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I. Tm; hlPORTANCE OF A BUDGET SYSTEM LAW

One ofthe major challenges faced by transitional economies has been to adjust institutions
that were designed to function in a planning enviromnent to function in an increasingly
market-oriented environment. One of the most important ofthese institutional reforms has
been the restructuring oflhe budget system. The latter should be interpreted quite widely to
encompass the institutional framework as well as the administrative procedures that
determine the means whereby resources are transferred to government, how the use of these
resources is prioritized and directed to agreed policy objectives, and then subsequently
managed, controlled, monitored, and reported on. Such systems must be defined in terms of a
legal framework.
This legal framework can consist ofthe constitution, the organic budget law, and fmancial
rules and regulations issued by the legislature or the ministry of finance. The approach can
vary widely between countries. The United Kingdom and other common law countries rely
on financial regulations, and established administrative and parliamentary practices to
determine the budget system. Civil law countries, on the other hand, such as France and
Germany, have codified their legal framework and have their budget system determined by
an organic budget law. Transitional economies, lacking a suitable administrative and legal
basis for establishing a market-oriented budget system, have found the latter approach more
suitable?
One cannot underestimate the importance of this legislation for the improved governance in
transitional economies. A central purpose of such budget system laws is to provide a
framework for accountability of a government's use of public funds. Three essential elements
of accountability require to be covered in the law. The law should prescribe rules which
govern the production of an annual fiscal plan, which relates government revenues and
expenditures to the economic outlook, and secondly, an annual budget which articulates this
fiscal plan and requires the formal approval of the legislature. The third element is the
successful execution ofthe plan in line with the annual budget authorized along with an
annual set of public accounts presented to the legislature, which show actual spending
compared with authorizations and reflect the overall financial position of the government. By
assigning responsibility for each ofthese three tasks, and determining the information
required to judge the success in accomplishing these tasks, a budget system law tries to
ensure accountability.
Recently, Russia, like many of the economies in transition, has reformed its budget system
by drastically changing the legal framework for budget management. 3 This budget system
See discussion in Chapter 2, Managing Publlc Expenditure-A Reference Book for Transition Countries
(eds.).
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For a general review of this development see, \V. Allan, "Toward a Framework for a Budget Law for
Economies in Transition," IMF ·Working Paper 941149.
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law, or Budget Code, fIrst came into effect in FY 2000 and comprehensively covers all issues
of fIscal management. This paper offers a critical appraisal of the new Russian budget
system, critically examining the processes of budget preparation, budget approval, and
budget execution prescribed in the law, In this review certain weaknesses are identifIed and
recent attempts to address them are described, In conclusion, the paper otfers an agenda for
the further reform of the Russian budget system,
II.

THE BUUGET PREPARATION PROCESS

The procedures for budget preparation, as laid out in the Budget Code, are described in
Annex L It is evident that the Budget Code describes a system, which has parallels in OECD
countries, For example, the starting point is a macroeconomic framework; a top-down
approach is described, with a budget to be formulated within clear macrofIscal rules (see
Box 1),

Box 1. Fiscal Rules Governing the Budget Process
Art. 92 of the Budget Code stipulates:
•

The federal budget fiscal deficit shall not exceed the total amount of budget investments and expenditures
required to service the public debt.

•

The budget deficit of a member territory of the federation may not exceed 5 percent of the revenues of the
member, net of financial support of the federal budget.

•

The deficit of a local budget may not exceed 3 percent of the budget revenues, excluding financial support
from higher levels of government.

A number of features of the budget preparation process should be noted:
The timetable for budget preparation
The budget preparation process described in Annex I is evidently very detailed, with strict
deadlines, This is partly due to the lengthy budget approval process (see below) and also to
the Duma's envisaged input into budget preparation, However, the consequence is that
budget preparation must commence very early in the preceding year. Thus the fIrst detailed
budget by functional classification is prepared by end-April, and by economic classifIcation
by early May, with the draft budget sent to the interagency commission, which resolves
disputes in budget allocations, for approval by early June. While the Budget Code does
envisage that cxpenditure and revenue (as well as fInancing) estimates in the budget are
rooted in a macroeconomic framework, the need to adjust this framework in a sometinaes
rather unstable and volatile environment inaplies perhaps major adjustment of the framework
on which the budget should be based throughout the preceding year, In any case, the Ministry
of Finance's (MoF) attempt at "top-down" aggregate control, based on affordability as
assessed from a macroeconomic perspective, is further constrained, fIrst, by the need to
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accommodate the Dumas's preferences in budget plans, and, second, by the two-step process
by which budgets are prepared. The first step is to define aggregates in terms of functions,
but then turn to the line ministries (LMs) to give bollom-up details in economic terms. This
weakens the MoF's ability to constrain the line ministries, compared to total expenditure
guidelines, or envelopes, normally set as the first step in the budget preparation process
encountered in most OECD countries.

Institutional weakness in the budget preparation process
The MoF as an institution remains relatively weak in terms of the basic skills ofbudget
preparation. This is partly an information problem. Centrally, the MoF typically has very
limited information about the expenditure base, a reflection of the old Soviet system that
considered this primarily to be the responsibility ofthe line ministries. Information on
outputs is not management-oriented and hence is largely irrelevant. The lack of relevant
information at the center implies more power for the line ministries.
In part, the problem in budget preparation arises from the organizational structure ofthe
MoF. The MoF has a central budget department, the Budget Policy Department (BPD),
which is mainly a consolidator of the budgets ofbudget institutions. The line ministries, in
preparing budget details, deal directly with "branch departments" of the MoF, which act as
intermediaries with the BPD. In the past, some of these branch departments have seen their
role as advancing the case for more resources for "their" particular LM or spending agency.
Thus those involved in budget preparation in the MoF have tended to view their function as
collating (or even endorsing) "bottom-up" budgets from line ministries and, therefore, have
tended not to supervise, let alone, control the process. Perhaps, as a consequence, those
departments in the MoF concerned with budget preparation have a limited capacity to
challenge the affordability, desirability, and cOSling of individual expenditure policies.

The quality of budget estimates is doubtful
There are many reasons to suspect the realism of budget estimates. After several years of
seeing their budget plans disrupted by cash rationing, budget institutions no longer have an
incentive to take budget preparation as a serious exercise. Moreover, there are severe
information constraints on producing good estimates. In the absence of up-to-date
information on budget outturns, even in a preliminary form, those preparing budgets take the
last budget as their starting point, not the latest or estimated outturn derived from the treasury
system. Thus, one unrealistic budget becomes the starting point for the next. There is no
established budget review function in the Duma, for example, in following up the external
auditor's reports on the annual accounts that can really challenge the executive's budget.
This, too, may have generated less careful attention to budget preparation procedures.

A poor organizational budget classification has complicated the process
Transparency in budget formulation has been disadvantaged in a highly decentralized system
with too many spending units (SUs) supported by the budget, with loose supervision from an
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LM, and a cumbersome appropriations structure. A critical feature for budget preparation is
the continued reliance on an imperfect functional classification-a mixture of the Sovietstyle planning branches and more internationally recognized functions-for the appropriation
structure. An individual SU may receive resources from one or more main [unctional
appropriation heads. A more transparent and accountable systcm, as in OECD countries,
would base appropriation approval on individual SUs or line ministries. Also, thc absence o[
an OECD-style program classification (not the quasi-functional system uscd undcr thc old
Soviet system) that can readily generate activity-based costing and analysis is a significant
weakness. The number of SUs presents a problem in its own right, as discussed below.
III. THE BUDGET ApPROVAL PROO;SS

The budget is approved in four readings:
•

The first reading gives the broad framework of the federal budget, including
macroeconomic forecasts, fiscal po licy guidelines, and the principles governing
interbudgetary relations, as well as external borrowing and other loans. Art. 198 of
Budget Code allows 30 days to complete this from the date of submission.

•

The second reading then presents the total expenditure of the flfst reading broken down
by summary groups of the functional classification ("razdel"), including the level and
distribution of transfers to the territories, and the total development budget. Art. 205.1 of
the Budget Code allows 15 days to complete this aller completing the IITst reading.

•

The third reading presents expenditure by razdel and "podrazdel" (sections ofthe razdel)
and by line ministries. This reading includes details of federal "targeted" programs as
wcll as the investment program, protected items, federal government guarantees, and
details o[external borrowing and loans. Art. 206.2 o[the Budget Code allows 25 days [or
this after the passing ofthe second reading.

•

The fourth reading approves the budget in general and is distributed by quarters.
Art. 208.1 of the Budget Code allows 14 days for this stage.

Some features of this process deserve comment.
Complexity ofthe process
The approval process is unnecessarily complicated by, first, the number of stages, and
second, the need to legislate quarterly expenditure allocations. Most budget systems have
two, or at most three, readings of budget legislation. The stages in the approval process
should ideally be regarded as moving in increasingly detailed levels of the budget, from the
macro framework, to broad functional classification to a detailed budget. However, the
existing approval procedure is set up to complicate such a progression. At the first reading,
the legislature has powers to submit the document to an arbitrating Conciliation Commission
and return it to the government [or revision. Even with approval of the flfst stage,
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amendments can be proposed by "entities with legislative initiative entitlcmcnt" to select
Duma budget committccs, and a conciliation commission can arbitrate agreements. Thus, in
practice, successive stages risk reopening the fundamental budget strategy, leading to delay,
ad hoc decisions, and potential deadlock.
Unrealistic timetable
The Budget Code seems to support the view that the legislature should playa major role not
only in the formulation of budget strategy but also in its details. Although this is the United
States' model, it should be noted that it is not the model in most OECD countries. While the
formal approval procedure based on detailed budget scrutiny allows power for the Duma
committees to fundamentally reformulate the budget if they so desire, the time limits allowed
would not seem to permit this to be accomplished. Art. 211 of the Budget Code specifies that
in case the approval process fails to deliver the budget by December 31, then the Duma may,
in the fIrst quarter of the year, pass a law fmancing fIrst-quarter monthly expenditures equal
to one-twelfth ofthe previous year's budget. However, the question remains whether the
budget timetable is compatible with, and supports, the basic view of relative responsibilities
between the legislature and the executive.
Comprehensiveness ofthe budget
From FY 2001, there is explicit treatment of extrabudgetary funds (EBFs) in the budget,
although the large amount of off-budget activity ofbudget institutions is, in principle,
incorporated in their budgets but not separately identifIcd. While no statement of contingent
liabilitics, tax expenditures, or quasi-liscal activities is published with the budget, a statement
of federal government guarantees is presented.
Transparency of government policies underlying budget allocations
The approval process does not facilitate the normal prioritization of policies and their
formulation into programs to be included in thc government. This arises from two
weaknesses in the Russian budget process, compared to OECD countries:
•

Lack of a clear medium-term budget framework

The Russian authorities have appreciated the advantages of a medium-term budget
framework, in the sense of a rolling forecast of fIscal aggregates for the budget year plus two
forward years. While work has begun on such a framework, progress has been diffIcult
owing to the unsettled economic environment. Its absence, howcvcr, inlplies that the
medium-term inlplications of current budget decisions, and their sustainability, camlOt be
addressed.
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•

Lack of a program basis to the budget

It can be doubted whether budget estimates are classified and presented in a way that

facilitates policy analysis. The budget basically is presented and approved on broad
functional groups (razde!), and their subgroups, various categories of expenditure. However,
this "razdel" breakdown of the budget is far from ideal in identifying government policies
and the programs that underlie these policies. The razdel classification reflects the more
detailed functional budget classification as a mixture ofthe old sector breakdown, inherited
from the previous planning environment, and the internationally accepted functional
breakdown. The subfunction level ("podrazdel") should contain programs, but these arc ill
defined and often mixed with economic categories. As a consequence, it is difficult to work
from policies to programs, subprograms, and the consequent activities of each budget
institution, as well as to differentiate new from old policy initiatives. In addition, a list of
"targeted" programs is approved as an attachment to the budget, as is the breakdown of the
functional expenditure by the totals allocated to each budget institution.
IV.

THE BUDGET EXECUTION PROCESS

Annex II summarizes the various stages in budget execution. It must be remembered that the
budget is executed through a rather decentralized budget system. Of the nearly 100 main
budget institutions (line ministries and other important agencies with their own chapter in the
budget), many supervise a large number of second-tier budget institutions, which, in turn,
supervise third-tier institutions. All subordinate units report back directly to their supervising
line ministry which, in turn, reports back to the federal MoF. Apart from this line of
subordination, the federal treasury system operates a vast network throughout the federation,
incorporating 89 regional offices, and under them, many branch offices-in total around
2,240 federal treasury offices exist in the federation, employing around 50,000 employees. At
the beginning of2000, all but the Ministry of Defense (MOD) had its budget executed
through this treasury nc!work, and, as indicated below, there are plans to complete the
treasury's coverage in the near future. As shown in Box 2, the Budget Code strongly supports
the treasury system.
A number of features of budget execution should be noted

Budget is prepared and approved on a functional basis, but executed on an agencylSU
basis
For the release of funds to implement the budget, the MoF indicates the broad aggregate
funding levels to line ministries, and they, in turn, indicate the SU allocations to the treasury.
The treasury then groups these SU allocations by their regional distribution (i.e., the
region/branch treasury office that will handle the processing of payment orders). This
dichotomy in information flows has contributed to poor information on budget executionreporting tends to be late and incomplete and lacks analytical meaning.
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Box 2. Key Elements of the Treasury System Supported by the Budget Code
1. Treasury's central role in budget execution
Art. 215: Specifically states that budget execution \'011 be through a treasury system and that the treasury
shall act as cashier for all budget administrators and make payments from budgetary resources on their
behalf.

2. TI1e Treasury Single Account (TSA)
Art. 216: All receipts and expenditures to be credited/debited to a single budget account.
Art. 236: Forbids the placement of budget resources in bank accounts.
Art. 244: The Federal Treasury (FT) is in charge of alI accounts of the federal government.
3. The Treasury General Ledger (TGL)
Art. 240: Budget account to be based on a single Chart of Accounts (COA), organized by the budget
execution authority, with approval of government.
Art. 256: Records of all transactions of federal government to be maintained in a general ledger, maintained
on the basis of the approved e~A.

Reporting has become more difficult for budget institutions
The treasury system is incomplete in its coverage, with some SUs still operating their own
bank accounts, although most now have their payments made on their bchalfby the treasury.
In the past, they produced the basic data, executed their budgets through the banking system,
and had banking data available as a basis for budget execution reports. Now, since they
execute their budgets through the treasury system, the treasury is the main source of this
information. However, whereas responsibility for reporting on budget execution has changed,
the FT, owing to administrative constraints and lack of comprehensive computerization,
often finds it difficult to provide timely consolidated reports.

The large number of budget users complicates budget execution
Ambiguities have arisen regarding the definition of a budget organization, as well as the legal
rights and obligations of such organizations. By FY 2000, there were around 17.000 budget
recipients, including different types of organization. 4 First, there are pure "SUs," subordinate
to a ministry, funded out of the budgets of these ministries on the basis of their planned
revenues and expenditures, entrusted with the management of government assets, and whose
operational liabilities are recognized and assumed by government. Second, there are budget
recipients which are SUs by their legal status, but which have large sources of off-budget
funds. These are more autonomous units than the first category, but still predominantly earry
out government policies. Third, there are units that are largely entrepreneurial, but receive
budget support for part of their operations. for example, to fund certain federal needs. This
In early FY 2001, the MOF carried out a survey which indicated the following breakdown of budget
recipients: Unitary companies and SOEs, 639; joint stock companies, 322, nonprotlt organizations, 105. In
addition to these 15,713 institutions, there were 205 others.
4
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support is specilically indicated in the budget. Tt should bc noted that the number of budget
recipients that receive appropriations as separate line items in the budget law is much smaller
than the total number of SUs. The latter include subordinate budget organizations that receive
their budget funding indirectly through their supervising budget institution. The total number
of SUs is not known, but in FY 2000 it was estimated at 50,000 in the civilian part of
government and at least 5,000 in the delense sector. In terms o[budget execution procedures,
these different units are treated equally.

Budget institutions have legal rights that limit treasury control
The Budget Code gives clearly defined powers to adjust the budget in line with revenue
availability (Box 3). Art. 238 of the code gives institutions the right to total funding of
approved commitment levels, which would seem to curtail the MoF's ability to cut back
spending if available resources were less than planned. Moreover, the civil code Art. 120
gives "legal entity" status to budget institutions, protecting their right to operate bank
accounts for "own-source" revenues and to enter contracts without MoF approval, which
further curtails the MoF's ability to cutback spending. However, recent changes in the budget
[or FY 2001 have introduced three new clauses, which define the uses and restrict the powers
of budget institutions to use "own-source" revenues. The FT is working to remove clauses of
the Budget Code, such as Art. 163, which defines the rights of budget institutions to receive
funding irrespective of budget cutbacks.

Chart of accounts (COA) and budget classification systems require to be restructured
The CoA is the basis of the TGL and should be able to generate management reports on
budget execution, as well as [or other user needs. The reports so generated should be timely,
accurate, and complete. From this perspective, the present approach to the treasuryCoA has
a number of weaknesses. The CoA used by budget institutions for their basic day-to-day
accounting and submission of annual accounts, or so-called "analytical accounting," is
supplemented by the treasury's "synthetic accounting."
The latter attempts to summarize and consolidate the accounting of budget institutions
through a CoA that does not fully reflect the budget classification and aggregates budget
revenues and expenditures. Although substantial effort is devoted to the detailed analysis of
borrowing (which again does not follow the budget pattem), below-the-line fmancing
transactions tend not to be clearly distinguished from revenues and expenditures. Often the
basis of accounting lacks consistency and clarity, combining an accrual basis for certain
items and a cash basis for others. These synthetic accounts combine "nows" (i.e., payments
and receipts) that are zero-balance accounts, and "stocks" (i.e., balances of liabilities and
assets) with balances carried from one year to another.
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Box 3. Powers to Adjust the Budget within the Fiscal Year
as Contained in the Budget Code
Art. 212: Government can propose changes to the budget whenever revenues exceed the approved budget target
by more dlan 10 percent; requires parliamentary approval (elaborated in Art. 260).
Art. 213: Procedures to be employed in case of revenues falling below the approved budget target by more than
10 percent, requires parliamentary approval (elaborated in Art. 258).
Art. 224: Expenditures can be deferred without changes to budget outlays for up to three months provided such
deferment does not exceed 10 percent of budget outlays for the quarter (elaborated in Art. 259).
Art. 229: Ifreceipts are below approved budget target by no more than 5 percent, the Mol' has discretion to
introduce cuts in spending; if more than 5 percent but below 10 percent of approved budget outlays, the
government has discretion to introduce expenditure cuts.
Art. 230: If parliamentary approval is delayed, fonowing procedures in Art. 213, the MoF has the power to cut
expenditures on a prorata basis until such approval is obtained.
Art. 231: The MoF has discretion to freeze expenditures, that is, reduce budget commitment limits, available to
a budget institution if I,;onditiillls on which th~ commitment was originally bas~d are not met (e.g., ifus~d for
noneligible purposes).
Art. 234: The MoF has powers ofreallocation (virement) between sections, subsections, earmarked items, and
types of expenditure, within 10 percent of the budget allocations of chief budget administrators (ministries).
(elaborated in Art. 261).

Fiscal reporting is onerous and lacks management focus
There are two channels of reporting: fIrst, [rom the SUs, forwarded via their ministries or
Regional Treasury Offices (RTOs), and second, from the SUs, via their ministries to the MoF
branch departments and the BPD. Reports from the RTOs are received monthly and annually,
and give details of both revenues and expenditures covering revenues and expenditures by
classification codes indicated in the annual budget, total funds spent during the course of the
month details of other noncash offsets, and details of the earmarked funds spent. Other
reports received quarterly, give details of the funding of expenditures on a cash basis; they
cover civilian ministries and the MOD.
There are some 24 separate reports required to be submitted by budget institutions to the
MoF. Most ofthese reports are quarterly (typically only for the last 3 quarters ofthe year) or
annual. Only one report is monthly, reporting on the execution of approved expenditure
limits by type of spending, and is perhaps the most clearly relevant for budget management
purposes. The extensive list of reports implies that the burden ofSU reporting to the FT is
very heavy. This flow of information is generally transmitted in paper form and not
electronically, even in the Moscow region where most SUs are computerized. The result is
that reporting is an extremely costly effort in lime and resources, not only for the SUs but
also for the FT, which must key in and process this data, adding to the chance of error and to
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delay in consolidation. The compliance orientation and the detail required means that the
processing and consolidation of such data takes a considerable period o[(ime.
V. FINA],;CIAL OPERATIONS AND PLANNING
In the 1990s, faced with a deficiency of resources to meet approved budget appropriations,
the financial operations oflhe treasury assumed major importance. These are based on a
monthly financing plan that is prepared each year based on the budget, and, in the absence of
an approved budget, this has been based on the previous budget. Using the annual law on the
federal budget, the BPD prepares limits on monthly expenditures. The procedure is detailed
and cumbersome, and begins by determining the limits by razdel, or branch functions, and by
podrazdcl (subfunctions). When government has approved this functional distribution, this is
then distributed to ministries. The ministries then determine what is the SU limit at the RTO
level. The treasury is informed ofthe detailed limits and sends a block listing of such limits
to each RTO for the SUs located in that area. The RTO in turn breaks down this block listing
for each Local Training Office (LTO) for the SUs in its area. With the approved aggregate
limits, the main department oflhe FT then begins to prepare a provisional cash-flow table
identifYing daily the taxes and other receipts expected and the priority expenditures that must
be met.
The system of treasury funding is outlined in Box 4.

Box 4. The System of Treasury Funding
The government approves a monthly cash plan for each LM or higher-level budget administrators at the
beginning oftbe year, which is dravvn up by the BPD. It is understood that the LMs have the right to spend
according to this cash plan.

111e LMs prepare detailed payment registers to their subordinate SUs, which gives them authority to incur
spending, consistent with these monthly financial limits.
The SUs submit payment orders to the LTOs and RTOs. If funds are available, and the requirement is -within the
authorized allocation then the FT office makes the payment.
Ifinadequate funds are available, priority is given to registered commitments and other priorities of the LMs. If
these cannot be met, the SU must request its LM to approach ti1e MoF in Moscow to make funds available.
In the central FT, the availability of cash is examined as well as projected inflows in the near future, and
decision is made whether each payment can be made in full or in part. If payment is agreed, funds are sent to the
relevant FT office to execute payment.
In the past, under severe fiscal stress, the monthly limits were set lower than the agreed budget, and often the
cash available could not even meet the monthly finaneiallimits. This implied that the FT was operating a daily
cash-rationing system. However, with the improvement in the rcvenue position, at the end ofFY 2000, although
expenditures in certain areas exceeded the original budget allocations, there was no cash rationing, and indeed
savings were transferred to the FY 2001 budget.
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Financial management in the MoF is relatively undeveloped. Forecasting is obviously
difficult in the present environment. Forecasts are rather short term, generally only for a
month ahead, relying primarily on past trends and levels attained in the immediate past, and
concentrating on revenues. Cash management is admittedly constrained by external factors.
The revenues are transferred from the BOR collection accounts to the operational FT
accounts every five days. This lag implies that substantial cash balances are unavailable to
the FT on a reb'lllar basis. Owing to the lack of development ofthe banking system, the FT
finds it difficult to operate zero-balance accounts. As a conscqucnce the FT leaves substantial
cash balances on account at the RTOs to cover expenditures in the regions.
Other financial management operations, such as debt management, are outside the FT's
mandatc. Debt managcmcnt is somcwhat fragmented. The Securities and Financial Markets
Department in the MoF makes the decisions, gives the treasury projections of debt service in
advancc ofthe financial ycar Cas wcll as short-term projections), and records all such
transactions, although the payments are executed by the treasury. For external debt, the
Foreign Credits and External Debt Department makes the decisions, negotiates the loan, and
keeps records. The FT relies on the BOR for supervision of all subsequent cash flows, but
they monitor the deposit of all receipts to the government account.
Some features of present financial planning arrangements should be noted. First, there is
tendency to degenerate lrom financial planning into cash rationing. It is not difficult to
appreciate that, in the recent past, problems of revenue shortfall, coupled with difficulties in
projecting future revenue and expenditure developments, have made financial planning very
difficult. In such an environment, the present system of cash releases has transiormed into
rationing out limited resources as they came in, according to strict administrative rules
detemlined by political priority. Second, the relationship with the BOR has not been smooth.
According to the BOR law, the BOR is supposed to maintain all the accounts for "the
budget" and handle all budgetary payments. However, there is nothing in the law or
supporting regulations that mentions the treasury or even the MoF. As a consequence, the
FTlMoF have no special client status at the BOR and little influence in the way payments are
made or classified. For example, the classification system of the BOR used for the payment
orders of budgetary accounts is based on the old Soviet classification, with revenue
classifications that now lack relevance.

VI.

SOME RECENT DEVELOPMENTS

The Budget Code is in its infancy, it will require some years before it can be inlplemented in
its entirety. At the same time, the adoption of the Budget Code in FY 2000 made the future
strateh,), for reforming present budget practices much clearer. The following review of most
recent initiatives indicates the direction of this reform strategy. It also reveals that to date
reform initiatives have focused far more on inlproving budget execution processes, to the
neglect ofthe other phases ofthe budget process, and have iocused on strengthening
compliance and meeting stabilization needs.
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Resolving the arrears problem
In the past, arrears have arisen from a number of sources: (i) fiscal indiscipline in powerful
ministries, entering into commitments that exceed their approved budget allocations;
(ii) commitments made within budget allocations but below commitment levels set by the
BPD; and (iii) commitments made within BPD limits but without treasury cash backing.
Idcally, thc approach to avoiding new arrears should be multifaceted: arrears arising from the
frrst two sources may at least partly be addrcsscd by more realistic budgeting, and arrears
arising from failure to provide sufficient resources to meet commitments can be addresscd by
better financial planning. These ultimatc solutions have not been fully implemented.
However, as a frrst step, the need has been recognized for a system for monitoring, and then
controlling, the commitments that are being made. Recognizing that it is not possible to
control spending without controlling commitments has led to [rrst registering commitments
(concentrating [rrst on a narrow band of contracts and then widcning the coverage), with the
presumption that the information will be eventually used to control commitments, so that
payment orders can only be processed against registered commitments. By order no. 806
dated July 15,1999, a system for recording commitments at the treasury was introduced for
several ministries for selected spending codes.'
This is a significant first step toward building a database of commitment records. Over a
period oftime, if registration is implemented diligently, it may be hoped that the supplicrs
will become aware that the FT will not meet payments in excess of the commitments and will
become reluctant to supply those SUs, which are unable to ensure the FT's stamp of approval
on thcir contract. However, in implementing this reform a number of problems have become
apparent.
Addressing problems in controlling commitments
At present, the responsibility for undertaking commitments is not clear. As indicated
previously, the relation bctwcen a ministry and its subordinate unit is defmed by the Civil
Code Art. 120, which defines a subordinate institution generally as "an organization
established by an owner to undertake social tasks in the social sphere financed by the owner
according to a budget" where, most significantly, "the owner bears responsibility for all
liabilities arising from this organization." Significantly, this legal problem implies that the FT
cannot control the liability, rather it can only record it.
At the same time, commitments are often ill dcfmcd within the budget. It is unclear whether
the federal budgct represents a complete list of commitments. At present, the liabilities ofthe
government often arise [rom entitlements from othcr legislation. In Russia, such entitlements

5 Namely, 110721, heating and technological necessities; 110722, consumption of natural gas; 110723
consumption of fuel for boilers; 110730 electric power; and 110740 water supplies to premises and facilities.
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are prolific, covering almost all spheres of life. There is some agreement that the
quantilication of these entitlements is difficult, and any attempt to limit these provisions is
not easy. Another complication is that the Budget Code (Art. 238) appears to recognize that
all appropriations can be committed and that a budget institution has the right to commit up
to the total approved [or it, regardless of resource availability.
The approach to registering and controlling commitments presently has a strong compliance
orientation. However, such information should be an important input in budget management,
both to budget preparation and setting commitment limits, as wcll as to financial planning.
This cannot be taken lightly. In approving a commitment, the treasury is making an implicit
guarantee of funds available to meet that conunitmcnt in thc futurc. In tum, this requires
strengthening its ability to track payment orders against contracts and improving cash
management/financial planning. Both require improving the information basc on
commitments, which fundamentally will require the registering o[ commitments Lo be a
component of the accounting system. Part ofthc problem is that thc commitments undcrtakcn
by SUs are covered by off-budget resources, making it difficult to determine accurately the
extent to which expenditures are uncovered because the FT has no verifiable information on
the level of off-budget receipts. Recognizing this problem has led to measures to gain control
of these "off-budget" resources.
Integrating off-budget resources in the budget
The off-budget activities of budget institutions expanded as pressures in the 1990s on their
regular budgets have increased. These off-budget resources of budget institutions arisc from
many sources-entrepreneurial activity, grants, licenses, fees and charges, rent and interest
income, etc. It is also possible [or budget institutions to hold foreign exchange accounts
arising from earnings overscas. The right to receive such compensation and undertake such
activities is usually granted through various laws. For example, the law on education allows
educational institutions to have accounts in banks to deposit these receipts. In 1999, it was
estimated that these own-resource accounts were equivalent to 15-22 percent of total budget
expenditure, although therc is as yet little solid data in this area. So substantial and important
are these activities that it is difficult to separate them [rom their statutory role, thus
generating great possibilities for cross-subsidization and misuse of public funds. Although
this problem appears to be larger and growing at the lower levels o[ government, attempts are
under way to integrate these activities into the budget at the federal level.
The Budget Code is explicit in prohibiting off-budget accounts-such rcvcnucs and thcir
related expenditures should form a regular part of a budget institution's plan of revenues and
expenditures, and any surplus balances arising from such activity should be translimed to
accounts in the FT (Art. 254.4). The code does allow an exception to this in the case where
funding is below budget limits (Art. 254.6). However, when the lederallaw of the Budget
Code was passed, it exempted budget institutions in the health, cultural, science, and
education fields, thercby preserving existing laws. This, combined with the fact that the
MOD organizations are also allowed to maintain off-budget revenue sources, means that a
major part of "own source rcvenucs" were exempted from the Budget Code provision.
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In the FY 2001 budget, three articles were added that strengthened the position ofthe FT in
ensuring that: (i) off-budget revenues are fully registered (including from SUs in the areas of
health, science, culture, and education); (ii) deposited in FT accounts; and (iii) allowing the
FT to refuse payment for unregistered contracts even if partly funded from own-source
revenues. 6
Expanding the coverage of the federal treasury system
The extension ofFT operations is being attempted in a number of areas that remain outside
its control-the MOD, EBFs, and local budgets. The largest exception to the FT's coverage is
the MOD. The Russian defense establishment operates as an enclave that is independent of
the rest of the budget and normal budget practice. This is manifested in many ways: the
MOD has a separate budget classification and a corresponding different accounting system;
treatment of social security payments on salaries is covered separately under the federal
budget on behalf of the MOD; a large number of social SUs exist under the defense umbrella,
paralleling and even overlapping other parts of the budgct; and a number of military-related
agencies have become semi-autonomous or "civilian" and placed off budget (e.g., Federal
Defense Road Building Directorate).
In 1998, the MOD and the FT began two pilot projects in the Privolzhski military (Samara)
region and the Baltic fleet, whereby the FT processed MOD payment orders. The lessons
learned from these pilot projects indicated the large number of transactions, which could
result from the inclusion of the MOD in the FT system, possibly overextending the FT's
present processing capacity. The present plan is to transfer the MOD to the FT in phases. The
first, starting January 1, 2000, has already resulted in the Main Military Budget Department
(MMBD) of the MOD opening an account in the central FT from which budget
appropriations are allotted to lower-level units. The MMBD has also opened an account for
centralized procurement in the RTO ofthe City of Moscow. Also, from July 1, 2000, the
progressive transfer of the second-level units of the MOD to the FT for processing payment
orders was completed. Thus, it is estimated that, by end-FY 2000, the FT operations covered
about 60 percent of MOD expenditures.
Byend-FY 1999, there were five major funds at the federal level-the Pension Fund, the
Social Insurance Fund, the Fund for Medical Insurance, the Employment Fund, and the Road
Fund. By Art. 7 of the FY 2001 budget, most EBFs were eliminated. The new CoA includes
new heads of accounts for the three main EBFs-the Pension Fund, the Social Insurance
Fund, and the Compulsory Medical Insurance Fund. Although technically inside the budget
and under the FT, these funds have in the past used their own classification system and have
6 Art. 21 specifies that revenues from off-budget activities must be fully registered -with the FT (although it
allows them to be used for the SU's own activities); Art, 111 states that the FT will not pay for unregistered
contracts; and Art. 114 states that off-budget funds must be dcpositcd in the accounts opened with the FT for
that purposc.
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followed their own accounting rules. This implies that the true integration of these funds will
take some time to be technically consistent with the treasury's ledger system.
At end-1999, the FT covered local budgets, of which 3,239 are serviced for revenues (either
entirely or for part of revenues), and 413 for expenditures in specified categories. Apart from
receiving lower-level revenues, the FT is responsible for the sharing of "regulated taxes." To
execute the federal budget and the lower-level budgets, the FT must operate with six basic
accounts, which are opened throughout the system, implying significantly over 2000
accounts for the FT alone. In addition, because regional and local governmcnts arc not
integrated into the FT system, additional sets of control accounts at commercial banks are
held on regional and local government accounts. These vast numbers of accounts hold
significant balances and are difficult to manage.
In theory, lower-level governments enter the FT only on a voluntary basis, although in
practice there is a current trend in government policy to extend more central control over the
regions and hence greater pressure for them to enter the system. At the same time, suppliers
(especially of utility bills) have insisted that the local government enter the treasury system
before they sign contracts. The recent need oflocal governments to conform to the Budget
Code, and the imposition of a common classification system, have meant that local
governments have turned to the FT to do this for them. There are indications, therefore, that
the FT will most likely have to expand its operations in respect to regional and local
governments. Processing revenues may not be too difficult, but processing lower-level
expenditures is likely to prove problematic, even though the FY 2000 budget has increased
FT responsibilities. At present, while there are around 50,000 SUs in the FT system
(excluding the MOD), it is estimated that at the local level there could be as many as 120,000
units.
VII. A FUTURE REFORM AGENDA

Clearly, the Russian authorities have taken significant steps in recent years toward
establishing a transparent fiscal management system, and the new Budget Code provides the
overall legal framework in which to further develop such a system. From the perspective of
future budget system reform, a two-stage strategy is perhaps in order. In the first stage, the
budget process should be improved by introducing more transparent, internationally accepted
standards, both in budget preparation and execution, for all government operations. In the
second stage, there should be a move away from the present high degree of centralization in
budget management toward a more decentralized approach in giving budget managers more
scope to manage within strict accountability arrangements. In this stage, once compliance
and stabilization controls are in place, thc priority will be to improve the efficiency and
effectiveness of government operations.

Measures to improve transparency in budget preparation
Many ofthe problems in preparing a realistic budget arise from the deficiencies of the prior
stage within the budget cycle at which strategic options for the budget are clearly defined and
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reviewed, and binding decisions are made on overall budget strategy. Several factors
contribute to the ineffectiveness of this stage:
•

Lack of clarity in the respective roles of the executive and the legislature in budget
formulation. The Budget Code makes provision for fundamental remaking of the budget
by the legislature, yet the latter lacks either the technical support or the necessary time
within the budget cycle to undertake this role.

•

The process of budget formulation is relatively centralized, with central agencies playing
a relatively direct role in determination of allocations, including the use of centrally fixed
expenditure norms.

•

The substantial deviations between budgeted and actual expenditure levels give little
incentive for budget agencies to invest time and effort in realistic costing of policy
options and preparing budget projections.

•

At no stage in the process is there a transparent statement of budget strategy linking
proposed policies, objectives, and broad budget allocations in a comprehensive manner
(preferably more than a year ahead) that would facilitate clear decisions on what can and
cannot be financed.

Again, these factors reflect the failure to review the strategic ro Ie of the government, and the
fundamental problem of the lack of clear expenditure policies underlying budget allocations.
As a result, the present basis for budget estimates is not transparent, and does not ensure the
connection between budget authorization and the real obligations of the government. A better
defmition of the expenditure estimates is required, for instance, by the BPD fully including
registered commitments when tormulating budgets. Transparency is further obscured by the
budget being prepared and approved on a functional basis and largely executed on an agency
or SU basis. This has contributed to the fact that most of the information produced by the
budget process is late, incomplete, and lacks analytical meaning.
A two-part strategy seems feasible. First, for preparing the budget standards for rcvcnuc and
expenditure estimates in the budget require to be developed modeled on international
practices. These standards would be based on a clear definition of existing policy expenditure
commitments and a methodology to ensure that ongoing costs of government services are
fully estimated and realistically related to the macroeconomic framework. For this purpose, a
manual on modern costing methods would prove useful.
Second, political approval of the budget should be improved by reducing the number of main
budget units and SUs to encourage internal priority setting; presenting the budget for
approval on a ministrylSU and program basis rather than the functionaVministrybasis at
present; on the same basis, developing a system of monthly and quarterly reports ainled at
performance review and supporting analysis of the current year's budget; and presenting
estimates oftax expenditures with the budget document.
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Measures to improve trausparency in budget execution
Making the government payroll more transparent
Government employment, and hence the payroll, is one area which lacks a coherent strategy,
hence undermining sound budgeting. The government has acknowledged the need for
reducing employment levels and improving public employee compensation. However, there
is no real defmitive data on the government's payroll. In addition, the wage bill is distorted
by the provision of a wide range of benefits in kind-free apartments, medical clinic
privileges, personal cars, subsidized meals, spa and resort services, etc.
Although these practices raise important issues oftransparency, there appears to be little
interest in the MoF in taking initiativcs in this arca. As a result of the unrcliable banking
network, virtually all government employees are paid in cash on the basis of information
submitted by a decentralized payro II unit in the line ministry. This essentially manual system
is inefficient and vulnerable to fraud, and does not provide information to the MoF. Payment
of salaries and wages constitutes over 23 percent ofthe government's noninterest expenditure
in the 2000 budget. If the payroll is not computerized, control over such a large component of
government expenditure will remain ineffective. A possible strategy would be to develop a
standardized software package for payroll preparation, using the Social Fund Number as
common identifier for payroll purposes. Devclop a standard manual on payroll preparation
for all budget institutions.

Improving the accounting and classification of government operations
For effective public expenditure management, the accounting systcm must be reorganized to
serve as a timely provider of management information on budget execution. The CoA is the
backbone of the accounting system. Ifit is not structured to capture the transactions in full
budget classification format, then the FT will continue to have to rely on the reports ofthe
SUs to monitor actual budget execution. In the past, this has been slow and unreliable, and
sinec they cannot be independently verified, their completeness or accuracy is suspect. A
major reform ofthe accounting system in the Russian Federation involves changing over
from the present decentralized system to a centralized system.
In the latter system, the information will flow from the FT to the budget users, tax
authorities, etc., and not vice versa, as a( present. The government's transactions will be
captured according to the Budget Code, only once, then entered automatically in the CoA by
the computer software, avoiding the necessity of recompiling the data for reporting on budget
execution. Of course, budget institutions will have to do their own detailed accounting
operations-the keeping of detailed inventory for assets purchased and disposed of (e.g., [or
control and fiduciary purposes) and records for nonfinancial data (tor management purposes
to construct physical work-rate indicators, etc).
The treasury development project, presently being implemented with the financial assistance
ofthe World Bank, will establish such a centralized accounting system, based on a CoA
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meeting international standards. This will require modifications to the present CoA, which
presently does not fully reflect the budget classifications. The structure of the CoA aims to
satisfy the needs of budget users in complying with detailed accounting regulations in
producing their year-end accounting reports, and accordingly seems to treat accounting and
fiscal reporting as two independent functions and are not interrelated.

Complete the development ofthe treasury system
A major step in the development of the treasury systcm was taken with the approval ofa
federal treasury development program by government resolution (no. 677) of June 23, 1999.
The objectives of this program are to: implement a TSA in the BOR; centralize all
government operations in the FT accounts; ensure the implementation of a uniform
accounting and reporting system based on a single accounting and budgct classification;
develop, implement, and facilitate an integrated treasury computer/communication system
interfaced with the BOR settlement network. Apart from the establishment of a network of
regional and local FT offices, the three other pillars of a fully operational treasury system are
only partially established: a general ledger accounting system (GLS), a TSA, which
consolidates government cash resources, and a system of integrated financial management
which minimizes the cost of government financing and guides thc speed of budget
execution.

7

Accordingly, the overall development of the FT's capacity should be encouraged, and, to this
end, the authorities have developed a longer-term trcasury system modernization project,
with World Bank loan funding. In the interim, it will be important to establish the
fundamentals ofFT operations, which will focus on three main elements, touched on
previously. First, complete the development of a GLS (operated by the FT and integrating the
accounting carried out in SUs) that will record all stages of expenditure, from appropriation,
conunitment, verification, and payment. Implementation will depend on computerization of
FT and development of the interim system. Second, create a full TSA Complete the
coverage of the treasury system, by inclusion of all security ministries, and the off-budget
activities ofbudget institutions, closing the associated accounts and transferring them to
ledger accounts in the treasury. Third, develop a system of reports, to support a financial
planning capacity that will construct rolling three monthly cash-flow forccasts, to guide the
commitment limits of SUs and to adjust borrowing in line with cash flow requirements (see
above). These developments will only prove effective if there is a concurrent effort to
upgrade government financial management skills.

7 A full explanation of this approach, and the experience of developing such systems in BRO countries, is
contained in IMF Occasional Paper no. 198.
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Development government financial management capacity
The procedures for distribution of budget allocations, and for setting limits on spending of
the ul1imate users of budget resources, are fundamental to proper budget management and the
avoidance of paymcnt arrears. Allocations are determined by the approved budget for the
main budget institutions, which in turn prepare quarterly breakdowns ofthese appropriations
for each oftheir subordinate units. Following this initial allocation, there are two important
subsequent stages: the incurring of commitments and actual cash payment to settle these
commitments. The responsibility in this area is divided bctwccn the BPD and the FT.
The BPD sets the level of commitments, by quarterly allocation of the annual appropriations,
which is carried out at the level of economic classification. It also sets cash-expenditure
limits each month by aggregates to each ministry. The FT checks and approves the line
ministries' proposals for breaking down their aggregate cash limits into spending limits for
their subordinate SUs. These limits, prepared by detailed economic classification, are based
on cash-balance reports from the BOR received every five days.
There are three main problems with the present approach. First, there is no guarantee that the
commitment levels set by the BPD can be covered in cash by the FT. If the latter monthly
spending limits have been exhausted, payments have to be deferred, even if commitments
have been made within the approved commitment limit. Rather than conmlitment limits
being the binding constraint on spending, the present practice favors limits on-cash
payments-in the past, the consequence has been a buildup in arrears. Second, the BPD, by
setting the monthly financial limits by aggregates, causes additional problcms to the FT when
this is used as a method to limit expenditures below the levels authorized for commitments.
The FT has to monitor budget execution by composition of expenditure (economically
classified) and the shortfall in financing has to be distributed by the FT among the various
items at the economic classification level-either arbitrarily or based on the SU's
preferences. It is dit1icult, therefore, to make expenditure cuts according to broader
government policy priorities. Third, the FT system of cash rationing, by setting spending
limits every 5 days, prevents the line ministries and their SUs from longer-teflll planning of
their budget execution and undermines their capacity to meet payments already committed
within the conmlitmcnt limits.
To overcome these problems, it is important to change the point of expenditure control away
from the final cash-payment stage to the commitment stage. The poor revenue performance
in past years may have necessitated such extreme cash-rationing measures, but, with the
improvement in the fiscal situation since FY 2000, it is important to move toward a system
that will control expenditures at the commitment rather than at the cash stage. The FT's
cash-management system should be replaced by the release of funds on a monthly basis to
match the expected level of payments related to the commitment limits, so that ministries and
their SUs are assured that cash resources would at least match the commitments. This
approach calls for the introduction of financial planning based on budget execution plans
from line ministries and the development ofa cash-flow forecasting model within the FT,
based on information (forecast collections for the remainder of the year) from the tax
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ministry, customs committee, external and internal debt management departments, and the
department of international financial institutions, as well as the data on actual collections and
cash expenditures received from the accounting system.

Strengthen the external audit function
To support a reform program in public expenditure management, it is essential to establish
external checks on budgct performance. In this regard, thc external audit function is critical.
International experience suggests that this function is most effective when the supreme audit
institution has: genuine independence from the executive, with timely access to
comprehensive budget execution data; reports to the legislature, but is able to pursue a
systematic, independently determined program of audit, with separate budgetary provision
for any ad hoc investigations required by the legislature; and, confines its role principally to
ex post audit, without compromise from any parallel engagement in the activities of budget
formulation and execution.
In Russia, the Chamber of Accounts has been hindered in carrying out this role owing to
three main factors: (i) inadequate expenditure reporting and accounts preparation by the
executive; (ii) diversion from a systematic work program by the intervention of ad hoc
invcstigations requested by the legislature; and (iii) dilution of its core responsibilities for
ex post audit by other tasks, such as advice on budget formulation, intervention in budget
execution, and an enforcement role with respcct to implementation of audit findings and
penalties. A strategy to relieve these weaknesses could include:
•

improved timeliness and comprehensiveness in rcporting budget execution by the
executive (dependent on reforms in coverage and operation ofthe FT described above);

•

legislative amendment to clarify the role of the Chamber of Accounts, defining its
responsibilities principally in terms of ex post audit; and

•

with this refocused mandate, technically reinforce the Chamber of Accounts with more
suitably qualified pcrsonnel, computerization, and a training program.
VIII. TIlE NEXT STAGE OF REFORM

It is evident that in pursuit of compliance and stabilization objectives, the Russian budget
systcm presently features a high degree of centralization and a complex set of budgetary
restrictions. These taken together have diminished the allocative and operational efficiency of
budget execution with budget managers operating with little responsibility or incentive to
deliver results. The next stage of budget system reform will involve a fundamental
reoricntation of the budget system-as has already been evidenced in OECD countries-to
provide greater inducement for managers to focus on possible improvements in allocative
and operational efficiency in service delivery. This reorientation will require substantial
capacity building in skills, which are currently in short supply. The present highly centralized
budget system discourages the development offmancial and allocative skills in spending
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agencies. To encourage such skills will require a more decentralized budget management
system and one which allows lllilnagers greater freedom to manage. The risk with such
increased flexibility is that spending agencies might undermine aggregate fiscal stabilization
objectives when revenue conditions deteriorate.
At this stage in the budget system development, it would be unwise to move precipitously to
this stage of budget system reform. Until the budget system can ensure fiscal discipline, and
compliance with the law, and can provide a higher level of certainty in the spending
agencies' operating environment, such a move could prove counterproductive. Full
application orthe Budget Code, and the suggestions for its strengthening, will certainly do
much to inlprove the budget system's ability to ensure compliance and stabilization
objectives. Perhaps more inlportant, however, seriously addressing the reform agenda
previously outlined will allow the budget system to move to the next stage of its
development.

