exercise, and
countries have to allow their method to evolve based on the experiences of previous reforms or in
reaction to changes in the wider political or administrative structures.

105. Have incentives to motivate civil servants to change behaviour. These reforms seek to
change the behaviour of civil servants in both the MOF and the spending ministries. Civil servants
should at a minimum have a proper understanding of the system of performance budgeting and their
given role in that process. It is important to motivate ministries and agencies to use this information in
decision making and to move them away from traditional processes. Countries’ experiences highlight
the importance of having the support of top leadership and the buy-in of managers. This can be
promoted through a mixture of formal and informal incentives. It is also important that the incentives
are positive, and not just negative. These can vary from simply communicating the benefits of using PI
as a managing and budgeting tool to increasing the flexibility of managers to get the job done;
incorporating programme performance into managers’ and employees’ performance appraisals; and
linking performance to bonuses and pay. It is important for the MOF to signal that performance is
taken seriously by using PI in budget discussions. It is also necessary to address fears that the PI will
be used for punishment only or to cut staff or budgets.

106. Have incentives to motivate politicians to change their behaviour. If they are to succeed,
these reforms need to change the behaviour of politicians. They should be consulted and involved in
the reform process, and at a minimum be made aware of the importance and potential benefits of using
Pl in decision making. This is a delicate balancing act. It is important not to oversell the benefits: the
approach is not a substitute for difficult budget decisions or the hard political choices that
governments face. The key issue is use: it is important to provide incentives that will motivate
politicians to use PI in decision making. Pl needs to be tailored to their needs. Many OECD countries
continue to struggle with behavioural changes. There should be a realisation that changing behaviour
is more complex and requires a long-term approach.

107. Improve the presentation and reporting of performance information. To encourage the

use of this information in decision making, it is important that it be relevant, of high quality, credible
and timely. PI should be presented in a simple and integrated manner. At a minimum there needs to be
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a clear link between planning and performance reporting documents and/or between programmes,
resources, and results. If possible, the planned and actual results should be presented (if possible in a
time series) in the same document along with financial information.

108. Recognise the limits of PI. There is no such thing as perfect government or perfect Pl. The
costs of developing and maintaining systems for collecting and reporting on Pl need to be considered.
These costs relate to both operational expenses and the time of civil servants. No OECD country has
provided information on the total costs of developing and maintaining performance systems.

109. Remember the journey is as important as the destination: Some of the benefits of this
approach come from reviewing existing systems, asking a different set of questions, and seeking to
shift thinking and focus from inputs towards results. It is also a continuously evolving process — there
is no end point and one will never get it “right” — because countries are adapting and learning from
existing reforms, and also because the issues that governments deal with and the operational
environment within which they work are continuously changing.

110. Manage expectations: Previous incarnations of performance budgeting in many countries
began with expectations that were too high and unrealistic, ensuring disillusionment when the
predicted results failed to materialise. It is important from the outset to manage expectations in terms
of the length of time it takes for the reforms to produce results. There are no quick fixes. Some
countries estimated that it took 3-5 years to establish a government-wide performance measurement
framework. There can be expectations that PB will create an environment of rational decision making
and will enable governments to financially reward good performance and punish bad. While this is a
simple and appealing idea it does not take account of the fact that budgetary decision making takes
place in a political context, or that the issues and context surrounding budget decisions are complex. In
most cases such an approach is not desirable. The more realistic expectation is that at best, countries
will engage in performance-informed budgeting.

Conclusion

111 This paper briefly examined potential key institutional drivers that may contribute to
improving public sector efficiency. There is indeed evidence that some institutional variables help
improve efficiency, mainly: functional and political decentralisation to sub-national governments;
certain human resource management practices; and increasing the scale of operations. The most
notable conclusion, however, is that there is a lack of empirical evidence and systematic evaluation of
the impact of institutional variables on efficiency.

112 The paper mostly examined one variable in depth: the development and use of Pl in the
budget process. In case studies and an OECD questionnaire, countries reported a number of benefits
from this reform, including the fact that for some agencies it contributed to improving efficiency and
effectiveness. Most MOFs using Pl engage in performance-informed budgeting. Pl acts as a
monitoring and signalling tool that tells decision makers what is working with government
programmes and what is not. This information is essential to improving performance. Countries
continue to struggle with aspects of these reforms, and a key issue is improving the use of PI.
Integrating Pl into the budget process is a necessary but insufficient condition for assuring its use.
Other factors influencing use include the quality of PI itself, the capacity of the MOF and spending
ministries, and the wider institutional and political context.
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113 The road from incremental budgeting towards results-based budgeting is proving to be long and
difficult. In the governments of OECD member countries, a great deal of the annual budget process
remains incremental and inputs still play a key role. Results information will never completely replace
inputs. These reforms are, however, slowly shifting the thinking of decision makers at all levels —
politicians, the MOF, spending ministries and agencies, and the general public — towards a greater
focus on results. There is a clearer understanding of the need to see public policy and government
actions in terms of achieving results. As long as citizens demand results from their governments for
their tax dollars, there will be a continuing need for performance information. A long-term approach
and patience are necessary as countries go down this road. Despite the challenges encountered,
countries are continuing to move forward with reforms to improve the use of Pl in budgetary decision
making.

114 Several lessons clearly emerge from this study. First, there is a need for future research and
analyses into the actual impact of key institutional variables on public sector efficiency, both within
and across countries. More research is also needed into how the individual country context and
political economy influence the capacity to adopt certain institutional drivers, and their chances of
success. Second, regardless of the type of Pl — evaluations, performance measures or international
benchmarking of public sector efficiency — consideration needs to be given to whether and how it will
be used by decision makers. It is a matter not just of process, but also of having the right incentives to
motivate decision makers to use the information.
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