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Executive Summary

This report follows up on the demand formulated within the "Compact for Growth and Jobs"
decided by the Heads of State or Government on 28-29 June 2012. The mandate required to
assess and to review the scope for possible action to enhance the quality of public expenditures
in the EU within the boundaries of the EU and national fiscal frameworks.

This report (i) reviews trends in public expenditure in the EU with special attention to the
impact of the economic and financial crisis and the subsequent fiscal adjustment, (ii) briefly
discusses the different notions and indicators of expenditure efficiency, with a special focus on
health care and on public administration reform, including performance-based budgeting
(PBB), (iii) reviews the scope for possible actions within the boundaries of the EU budgetary
frameworks to prioritise reforms towards more growth-friendly and efficient expenditures and
(iv) spells out a possible way forward in the context of the European Semester.

In the context of the EU2020 strategy, supportive of smart, sustainable and inclusive growth,
pressures on public expenditure are mounting in link with on-going fiscal consolidation and the
legacy of the economic and financial crisis. Moreover, they are likely to stay beyond the crisis in
light of its historically high level and of the long-term impact of ageing populations. Against this
background, the conceptual focus of the report revolves around the composition of public
expenditures with respect to its likely growth-friendliness, with a special focus on public
investments; and expenditure efficiency, following from the observation that there is often
room to deliver the same level of outcomes with lower resources.

As regards the first aspect, the report highlights that the expenditure composition across
different government functions shows some commonalities across the EU, such as the large
weight of social protection, reflecting the fact that EU Member States tend to organise income
smoothing over the life-cycle and protection against social risks through public institutions
rather than the private sector. The share of public expenditure items which are deemed to be
potentially growth-enhancing, such as education, health care, R&D or public investments,
shows significant cross-country variation.

Following on the impact of the economic crisis, the expenditure mix has changed, with social
protection generally gaining a larger weight. The share of other functions has fallen accordingly,
and this relative decline has continued under the ensuing fiscal consolidation resulting in
expenditure cuts particularly in public investments, public wage bill and intermediate
consumptions.

There is, therefore, a need that in the on-going consolidation, Member States do not to
undermine growth-friendly items, such as education, R&D, human capital investments,
including training and activation measures, selected investment projects etc., within national
policy frameworks.

As regards the second aspect, expenditure efficiency and effectiveness essentially refer to how
well public resources translate into outcomes. Efficiency measurement within the government



sector is a highly challenging and would require very detailed analysis taking into account the
specificities of different government functions. The macro-level analysis in this report can,
therefore, only indicate areas where further investigations on possible efficiency gains could be
useful.

The report takes stock of existing attempts to measure efficiency in the health care sector and
presents the latest EU policy recommendations in this field. There is evidence of significant
room for efficiency improvements in health care, making the case for Member States to use
this evidence and translate existing policy recommendations into concrete measures at
national level. At EU level steps have been taken which denote an increased emphasis placed
on health care systems and the need to improve their cost-effectiveness.

Moreover, by reviewing case studies on FR, NL, SE and AT, the report discusses recent national
experiences with the introduction of performance spending management — budget practices
based on a stronger connection between inputs and objectives - highlighting that they have
succeeded in generating significant and quantifiable efficiency gains and savings without
lowering (if not improving) the outcomes. Although there is significant cross-fertilization
between performance-based budgeting and public administration reforms, the latter can
generate fast and significant savings in the shorter run. Hence, Member States should engage
more resolutely in implementing structural changes in their administration and in the way
public policies are defined, carried out and financed

Overall, the available evidence points to large potential efficiency gains in the health-care
sector and, more generally, in the government sector. Member States should aim to reap those
gains by introducing efficiency enhancing measures within an overall framework for the
prioritization and evaluation of public expenditure. This would contribute to reconcile
consolidation targets with continued provision of sufficient levels of public services.

Finally, the report reviews the scope to prioritise quality of expenditures within the EU and
national fiscal frameworks. In particular it discusses popular arguments about a "golden rule" —
a rule which excludes public investments from the relevant deficit figures — and rejects the case
for it, thus confirming the approach taken in the Maastricht Treaty and the Stability and
Growth Pact (SGP). Secondly, it argues that the current reformed EU budgetary framework
already caters to a reasonable extent for expenditure quality concerns, in particular through
the notion of 'expenditure benchmark' in the preventive arm of the SGP and that of 'relevant
factors' in the excessive deficit procedure (EDP), which have been introduced or expanded by
the recent reform. Finally, ways to support member states' efforts to improve the quality of
public expenditures are sketched out. This could take the form of (i) a regular policy dialogue at
EU level focusing on selected topics and (ii) an enhanced focus on quality of public
expenditures in the Country Specific Recommendations (CSR) issued within the EU Semester
and in the Stability and Convergence Programmes (SCP) by the Member States. The issues
raised in this report, mainly the need for a growth—friendly composition of consolidation
measures and to increase the efficiency of government expenditure including through public
administration reforms, are indeed already reflected in the Commission's 2013 Annual Growth
Survey (AGS).
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l. Introduction

The "Compact for Growth and Jobs" decided by the Heads of State or Government on 28-29
June 2012 stated that "particular attention must be given to investment into future-oriented
areas directly related to the economy's growth potential and ensuring the sustainability of
pension systems. The Commission is monitoring the impact of tight budget constraints on
growth enhancing public expenditure and on public investment. It will report on the quality of
public spending and the scope for possible action within the boundaries of the EU and national
fiscal frameworks;

Pressures on public expenditure are mounting in the context of the on-going crisis repair in the
wake of the economic and financial crisis started in 2008. In this context economic
considerations would suggest that expenditures that are deemed to be growth-enhancing
should receive a more favourable treatment when making spending cuts, on account of their
positive effects on both demand and supply. On the other hand, political economy
considerations imply the risk of a bias against productive expenditure within fiscal
consolidation packages, in particular public investments, on account of its costs being incurred
head-on and its benefits accruing over time. Thirdly, pressure on public expenditure is likely to
stay beyond the crisis repair in light of its historically high level and of the long-term impact of
ageing populations.

To the extent that powerful short-term pressures and long-term drivers place constraints on
the level and composition of public expenditure, reviewing its efficiency becomes increasingly
important, also in light of the current deterioration of the EU macroeconomic outlook and the
need to avoid compounding its adverse effects on growth with those stemming from fiscal
consolidation.

Regarding the expenditure side of public budgets, the 2013 AGS underlines’ that "Investments
in education, research, innovation and energy should be prioritised and strengthened where
possible, while ensuring the efficiency of such expenditure. Particular attention should also be
paid to maintaining or reinforcing the coverage and effectiveness of employment services and
active labour market policies, such as training for the unemployed and youth guarantee
schemes"

Against this context, the report i) reviews trends in public expenditure in the EU with special
attention to the impact of the economic and financial crisis and the subsequent fiscal
adjustment ii) briefly reports on the different notions and available indicators of expenditure
efficiency, with special attention to efficiency of health care and to public administration
reforms geared at greater spending efficiency, including performance-based budgeting — PBB,
iii) reviews the scope for possible actions within the boundaries of the EU national frameworks,
with a particular attention to the treatment of public investment in the stability and Growth

1 AGS 2013, p. 5.

2 In the recently adopted Youth Employment Package, Member States are urged to establish a Youth Guarantee as a
means of investing in young people and avoiding the high costs of youth unemployment and inactivity. A Youth
Guarantee ensures that every young person up to the age of 25 receives a good-quality offer of employment, continued
education, an apprenticeship or a traineeship within four months of becoming unemployed or leaving formal
education.



Pact and the quality of public finance in the context of the European Semester, and (iv)
presents a possible way forward.

A framework to analyse the Quality of Public Finance (QPF) was already introduced within the
Public Finance in EMU reports of 2008 and 2009°. QPF was defined as including "all fiscal policy
arrangements and operations that support achieving macroeconomic goals of fiscal policy, in
particular long-term economic growth", hence encompassing several dimensions. Given the
above-mentioned mandate, this report takes a narrower scope and focuses on government
expenditures, especially looking into composition (albeit based on quite broad categories) and
efficiency issues, mainly with respect to their implications for long-term growth. Specifically,
section 2 of the report reviews main trends with respect to the composition of expenditure by
function of government and economic type in order to highlight main cross-country patterns
across the EU in the wake of the financial and economic crisis and the subsequent fiscal
consolidation. Section 3 reviews notions and indicators of expenditure efficiency within
individual functions and items taking stock of existing analysis (including in past editions of the
Commission services' Public Finance Report) and focusing on two subjects, i.e. efficiency of the
health care sector and reforms aimed at increasing public administration efficiency, including
performance-based budgeting practices. Section 4 discusses why the "golden rule" is not
desirable in the Stability and Growth Pact. Section 5 proposes some ways forward on the
monitoring of expenditure quality across Member States.

Il. Composition and quality of public expenditures in the EU

1.1 Growth-friendly expenditure — theoretical considerations

This section reviews main patterns and recent trends in the composition of public expenditure
in the EU.

Economic literature has often emphasised that the size of the government sector may have an
impact on potential growth, employment and private investments. However, the sheer size of
government - commonly measured by the total level of public expenditures as a percentage of
GDP —is not per se a good indicator. Indeed on the one hand a part of the literature points to a
negative correlation between the size of the government sector and potential growth (see e.g.
Afonso and Furceri, 2008), which is rationalised by the distortionary impact of taxation needed
to finance government activities on economic decisions of firms and households, the possible
direct crowding out of private consumptions and investments® or by the risk of unsustainable
fiscal policies, which may be associated with deficit financing of expenditures. However, other
studies point to a non-linear or hump-shaped relationship between expenditures and long-term

3 http://ec.europa.eu/economy_finance/publications/european_economy/public_finances_emu_en.htm, see also

Barrios and Schaechter (2009).

* This may occur depending on whether resources consumed or invested by the state are direct substitutes for or
complements with private consumption and investments. For instance, public spending on free (at the point of
delivery) public education and healthcare may be a substitute for private spending on these sectors, although public
provision of these services may be preferable to private one for correction of market failures.
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growth as up to a certain point an expansion of the public sector may act as a support to
growth by providing the right institutional environment for economic transactions via ensuring
the rule-of law, enforcing property rights and providing essential public services’. It has been
suggested that in several advanced economies, particularly in Europe, such thresholds may
have been exceeded (European Commission, 2008). However, there are examples of countries
(e.g. Sweden) that succeed in reconciling quite high growth rates with relatively large public
sectors. Overall, the macroeconomic link between the size of government and long-run
growth is not clear cut, but there is a need to ensure that governments are efficient and do
not become a drag on the economy.

Beyond the issue of government size, the literature tends to differentiate productive, or more
growth friendly, types of expenditures from more unproductive ones, based on theoretical
considerations inspired by classical or endogenous growth models (IMF, 1995). Accordingly,
specific categories of government expenditure should support growth by improving the
economy's endowment of production factors (labour and capital) or their productivity. The
items which are more often mentioned in this context (European Commission, 2002 and 2004)
are public infrastructure investments, education and training (which, together with other
spending categories such as active labour market policies , are associated with improved
human capital and skills), R&D (which is associated with technological development and
innovation) and health care (which increases both the quantity and the productivity of labour,
via an increased length of years of healthy life).

Government investments are considered to be an expenditure category more directly linked
to growth, as it is associated to an increase in the capital stock of the economy. In particular,
investments in infrastructure for transports and communications should be particularly
beneficial as they set favourable conditions for undertaking private investments. Moreover,
infrastructure investments are likely to be under-supplied if completely left to the private
sector as they are subject to a number of market failures such as increasing returns to scale and
natural monopolies. However, this being said, the productivity of public investment may
strongly depend on the nature of the individual project, as public investment can also become
subject to interest-group capture and thus not necessarily yield social returns. Furthermore,
the optimal scale of public investments is conditional on the initial endowment of
infrastructure which is likely to be higher in more developed economies. Hence government
investments are likely to play a more important role for growth in catching-up and emerging
economies rather than in advanced ones.

Emphasis should be put on selecting the most productive investment projects through cost-
benefit analysis, using discount rates comparable to those applied by the private sector®,
thereby avoiding the creation of so-called "white elephants" (i.e. useless or ineffective
investments), and on counteracting the depreciation and obsolescence of the existing capital
stock. The empirical literature on the link between government investments and growth (or

® This resonates the “classical" Wagner law which states that a rising level of economic development goes hand in
hand with an expanding public sector the reason being the rising demand of certain public services that can be seen as
luxury services (and hence associated to the level of income) such as high quality health care or education (Martinez-
Mongay, 2002).

® Cost-benefit analysis should form part of an economic impact assessment framework, which takes into account non-
monetizable effects due to the fact that some environmental and cultural impacts are difficult to quantify.



private investments) is not fully conclusive on their positive effects (European Commission,
2003), although more recent work highlights that this may be due to measurement issues,
essentially the widespread use of gross (i.e. including capital stock depreciation) rather than
net investment figures. When the latter are used, the evidence points to a more robust positive
effect of public investments on potential growth (Arslanalp et al., 2010).

Finally, expenditure in Research and Development (R&D) and innovation are associated to
higher potential growth (see e.g. Conte et al., 2009). This category of spending improves total
factor productivity by supporting technological progress in production processes. More
generally, the literature tends to point to a stronger link with growth for public spending on
human capital rather than on physical capital.

The need for public intervention in the abovementioned areas (education and training, health
care, infrastructure etc.) is rationalised through the need to correct market failures which
would lead to their under-provision by the private sector. In the case of externalities social
marginal benefits exceed the private benefit. In the case of R&D, for instance, this relates to
economic benefits of innovation being spread across the economy and only partly accruing to
the innovator. In the case of public goods, like transport infrastructure, free riding would lead
to a suboptimal or even null investment if completely left to the private sector.

Given the wide choice of expenditures and the many ways in which projects can be
implemented, it is not surprising that it is so difficult to provide a fully uncontroversial list of
productive or growth-friendly expenditure items mainly because other categories of spending
can also contribute to growth, albeit in a more indirect way. This is the case, for instance, for
public order and the judicial system, which by ensuring the rule of law and enforcing property
and other economic rights, underpin a functioning market economy and thus potential growth.

Another case in point is expenditure on social protection which, albeit mainly fulfilling an
income insurance function and, to some extent, also a redistributive role, can stabilise
consumption and aggregate demand by reducing individual liquidity constraints. It may also
reduce precautionary savings which could foster individual human capital development.
Furthermore, unemployment insurance systems coupled with effective active labour market
policies can lead to more efficient matching between labour supply and demand while not
lowering re-employment probabilities, as also recognised in the Annual Growth Survey 2013
(see above).

Finally, the level and composition of expenditures is not informative of their efficiency in
translating public resources into desired outcomes (see below, section 3).

1.2 The composition of expenditures in the EU and its recent evolution

With this caveats in mind, the rest of this section presents fresh evidence of the composition of
public expenditure in the EU and its latest trends, with the purpose of answering two main
questions.



1. What are the main commonalities and differences in the composition of expenditures
across the EU? Are there any common patterns when it comes to expenditure that is
presumably more supportive to potential growth (in particular investment)?

Main findings: The analysis shows that social protection is generally the main
expenditure item across the EU, followed by health care, education, general public
affairs and economic affairs. The combined share of spending items that are presumed
to be more growth-friendly (education, health care, R&D etc.) varies across countries.
With respect to the economic composition, the share of public capital expenditure is
higher in recently acceded Member States of Central and Eastern Europe, signalling
the importance of catching-up dynamics.

2. What were the main trends in the expenditure mix of EU Member States in the wake of
the economic and financial crisis and the ensuing fiscal consolidation? What were the
main areas of spending cuts during consolidation?

Main findings: while there are considerable differences across countries, the shares
of social protection in public spending have generally increased, with a corresponding
reduction in the shares of several other functions, including education, whereas the
cross-country pattern is less clear-cut for health care and economic affairs. Overall,
these changes, albeit partly reflecting the role of social protection as automatic
stabiliser and its responsiveness to the social needs induced by the crisis, do not appear
to go in the direction of a more growth-friendly expenditure structure. In terms of
economic types of spending, recent cuts mainly affected investments (confirming this is
an easy target for consolidation), compensation of employees and intermediate
consumptions.

The analysis is based on two different break-downs of government expenditure data available
in Eurostat:

1. Functional classification (COFOG), which breaks-down total expenditure across 10 main
functions of government (COFOG-I); i.e. (i) general public affairs; (ii) economic affairs;
(iii) housing; (iv) education; (v) social protection; (vi) health care; (vii) defence; (viii)
culture, recreation and religion; (ix) environment protection; (x) public order and
safety.

2. Economic classification, which distinguishes different types of public expenditures
based on their economic function, including investment (i.e. gross fixed capital
formation), intermediate consumption, compensation of employees, social benefits in
cash, social transfers in kind etc’.

Unfortunately, COFOG data are only made available with a significant time delay, i.e. data for a
specific year are released only on December of the following year, implying that the most
recent figures currently available are those of 2010. Moreover, the level of disaggregation of
COFOG-I figures is insufficient to fully capture how much the expenditure mix is growth-

7 For details on both COFOG and economic classifications see

http://epp.eurostat.ec.europa.eu/cache/ITY_OFFPUB/KS-RA-11-013/EN/KS-RA-11-013-EN.PDF.
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friendly, as a number of relevant items such as R&D, infrastructure for transports and
communication, energy-related expenditures, or expenditure on active labour market policies
and life-long learning are not included. Another shortcoming of this data set is that it does not
take full account of tax expenditures, i.e. revenues lost due to tax exemptions and incentives,
nor the extent to which spending on social transfers is partially clawed back through taxation.
Some of the above shortcomings can be tackled, albeit only partly, through the more detailed
COFOG-Il breakdown (see below).

2.2.1 The composition of expenditures in static terms — the share of investment and other
productive expenditures

Table 1 below shows the composition of total public expenditure by function across the EU in
2010. The first feature to be highlighted is the relatively large weight of social protection
which, according to the country considered, represents between a quarter (CY and IE) and
more than 40% of total public spending (AT, DE, DK, Fl, FR, IT, LU and SE). Health, education,
general public services® and economic affairs are also quantitatively significant across all
Member States, accounting for no less than 10% of total spending in most cases.

Table 1: General government's shares of expenditures per COFOG in total expenditures (2010)
Housing and Recreation,

Cofoglcountry General_publlc Defen Pubiciorder Econgmlc Envuonrpent community Health cultureand  Education Soc@
services and safety affairs protection " o protection
amenities religion

AT 12,9 14 29 108 10 13 155 20 108 414
BE 158 19 35 115 12 0,7 149 23 118 36,4
BG 10,3 47 70 135 19 21 126 20 10,0 B4
cy 231 51 52 84 0,7 6,1 72 2,8 16,1 253
Cz 10,6 2,3 46 151 2,3 2,1 178 31 10,9 311
DE 12,8 2,2 33 10,0 14 14 15,0 18 9,0 431
DK 130 25 19 58 08 06 146 28 140 439
EE 78 44 55 108 -0,7 14 131 51 16,8 36,0
EL 22,2 43 34 88 12 08 149 12 75 358
ES 114 24 46 114 2,0 2,6 143 35 10,7 37,2
Fl 130 28 28 88 05 09 142 22 118 431
FR 12,1 37 30 6,1 18 33 141 2,6 10,6 27
HU 188 25 38 118 12 0,7 104 36 113 359
E 58 0,7 2,9 37,6 17 2,1 128 11 9,0 25,7
T 16,4 29 39 76 17 15 151 16 89 40,5
LT 112 29 48 11,0 33 08 133 24 149 354
LU 10,7 12 25 10,1 28 18 11,6 42 121 431
Lv 10,1 23 44 20,3 14 34 9,6 36 139 311
MT 153 19 35 11,0 50 05 132 18 135 343
NL 11,6 28 41 117 35 13 16,3 36 115 337
PL 130 30 42 124 16 2,2 11,0 30 124 371
PT 13,7 32 46 10,9 13 12 13,6 25 12,6 36,3
RO 111 37 6,0 17,0 18 33 9,0 2,6 83 37,2
SE 133 30 2,6 8,7 06 14 135 23 133 41,2
S| 114 31 36 10,2 15 14 138 45 133 373
SK 158 31 6,6 89 2,3 25 16,0 30 112 306
UK 10,6 53 53 62 21 25 16,3 22 138 35,7
EU27 12,9 31 38 9,2 17 2,0 147 2,3 108 394

Source: Eurostat - General government expenditure by function (COFOG)

8 Which also include the functioning of main political and institutional bodies.
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General public services and economic affairs show a somewhat larger cross-country variability
than health and education. The former category includes spending on general public
administration and political bodies, as well as interest on government debt, whereas economic
affairs include public spending on the different sectors of the economy, including subsidies. °
For general public services, shares range from around 20% in CY, EL and HU to 10% or less in
BG, CZ, EE, IE, LU, LV and UK. For economic affairs, IE stands out with around 37% of total
expenditure®, followed by LV, RO and CZ (15-20%).

Chart 1:

General government expenditures in tranports, R&D, energy, education, health and
environment (% of GDP) 2010

25

20 4
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In Chart 1 an indicator of the weight of productive expenditures that are deemed to be
growth-enhancing across the EU is computed™, by selecting those expenditure items deemed
to be more directly linked to potential growth based on theoretical considerations (see above)
and policy guidelines (see the above-mentioned reference to the 2013 Annual Growth Survey).
Chart 1 displays the sum of spending in education, health care, environment protectionlz,
transports, R&D and energy in 2010 as a percentage of GDP. One caveat to this figure is the
lack of data for transports, R&D and energy for a few Member States (for energy in
particular).”® This is linked to the fact that these items are not included in the main COFOG

® The concept of ‘subsidies' for the purposes of this report only partly overlaps with the concept of ‘State aid' within the
meaning of Article 107 TFEU which for example includes selective tax exemptions in favour of some firms or a
particular sector but which does not cover non-selective subsidies to industry. State aid expenditure in the EU is
monitored by the Commission through the State aid Scoreboard.

10 \which is most likely driven by massive public recapitalisation of banks

1 Similar indicators were also produced in the Public Finance Report 2008 and 2009 (see also Barrios and Schaechter,
2009).

12 This function is included as it counteracts market failures (i.e. pollution and use of natural resources would be
higher than the socially optimal level in the absence of public intervention) and underpins the preservation of natural
resources, thereby indirectly supporting the growth potential

¥ For R&D a different data-set, known as Government Budget Appropriations or Qutlays for R&D (GBAORD),

constitutes the reference data regarding government budgets for R&D; this data set is generally considered more
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breakdown (see above) and are only available within the more detailed COFOG-II break-down
which is still provided on a voluntary basis by Member States and, despite recent
improvements, is not yet fully available for all of them (see Annex 3).

Based on this indicator, the level of productive spending is largest in NL, CZ, IE, UK, PT, FI, SE
and AT (15-20% of GDP) and lowest in RO (around 7% of GDP), SK, BG, CY and EL (around 12-
13% of GDP). For more details on spending on transports, R&D and energy based on COFOG-II
see Annex 3 below, which also highlights the existence of alternative, and in some cases more
reliable, data sources for those items.

Moving from the functional to the economic classification of public expenditures, it is possible
to identify the share of it devoted to public investment (see above). In this respect the variable
which is more often used is expenditure on gross fixed capital formation®*. However, this is
subject to the caveat that gross fixed capital formation does not correct for depreciation and
obsolescence of the existing capital stock, hence only net accumulation of capital (or net
investments) should positively contribute to potential growth (IMF, 2010, see above).

Thus, Chart 2 below shows the level of public expenditures on both gross and net fixed capital
formation (both as % of GDP). Gross fixed capital formation is substantially higher than net
capital formation in all Member States, suggesting that expenditures aimed at keeping the
level of capital stock constant are relatively large on average. In a few cases there is basically a
zero or even slightly negative net capital increase and almost the totality of gross fixed capital
formation compensates for depreciation (HU, CZ, EL, SK, IT, BE, DE and AT).

The country ranking is quite different across the two measures. Gross capital formation is
highest in PL, RO (5-6% of GDP), LT, LV, EE and LU (around 4%) and lowest in BE, DE, EL and AT
(1-2%). Net fixed capital formation is highest in PL (4% of GDP), RO, CY, LU and EE (2-3% of
GDP). Overall, recently acceded Member States of Central and Eastern Europe tend to cluster
at the top-end of the ranking, underlining the importance of catching-up dynamics, i.e.,
countries with a comparatively lower level of economic development tend to exhibit larger
levels of investments as they attempt to converge to the level of capital stock of more
advanced economies.

accurate than COFOG breakdown, while also allowing a full EU coverage (see Annex 3). However, in Chart 1 all
figures are taken from the COFOG breakdown to ensure data consistency and comparability. Moreover, as the order
of magnitude for R&D is relatively small according to both sources the country ranking in Chart 1 would remain
basically unchanged if GBAORD data were used.

% This consists of "resident producers’ acquisitions, less disposals, of fixed assets during a given period plus certain
additions to the value of non-produced assets realised by the productive activity of producer or institutional units.”
(see Council Regulation No. 2223/96).
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Chart 2:

Gross and net fixed capital formation 2011 (in % of GDP)
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Source: Eurostat - Government revenue, expenditure and main aggregates.

Chart 3:
Gross fixed capital formation plus capital transfers in 2011 (in % of GDP)
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Source: Eurostat - Government revenue, expenditure and main aggregates.

However, available net investment measures are the result of estimates, implying that their
reliability is limited and that they can be controversial particularly as regards the choice of the
correct depreciation rate. It is therefore common to refer to gross figures to obtain country-
level information on public investment, which is also the approach adopted in the remainder of
this report. A further caveat of figures on capital formation is that they do not include
investments undertaken by state-owned enterprises which are classified as 'market operators'
within ESA95 regulations and so are not included in the statistical definition of general
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government. Such investments can be quantitatively very important as state-owned companies
may include, for instance, railways or telecommunications operators'>. An attempt to correct
for this drawback and better capture the effective government contribution to capital
formation in the economy is to sum up gross fixed capital formation with government capital
transfers.

This indicator is provided in Chart 3 above and ranges from close to 7.5% of GDP in IE (likely to
be driven by large bank recapitalisation) and RO, followed by LV (7%), PL and CZ (6-6.5%) to
around 3% or less of GDP in IT, MT, BE, Fl and DE. Although there are a few changes compared
to chart 3, the main cross-country patterns are maintained, including the clustering of most
recently acceded Member States of Central and Eastern Europe (and some Southern Member
States) at the top end of the ranking. However, quantitative differences between figures in
Chart 3 and those in Chart 2 are not negligible suggesting that capital transfers are quite
substantial across the EU™®.

Of course, over the last decade there have been important shifts in the provision of goods
and services from the public to the private sector. The Single Market Programme and the
application of state-aid control have supported the secular shift from public to private
investments in liberalised markets. The telecom sector is a good illustration that the
liberalisation and privatisation of investment and services provision has lowered prices and
increased choice, where the public sector now assumes a regulatory role. Even where the
public sector is still co-investing, risk-sharing arrangements with the private sector in public-
private partnerships tend to reduce public investment.

2.2.2. The evolution of the expenditure mix since the onset of the economic crisis

After having reviewed expenditure composition across the EU in static terms, the remainder of
this section reviews its trends over the most recent years in order to have prima facie evidence
on the combined effect of the economic and financial crisis and the fiscal consolidation which
followed it. This review is based on changes in shares of total government expenditure, rather
than shares of GDP to correct for business cycle effects on the denominator. Given constraints
on COFOG data availability (see above) this review will cover the 2007-2010 time period for the
functional composition and the 2007-2012" period for the economic composition. With
respect to the evolution of the functional composition, the next set of charts shows the change
in the shares of each function (or groups of) in total public expenditure. The following main
developments can be highlighted.

The share of social protection increased across almost all Member States, which at least partly
reflects the counter-cyclical nature of such spending. The largest increase (around 7-8pp)
occurred in BG, EE, RO and LV, followed by ES and LT (4pp) whereas non-negligible reductions
occurred only in |IE and DE'®. On the other hand, reductions in the share of education, the sum

5 Governments may also influence capital formation through (de-)regulatory measures that do not involve direct
public spending or expenditure via state-owned enterprises.

18 A drawback of capital transfers' data is that they also include government subsidies to private investments which,
admittedly, are not a component of public investments.

17 Data for 2012 are forecasts (Commission's Autumn 2012 Forecasts).

%8 In IE, the reduction in the share of social protection expenditure is also the result of the huge increase of spending in
economic affairs (bank recapitalisation).
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of public order and defence, the sum of culture, environment protection and housing, and
general public affairs occurred in the majority of Member States, whereas countries are more
evenly split across positive and negative changes in economic affairs and health.

Charts 4 to 10:
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Change in Health's share in total expenditures 2007-2010 Change in Education's share in total expenditures 2007-2010
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IE is the country which experienced the largest changes in the expenditure mix, which largely
reflects substantial capital injections from the government sector to banks, which translated
into a 25% increase in the share of economic affairs spending, and, conversely contraction in
the relative share of all other functions, especially social protection, health care and education.
As regards other Member States the largest changes, by function, were the following: (i) health
care: -1-3pp in PT, LV and SK; +1-2pp in RO, CZ, EL and BG; (ii) economic affairs: LV (+6pp), DE,
PT (+2), NL, BE, PL (+1); RO (-5pp), EL, EE, MT, SK (-2-3), CZ, IT, LU, HU, LT and ES (-1-1.5); (iii)
education: LV, RO (-2), PT, PL (-1); (iv) general public affairs: BG (-10), CY (-4), IT, BE, IE, PT (-1.5-
2); SK (+5); (v) sum of defence and public order: LV (-5), LT (-2.5), EL, RO (-1-1.5); CY, PT (+1); (vi)
sum of environment protection, housing and culture/recreation: EE (-4.5), LV (-3), BG (-2), DK,
HU (-1); SI, SK (+1-2).

Charts 11 to 15:
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Change in Social Benefits' share in total expenditures 2007-2012
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Changes in the expenditure mix by economic type from 2007 to 2012 are displayed in the next
set of charts. A first notable finding is the reduction in the share of gross fixed capital
formation in total government expenditure in most Member States, with the largest decrease
having occurred in IE and ES (-6pp), followed by LV, BG, SI, LT, MT and EL (between -2 and
4.5pp). Similarly reductions in the relative share of compensation of employees occurred in a
vast majority of Member States, particularly so in PT and RO (-5.5-6pp), followed by LV (around
-4) and HU, UK, DK, CY, Fl and LT (-2-2.5pp).

Patterns are slightly less clear cut for intermediate consumptions and subsidies, although for
these functions too reductions predominate, the largest occurring for intermediate
consumptions in EL and BG (-3-4), followed by ES, CZ and SK (around -2 to -2.5) whereas the
largest increase occurred in LV and MT (+2-3pp). The largest reduction in the relative share of
subsidies occurred in RO, MT, LT and LV (between -1.5 and -2.5). Conversely, data show a
generalised increase in the relative share of social transfers, being of the order of 2pp or more
of total expenditure in around half of Member States with peaks of between 6 and 8pp in RO,
ES, BG, LV and IE.

2.2.3 Conclusions
The evidence shown in section 2.2 can be summarised as follows, along three key questions:

1. What are the commonalities and differences in growth-friendly expenditure
composition across the EU? Some common patterns exist across the EU as regards the
functional composition of expenditures, i.e. social protection being the main item,
followed by health care, education, general public affairs and economic affairs. The
share of spending which is regarded as more productive, although such classification is
to some extent arbitrary, varies across countries from at least 15% of GDP in NL, CZ, IE,
UK, PT, Fl, and SE to 7% in RO. With respect to the economic composition, the share of
public capital expenditure is higher in recently acceded Member States of Central and
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Eastern Europe signalling the importance of catching-up dynamics, as it ranges from 7-
8% of GDP in IE, RO and LV to around 3% in IT, BE, Fl and DE.

2. What changes in patterns of expenditure composition have occurred since the onset of
the economic and financial crisis? A review of trends in the functional composition (up
to 2010, given data availability) highlights a generalised increase in the share of social
protection and a generalised reduction in several other functions (including education),
whereas the cross-country pattern is less clear cut for health care and economic affairs.
The largest changes in the functional mix occurred in IE, PT, RO, LV, SK and EL. These
changes may be partly attributable to automatic stabiliser effects which give greater
weight to social protection spending and hence reduce the relative weight of other
categories.

3. What were the main areas of spending cuts during the recent consolidation? Did
consolidation disproportionately affect capital expenditure? As for trends in the
economic composition (up to 2012), the share of investment spending, compensation
of employees and intermediate consumptions has generally decreased in most of the
EU, whereas the share of social transfers has generally increased (particularly so in
countries more strongly hit by the economic crisis). The cuts in capital spending could
be detrimental for potential growth (unless targeted to more unproductive projects),
and they confirm this item is an easy target for consolidations; however, parallel
reductions in intermediate consumption and the public wage bill do not allow clear cut
conclusions on the effect of compositional changes on overall "growth-friendliness" of
the expenditure structure.

Overall, the expenditure composition has, not unexpectedly, shifted towards social protection .
Whether this has led to parallel cuts of potentially more growth-friendly spending items,
beyond mechanical changes in shares of total expenditure, would require further analysis of
absolute spending levels identifying discretionary measures (which is a quite challenging task
given available data). As public investment, in particular, can be an easy target for spending
cuts, there is a risk that budget consolidation efforts could result in less growth-friendly
spending, thus undermining long-term growth prospects.

A decomposition of social expenditure would be needed to assess the extent to which the
increased share of this expenditure is indeed due to a rise in -cyclical- unemployment
expenditure compared to other items. As the COFOG data are available up to 2010 and thus
not show recent budget consolidation efforts, it would be premature to draw a conclusion of a
permanent shift in the composition of public expenditure towards less productive items, with
associated negative impacts on long-term fiscal sustainability, via the effects on potential
growth.

The above analysis should be refined before drawing any firm conclusions; in particular (i) as
has already been pointed out, these trends do not distinguish discretionary changes in the
expenditure composition from cyclical effects; (ii) as explained above, the categorisation of
expenditure types across more and less "productive" or growth-friendly ones remains to some
extent arbitrary and would require a much more detailed breakdown of public spending and
analysis of its impact on growth; (iii) these trends capture neither expenditure reallocation
across sub-categories of spending within each function/type, due to data availability
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constraints, nor whether spending cuts were achieved via efficiency-enhancing measures (see 3
below).

I1l. Improving the efficiency of public expenditure

1ll.1. Preliminary considerations

In order to assess the quality of public expenditures as defined in this report, a review of the
composition of public expenditures should be complemented by an analysis of the efficiency of
expenditure within each category. In a context of fiscal consolidation, there is a need to go
beyond a strictly accounting view of public expenditures and to look into efficiency issues in
order to reconcile the goal of sustainable public finances with the continued provision of
satisfactory levels of public services to citizens. Hence, the assessment of expenditure quality
cannot exclusively be based on the composition of spending but also has to look at whether
those resources are translated as efficiently as possible into beneficial outputs to citizens. In
this respect a number of papers have shown that there is significant room for savings of public
resources across advanced economies for unchanged levels of services delivered (e.g. Grigoli,
2012).

However, measuring efficiency of public expenditures is a highly complex task due to a number
of reasons which are summarised below.

Quality with respect to what? Quality of spending should be defined in relation to the goals or
outcomes which the public sector aims to achieve. Public Expenditures may fulfil various
objectives, such as fairness and redistribution, macroeconomic stabilisation, homogeneous
service coverage across the whole national territory, sustainable development through
environmental protection. These objectives may differ not only across functions of government
but also within them.

To provide examples, social protection mainly fulfils income-smoothing as well as redistributive
and stabilisation objectives. For a number of public goods and services (such as education,
health care or infrastructure), policy-makers need to ensure sufficient coverage for all areas of
the country or sectors of the population, which may conflict with pure cost-effectiveness
considerations. Within social protection, a distinction could be made between schemes more
directly linked to redistribution and shock stabilisation (e.g. unemployment benefits and
minimum income) and other schemes such as pensions which aim at income smoothing over
the life cycle. As different goals do not necessarily lead to similar prescriptions as regards the
expenditure mix and the design of policies within each expenditure item, the meaning of high
quality expenditure depends on the goal to which greater importance is attached.

Once objectives are defined, the efficiency (i.e. maximising results for given inputs) and cost-
effectiveness (i.e. reaching a certain level of results with minimum inputs) of spending in
reaching them should be the centre of the analysis (see section 3.2 for more details in the
health sector case). This essentially refers to the ratio between inputs used to produce public
goods/services and outputs. Such analysis entails complex measurement issues, as figures on
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the level of expenditures are not informative of their efficiency (for instance, a large spending
on education does not automatically lead to a high educational attainment) and have to be
complemented by output indicators.

With respect to inputs, indicators on levels of expenditures, even with a more detailed break-
down than the COFOG data discussed in the previous section, need ideally to be complemented
by further indicators to assess the way policies are designed and implemented within different
functions and sub-sectors of the administration. This includes, for instance, indicators such as
the number of teachers per one thousand inhabitants, the number of pupils per class or per
teacher in the case of education, or the number of hospital beds per one thousand inhabitants
for health-care (see 3.2 below). In addition, more efficient public procurement, which account
for up to 20% of EU GDP, can also largely contribute to raise the overall efficiency level of
public expenditure.®

The literature has proposed a number of output indicators for different categories of public
expenditure. This includes, for instance, educational attainment (i.e. share of the population
with upper secondary or tertiary education), average number of years of schooling per
individual, indicators of students' skills in different fields (literacy, numerical etc.) such as the
PISA® scores, for education; infant mortality and life expectancy for health care; extension of
road or railways networks for infrastructure expenditure or, finally, indexes of corruption or
facility to do business as more general indicators of overall public administration efficiency and
reliability (see European Commission, 2008 and 2009; De Castro and Gonzalez-Minzeg, 2008;
Afonso et al., 2005; IMF, 1995 for a discussion).

The identification of appropriate output indicators can be controversial and remains to some
extent arbitrary, while also posing huge statistical problems, as indicators such as those
mentioned above are often available for a reduced number of countries, are not regularly
calculated and updated which prevents their use for tracking progress over time and come
from different sources raising problems of comparability with other indicators.

Moreover, the ultimate goal is to assess the contribution of public expenditures to socio-
economic outcomes, such as growth, employment, private investments, or improvement of
population's health and living conditions, rather than outputs. The link between inputs, outputs
and outcomes is even more complex and still far from being fully understood across most
government functions. The transmission links between expenditure and growth and other
objectives differ across different functions/types, calling for a specific analysis of each
individual spending item. Furthermore, there are cases when expenditure in one area affects
outputs in other areas, e.g. expenditure aimed at improving the environmental quality of the
air has a positive effect on health thereby reducing the need for health care expenditure and
bringing overall efficiency gains (i.e. reduction in work days lost for sickness leaves).

Another source of complications is that outputs/outcomes are conditional on context factors
which are beyond the control of policy-makers. For instance, life expectancy does not only

19 See total expenditure by the government and utility sector on works, goods and services on p. 8 of DG MARKT's "
Public procurement indicators 2010" paper,
http://ec.europa.eu/internal_market/publicprocurement/docs/indicators2010_en.pdf.

2 program of International Students' Assessment (PISA).
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depend on the efficiency of the health-care system but also on life-style habits whereas the
population's educational attainment and skills' levels depend not only on the education system
but also on the family background.

Different methodologies have been developed to assess the efficiency and the effectiveness of
government expenditures, which all provide relevant information but also have drawbacks.?
All these methodologies suffer from a number of technical drawbacks.

Following on these preliminary remarks highlighting the complexity of measuring public
expenditure efficiency and the resulting difficulty to provide "quick fix solutions" or simple
indicators to compare countries and monitor progress over time, the following two sub-
sections focus on two special topics which can be deemed illustrative of the wider issues of
measuring the efficiency of public expenditures, on the one hand, and promoting efficiency
across public administrations, on the other hand.

.2  Efficiency of health care expenditure: main findings and recommendations

Against a background of rising demand and constrained resources, ensuring efficiency and cost-
effectiveness in the provision of health care services is crucial if countries are to ensure
universal access and equity in health care services and their adequate and sustainable
financing. This section summarises key findings of existing efficiency analyses of health care
sectors and main EU policy guidance in this field over recent years, leaving the more detailed
discussion in Annex 1 below.

Overall, effectiveness in the health care sector refers to the extent to which the health
system attains its chosen objectives, proxied by measures of population's health status (lives
saved, life years gained, mortality etc.). Concretely, according to most literature a technically
efficient health care system is achieved when a maximum number of lives saved or a maximum
number of additional years of life are attained from a set of inputs. This corresponds to the
notion of cost-effectiveness.

International comparisons of health systems efficiency (e.g. the 2000 World Health
Organisation — WHO - Report) suggest that most countries could further improve their health
outcomes with the existing resources. Moreover, countries vary significantly in their ability to
translate a similar level of resources into health outcomes (measured by life expectancy or
disability-adjusted life expectancy). Hence, empirical efficiency (cost-effectiveness) analysis
suggests that not only "how much is spent” but also "how money is spent" are important
determinants of a country's health status. Comparative international analysis indicates that

2L This includes econometric analysis testing the impact of selected spending items (e.g. public investments, education
or R&D) on growth or other socioeconomic outcomes; growth decomposition, which, taking as a point of departure a
neoclassical production function computes the contribution of specific government expenditure items to different
sources of growth (labour, capital or total factor productivity), and non-parametric approaches, which for given inputs
calculate a theoretical efficiency frontier for a specific type of public expenditure and measures inefficiency as the
distance to the frontier (see below section 3.3).
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there is significant room for efficiency improvement in health care and in all types of health
care systems.

The question is then how can countries improve efficiency in the health care sector? There is a
very extensive literature looking at different dimensions of health care services provision,
attempting to identify possible policy reforms which can contribute to efficiency gains and
greater cost-effectiveness in the health sector. The 2010 EPC/EC Joint Report on Health
Systems provides a brief review of this literature (European Commission, 2010). Some policy
suggestions apply to all countries, whereas others are country-specific. Both can be
summarised as follows:

e Improving the collection and use of information and knowledge to help decision-
making in the health sector;

e Strengthening primary care, ambulatory practices and care coordination;

e Correcting price signals in health services markets and align incentives with
effectiveness and efficiency;

e Training human resources for health and ensuring a balance between inputs;

e Addressing socio-economic determinants of health and emphasising more strongly
health promotion and disease prevention;

e Improving leadership and consensus building and governance.

The 2010 EPC/EC Joint Report attempts to identify good practices that may lead to greater
efficiency and cost-effectiveness of health systems, while taking into account country-specific
circumstances. It identifies a number of areas for improvements while taking into account long-
term financial sustainability concerns. The report concludes that controls on resources and
budgets need to be associated with incentive-based reforms, aimed at steering both demand
and supply and enhancing micro-efficiency. According to the report, the main reform measures
are as follows:

1. Ensuring a sustainable financing basis to the sector, a good pooling of funds and a
resource allocation that is not detrimental to more vulnerable regions;

2. Adjusting existing cost-sharing systems to ensure that they encourage a cost-effective
use of care;

3. Ensuring a balanced mix of different staff skills and preparing for potential staff needs
due to ageing;

4. Improving and better distribute primary health care services and reducing the
unnecessary use of specialist and hospital care;

5. Increasing hospital efficiency through increasing use of day-case surgery and
concentration of some hospital services;
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6. Ensuring a cost-effective use of medicines (e.g. greater use of generic medicines) while
allowing for innovation in the health sector;

7. Improving the general governance (by ensuring coherence of decision-making, clear
priorities and goals and improved management skills) of the system;

8. Improving data collection and information channels and using available information to
support performance improvement;

9. Using health technology assessment more systematically to help decision-making
processes;

10. Improving population's life-styles and access to more effective health promotion and
disease prevention.

Therefore, the remaining question is whether national policies have assessed the need for
improving health care sector efficiency and have used the policy recommendations found in
the literature. At the EU level a number of steps have been taken which denote stronger
emphasis on the need to improve health care sector efficiency.

Indeed, the policy lines identified by the 2010 EPC/EC Joint Report have been backed by the
Economic and Financial Affairs Council Conclusions of 7 December 2010. **

Moreover, following the 2012 AGS, six country-specific recommendations were devoted to
health care under the European Semester 2012 (see Annex 1). The Council has issued more
recently further recommendations in the area of health care, such as inviting Member States to
initiate a reflection process supporting the pursuit of modern, responsive and sustainable
health systems (June 2011) and to balance the need to provide universal health care and long-
term care with an increasing demand for health care services related to ageing population,
technological development and growing patient expectations. This enhances the need to assess
the performance of health care systems and implement sound and needed reforms to achieve
both a more efficient use of limited public resources and the provision of high quality health
care within the context of significant budgetary constraints resulting from the high government
deficit and debt levels.

In the 2013 Annual Growth Survey (AGS) the Commission issued the following
recommendations:

o] In the context of the demographic challenges and the pressure on age-related
expenditure, reforms of healthcare systems should be undertaken to ensure cost-effectiveness
and sustainability, assessing the performance of these systems against the twin aim of a more
efficient use of public resources and access to high quality healthcare.

o In the field of services, many gains may be reaped by [...] ensuring transparent pricing
in healthcare services.

22 http://www.consilium.europa.eu/uedocs/cms_Data/docs/pressdata/en/ecofin/118273.pdf
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o The job potential of expanding sectors, such as [...] healthcare [...], should be tapped
through a future-oriented and reliable legal framework, the development of adequate skills and
targeted public support.

Concluding, the above discussion makes a case for Member States to focus to a greater extent
on improving health care sector efficiency. It remains to be seen how Member States will be
using existing evidence and will translate existing policy recommendations into concrete policy
measures at national level. Nevertheless, recent developments are encouraging and denote an
increased emphasis placed on health care systems and the need to improve their efficiency
(cost-effectiveness). Therefore, health-care related country specific recommendations may
feature more prominently in future European Semesters.

1.3 Towards more performance-based public spending: case studies
3.3.1 Context and definition

Initiatives aiming at improving the efficiency of public spending through increased linkage of
spending to measurable results have been started decades ago in some EU Member States.
However, performance-oriented public spending has become a priority for many Member
States due to: (i) growing constraints on Member States' spending capacity requiring to
redefine policies and expected results at an affordable cost; (ii) strengthened public and
parliamentary aspiration for fiscal transparency aiming at debating specific policies which make
category-oriented budget classification less relevant; (iii) need for a renewed definition of the
role of the national public service in comparison to alternatives. Indeed, in several Member
States, some competencies have been partially or totally transferred to the private sector, the
European institutions or the local and regional governments with the intention to improve the
results for citizens, customers and tax payers.

The current section, taking stock of a large variety of practices across Member States, focuses
on two types of performance-based spending reforms: performance-based budgeting and
public administration reforms.

Performance-based budgeting (PBB) is defined as "budgeting linking the funds allocated to
measurable results"?. It generally establishes performance targets for budget lines on the basis
of various indicators of their actual achievement. The overarching objectives of PBB are the
strengthening of accountability towards citizens with more transparent policy and budget
information, the optimization of expenditure allocations through better budgetary decision-
making processes and the improvement of the quality of public service.

National public administration reforms analysed here share the objective of improving the cost-
effectiveness of public spending and the quality of public service**. However, the methodology
differs: performance-based budgeting seeks to fulfil these objectives by a better fund
allocation in the budgetary process across all policy areas, whereas public administration

28 OECD (2007), Performance Budgeting in OECD countries.
24 ¢.g., e-administration, one-stop shops for end-users
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reforms supposes that results can be achieved by transforming public service itself. Such
reforms are usually implementing recommendations identified by spending reviews targeting
budgetary aggregates at various levels. In addition, performance-based budgeting is usually an
institutionalized process demanding significant adjustments to the budgetary process for
future budgetary planning exercises, whereas public administration reforms have been
characterized by targeted measures quickly implemented in order to transform the public
administration structure (e.g. back-office pooling across entities, lean management projects
such as process-reengineering), processes (simplified administrative processes cutting red tape)
and culture (individual performance bonuses).

When pursuing the objective to strengthen public spending efficiency, whatever the
instrument chosen, a purely legislative approach is not a sufficient condition for success
because it can fail in structurally reorienting spending and performance management at all
levels of public administration. Therefore, when designing national performance reforms,
attention should be paid to the following selected key success factors:

(i) Secure non-partisan and long-term political commitment, define and coordinate
responsibilities at all level of public administration for the reform;

(ii) Provide incentives to decision-makers at all levels (ministers, senior administrative staff,
middle-managers) to foster accountability, reward performance and accompany change in
administrative behaviours and culture to limit resistance and enshrine performance in daily
tasks;

(iii) Develop further the policy-based analytical capacity of Ministry of Finance, spending
ministries and Parliament, based on the principles of better regulation and making more use of
evaluation and impact assessment tools, to challenge targets proposed where needed (e.g., by
agencies) and avoid passivity;

(iv) Invest in capturing quick performance results on an experimental scope to build credibility
and learn for potential broader plans;

(v) Shift the standpoint of public administration towards service by acknowledging the needs
of end-users while defining policy objectives;

(vi) Improve data collection systems to facilitate regular measurement of a limited number of
indicators.

Member States have taken very different approaches to enshrine such performance-oriented
initiatives in their budgetary processes and in their administrative culture, with various results
on fiscal consolidation, end-users satisfaction and state structure reorganization. This section is
based on illustrative case studies of four Member States featuring above the EU-average share
of public spending in GDP* and committed towards performance initiatives and measuring
resulting quantified impact on public savings: France, the Netherlands, Sweden and Austria.

25 2011 share of general government expenditure in GDP (Eurostat): EU 27, 49.1%:; France, 56.0%; Sweden, 51.1%;
Austria, 50.5%; the Netherlands, 49.8%.
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The drivers of those initiatives were either national fiscal crises (Sweden and the Netherlands in
the 1980s/90s) or political commitment (France since the 2000s, Austria currently). The case
studies are presented in detail in Annex 2, including an overview of the French and Swedish
public administration reforms, and aim at highlighting targeted insights rather than providing a
comprehensive analysis of measures taken or their results.

111.3.2 Conclusions

The reviewed case studies (se Annex 2), highlight that Member States intending to strengthen
performance in their public spending have succeeded in generating significant and quantified
results in terms of budget transparency, efficiency gains and savings without lowering the
quality level of public service — if not improving it. There is significant cross-fertilization
between performance-based budgeting and public administration reforms, as observed in
Sweden and France, where the former paved the way for the implementation of ambitious
measures for the latter.

However, in terms of outcome, the timeframe and impact differ. In the longer run, initiatives
transforming the whole budgetary processes, such as performance-based budgeting, can
certainly contribute to redirecting political and administrative culture towards results and
accountability. However, their actual impact on fiscal discipline and on the quality of
expenditures remains difficult to assess due to the lack of indicators linked to outcomes, or to
limited consequences in case of non-achievement of budgetary or performance targets.

On the other hand, in the shorter run, public administration reforms can generate fast and
significant results in terms of targeted efficiency gains and total savings provided that they
are prepared by rigorous spending reviews, included in long-term strategies, and that their
implementation is tightly monitored and constantly supported as a final objective (as opposed
to settling for review only). Public procurement reforms can also be an important tool to
improve efficiency on the input side. The current crisis provides the opportunity for Member
States to engage more resolutely — even before launching performance-based budgeting
impacting the whole budgetary process - in implementing structural changes in their
administration and in the way public policies are defined, carried out and financed, with an
upfront commitment for implementation and quantified results stabilizing the share of general
government expenditure in GDP and potentially leveraging saved resources to investment in
growth-enhancing policies.

The entry into force of the EU economic governance legislative package (the so-called ‘six-
pack’) and the signature of the inter-governmental TSCG are expected to provide additional
incentives to Member States to introduce or launch performance initiatives at a national
level, with a view to enabling the fulfiiment of new fiscal requirements. It shall be reminded
that, although most countries are facing similar challenges, there is no ‘one-size fits all’ plan.
Strategies and implementation plans should be, indeed, built according to national budgetary
processes and administrative cultures so that the impact of performance reforms on value-for-
public money is maximised.
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IV. Growth-enhancing and high-quality

expenditure in the EU budgetary framework

A golden rule for public investments: not the way forward

The discussion so far has underlined the complexity of assessing the quality of public
expenditures in terms of both composition and efficiency. In particular it has underlined that
this comes not only from statistical and measurement issues, but also from the multi-
dimensionality of the subject as each function of government is a subject in itself requiring a
specific analysis. This implies that formulating policy recommendations and prioritising a
“smarter” and more efficient expenditure structure is equally challenging.

In policy terms, the introduction of a so-called “golden rule” excluding public investments from
the relevant deficit figures for the application of the EU budgetary surveillance rules was
advocated in the past, but was — for good reasons — not followed*.

Each government must finance its current borrowing by future income. The government's
wealth would not change, if the government makes an investment whose net return equals
exactly the current borrowing cost. As with private investment, consumption would be
transferred into the future. If however the government undertakes a net investment with a net
return of zero, then consumption takes place already today. The borrowing today needs to be
financed by taxes or expenditure restraint tomorrow.

Thus it is the future generations who have an interest that that the current generation invests
in projects with a high net return. But this creates the same incentive problem that has led to
rules-based policy-making and the creation of the Stability Pact in the first place. It can be in
the interest of the current generation to borrow at the expense of future generations, in this
case by not being very demanding with regard to the returns of investment projects. The fact
that the Stability Pact does not foresee any general investment carve-out is thus a measure
of precaution against moral hazard.

A carve out is not warranted because the returns depend very much on the specific project.
Model simulations on the link between public investments and potential growth assume that
government investments directly influence the level of output or, in certain cases, of private
investments; although this is not necessarily the case for all expenditures items included
among public investments according to national account definition. EU data show that
government investment that aims at affecting long-run growth via their impact on private
investment and productivity, such as, for instance, expenditure for transport infrastructure or
school buildings, are only a share of all government investments.

% Several EU countries have resorted to this kind of golden rules in the past, but some preferred abandoning them
over time. Amongst the most known was the German rule, which foresaw to use gross fixed capital formation as a
ceiling for headline deficit, but has been substituted by a debt brake based on a close to balance position in structural
terms. The UK rule envisages that, over the economic cycle, the government will borrow only to invest and not to
fund current spending. For an extensive discussion, see Part 111, section 5.2.4 in Public Finances in EMU 2003:
http://ec.europa.eu/economy_finance/publications/publication473_en.pdf
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Most studies do not take into account the negative impact of the budgetary costs necessary
to finance government investments. The explicit modelling of these costs allows taking into
account correctly the marginal productivity of public capital, which is given by the difference
between the marginal product and the marginal costs of the investment. When the stock of
public capital is large, the marginal productivity of further investment becomes negative due to
decreasing returns from capital compared to marginal costs which are at best constant. These
costs consist, firstly, of the direct budgetary outlays required to finance the investment and,
secondly, of the indirect adverse effects on growth associated to the higher taxation introduced
to raise corresponding revenues.”’

The costs of financing government investments should be taken into account with a thorough
assessment of their profitability. In case the projects are not profitable but are undertaken to
pursue a countercyclical budgetary policy or to mainly serve special interests, the revenues
generated would not cover the costs for the government budget and have a negative impact on
overall fiscal sustainability.”®

A carve-out is not warranted because it invites to tinkering with the rules. Expenditures
related to the accumulation of human capital, for example wages paid to researchers and
scientists are not investment within the meaning of national accounts. Certain exemptions may
prompt moral hazard behaviour, such as reclassification of specific items of current
expenditures as capital ones in order to reduce relevant deficit figures. According to national
accounts, government investment is defined as gross investment, whereas the economically
more appropriate concept would be the change in capital stock or the net investment (see
above, section 2) as the latter takes into account depreciation (i.e. the loss of economic value
of the current capital stock due to usage or obsolescence) thereby measuring the actual change
in value of the stock of public capital. When depreciation is accounted for, the weight of public
investments — and hence the relevance of a golden rule — falls considerably especially for
mature economies, i.e. the bulk of EU Member States (see above, chart 3). Moreover,
privatisations are recorded as negative public investment in national accounts, thus rendering
any general interpretation difficult. Favouring one category of expenditure over another may
not be suitable to all circumstances. Countries differ in needs and endowments. The risk is that
the set of tax reductions or government expenditures would become too large and hollow out
any deficit ceiling, putting an excessive burden on government finances.

Therefore, the previous considerations confirm the validity of the approach espoused by the
Maastricht Treaty and the Stability and Growth Pact (SGP), whereby investment is not
excluded from the aggregates relevant for the respect of the deficit and debt rules.

2" The relevance of arguments 3) and 4) is stressed in Arslanalp et al. (2010) which show that econometric analyses
tend to find a larger effect on output if change in public capital stock is used instead of gross investments and that such
an impact decreases with the level of public capital stock. A further reason is constituted by the fact that the causal
relationship between GDP or GDP growth and investments is unclear, with effects possible in both directions. As a
consequence estimates can easily be biased.

%8 This is true also if one takes into account indirect revenues, i.e. government revenues generated from higher growth.
According to Buiter et al. (1985) this is the typical case for public investments which may - typically should have in
fact - a positive impact on output but not yield government revenues when provides a public good and are therefore
likely to have to be financed by increased taxes.
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It thus remains first and foremost the choice and responsibility of the relevant budgetary
authority to prioritize specific budgetary categories within the overall borrowing constraints. If
within this responsibility certain spending items are deemed to deserve protection, national
policy frameworks setting expenditure targets should better prioritise such items. As a
consequence, other categories of spending, such as government consumptions, the wage bill
(wages and/or employment), and social transfers would be correspondingly hit harder.

Public expenditure on investment projects and their treatment by the reformed SGP

Credible and growth-friendly consolidation that improves the efficiency of the tax structure as
well as the quality of public spending will contribute to stimulating growth. As recommended in
the Annual Growth Surveys 2012 and 2013, the Member States should strive in particular to
maintain an adequate fiscal consolidation pace while preserving investments aimed at
achieving the Europe 2020 goals for growth and jobs. The 2013 AGS underlines that
“Investments in education, research, innovation and energy should be prioritised and
strengthened where possible, while ensuring the efficiency of such expenditure. Particular
attention should also be paid to maintaining or reinforcing the coverage and effectiveness of
employment services and active labour market policies, such as training for the unemployed and
youth guarantee schemes". The EU fiscal framework offers enough scope to balance the
acknowledgment of productive public investment needs with fiscal discipline objectives.

In the preventive arm of the SGP, investment expenditure receives a special treatment under
the new expenditure benchmark. In particular general government gross fixed capital
formation is averaged over a number of years, in order to avoid Member States to be penalized
by annual peaks in investment. Furthermore, all expenditure on Union programmes fully
matched by Union funds is also excluded from the expenditure developments under
consideration.

Concerning the corrective arm of the SGP, the specific Protocol on the excessive deficit
procedure (EDP) annexed to the Treaties envisages that budgetary discipline is assessed against
reference values for the general government deficit and debt that, for the reasons laid out
above, do not differentiate amid different kind of expenditure. Still, public investments are
one of the relevant factors that can be duly taken into account in the Excessive Deficit
Procedure, and in particular in the Article 126(3) Report, which is the step that precedes the
launch of an EDP. Specifically, according to Article 126(3) of Treaty "the report shall also take
into account whether the government deficit exceeds government investment expenditure and
take into account all other "relevant factors". The list of the other relevant factors in the
regulation on the EDP includes "developments in primary expenditure, both current and capital
... the implementation of policies in the context of the common growth strategy of the Union,
and the overall quality of public finances".

The importance of relevant factors has increased with the recent reform of the SGP. While
previously the SGP stipulated that the consideration of relevant factors could not in any case
prevent a Member State from being placed in EDP, unless its deficit was specifically close to the
3% of GDP Treaty reference value and the excess over it was temporary, the reform led to a
distinction for Member States with a debt ratio below the 60% of GDP reference value.
Moreover, the reform, in operationalizing for the first time the debt criterion of the EDP
through the adoption of a debt reduction benchmark, would place a Member State in EDP only
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after the assessment of the relevant factors. Finally, even in the case of a Member State being
placed in EDP, the SGP foresees that the relevant factors should be taken into account in the
subsequent steps of the procedure, namely, when formulating the recommendations for the
correction of the excessive deficit.

These existing arrangements, together with a stronger focus on expenditure quality in the
monitoring of Member States fiscal policies (see below), are sufficient to cater for the need to
improve the structure and efficiency of public expenditures.

As announced in the Communication "A Blueprint for a Deep and Genuine Economic and
Monetary Union: Launching a European Debate" recently adopted, the Commission will explore
further ways within the preventive arm to accommodate investment programmes in the
assessment of Stability and Convergence Programmes. Specifically, under certain conditions,
non-recurrent, public investment programmes with a proven impact on sustainability of public
finances could qualify for a temporary deviation from the medium-term budgetary objective or
the adjustment path towards it.?° This could apply, for example, for government investment
projects co-financed with the EU, consistently with the framework of macro-conditionality.

While a fully-fledged framework would have to be worked out to operationalize such
conditions (notably in terms of information/definitional requirements), a specific treatment of
public investment with a verifiable long-term impact could only lead to a temporary deviation
from the medium term budgetary objective (MTO) or the adjustment path towards it. The
Commission intends to issue a Communication on the appropriate path towards the MTO in
spring 2013. Specific provisions for investment projects should not be confused with a 'golden
rule', which would allow a permanent exception to all public investment. Such an
indiscriminate approach could easily put in danger the prime objective of the SGP by
undermining sustainability of government debt.

V. A way forward for the assessment of quality
of public expenditures in the EU

Although the analysis discussed in this report provides several important insights on the topic
of quality of public expenditure, knowledge is far from complete and hence further analytical
work should be carried out on both growth-friendly composition of public expenditure and
efficiency issues. Within the existing EU budgetary surveillance framework, “a way forward” to

2 The SGP embeds specific provisions that allow for such a possibility. Regulation 1466/97 - Article 5(1): "...When
defining the adjustment path to the medium-term objective for Member States that have not yet reached this objective,
and in allowing temporary deviation from this objective for Member States that have already reached it, provided that
an appropriate safety margin with respect to the deficit reference value is preserved and that the budgetary position is
expected to return to the medium-term budgetary objective with the programme period, the Council and the
Commission shall take into account the implementation of major structural reforms which have direct long-term
positive budgetary effects, including by raising potential sustainable growth, and therefore a verifiable impact on the
long-term sustainability of public finances..."
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strengthen Member States’ focus on policy measures improving the quality of public finance
along the lines discussed in this report could be spelled out as follows:

1.

Conducting regular dialogues and peer-reviews in the appropriate committees on the
composition and efficiency of national public expenditures with a special focus on
ensuring that consolidation packages do not weigh disproportionately on cuts in more
growth friendly items and that savings are, as far as possible, achieved via efficiency
enhancing measures without reducing (or while improving) the level of public services
delivered to citizens. These peer-reviews could build, with the necessary adaptation in
light of the current macroeconomic context still heavily affected by the legacy of the
economic and financial crisis and of the narrower focus of this report on expenditure
composition and efficiency, on the previous dialogue on quality of public finances (QPF)
within the Economic Policy Committee, which culminated in the elaboration of the QPF
conceptual framework underlying this report. The planned work on efficient social
protection spending in the Social Protection Committee could also contribute to
enhancing the quality of public expenditure.

Given the complexity of the issues, in particular as regards the specificities of each
government function and the need to gather a sufficiently broad set of indicators
covering inputs, processes, outputs and outcomes, this policy dialogue should be
centred around selected topics, such as:

(i) Areas of expenditure, with a preference for those on which the Commission and EU
policy committees have already developed a common framework for the assessment of
the quality and evolution of public expenditure, e.g. age-related expenditures.

(ii) Budgetary frameworks for improving public performance expenditure management.
This would include supporting Member States committing to performance-oriented
initiatives with value-added in terms of long-term efficiency gains; and especially
fostering a larger use of spending reviews, impact assessments and evaluations, e.g. by
promoting the assessment and exchange of experiences and best practices among
Member States and, on that basis, identifying common principles and recommended
features. This should lead to an improvement in the allocative efficiency of budgetary
resources, supporting the achievement of budgetary targets while not jeopardising
levels of public services.

Finally, increasing priority to quality of public expenditure should be given both within
EU policy guidance, i.e. via the Country Specific Recommendations (CSR) issued every
year within the EU Semester, and in national fiscal frameworks, via improved reporting
of relevant measures in the Stability and Convergence Programmes through the
following tools:

(i) More comprehensive and detailed tables on the economic and functional break-
down of public expenditures (and changes thereof),

(i) More detailed information on measures aimed at enhancing the efficiency of
expenditures across different functions and of public administration in general.

(iii) Better spelling out of the likely macroeconomic impact of envisaged changes in the
structure and efficiency of expenditures.

The issues raised in this report, mainly the need for a growth—friendly composition of
consolidation measures and to increase the efficiency of government expenditure including
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through public administration reforms, are reflected in the Commission's 2013 Annual Growth
Survey (AGS).*® Moreover, the regulatory framework for cohesion policy introduced for the
future a thematic objective for enhancing institutional capacity. In particular, the European
Social Fund could be used to support the public administration reforms necessary to ensure a
greater efficiency of public expenditure.

% See Macroeconomic Report — Annex Il to the Communication from the Commission to the European Parliament,
the Council, the European Economic and Social Committee and the Committee of the Regions "Annual Growth
Survey 2013".
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Annex 1: Efficiency and cost-effectiveness of health care expenditure

A.1.2 Measuring efficiency in the health care sector

As elsewhere, measuring efficiency in the health care sector implies looking at inputs
in relation to outputs. Health care inputs include labour (physicians, nurses, and other
health staff), facilities or equipment (hospitals, health centres, beds). Health care outputs
often refer to processes or activity, such as the number of doctors' consultations or the
number of patients treated or the number of patient discharges from hospital (see Chart
Al below). Considering, for example, hospital discharges as a measure of output, a
technically efficient hospital is one which achieves the maximum possible number of
discharges on the basis of its set of inputs (staff, beds, equipment...)*".

Effectiveness in the health care sector refers to the extent to which the health
system attains its chosen objectives. It implies looking at health care system outcomes,
typically proxied by measures of health status such as lives saved, life years gained,
quality of life®, avoidable deaths, mortality measures. Therefore, effectiveness is an
evaluation of the ability of a health care system to achieve defined outcomes.

However, the application of the efficiency concept to the health care system is not
straightforward. Indeed, looking at outputs, and notably measures of health care sector
activities such as hospital discharges, is often seen as inaccurate as individuals do not
demand health services per se, but in order to improve their health. Hence the success of
health interventions should be measured with respect to the health gain achieved (Jacobs
et al, 2006). As a result, researchers often redefine efficiency in the health sector as the
technical relationship between inputs (labour, facilities and equipment, or, in practice,
expenditure on these inputs) and health outcomes, such as lives saved or longer life
expectancy (Joumard et al., 2008 and 2010). A technically efficient position for a
decision-making unit (e.g. a country's health care system) is achieved when a maximum
number of lives saved or a maximum number of additional years of life are attained
from (the spending on)™® a set of inputs®. This corresponds to the notion of cost-
effectiveness. Strongly related with the concepts of efficiency, effectiveness and cost-
effectiveness, although much broader, is the concept of health system performance™,

%1 See, for instance, Erlandsen, 2008, who carried out an international comparison of hospital efficiency along these
lines.

32 Beyond gained life years, a growing importance is given to the quality of these additional years. Several indicators
have been utilised, such as the disability-adjusted life years (DALYS), the quality-adjusted life years (QALYS) and the
healthy life years (HLYs). The latter was adopted as a European Structural Indicator in the Lisbon Strategy
(http://ec.europa.eu/health/indicators/healthy life_years/index_en.htm).

% There appears to be wide acceptance of the use of health expenditure per capita as an aggregate indicator of the
inputs available to the system (WHO, 2003).

34 The measurement of efficiency is often done at one of three levels: system wide, by disease and by sub-sector of
care (Hakkinen and Joumard (2007, OECD). System level analysis is typically based on aggregate measures of the
costs of inputs, such as total public expenditure, and aggregate measures of health status, such as life expectancy,
healthy life expectancy or mortality. Sub-sector analysis is often done within a country and regards parts of health care
system such as the hospital sector, or primary care health centres. As such, it is easier to identify and collect data on
inputs and outputs. Disease-specific analysis allows for a more accurate choice of health outcomes and better
estimation of the link between inputs and outcomes but data and study examples are still limited.

% http://www.nist.gov/baldrige/enter/health_care.cfm
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which considers additional dimensions besides health outcomes, such as the safety,
patient centeredness, timeliness or equity among others (see Table Al for a list of
conceptual frameworks developed to analyse health systems performance).

Chart Al - Efficiency and effectiveness in the health sector: inputs, outputs and

outcomes

Environmental constraints: population size and age structure, severity of disease, genetic
conditions, physical constraints, economic assets, human capital, living conditions,
regulatory framework, political decisions...

Inputs

> Outputs

o]

Health spending
Number of beds

Number of nurses
Equipment

Number of physicians

Number of GPs and
specialists
consultations
Hospital inpatient
discharges

Day case discharges
Number of people

Better health:
longer lives, longer
and quality lives
Better distribution
of health: equity in
health

Fairness in financial

vaccinated/screened contribution

e Responsiveness to
people's
expectations

e Equity in access

Source: Commission services.

In practical terms, efficiency analysis in the health care system involves choosing a
decision-making unit (e.g. a country's health system, a hospital, a primary care centre, a
doctor). It is then assumed that this unit consumes a certain set of inputs at a cost and
produces outputs through a certain technology i.e. production function that determines a
production possibility frontier. A technically efficient decision-making unit is one that
lies on that frontier, while an inefficient unit lies somewhere below that frontier. The
distangGe or part of the distance to the frontier is called inefficiency (Fried et al.,
2008).

Better data availability and better estimation techniques have led to an increased use of
efficiency analysis in the health care sector, also triggered by a greater interest of policy
makers to identify good and bad practice and introduce reforms in the health care sector.
As a result, a large number of indicators (inputs, outputs/processes, outcomes) have been
used. The analysis has also moved from process/production analysis to measuring
outcomes (going as far as considering patient satisfaction and health status inequalities

% The minimum technical requirements for efficiency analysis are: a) an adequate number of comparable units of
observation b) the relevant dimensions of performance (inputs, outputs, outcomes and environmental circumstances)
be satisfactorily measured (Jacobs et al., 2006).
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across population groups) and attempting to relate inputs and outputs and inputs and
outcomes (Hakkinen and Joumard, 2007; Joumard et al., 2008 and 2010, see table A2).%

Table Al: conceptual frameworks to analyse health systems performance

Frameworks Table

Framework

Behavioral
Healthcare

WHO 2000

OECD 1M

Contrel Knobs

Commonwealth
Fund

OECD HCGI

WHOC Building
blocks

Systems
Thinking

EurocREACH
Framework

General Description

Framework to assess the effectiveness, efficiency and equity of health-
care recognizing the influence of social and individual determinants of
heslth.

Attempts to provide 3 clear conceptualisation of health system
performance in terms of health system functions and goals.

OECD framework evaluates how good a health system is, its performance,
as the extent to which the system is mesting its objectives. While the
OECD does not calculate performance of national health systems, it
illustrates which of the key health indicators could be used for this purposs
in each of the dimensions proposed.

A framework based on practical experience of designing, implementing and
evaluating reforms. This framework conceptualizes the health system as “a
set of relationships where the structural components {means) and their
interactions are associated and connected to the goals the system desires
to achieve (ends)™.

The framework defines a health care system as "the ways in which health
care services are financed, organized and delivered to mest societal goals
for heslth”. A high performance health care system has four main goals:

high gquality, safe care; acoess to care for all people; efficient, high value

Care.

Framework that defines ‘guality of health care’, placing it within a widar
performance framework that acknowledged the key healthy policy goals
adopted by the OECD and its membser states.

Framework for Action, with the aim of “clarifying and strengthening WHO's
role in health systems in 3 changing workd. The framework establishes 3
common understanding of what constitutes a health system, what its
defining goals are, and what activities are includad in health system
strengthening.

The “Systems thinking” frameworks attempt to create 3 framework that
identifies important interrelationships and repeated events, such that is a
dynamic framework, instead of focusing on a static snapshot of health
system structurss.

The EuroREACH framework is based on the OECD HCQI framewaork
highlinting the importance of quality of health care within a wider
performance framework. The focus within the health system performance
iz on quality, equity and efficiency.

Source

Aday, 19598

WHR, 2000

Hurst & Jee-
Hugues, 2001

=aio, 2003

Commaonwealth
Fund, 2306

Arah et al., 2008

WHO, 2007

Atun & Menabde,
2008

EuwreREACH,

01z

%" Hollingsworth (2003) identifies about 190 studies that use cost and production functions in the health sector, with
about 50% of the studies concentrating on the hospital sector. There were also studies on primary care, physicians,
pharmacies, nursing homes and purchasers of care.
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Table A2: efficiency indicators for health care

Table: Sample of efficiency indicators

Inmdicator TWhat is #tT Tihat are the assumptions and what
does it iEnore™

Cost—efctivensss of Cost per QALY Assmmes average costs of providine
CcertEin intervention intervention do ot chengs with scals;
major data constraints.

Emermoncy dopertoeent The proportien of ED» wisits Iemvores guality of cere. Depends on

(ED) wisits thet could hava that could heve boon ooen in a e rvitioas.

baon seon in lezz invasive diffrent. loss costly serting

zattinzs

Arversze lensrth of stay The nember of days per Cases =re identicsl, both in termes of
hospital inpatient stany owtoomees and in termes of inten=ing.

Trnit costs Estimates of costs Assume wndfoem trestoeent, waifoom

acoounting methods . isnoes gueality.

Cazemin adjosted oot per Tha sversma costs o tresting 2 Cazes are identical, both in termes of
epizode of cars certain type of condition owtcommees and in termes of intensing;
Essimees Daribem Dresteend . Ui
BCopEnTing methods.

Droeplicete medical t=sts The nmber of te=sts thet == Azsimmes anyy doplicate test i=s 2n
o meore then once for the inefficiency regardles: of siteetion.
== pErient

Shar= of total spenditsnes Th= percentass of tot=l health Azzummes thet srester shers of admin
sp=nt on admindstration enpenditores dadiceted to empenditore is ineficient withoot
administration acoounting B scale. Highly dependent

on accounting meethosds meed.

Labous howrs per episods Th= nomber of howrs per cass— Azsumes patients regueirs the =ame

of cars mrix adjwsted epizods of cars intensity of cars; difficult 1o meessues
moopratsly soross & larss sampls;
af=ctad by heslth svstem desipn = well
as efficiency.

Shar= of health wosker Ths peroentags of health Azzumes patients reguirs the s=me
hoors s=pent tresting wodrker houds spant restine intensity of cars; difficult 1o meessues
patients patisnts mooprEtsly aoroess @ lares sampls;
EETIMLES Cifmee ot spent with patisnts iz
wEnpaedective.
Drizsass costs Th:a averass cost por case of Can b difficult to caloulsts withowst
reating & certain dizsszs linking patient data across procwiders.

Azzumes undifoemn cezs-min. Highly
diz=pendent on soccoUntines methods
wrad,

Effctive coverazs Ths shers of acreal heslth Drificult to messure nesd snd gueslity.
mains achisved ralative to
mmeEsrimnae potential heslth
mains by an intervention

Sowrce: Cvlos & Smith (20115, Heslth Perfoomeancs Commparisons: an sgenda o policy, infoemsetion and sessmch. oen

Trniversity Press.

A.1.2 Is there room to improve efficiency (cost-effectiveness) in the health care
sector?

The 2000 report "Health Systems: Improving Performance” by the World Health
Organisation (WHO) was certainly a milestone in the field of health systems efficiency
(cost-effectiveness) assessment (WHO, 2000 and Murray and Evans, 2003). The report
explicitly defined the objectives, functions and challenges faced by health systems and
by conducting a stochastic frontier analysis raised the awareness of policy makers to a
new level. Chart A2 shows the results of the efficiency (cost-effectiveness) analysis
conducted by the WHO.
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It can be seen that in general the higher public expenditure on health goes together
with better health, as suggested by the positive correlation between the two variables
shown in the Chart. In addition, most countries could further improve their health
outcomes with the resources spent on the health sector. This is measured by the ratio
(in percentage) between what the country is achieving in terms of health outcomes
compared to what they could achieve (on the basis of stochastic analysis) with the
resources they allocate to the system. Also, countries vary significantly in their ability
to translate a similar level of per capita expenditures into health outcomes
(measured by disability-adjusted life expectancy). In other words, for all levels of health
expenditure per capita, high and low, some countries could attain a higher level of health
with the resources they are putting into the system, just as countries with same level of
expenditure have achieved. This suggests substantial room for improvement (i.e.
efficiency gains) in many countries.

The WHO Report inspired substantial analytical work in the academic world*® and by
the OECD Secretariat.>® Recent OECD efficiency (cost-effectiveness) analysis compares
life expectancy, infant mortality, perinatal mortality, premature mortality and health
adjusted life expectancy (outcomes) with the costs of inputs (proxied by health
expenditure per capita). Chart A3 shows the results of the OECD data envelopment
analysis*’, plotting the calculated potential additional gains in life expectancy for each
OECD country, given each country's current level of expenditure (and controlling for a
set of other variables such as lifestyles, education, environment and income). The figure
presents the results for each country but assembles countries by groups, constructed on
the basis of a set of health system characteristics. As with the WHO analysis, the OECD
analysis also suggests that there is room to improve health care efficiency (achieve
higher life expectancy with the same level of per capita public expenditure on health).
This is the case for the OECD as a whole (the black line in the figure shows a potential
gain of slightly more than 2 years of life expectancy for the average OECD per capita
public expenditure on health) but for all countries (as all show a potential positive
increase in life expectancy) in all groups (types) of health care systems. Moreover,
cross-country differences are large, suggesting that countries differ in their ability to
transform the financial resources allocated to the sector into health status.
Differences can be quite large of up to 3 years of life expectancy. In other words, for
some countries substantial improvements of population health status (increases in life

% The 2000 WHO Report was followed by several re-estimations of the WHO analysis using different model
specifications, different outcome variables, different explanatory variables and different data, resulting in different
country rankings. Puig-Junoy (1998), Or (2001), Miller and Frech (2002), Shaw et al. (2002), Nolte and McKee
(2003, 2004), Hollingsworth and Wildman (2003), Anand et al. (2003), Gravelle et al. (2002, 2003), Green (2004),
Retslaff-Roberts et al. (2004), Afonso and St.Aubyn (2005, 2006), Raty and Luoma (2005), Or et al. (2005)
Verhoeven et al. (2007), Spinks and Hollingsworth (2009) have been some of those who have re-estimated the WHO
analysis or conducted similar (efficiency) analysis of health systems.

%9 Mainly the conference in Ottawa on "Measuring up: Improving health system performance in the OECD countries”
in 2001 (OECD, 2002) which led to the elaboration of an OECD conceptual framework to analyse health care
efficiency (Hurst and Jee-Hughes, 2001; Hakkinen and Joumard, 2007, Docteur and Oxley, 2003) as well as more
recent work (Hakkinen and Joumard, 2007; Joumard et al., 2008; Joumard et al., 2010) carrying out international
efficiency comparisons.

“0 DEA aims at estimating the maximum possible production given a set of inputs (or the minimum possible cost of a
set of outputs). It uses non-parametric linear programming to fit a curve around the data, which approximates the
underlying frontier. It can include more than one output (Grigoli, 2012, Charnes et al., 1978).
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expectancy) could be achieved without increasing spending levels. Finally, the OECD
efficiency estimates show that there is no type of health system that performs
unambiguously better i.e. is more efficient than others.

Chart A2: Performance on level of health (disability-adjusted life expectancy) relative to

health expenditure per capita, 191 Member States, 1999 (means and confidence
intervals)
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Source: World Health Report 2000 "Health systems: improving performance” - WHO

Note: the vertical axis measures the percentage of disability-adjusted life expectancy actually achieved
compared to the theoretical maximum based on the production frontier estimated for any given level of per
capita expenditure. The figure is reproduced exactly as in the 2000 WHO Report, without country labels.
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Chart A3: Results of OECD DEA analysis on efficiency of health care services

Potential gains in life expectancy (years, DEA)
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Source: Joumard, André & Nicq (2010), "Health Care Systems: Efficiency and Institutions”, OECD
Economics Department Working Paper, No. 769.

To sum up, empirical efficiency (cost-effectiveness) analysis suggests that **how much
iIs spent™ but also and importantly, "how money is spent” are important
determinants of a country's health status. Analysis indicates that there is significant
room for improvement in health care and in all types of systems.

A.1.3 Policy guidance to improve health care efficiency

The question is then how can countries improve efficiency in the health care sector?
There is a very extensive literature looking at different dimensions of health care
services provision, attempting to understand how various factors affect health system
performance (and efficiency in particular) and what possible policy reforms can
contribute to efficiency gains and greater cost-effectiveness in the health sector. The
2010 EPC/EC Joint Report on Health Systems provides a brief review of this literature
(European Commission, 2010).

From the literature, some policy suggestions apply to all countries. These include better
priority setting, more consistent assignment of responsibilities across levels of
government, better balanced remuneration systems for providers, better user information
on quality and prices of health services. Others, such as those regarding administrative
costs or workforce regulations, are country specific. Both types of suggestions from the
literature can be summarised as follows:

¢ Improving the collection and use of information and knowledge to help decision-
making in the health sector;
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e Strengthening primary care, ambulatory practices and care coordination*";

e Correcting price signals in health services markets and align incentives with
effectiveness and efficiency;

e Training human resources for health and ensuring a balance between inputs;

e Addressing socio-economic determinants of health and emphasising more
strongly health promotion and disease prevention;

e Improving leadership and consensus building and governance.

The 2010 EPC/EC Joint Report on Health Systems also attempts to identify good
practices that may lead to greater efficiency and cost-effectiveness of health systems,
while taking into account country-specific circumstances. In its conclusions the Report
identifies a number of areas where improvements can take place to increase the cost-
effectiveness of health systems in the medium to the long run, as well as ensuring their
long-term sustainability. The report concludes that the usual macro-type controls on
resources and budgets need to be associated to incentive-based reforms, aimed at
steering both demand and supply and enhancing micro-efficiency.

More specifically the Report concludes that the following main reform measures can
improve cost-effectiveness in the health system:

1. Ensuring a sustainable financing basis to the sector, a good pooling of funds and
a resource allocation that is not detrimental to more vulnerable regions;

Reform measures in this area include: enlarging the sources of revenues to the
sector and increasing the contributory base to strike a better balance between
contributors and beneficiaries; fighting tax and contribution evasion and reducing
the informal economy; pooling incomes and health risks and devising a formula
that adjust regional funding to each region's population characteristics.

2. Adjusting existing cost-sharing systems to ensure that they encourage a cost-
effective use of care;

While often used, cost-sharing schemes can be better designed to signal preferred
behaviour and help patients follow a cost-effective path of care: from primary
care, to outpatient specialist, to hospital, to emergency care, while encouraging
patients to reduce the use of unnecessary care.

3. Ensuring a balanced mix of different staff skills and preparing for potential staff
needs due to ageing;

Policy reforms in this area should aim at addressing the observed uneven
distribution of health staff across regions and across specialties. Countries should
develop effective human resources planning mechanisms to address such gaps

1 Primary care or primary health care is understood here as the initial point of consultation for patients in a health care
system. It is usually provided by general practitioners and nurses and often called family doctors and nurses. It is
different from specialist care which is provided by doctors who have expertise in a specific area and should be seen as
the second line of care. Ambulatory care is care provided without an overnight stay at a hospital. Inpatient care is care
delivered in hospitals and assumes at least an overnight stay.
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and to prepare to face the coming ageing process which will be felt in the health
sector as it is labour intensive.

Improving and better distribute primary health care services and reducing the
unnecessary use of specialist and hospital care;

Measures in this area should address deficiencies in the number of primary care
doctors and nurses, encourage relocation to needed areas and increase opening
hours of primary care health centres. They should also be about encouraging
referral systems from primary to specialist and hospital care and improving care
coordination.

Increasing hospital efficiency through increasing use of day-case surgery and
concentration of some hospital services;

Policy reforms in this area should address excess/imbalanced hospital capacity,
increase bed use, increase the use of day surgery as opposed to inpatient surgery
when this is not necessary, supported by better designed more mixed hospital
remuneration schemes, which can have an element of performance-related
assessment.

Ensuring a cost-effective use of medicines while allowing for innovation in the
health sector;

Reforms in this area should be directed at providing better access to quality
information to patients, health staff and insurers; improving pricing and
reimbursement mechanisms to encourage greater use of generic medicines and
reduce unnecessary expenditure for insurers and patients; and improving
effectiveness and cost-effectiveness assessment of medicines.

Improving the general governance (by ensuring coherence of decision-making
and improved management skills) of the system;

Better governance includes setting clear priorities and goals for the system,
defining clear roles and responsibilities across the system, improving managerial
capacity, insuring good information flows and defining clear financing and
budgeting procedures across decision levels in the system.

Improving data collection and information channels and using available
information to support performance improvement;

Policies in this area should aim at creating regular data collection mechanisms on
inputs, outputs and outcomes and use it for regular assessment and policy
making. Making more use and better connecting survey and administrative data
and deeper ICT implementation in the health sector are some of the policy steps
to be considered.

Using health technology assessment more systematically to help decision-making
processes;

Policy here should aim at improving the ability to conduct or use health
technology assessment at national level including by pooling available research
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at national level and collaborating with other EU countries to help define the
necessary framework for implementing health technology assessment

10. Improving population’s life-styles and access to more effective health promotion
and disease prevention.

Health status is determined by a large number of socio-economic cultural and
environmental variables. Education and income redistribution policies can also
help improving health status just as with transport or environment policies.

A.1.4 How high is improving health care sector efficiency in the policy agenda?

There is substantial evidence that health care sector can see improvements in efficiency
and a vast literature that puts forward policy proposals, which Member States can use to
increase efficiency. The question is therefore about the extent to which policy have
assessed the need for improving health care sector efficiency and have used the policy
recommendations found in the literature.

At the EU level a number of steps have been taken which denote stronger emphasis on
the need to improve health care sector efficiency. Indeed, the policy lines identified by
the 2010 EPC/EC Joint Report have been confirmed by the Economic and Financial
Affairs Council Conclusions on the EPC- Commission Joint Report on Health Systems
in the EU of 7 December 2010. #?

Following the 2012 AGS, six country-specific recommendations were clearly issued on
health care under the European Semester 2012. These include:

Austria Take further steps to strengthen the national budgetary framework by aligning
responsibilities across the federal, regional and local levels of government, in
particular by implementing concrete reforms aimed at improving the organisation,
financing and efficiency of healthcare and education.

Belgium Continue to improve the long-term sustainability of public finances by curbing
age-related expenditure, including health expenditure.

Bulgaria Strengthen efforts to enhance the quality of public spending, particularly in the
education and health sectors.

Cyprus Complete and implement the national healthcare system without delay, on the
basis of a roadmap, which should ensure its financial sustainability while
providing universal coverage.

Germany Continue the growth- friendly consolidation course through additional efforts to
enhance the efficiency of public spending on healthcare and long-term care.

42 http://www.consilium.europa.eu/uedocs/cms_Data/docs/pressdata/en/ecofin/118273.pdf
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Netherlands | Implement the planned reform in long-term care and complement it with further
measures to contain the increase in costs, in view of an ageing population.®

In addition, in its Conclusions on 6 June 2011, the Council invited Member States and
the Commission to "initiate a reflection process under the auspices of the Working Party
on Public Health at Senior Level aiming to identify effective ways of investing in health,
so as to pursue modern, responsive and sustainable health systems".** Enhancing the
adequate representation of health in the framework of Europe 2020 Strategy and in the
process of the European Semester is one of the objectives of this reflection process.

More recently, the Council in its Conclusions of 15 May 2012,* invites Member States
to balance the need to provide universal health care and long-term care with an
increasing demand related to an ageing population, technological development and
growing patient expectations in the coming decades. This enhances the need to assess
the performance of health care systems and implement sound and needed reforms to
achieve both a more efficient use of limited public resources and the provision of high
quality health care within the context of significant budgetary constraints resulting from
the high government deficit and debt levels.

See above (section 111.2) for main messages in the area of health care within the AGS
2013.

3 This reform is about separating the costs of medical care from the costs for assisted living. Patients will pay part of
the latter out of their pocket. This will take costing exercise to estimate the share of medical care, so is both about cure
and care.

# See http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:C:2011:202:0010:01:EN:HTML

*5 http://www.consilium.europa.eu/uedocs/cms_data/docs/pressdata/en/ecofin/130261.pdf
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Annex 2: Case studies on performance-based public spending

CASE STUDY 1: France — an example of institutionalized programme-budgeting
preparing an ambitious state administration reform

France shifted the focus of its budgetary procedure from expenditures by
administration to performance by public policy, with the organic by-law adopted in
2001 (Loi organique relative aux lois de finances, LOLF) and fully applied for the first
time in 2006. The reform encompasses the entire budget framework and the whole
central state budget. This case study proposes to focus on three innovations of
performance-informed budgeting in France and describes its impact on the subsequent
state administration reform launched in 2007: (1) Programme-based budgeting, (2)
Managerial responsibility and accountability, and (3) State administration reform.

(1) Programme-based budgeting

The reform has overhauled the budget structure, which is no longer only organized
by type of expenditure (personnel, investment, etc.). A three-tier structure was
introduced in order to reflect objectives pursued, from a strategic level to a more
operational level securing the implementation. First, the Missions reflect the State's
major public policies and potentially involve several Ministries (e.g., security, social and
pension regimes, education). Secondly, each Mission consists of several Programmes
(e.g.: primary education), which are broken down into Actions. The Parliament votes the
budget by mission and determines a binding spending ceiling for each programme. 32
Missions and 125 Programmes were envisaged in the 2012 Draft Budget Bill (Projet de
Loi de Finances 2012).

In practice, each Programme is defined in an Annual Performance Plan (Projet
Annuel de Performance, PAP) appended to the Budget Act. Each PAP combines
financial and performance measurements including: the strategy, the objectives*® and the
corresponding performance indicators with an estimate for the coming year plus a
medium-term target, the public entities involved, the expenditure allocated to achieve
the objectives (including tax expenditure since 2008) and its indicative split by action
(Guide pratique de la LOLF, Ministry of Finances). Regarding resources, a binding
ceiling for payroll expenditures expressed in number of working full-time equivalent
(FTE)* is determined by programme. The programme expected cost is presented
according to the principle of "justification of the first euro spent”: it details main
material and financial variables impacting programme cost, (for example, the number of
students per teacher or the cost per kilometre of road built).

This budget structure generates a more transparent and performance-oriented
budget allocation by strengthening the link between expenditures and objectives and
orienting institutional budgetary dialogue towards policy purposes and results achieved.

6 Programme objectives are categorized according to three standpoints: social-economic efficiency for citizens,
quality of public service for end-users, efficiency of the management of public finances for the tax-payers.
4T ETPT ("Equivalent Temps Plein Travaillé")
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The budget execution of each programme is reported in an Annual Performance Report
(Rapport Annuel de Performance, RAP) mirroring the PAPs structure and appended to
the Budget Review Act adopted in the spring. The RAPs highlight the results achieved
and the expenditure implementation. They are submitted to the Parliament and reviewed
before the following year Budget Act is voted with renewed PAPs in the fall. As a
consequence, although results do not automatically determine amounts of resources
allocated, they are taken into account in the decision-making process.

(2) Managerial responsibility and accountability

The LOLF enhances public managers’ accountability and responsibility by
establishing the function of "programme managers™ designated by the relevant
Minister to supervise a programme. In particular, programme managers commit to the
objectives defined in the PAP and are accountable to the Parliament for the national
implementation of a programme.

The LOLF provides programme managers with budgetary flexibility and
autonomy: spending at a programme-level is binding while spending at a sub-
programme level is fungible. As a consequence, the manager may reallocate its
resources within a programme to achieve its objectives, under the constraint that
personnel expenditures cannot be increased by shifting funding from another
expenditure category, while the contrary is allowed (principle of asymmetric
fungibility). The programme manager is supported by operational administrative
managers who are responsible for breaking down programme objectives, indicators and
resources on a targeted geographic or thematic scope and monitor their implementation.

The French Ministry of Budget reports that this approach has already been effective in
disseminating the culture of performance-budgeting among public managers, with the
expected benefit to enhance the quality of public expenditure in the long run (Ministere
de I'Economie et des Finances (2012), Guide pratique de la LOLF).

(3) The reform of the state administration

While the LOLF reform sowed the seeds of performance and result-oriented budget
planning in the French public administration and parliamentary dialogue, an ambitious
state reform called 'General Review of Public Policies' (RGPP — Révision Générale des
Politiques Publiques) was launched in 2007 with a strong political commitment from
the President and the Government.*® The objectives pursued were broader than simply
optimising resource allocations as the RGPP reform, albeit mainly aiming at reducing
public spending, was also intended to modernize the administration and to improve
public service for end-users. However, the reform did not focus on strategically
redefining public policies (or missions) or their responsibilities across government levels
(regions, departments, cities)*. It was a combination of analytical effort (building on
spending reviews) and operational effort aiming at actually implementing measures and
capturing their benefits.

“8 Despite its name, it should therefore not be labelled as a spending review per se
“ Indeed, very few missions were abolished.
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Although the reform encompassed a systemic approach involving all ministries in a
same dynamic, its scope was restricted to the central state (including its central and local
agencies, excluding local governments and social security) — accounting for less than 1/3
of general government public spending — and focused on operating costs. The outset of
the crisis strengthened the relevance of the fiscal consolidation objective, embodied in
the two targets assigned to the RGPP reform: (i) achieve the non-replacement of one out
of every two civil servant retirees and (ii) contribute to reap fiscal savings of 15bn€
required to sustain public finances in the budget planning period 2009-2012. Targets for
the other objectives were not defined upfront.

From 2007 to 2012, the RGPP reform materialized into 503 measures decided in
inter-ministerial Public Policies Modernisation Committees and centrally monitored by a
dedicated taskforce established within the Ministry of Budget. These measures were
more or less equally divided among those focused on efficiency improvements™, those
focusing on reorganisation and restructuring® and those aimed at the simplification
and modernisation of public services®’. During the budgetary process, each measure
was detailed in the relevant Annual Performance Plan (PAP) as introduced by the LOLF
reform.

In order to identify relevant measures and secure their effective implementation, the
RGPP reform leveraged previous initiatives and reports on the reform of public
administration. 170 spending reviews (called "modernisation audits") had been
launched in each ministry in 7 waves between 2005 and 2007 and identified potential
measures on a scope of 150bn€ worth of public spending. Some of these measures were
later implemented under the RGPP label.

The report released by three State Inspectorates in September 2012 estimates the
financial savings actually generated by the RGPP reform at 11.9 bn € over the
period 2009-2012, saving 3% of the total central state spending. 30% of these savings
are generated by payroll volume reduction, with the total number of central state FTES
reduced by 5.4% over the period, corresponding to 150 000 civil servants (of which
more than half can be attributed to the RGPP reform). Around half of the payroll savings
in value were then redistributed to administrative staff. However, the same report
identifies several shortcomings in the methodology of the RGPP reform: lack of
involvement of the Parliament, quick top-down decision-process hampering consensus
building and negotiations with civil servants, fragmented scope excluding local
governments and social security, failure to redefine strategic mission of the state and
competence allocation across government levels etc.

Although the new government elected in June 2012 no longer pursued the RGPP
reform as such, it is expected to propose a new roadmap for the reform of the

% Such as the pooling of back-office functions across ministries into a single operator (for payroll management, for
purchasing, for IT) or lean management projects (process-reengineering) in various targeted fields

! Emblematic examples include the merger of the tax evaluation and collection agencies or the rationalisation of the
network of local state administration (REATE — Réforme de I'Administration Territoriale) with the number of state
services shrinking from 18 to 8 in each region and from 13 to 4 or 5 in each department (there are 26 regions and 100
departments in France)

52 g.g., e-administration, one-stop shops for end-users
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public administration also covering local governments in December 2012. In
particular, the head of the newly created inter-ministerial General Secretariat for the
Modernisation of Public Action, operating under the authority of the Prime Minister,
announced that as from December, public policies reviews will be conducted every
quarter with an enlarged scope (i.e. including central, territorial, local governments,
social security, public agencies etc.).

CASE STUDY 2: the Netherlands - a need for budget transparency leading to
policy-budgeting

In the Netherlands, several experiments and reforms intending to improve budgetary
debate and control of expenditures were carried out since the 1980s, when the country
experienced a critical fiscal crisis. This case study reviews three instruments of
performance spending in the Netherlands: (1) Policy reviews, (2) Programme accounting
and consolidated responsibility and (3) Policy-oriented budgeting.

(1) Policy reviews

After a series of initiatives in the 1970s, policy reviews were structured in the
Netherlands with the 1981 Reconsideration Procedure, during a severe fiscal crisis,
and strengthened by interdepartmental policy reviews from 1995.

The objective of the policy reviews in the Netherlands is to suggest alternatives to a
given policy that could yield savings through efficiency measures or potentially
reduction of service levels®,

The constraint to include at least one policy alternative leading to a minimum 20%
reduction of expenditure after four years was later abolished due to pressure from line
ministries. In practice, the list of policies to review is proposed by the Ministry of
Finance to the Cabinet and to line ministries for approval. The list is included in the
September budget memorandum. The results of the reviews, carried out by small
working groups involving the Ministry of Finance, the line ministries and external
experts, are made public and submitted to the Parliament and later potentially
materialized in new measures®. Overall, 243 reports were produced in the period 1981-
2006, with the annual average shrinking to less than five in the early 2000s. The outburst
of the crisis reversed this trend, with 20 reports published in 2010 covering 80% of
central government expenditures®.

In terms of results, an estimated share of 25% of expected savings from measures
decided on the basis of policy reviews was actually captured between 1981 and 1991
(OECD, 2011), considering that expected savings amounted to 4.2 bn€ over the period
1984-1997. The World Bank® identifies the following key success factors for the
implementation of policy reviews: political timing, involvement of independent experts
and commitment from senior administrative staff.

%8 OECD Journal on Budgeting, Volume 7

% To illustrate with a successful example, several welfare reforms were based on an interdepartmental policy review,
which was itself spurred by an assessment of the Social Assistance Act performed by the Netherlands Bureau for
Economic Policy Analysis (CPB).

% OECD (2011), Value for Money in Government

% See the World Bank's 2010 report Results, Performance Budgeting and Trust in Government.
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(2) Programme accounting and consolidated responsibility

Taking stock of the continuous overruns of expenditures and high deficits in the 1980s,
the Netherlands enhanced the quality of the accounting base of the budget with the
Accounting System Operation (Operatie Comptabel Bestel). This reform allowed
improving the control on government expenditures by increasing the availability of
information through an interdepartmental budget consultation system for the entire state
budget®’. The reform also redefined the role of policy directors within each Ministry by
combining the responsibility for the policies and the responsibility for the resources
allocated in one function, which was previously split with the control directorate (FEZ)
operating in each Ministry. The objective of this consolidated responsibility over a
budget line was to facilitate decision-making with a better financial monitoring of each
policy (e.g., a proposal for a budget cut).

(3) Policy-oriented budgeting

Another relevant structural reform of the budget structure, i.e. the Policy Budgets and
Policy Accountability Operation (Van Beleidsbegroting, VBTB), was applied as from
2002, with the objective to provide the Parliament with more transparent budget
information structured by policy and policy objectives and highlighting the link to
performance and resources. In particular, three questions have to be answered in the
annual budget debated in September: "What do we want to achieve?", "How will we
achieve it?", "At what maximal cost?". Each budget chapter (mostly dedicated to one
ministry) is now expected to emphasize the overarching political objectives (e.g.:
"Children in the Netherlands grow up healthy and safe" in the "Youth Policy" chapter),
the subdivision in articles according to operational goals (e.g.: "Guarantee payable
youth-care" is one of the five operational goals), the multiannual commitments in terms
of revenue and expenditures, as well as specific outcome and output targets and
indicators plus resources by article (OECD, 2011). As a consequence, the number of
budget lines submitted to the Parliament reduced from nearly 800 to less than 200, with
an average of 10 budget articles by ministry. Ministers are accountable for the
monitoring and implementation of so-defined policies.

The structure of the annual financial report assessing the achievements of previous year
budget mirrors the structure of the budget, with three ex-post performance questions:
"Did we achieve what we wanted?", "Did we do what we planned to achieve?", "Did the
cost remain below the maximum planned?". It is submitted to the Parliament in May and
subsequently debated.

Although its initial objective was not to increase budgetary efficiency but rather to
increase transparency, this reform certainly contributes to the adoption of a more result-
oriented culture within the ministries. However, it has to be noted that (World Bank,
2010) the capacity to measure the policy outputs remains limited, due to the poor
quality of performance indicators.*®

57 World Bank's 2010 report "Results, Performance Budgeting and Trust in Government".

% The VBTB structure was updated following a 2004 evaluation, recommending to include performance
measurements "only if sensible and relevant" (OECD (2011), Value for Money in Government), leading to a reduction
of information on outcomes and outputs provided.
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CASE STUDY 3: Sweden — a continuous state reform

The Swedish public performance model is based on performance management
rather than on a formal performance budgeting as such, with a limited number of
centrally defined rules or regulations. Sweden supports performance culture which
matches its governance model relying on a public administration composed of small
central ministries and a large number of autonomous government agencies. This case
study provides an overview of (1) the budget performance goals structure, (2) the agency
governance model, and (3) the state reform continuously implemented since the 1990s.

(1) The performance goals budget structure

Management by performance was introduced in the late 1980s in Sweden. During the
budgetary planning, policy goals are proposed by the government and decided by
the Parliament, in compliance with a budget structure articulated across policy
areas since 2001°°. Each policy is divided into activities, for which performance goals
are also formulated. The Budget Bill includes both appropriations for agencies or
transfer payments for the coming budget year and an ex-post assessment of performance
results versus goals previously set by the Parliament. However, according to the
OECD® the linkage between performance information provided for each policy area and
the proposed appropriation remains weak. The annual national budget sets expenditure
limits for policy areas, within which line ministries negotiate funds allocation across the
agencies in their respective scope. As a consequence, until the final Budget Bill is
presented to the Parliament in autumn, negotiations take place between line ministries
and the Ministry of budget, and between line ministries and their agencies, especially
regarding policy goals and appropriation allocation.

(2) The agency governance model

In Sweden, independently-managed government agencies spend the biggest share of the
budget and employ more than 90% of the public workforce®: This governance model
is built on the conviction that agency managers are the key drivers for high public
performance. For example, since the 2001-2002 budget reform, agencies have the
flexibility to define their resource allocation across activity lines and output within the
envelope of a single appropriation for all their expenditures and in compliance with a
borrowing limit. The underlying hypothesis here is that such flexible resource allocation
at agency-level will deliver better results. Indeed, agency managers' are rewarded for
their individual performance and have been granted increased capacity to attribute
performance bonuses to their staff. Two documents embody the performance dialogue
between line ministries and agencies — although more discussions and negotiations take
place: the Letter of Appropriation, where the line ministries specify operational and
financial goals for the coming budget year, and the annual report, where each agency
presents its achievements regarding the envisaged goals and its operating costs.

(3) The continuous state reform

% In 2008 there were 48 policy areas; examples are transports or migration.
80 See the OECD reportPerformance Budgeting in OECD countries.
%1 the Armed Forces and the Police Service are two of them.
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The Swedish state significantly transformed itself in the 1990s in reaction to a
massive economic, social and fiscal crisis. One of the main drivers of the first phase of
state reform was the management of the public administration: life-employment of civil
servants was abolished and flexibility was introduced, policy outsourcing materialized
into personnel transfer to private and public companies (later partly privatized), public
wages were aligned on private ones. These efforts paid off: the number of public agents
from ministries and agencies was reduced by 135 000 between 1992 and 2000 and the
weight of public payroll spending in the GDP stabilized to 2.3% between 1995 and
2010. Although fiscal consolidation objectives were achieved, Sweden persisted in its
efforts to reform public administration in the 2000s, focusing on the reorganization of
public services. Among the most emblematic achievements can be emphasized the
following: i) the mandatory pooling of most back office functions for agencies; ii) the
consolidation of the number of agencies by 20% without reducing public competences;
iii) the establishment of one-stop-shops for end-users (tax, justice, social security) in 290
municipalities starting in 2011. Agency directors were further empowered by limiting
shared competences with the agency board and the control over agencies was
strengthened through better-designed performance indicators.

CASE STUDY 4: Austria — increased flexibility in exchange for budgetary
commitment

Capitalizing both on domestic experiments and on international benchmarking, Austria
is currently implementing a far-reaching budget reform notably introducing
performance in federal budgeting. This case study outlines (1) pilot performance
projects, (2) the on-going reform towards performance-informed budgeting and (3)
enforcement mechanisms.

(1) Pilot performance projects

Starting in 2000, Austria successfully experimented performance-informed budgeting
and increased flexibility in budget management in around 20 "flexible agencies” within
different line ministries. These agencies were allowed to build budget reserve from the
lump-sum appropriation they received annually for the next year in case financial results
exceeded expectations. This experiment generated estimated savings of 10% in
resources and contributed to legitimising a more comprehensive budget reform
intending to introduce performance-budgeting at a federal level®*,

(2) The on-going reform towards performance-informed budgeting

Learning from the success of its flexible agencies, Austria is switching more generally
from input-oriented budgeting to performance-informed budgeting. This reform
was initiated by a comprehensive budget package adopted by the Federal Parliament in
2007 and 2009, following a two-step approach: a new budget law implemented in 2009
and a more ambitious second step expected to enter into force in 2013. The principle of
performance-informed budgeting was enshrined in the Constitution: the former budget
principles of being "economical, thrifty and useful” were converted into four new
objectives: outcome orientation, efficiency, transparency and true and fair view. As a

820ECD Journal on Budgeting, 2010

-57 -



consequence, the budget structure was simplified in order to better convey performance
information: the budget building block is the budget chapter (one for most ministries)
which is now subdivided into a few global budgets (e.g., police, labour market). As a
consequence, the number of legally binding appropriations dropped from more than
1000 to less than 100 global budgets (up to 4 by ministry). Starting in 2013, the annual
budget bill will include, for each budget chapter (at ministry-level), a mission statement
and outcome objectives (5 maximum), and for each global budget, output/measures to
achieve the objectives (5 maximum). Both objectives and measures at this level are
enacted ex-ante at the Parliament when debating on the annual budget bill, and assessed
ex-post by the Court of Auditors. This performance system is further cascading at the
level of administrative units, where managers are responsible for achieving identified
results under a detailed budget which is binding within the administration (approx. 400
detail budgets in total).

(3) Enforcement mechanisms

The Austrian budget reform establishes enforcement mechanisms relying on both
incentives and sanctions in order to spread a result-oriented budget culture within
its administration and reinforce overall fiscal discipline. In terms of incentives, line
ministries and managers of administrative units are granted with more flexibility, since
unused funds can be carried forward for the next year and redeployed on other policies
(within the relevant budget category). Bonuses are also paid to civil servants when
financial and performance goals are reached. In terms of sanctions, the new budget law
envisages reduced flexibility in case of non-compliance with budget law and cut in
resources allocated to a budget chapter corresponding to amounts potentially spent in
excess of the enacted appropriations.
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Annex 3: figures on growth-friendly spending items within COFOG-I1 data

In this annex a cross-country overview of the level of public expenditure across the EU
on four items, i.e. Research and Development (R&D), fuel and energy, transports
and communications — i.e. items considered to be supportive of potential growth
according to both theoretical considerations and EU policy guidelines (see Section 2
above) — is provided based on available data from the more detailed COFOG-II
breakdown of government expenditure data, covering the 2005-2010 period. The
purpose is to illustrate the current state of the art in terms of COFOG-II data availability
given their relevance as a complementary source to COFOG-I data for assessing trends
in growth-friendly expenditures items (see section 2). It should be underlined that
provision of COFOG-II data by Member States is voluntary and COFOG groups are still
experimental for several countries.

Table A3: Public expenditure in R&D (in % of GDP), 2005-2010

2005 2006 2007 2008 2009 2010
AT 06 0.6 06 0.7 08 08
BE - - - - - -
BG : - 0.1 - - -
cYy 0.1 0.1 0,1 0,0 0,0 0,1
cz 0.1 0.1 02 0.1 03 02
DE 03 0.2 03 0.3 03 0,2
DK - - - 0.1 - -
EE 03 03 04 05 05 04
EL 0.1 0.2 02 0.2 02 0.1
ES 0.1 0.1 0,2 0.3 03 03
FI 06 05 05 05 06 -
FR - - - - - -
HU 0.1 0.1 0.1 0.1 0.1 0,2
IE 03 0.3 03 04 04 04
IT 03 04 04 04 04 04
LT 0,0 0,0 0,0 0,2 0,2 -
LU 0.2 0.2 03 04 04 04
LV - - 0.1 0.1 0,1 0,0
MT 0.2 0.2 02 0.2 02 02
NL 06 0,6 06 0,6 07 08
PL 0,0 0,0 01 0.1 0.1 01
PT 0.2 0,2 03 03 04 0,2
RO - - 2 - 2 2
SE 0.2 0,2 0,2 0,2 0,2 0,2
SI 03 04 03 0.2 03 03
SK - - - - - -
UK 0,2 0,2 04 0,3 04 04
EA-17 : : : : : :
EU-27 - - : - : :

Source: Eurostat

Based on this source, public expenditure on R&D (Table A3) varies between close to 0
and 0.8% of GDP across EU Member States. AT and NL rank at the top end, with 0.8%
of GDP in 2010 (latest year available), whereas CY, LV and PL record the lowest
figures with a maximum of 0.1% in any given year. The Table highlights a lack or
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incompleteness of data for BE, BG, DK, FI, FR, LT, LV, RO and SK. As a result,
aggregate figures for EU-27 and EA-17 are also missing.

An alternative source of data for R&D expenditures is the Government Budget
Appropriations or Outlays for R&D (GBAORD), covering the 2005-2012 period
(European Commission, 2011; OECD, 2012)%. These figures (see table A.4 below)
highlight significant divergences from COFOG-II data for some Member States and are
generally considered to be more plausible. According to this different source, public
budgets for R&D vary between 0.15 and 1.03% of GDP across EU Member States in
2012, with FI and DK ranking at the top end, followed by DE, PT, EE, FR, SE and AT,
whereas LT, LV, MT, RO, SK and BG record the lowest figures, all below 0.25%.

Table A4: GBAORD (Government Budget Appropriations or Outlays for R&D) as % of GDP

2005 2006 2007 2008 2009 2010 2011 2012
Belgium 0,59 0,61 0,60 0,68 0,67 0,67 0,63 na
Bulgaria 0,29 0,28 0,26 0,31 0,34 0,28 0,25 na
Czech Republic 0,53 0,55 0,56 0,53 0,61 0,59 0,67 0,69
Denmark 0,71 0,72 0,79 0,85 0,98 0,97 1,02 1,01
Germany 0,77 0,76 0,77 0,80 0,88 0,92 0,90 na
Estonia 0,40 0,50 0,48 0,64 0,70 0,72 0,78 0,84
Ireland 0,46 0,45 0,50 0,54 0,58 0,53 0,52 na
Greece 0,33 0,33 0,30 0,30 na na na na
Spain 0,55 0,68 0,76 0,77 0,83 0,79 0,69 na
France 0,97 0,81 0,75 0,88 0,93 0,84 0,84 na
Italy 0,67 0,61 0,64 0,63 0,64 0,61 0,56 0,54
Cyprus 0,32 0,32 0,42 0,42 0,50 0,46 0,43 na
Latvia 0,20 0,27 0,30 0,29 0,21 0,16 0,15 na
Lithuania 0,35 0,32 0,33 0,26 0,26 0,17 0,16 na
Luxembourg 0,31 0,33 0,37 0,47 0,54 0,58 0,58 0,63
Hungary 0,41 0,37 0,39 0,43 0,47 0,36 0,49 na
Malta 0,19 0,16 0,15 0,15 0,16 0,23 0,22 0,20
Netherlands ® 0,79 0,80 0,78 0,79 0,86 0,87 0,83 0,79
Austria 0,66 0,66 0,65 0,70 0,78 0,79 0,80 0,80
Poland ® 0,29 0,32 0,32 0,30 0,34 0,53 0,44 na
Portugal 0,70 0,69 0,75 0,86 0,92 1,02 1,02 0,90
Romania 0,22 0,33 0,37 0,40 0,30 0,28 0,26 0,21
Slovenia 0,58 0,56 0,52 0,51 0,69 0,61 0,66 na
Slovakia 0,28 0,27 0,21 0,28 0,30 0,30 0,23 na
Finland 1,03 1,02 0,97 0,98 1,12 1,16 1,09 1,03
Sweden 0,86 0,84 0,79 0,80 0,91 0,88 0,83 na
United Kingdom | 0,67 0,66 0,65 0,65 0,69 0,64 0,60 na
EU 0,71 0,69 0,68 0,72 0,77 0,76 0,73 na

Source: DG Research and Innovation - Economic Analysis Unit and Eurostat

63 See

http://epp.eurostat.ec.europa.eu/statistics_explained/index.php/Glossary:Government_budget appropriations_or_outla
ys for research _and_development (GBAORD)

For definition of GBAORD data and

http://epp.eurostat.ec.europa.eu/portal/page/portal/science_technology innovation/data/database for the actual figures.
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Notes: (1) FR, NL: Break in series between 2006 and the previous years; (2) PL: Break in series between
2009 and the previous years; (3) Values in italics are estimated or provisional.

In the period preceding the economic and financial crisis (2005-2007) public R&D
budgets increased in most Member States at a somewhat slower pace than GDP, setting
the average EU ratio at slightly less than 0.7% of GDP in 2007. In 2008 and 2009
counter-cyclical support to R&D combined with economic recession led to an increase
of this figure to 0.77% of GDP in 2009. In 2011, for the first time since 2007, the
average amount of public R&D spending in the EU decreased as a percentage of GDP
and partial data for 2012 seem to indicate that this trend is set to continue also this year.
However this may be offset by rising R&D tax incentives in a majority of Member
States.

Table A5: Public expenditure in fuel and energy (% of GDP), 2005-2010

2005 2006 2007 2008 2009 2010
AT 0,0 0,0 0,0 0,0 0,0 0,0
BE : : g : g g
BG 0,0 0,0 01 0.1 0,0 0.2
3% 0.1 0.1 0.1 0.1 0.1 0.1
cz 0.2 0.2 0.2 0.1 01 01
DE 0.1 0.1 0.1 0.1 0.1 0.1
DK 0,0 0,0 0,0 0,0 0,0 0,0
EE 0,0 04 0.2 04 0,0 0,0
EL 0,0 0,0 0,0 0,0 0,0 0,0
ES 0.1 0.1 0.1 0.1 0.1 0.1
FI 0,0 0,0 0,0 0,0 0,0 0,0
FR : : g : g g
HU 0,0 0,0 0,0 0,0 0,0 0,0
IE 0,0 0.1 0,0 0.2 0.1 0.1
IT 0,0 0,0 0,0 0,0 0,0 0,0
LT 0.1 0.2 0.2 0.2 0.2 04
LU 03 0.2 0.2 0.2 0.2 0.2
LV : : 0.2 0,0 0.1 0.2
MT 0.1 05 07 1,0 0,0 0.2
NL 0.1 0.1 0.1 0.1 0.2 0.1
PL 0.1 0.1 01 0.1 01 01
PT 0,0 0,0 -0,1 03 0.2 07
RO - - - - - -
SE 0.2 0.1 0.1 0.1 0.1 0.1
SI 0,0 0,0 0,0 0,0 01 0,0
SK : : g : g g
UK 0.1 0.1 01 0.1 01 01
EA-17 - - - - - -
EU-27 - - - - - -

Source: Eurostat

With respect to public expenditure on energy and fuel (Table A5), data for BE, DK, FR,
LV, RO and SK, (and hence for EU-27 and EA-17) are missing for some or all years
considered. In general, energy-related expenditure ranges from 0% to 0.4% of GDP,
with the exception of MT, where it reached 0.7% in 2007, and PT, where it reached
0.7% in 2010.
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However, as for R&D data, figures in Table A5 also raise some reservations. Firstly,
public expenditure in fuel (probably corresponding to daily energy expenses of public
administrations) should not be considered on an equal footing to support schemes to
renewable energy, investment in energy infrastructure networks or incentives for energy
efficiency, which presumably contribute much more to raising potential growth.
Secondly, figures in Table A5 may under-estimate the effective amount of energy-
related expenditure, as suggested by alternative sources on public support to renewable
energy, which in some case exceed the numbers in the Table®.

Table A6: Public expenditure in transport (in % of GDP), 2005-2010

2005 2006 2007 2008 2009 2010
AT 2.1 2.1 2.4 2,6 2,5 23
BE - - - - - -
BG 2.1 2.2 32 35 2,0 35
cY 1,2 1,2 0,9 038 0,9 1,2
cz 4,6 4,6 4.4 5.1 54 48
DE 1,6 1,6 15 1,6 1,7 1,7
DK - - - - - -
EE 2,7 28 2,5 28 2,8 2,8
EL 04 14 2.1 2.1 2.1 15
ES 23 2.2 23 2.4 2,6 23
FI 2.1 2,0 2.1 2.2 2.4 23
FR - - - - - -
HU 25 35 41 34 33 31
IE 2.1 24 2,6 33 2,7 2,6
IT 2,0 3,0 23 2.1 24 2,0
LT 2.1 2.1 1,8 2.4 2,0 2,0
LU 31 35 2.8 2,6 3,0 2.9
LV - - 3,1 36 3,7 3,6
MT 2.4 1,9 1,7 3.2 1,7 11
NL 25 25 2,6 2,7 2,9 2,9
PL 27 2,9 31 33 39 41
PT 2,0 1,7 23 2.4 2,6 3,2
RO - - - - - -
SE 25 25 2,5 2,7 3,0 3,1
S| 2.1 2.1 2,2 25 2,5 2,6
SK - - - - - -
UK 16 17 16 1.8 2,3 17
EA-17 - - - - - -
EU-27 - - - - - -

Source: Eurostat

Out of the four expenditure items discussed here, transport is by far the largest one.
Transport expenditure varied from 1.1% to 4.8% of GDP in 2010 across the EU (Table
A6). CZ and PL rank at the top with figures above 4%, whereas MT, CY and EL rank at

8 See a 2011 report from the Council of European Energy Regulators (CEER) on renewable energy support in Europe
which include figures on its magnitude in 2009 amounting to 19.1 bn. EUR summing up schemes in 15 MS (AT, BE,
CZ, DE, DK, ES, FR, HU, IT, LT, LU, PT, SE, NL and the UK), which corresponds to about 0.18% of the sum of
their GDP.

-62 -



the bottom with 1.1%, 1.2% and 1.5% of GDP, respectively. No data is available for BE,
DK, FR, LV, RO and SK, throughout the period considered. Expenditure on
communications is on average the smallest of the four items discussed here, as for all
countries with available data it never exceeded 0.2% of GDP in the period considered
(with the exception of SI in 2008, Table A7). Data are unavailable or only partly
available for BE, DK, FR, LV, RO and SK.

Table A7: Public expenditure in communication (in % of GDP), 2005-2010

2005 2006 2007 2008 2009 2010
AT 0,0 0,0 0.1 01 0.1 0.1
BE : g : g : :
BG 0,0 01 0.1 01 0,0 0,0
3% 0.2 0.2 0.2 0.2 0.2 0.2
cz 0,0 0,0 0,0 0,0 0,0 0,0
DE 0,0 0,0 0,0 0,0 0,0 -0,2
DK - - - - - -
EE 0.1 0.1 0.1 0.1 0,0 0,0
EL 0,0 0,0 0,0 0,0 0,0 0,0
ES 0.1 0.1 0.1 0.1 0.1 0.1
FI 0,0 0,0 0,0 0,0 0,0 0,0
FR : g : g : :
HU 0.1 01 0.1 01 0.1 0,0
IE 0,0 0,0 0,0 0,0 0,0 0,0
IT 0.1 01 0.1 01 0.1 0.1
LT 0,0 0.1 0.1 0.1 0,0 0.2
LU 0,0 0,0 0,0 0,0 0.1 0,0
LV : g 0.1 0.1 0,0 0,0
MT -0,2 01 0.1 01 0.1 0.1
NL 0,0 0,0 0,0 0,0 0,0 0,0
PL 0,0 0,0 0,0 0,0 0,0 0,0
PT 0,0 0,0 0,0 0,0 0,0 0,0
RO - - - - - -
SE 0.1 0.1 0,0 0,0 0.1 0,0
SI 0,0 0,0 0,0 03 0.2 0.2
SK : g : g : :
UK 0,0 0,0 0.1 0,0 0,0 0,0
EA-17 - - - - - -
EU-27 - - - - - -

Source: Eurostat

Overall, this exercise underlines that, although significant progress was made, further
improvements in the availability of COFOG-II data are still required in order to allow
their full use for monitoring trends of growth-friendly expenditure items and in some
cases (R&D and energy) COFOG-I1I should be integrated or even replaced by alternative
data sources. The caveat highlighted in the main text applies also to four spending items
selected here, i.e. that the identification of more growth-friendly spending items is, to
some extent, inevitably arbitrary as other COFOG-II items may also have at least
indirect positive effects on potential growth.
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