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1. INTRODUCTION

This chapter discusses the role of budgetary and accounting systems within the
Public Financial Management (PFM) framework. Additionally, it describes the re-
forms which are nowadays taking place in Portugal, taking into consideration new
budgetary and accounting systems that start implementation, and explaining how
they are included in a broader reform of the PFM structure.

PFM implies that governments should use integrated systems to allocate funds and
control spending execution, involving a wide approach, including policy design and
internal and external auditing assessment systems. Also accounting reforms are es-
sential to achieve PFM purposes, namely applying accrual basis to prepare and report
financial statements under the internationa) accounting standards approach (Lawson,
2013).

In Portugal, in the latter years, within the public sector, there has been a great frag-
mentation of accounting and reporting systems applied to different entities, raising
inconsistencies and creating difficulties when trying to assess the whole of govern-
ment financial condition. Tn this context, the Portuguese government, under strong
recommendations of the loaners (because of the financial assistance through Troika),
started a set of PFM reforms, including changing the existing public sector accounting
system by adopting the International Public Sector Accounting Standards (IPSAS) as
benchmark (Nogueira et al., 2017).

Accordingly, in 2015, relevant legislation was issued: the new Budgetary Frame-
work Law (LEO-Law 151/2015) and the new System of Accounting Standards for
Public Administrations (SNC-AP-Law-decree 192/2015). In 2016, a unit to assure the
implementation of these new budgetary and accounting systems was created and des-
ignated as UniLEO. According to Viana (2017), the mission of this unit configures a
{rue PFM reform.

Hereafter, the chapter is organised in four sections. Section 2 addresses the har-
monization problems related to accounting reforms in financial accounting and their
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inclusion in a broader reform process under PEM objectives. Section 3 explains the
benefits of integrating budgetary and financial accounting innovations in a broader
7EM reform, also highlighting how PFM systems outputs could be used to change the
£ U convergence criteria framework. The Portuguese PEM reforms, including budget-
ing and accounting changes, presently being implemented, are described in Section
4. In Section 5 some final marks and conclusions are synthesised, highlighting the
Portuguese PFM reforms as a reference at an international level.

7. WHY FINANCIAL ACCOUNTING REFORMS HAVE BEEN NOT SO SUCCESSFUL

21 Harmonization issues in accounting systems

Under the New Public Management (NPM) framework, covntries all around the
world, including the EU Member-States, started reforms in their budgetary and ac-
counting systems so as to implement accrual-based financial accounting, in comples

ment to the traditional cash-based budgetary accounting. Groot and Budding (2008)

highlight that one of the most relevant characteristics of the NPM was replacing fra-

ditional cash-based by accrual-based accounting for purposes of financial report
in order to achieve better transparcncy and accountability. Accrual-based accoun
systems, as an alternative to cash-based, provide the necessary information to
ter support decision-making processes regarding planning and managing resas

niscs ef al., 2015

(Christiaens and Rommel, 2010).
Budding (2008) and Paulsson (2006) 1| ealsiona

However, authors as Groot and
that, within governmental accounting (GA) systems, accrual accounting is mps 131,
used for assessing performance and control of governmental entities and less adop! b sum up, the

for budgetary decisions and policymaking. Cash-based budgetary accounting % accrual accowm
the most relevant to assess the budgetary control and to support policy decisi
Therefore, one important discussion that emerges from the GA reforms
troduction of accrual basis in the budgetary accounting systems, since mo
tries have adopted accrual basis in their financial accounting systems, but nok .
budgetary ones, namely in the budget preparation as well as in the budget EX&
reporting (Montesinos and Brusca, 2009). .
Additionally, a lack of harmonization is identified, since there is @ great
of GA systems across countries wortldwide, and among EU Member-States
crual basis has been implemented in different ways (European Commissions
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documents which strongly recommend the adoption of acerya] accounting by the gy
Member-Siates, Supported by the iPSAS (European Comrnission, 20134, 2013h).

This approach is a consequence of the lack of transparency and accountability

ich i i States, Increasing the rigk

financial instability in the

States, making it

present problem of comparability which stems from the

lack of harmonisation (European Commission, 2013a). The report underlines that
ply public sector accounting praciices which

States (European Commission, 20134, 2013p).
In addition, several academic studies (e. g., Christizens etal, 2010; PwC, 2015
and Bellanca and Vandemoot, 20 is diversity of accounting practices
at GA accounting . , i States stil]

mtroduced in the
budgetary report-
ries (as shown in
rmation continues to have the mogt important
orting comes in a secondary place (Heiling er
al., 2013).

To sum up, the literature shows many differences in how European countries ap-
ply acerual accounting and revealg different Stages in the process of applying [PSAS
{Nogueira ez al., 2017).

To tackle the problem of th

fWaldbauer, 2018).

22 The accounting perspective of PFM systems

From the above, one may say that the reform efforts towards enhancing the roje
of aCCrual-baged financial accounting in the public sector, particularly in the context
I*LEU countries. paye 1ot been so successfiy].
achieving their purposes, accounting reforms in the public sector
€ integrated in g major challenge - the implementation of broader
able Public Financia] Management framework {(Kazarian, 201 7.
of public sector finance and financia] management is concerned with
O making at mainly three different levels (Lawson, 2015 ; PEFA, 2016):;
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ed, and must be understood within this essential purpose, by being transparent, pro-
viding information accessible to the citizens and applying democratic procedures to
ensure accountability.

Figure 1. The PFM cycle and the key actors involved
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Sowrce: Lawson (2013: 1).

The success of a PFM system depends on its flexibility, allowing targeted sectors
to adjust easily and in the desired manner, within the public sector changes embracing
the whole of the PFM cycle, as presented in figure 1. Accordingly, Lawson (2015) and
PEFA (2016) underline the main key lines that shall be considered in in a PFM reform
process:

- Aggregate financial management - fiscal sustainability, resource mobilisation
and allocation;

— Operational management - performance, value for money and strategic finan-
cial planning and management;

— Governance - transparency and accountability; and

— Fiduciary risk management - controls, compliance and oversight.

The expected improvements in public sector financial management cannot occur
unless all components in the PFM system use common measures of what constitutes
financial performance and financial position, as defined in international public sector
accounting standards (PEFA, 2016).

Therefore, PFM systems must allow decision-makers to have a comprehensive
picture of the economic reality of complex financial transactions which happen in the
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public sector; they will provide indications about prospective liabilities, and financig)
reports rust assist in ranking financial impact of alternatives.

3.2 Budgeting and accounting systems and PFM reforms

All the above being said, one may ask: what is the role of budgeting and ACCOUnL.
ing systems reforms in PFM systems?

Regarding budgeting for PFM systems, Ronnie ef al. (2017) underline the need
of implementing performance accrual-based budgeting (performance informatign is
provided with financial information, with consequences for the budgets allocations)
and managerial performance accrual-based budgeting (performance information on
a results approach used for managerial purposes and not focused on budget afloca-
tions).

The implementation of a PFM system implies a financial accounting approach
too (also named «balance sheet» approach) when preparing information to evaluate
governments’ performance, managing government financial resources and risks, This
approach is especially relevant to prepare consolidated financial statements, which
provide the necessary outputs to assess governments® performance as a whole (Ka-
zarian, 2017).

The «balance sheet» approach involves the adoption of accrual-based accounting
in financial systems (Lawson, 2015; Kazarian, 2017). In order for PFM systems to
work properly, accurate budgetary and financial accounting is fundamental. There-
fore, it is necessary to go back to the key principles of accounting by using accru-
al-based rather than cash-based accounting. It becomes also essential that countries
adopt an internationally harmonized public sector accounting system, such as IPSAS,
so that the whole of government accounts (WGA) can be produced and reflect appro-
priately the countries’ economic situation.

To close the PFM cycle, there is also a need for independent financial auditing of
the countries’ consolidated financial statements prepared according to IPSAS (or to
some IPSAS-based approach) and not only auditing of budgetary expenditure (reg-
ularity and legal conformity audit), as it is usually done. Moreover, it is important
that financial accounting statements are not used only for reporting purposes but they
should be also required during the whole of the decision-making process.

3.3 PFM systems and EU Member-States assessment

One can argue that it is perhaps time for the EU Commission to change their as-
sessments criteria of Member-States convergence and economic stability and growth,
moving from the Maastricht Treaty criteria (general government sector deficit and
debt) and beginning to evaluate Member-States according to criteria based on PEM
systems, paying attention to changes in the net worth as a fiscal objective to be e
complished.

[ I ST R - S -
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The net worth is the difference between total assets and total liabilities, and its
changes over time represent a much more accurate and robust quantitative informa-
tion than debt (only a single line in the balance sheet) or deficit/surplus (calculated
under government statistical methods). This alternative to evaluate EU Member-States
must be presented with enough reliability, so it implies using a credible balance sheet
supported by countries’ consolidated financial statements (WGA), and based on an
t and communication of governments’ balance sheets which are

effective managemen
prepared according to internationally harmonized accounting standards to the public

sector as a whole, namely the IPSAS.

Thus, the government net worth means the amount taxpayers must provide to

finance public assets used to deliver public services, and might be designated as
«Taxpayers’ Equity» (Kazarian, 2017). It becomes a relevant indicatot easily under-
stood by the citizens to evaluate countries’ or governments’ financial performance. Its
changes overtime will assess the outcome of the whole of a government’s activities
and not only part of them, as it is done using expenditures, revenues, deficit or debt
ratios.
The focus on this net worth method for countries’ assessment in the EU avoids the
short-term view of the current focus evaluation based on nominal debt' and on cash
balances. It will give a long-term overview of the countries’ financial performance
and risk (Kazarian, 2017).

These main traits of a PFM approach are especially relevant to the market forc-
es that profit from volatility and risk assessments, namely the rating agencies, the
hedge funds and the investment banks. It is urgent that countries give to these ac-
tors accurate and rigours assessment indicators, not susceptible to be manipulated.
Consequently, market forces might trust the governments’ outputs information and
so evaluate them in a proper way under the financial statements which are prepared

according to the IPSAS guidance.

4. PUBLIC FINANCIAL MANAGEMENT IN PORTUGAL: RECENT BUDGETING
AND ACCOUNTING REFORMS

4.1 Recent accounting reforms: main objectives and characteristics

In the early 1990s, Portugal started introducing reforms in public sector finan-
cial management and accounting, through the Public Accounting Basis Law (Law
8/1990). This required applying accrual-based financial accounting for entities with
financially autonomy, using a system which is very similar to business accounting,

1 According to the OECD Glossary of Statistical Terms (<https://stats.oecd.org/glossary/index.

htm:>), the nominal value of a debt in
owes to the creditor at that moment;
contract between the debtor and creditor. It re
been adjusted for facvors like inflation.

strument is the amount that, at any moment in time, the debtor
his value is typically established by reference to the terms of a
fers to the current value of the debt, as debts have not
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along with a budgetary accounting system that remains cash-based ( Jorge, 201 5
1997, the first Public Sector Accounting Plan (POCP, Law-decree 232/97) wal le. lllh
ly passed, embracing cash-based budgetary accounting together with accmal"bagsa; .
financial and cost accounting, including budgetary and financia] Statements iy, ﬂi
annual accounts and using a chart of accounts. POCP became the reference for Othee
various accounting plans, particularly oriented to different sectors within the publig
administration, namely local government, health, education and socia] security,

In the last years, within the Portuguese public sector, there have been entitjeg
adopting the IFRS directly, others adopting the business accounting system IFRS-baseq
or non-for-profit accounting standards, and others stil] using the five different Pub-
lic sector accounting plans which attend the respective subsector entities to which
they belong (Jorge, 2015). This fragmentation has raised inconsistencies and Created
difficulties when it comes to consolidated accounts within the Organizations ag in-

dividually considered or to the government as a whole. Consequently, bodies sycly
as the Budget General Department or the Nationai Institute of Statistics haye great
difficulties in analysing the whole of the Public Administrations because accounting
information is prepared using different accounting and reporting systems,

Portugal was seriously affected by the economic and financial international crisig
from 2009, which led to requiring financial assistance by the Troika (International
Monetary Fund, European Central Bank and the European Commission) in 2011,
Consequently, Portugal was under a Programme of Financial and Economic Assis-
tance, having signed with those international bodies a «Memorandum of Understang.
ing»,? which forced the country to accomplish very strict economic and fiscal targets,
One of the conditions imposed by the loaners stemmed from the implementation of
an improved public sector accounting system, demanding for better accountability
and transparency. They strongly recommended to change the existing public sector
accounting system and to adopt IPSAS as the reference for that change {Law 64-
C/2011}. In 2012, a new governance regime for the accounting standard-setter was
passed (Law-decree 134/2012), clearly including a committee for public sector ac-
counting standards (CNCP), whose main task would be to create the new IPSAS-based
public sector accounting system, issued in 2015 (Law-decree 192/2015-System of
Accounting Standards for Public Administrations | SNC-AP]).

The main characteristics of SNC-AP might be summarised as follows (Nogueira
etal,2017):

It is an IPSAS-based system and thus it carries important changes, namely by

the application of general accepted accounting principles (e. g., introducing

substance over legal form as a general principle to be applied, and the concept

of assets control);

— This new system is also rather based on principles than in rules, demanding
for much more judgement by professionals; this requires a training challenge

to all accounting experts in the public administrations setting;

 <http.// cc.europa.eweconomy finance/eu borrower/mow/201 1-05- 18-mou-portugal_en.pdf>
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_ Accrual basis is applied only in financial accounting and reporting, remaining
the budgetary accounting system (budget preparation, execution and report-
ing) cash-based under a specific standard (NCP 26); and

_ Tt includes a specific standard concerning management accounting practices
and reporting, in order to supply guidance on this domain to assess public
sector entities performance (NCP 27).

The initial target date for starting implementation was January 2017. However,
the Ministry of Finance, ultimately in charge of the public sector accounting reforms,
decided to postpone the implementation of SNC-AP to January 2018, considering the
entities were not yet properly prepared. It was defined a dissemination strategy (Or-
der 128/2017), covering staff training, adaptation of ICT systems and the establish-
ment of a technical group to monitor the SNC-AP implementation (UniLEO). In spite
of this strategy, technical, legal and institutional conditions to implement this new
system are still undergoing.

This reform does not merely address the accounting and reporting system, but it
is considered a part of a broader reform of the PFM system in Portugal, reflecied in
the new Budgetary Framework Law (LEO-Law151/2015). Therefore, the implemen-
tation of LEO is a cornerstone to this reform overall, which justifies the importance
of URiLEO? to assure the implementation of this framework, as well as to monitor the
implementation of SNC-AP.

4.2 Linking LEOs purposes and PFM systems

As Viana (2017) pointed out, UniLEO’s mission is to assure the implementation
of the Budgetary Framework Law in all its dimensions, in order to provide the State
with fhe necessary tools to assess public policies in an outcomes approach. Conse-
quently, this unit’s mission constitutes a true PFM reform, inasmuch as it considers
the new LEO as a jurisdictional tool towards a broader reform in the public sector ac-
countability and transparency processes, including financial accounting and reporting
systems (Law 151/2015, articles 62 and 63).

The implementation plan of UniLEO comprises several projects and activities,
related to six pillars which are aligned with the PEM system, as shown in figure 2.

These pillars are conneeted to the PFM cycles presented in section 3 (Lawson,
2015), beginning with policy design and ending with external audit and evaluation,
highlighting performance and accountability as the key words of PFM systems. They
also present the same basics principles of a PFM framework (PEFA, 2016): i) budget-
ary reliability; if) public finances transparency, iii) assets and liabilities management;
iv) political decisions supporting financial strategies and budgets; v) predictability
and control of budgetary execution; vi} accounting and reporting; and vii) external
scrutiny and auditing.

3 UniLEO was created within the Ministry of Finance, in November 2016 (Decree-Law 77/2016).
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The prepatation and disclosure of estimated financial statements to be includ-
ed in the budget framework, to evaluate the programmes effects in economic
and financial terms, and not only for controlling payments and receipts; and
The estimated financial statements as a relevant coniribute to transparency
and analysis capability, improving the quality of public discussion and, conse-
quently, accountability.

pillar 1V - Public Sector Accounting and Reporting, which is the reform pillar
that is already moving on by the implementation of SNC-AP, ongoing since January
9018. UniLEO engaged in the responsibility of the SNC-AP implementation, already
creating the S3CP (Sistema Central de Contabilidade e Contas Piiblicas or ‘Central
System of Public Sector Accounting and Reporting’), as the main IT support for pub-
lic sector entities to report budgetary and financial information to the Budget General
Department.

This pillar has five main purposes: i) to make possible the use of new assessment
indicators; ii) to contribute to the transparency in public sector as a whole; iii) to
make financial accounting and reporting become a too! for Public Financial Manage-
ment; iv) to make financial accounting and reporting be an instrument of account-
ability; and v} to provide accrual-based outputs to facilitate the data transposition
between GA and NA.

The following characteristics should be highlighted:

_ The two main innovations of this pillar are the establishment and implemen-
tation of the State as an Accounting Entity (Entidade Contabilisitca Estado
- ECE) and the use of consolidated financial and budgetary statements (WGA)
to manage and assess the Portuguese government at a macro level, embracing
financial and budgetary information;

_ The implementation of the ECE is a unique project with great relevance within
the SNC-AP implementation process. This new entity is supposed to aggregate
all data concerning to all financial assets and liabilities, as well as all the reve-
nues (e. g. taxes) and commitments (e. g. PPP obligations) related to the State
itself, and not recorded in any separate entity. This ECE project is an integrated
part of the S3CP system and the aim is to have the opening balance of the ECE
ready within three years from 2017,

_  The development of the ECE is essential to the other key issue of this pillar, to
get information outputs from the consolidated financial statements (WGA) that
should embrace this entity’s net worth;

_ The WGA, as defined before, must consider accrual-based financial informa-
tion as well as cash-basis budgetary outputs because they are very important
tools to: i) a better macro management of the public finances; ii) an overview
of all assets and liabilities, including the contingent ones and other sources of
budgetary risks; and i} considering other indicators, besides public deficit
end debt, to monitor the Portuguese performance in terms of public finances

sustainability;
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and decisions which are taken in the reporting period must be very clear, improving
accountability of public sector entities, government bodies and departments, and ul-
;mately in the government as a whole.

The impact of this PFM system on decision-making (including political deci-
sion-making) should not be underestimated. It means that the financial consequences
of decisions will be published within some weeks after the decisions have been made.
This, in turn, means that decision-makers will support the costs (or see the bene-
fits) of their decisions in a very short period, improving accountability and assigning
responsibilities, consequently implying the implementation of new approaches for
planning, programming and budgeting and a new look to the financial statements
reporting. These reforms are also expected to have consequences on the assurance of
a consistently strong financial discipline.

The Portuguese experience has been followed by other EU countries because ac-
counting reforms are integrated in a broader PFM system. It is expected that the Por-
fuguese reforms in both the budgeting and the accounting systems will be successtul,
because they are integrated in a new PFM framework, following a true reform which
is consistent with the international PFM systems purposes. As stated, accounting re-
forms can only be successful, achieving their purposes, if they are considered with-
in a major challenge —the implementation of broader reforms, in a suitable public
financial management framework, so as to its impact and usefulness can be clearly

perceived.
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