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STRENGTHENING PUBLIC REVENUE AND EXPENDITURE MANAGEMENT
TO ENHANCE SERVICE DELIVERY

EXECUTIVE SUMMARY

Message 1. Public service delivery is hindered by low tax collection and inefficient expenditure at the
federal, state, and municipal levels. On the revenue side, upgrading public service delivery requires
improving tax administration and incentive frameworks, especially in subnational governments.

Message 2. On the expenditure side, Mexico needs to improve public sector performance and expenditure
guality. Mexico lags behind its OECD peers on management of key functions in the budget cycle—from
planning to execution and evaluation. Under a new legal framework intended to increase expenditure
efficiency, Mexico has made considerable progress in improving the quality of expenditures and of the
decision making process on budget formulation and reallocation.

Message 3. Mexico needs to strengthen public sector management systems, complete accounting
harmonization, implement performance-informed budgeting, consolidate implementation of the new
financial management system, and strengthen the federal procurement system.

OBJECTIVES

To achieve higher growth and reduce poverty and inequality, Mexico needs to improve
public service delivery. Mexico is a middle-income country with continuing high levels of
poverty (46.2 percent of the population) and inequality (a Gini coefficient of current disposable
income close to 0.50). It has maintained macroeconomic stability over the past 15 years, a
necessary but not a sufficient condition for growth and poverty reduction. To accelerate growth
and reduce poverty, it needs to build the capacity of its public sector institutions to collect
revenue and execute public programs effectively and efficiently.

To improve public sector service delivery, Mexico needs to ensure sufficient financial and
human resources relative to the needs of the population, and effective and efficient public
management of spending programs to address those needs—two basic prerequisites for an
effective public sector. Mexico’s public service delivery is hindered by low tax collection and
expenditure inefficiencies at all three levels of government: federal, state, and municipal.

KEY CHALLENGES

Mexicans’ trust in the state is among the lowest in Latin America (figure 1). Contributing
factors are the uneven quality of public spending programs and low tax collection rates,
reflecting taxpayers’ disappointment with the use of their taxes. Improving the quality of public
spending programs should gradually enhance the perceived trustworthiness of the state.
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Figure 1. Citizens’ trust in the state, 2011
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Revenue management

Mexico’s tax collection is low by Organization for Economic Co-operation and
Development (OECD) standards. Mexico has one of the lowest tax collection rates in the
world. It has the lowest share of tax revenues to GDP in the OECD (figure 2).* And its share of
tax revenue (including oil income) was a little over half the OECD average in 2010 (18 percent
of GDP compared with 33 percent).

Mexico’s tax collection is also low by Latin American standards. It can be argued that
comparing Mexico’s tax revenues with those of the OECD economies is unfair because of the
income gap between Mexico and those economies. But comparing Mexico’s tax revenues with
those of other Latin American countries (drawing on Economic Commission for Latin America
data, which measure tax collection rates more accurately than OECD data) produces striking
results: Mexico has the lowest tax-to-GDP ratio and is well below other Latin American
countries in the collection of both direct and indirect tax revenues (figure 3).

Figure 2. Total tax revenues as percentage of GDP, Figure 3. Tax revenues for selected Latin American
2010 countries, 2010
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Source: OECD provisional data (2010). http://stats.oecd.org/ Source: Economic Commission for Latin America (CEPAL)
(2010).
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Mexico has made substantial progress in tax administration in recent years. Tax
administration has been a major policy priority, but weaknesses in tax policy (such as the scope
and amount of tax exemptions) limit its effectiveness. Over the past few years, the country has
modernized its tax administration, including by making intensive use of information technology,
such as Internet-based tax declaration and payment mechanisms. There has been a substantial
reduction in value added tax (VAT) fraud. And as part of the government’s strategy to increase
nonoil revenues, changes were made to the fiscal code in 2009 to improve tax administration and
enforcement.

The problem of low tax collection is particularly acute at the local level, as many
subnational governments lack incentives and administrative capacity. At the local level,
improving tax collection faces additional challenges. First, many small and medium-size
municipalities suffer from low institutional and administrative capacity, and local tax collection
teams lack the tools, training, and systems to implement corrective actions related to key tax
administration functions (tax revenue collection, enforcement, and audits). Second, states depend
on federal transfers for most of their revenue (figure 4), so they have little incentive to focus on
improving tax collection.

Figure 4. State own revenues as a share of the total, 2010 (percent)
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Low subnational tax collection increases the volatility of subnational finances within
Mexico’s fiscal federalism framework.” During the recent economic slowdown and drop in oil
prices, federal public finances were partially protected from exogenous shocks by the
government’s fiscal risk management strategy (mainly the oil hedging program). However, the
amount of federal revenues shared with subnational governments fell dramatically. Mexican
states thus faced greater external risk than did the federal government, and subnational public
finances were hit hard.

Subnational governments need incentives and assistance to improve their tax
administration to increase own revenues. Subnational tax administration functions are in
general weak, with low institutional capacity and inadequate collection and enforcement
processes. Key areas needing to be strengthened are transitioning from manual to electronic tax
collection systems, moving to a single tax registry, enforcing tax collection through a more
efficient taxonomy of cases and subjects, enhancing tax audit capacity and the human resources
devoted to tax auditing, implementing information management systems with a wide range of
performance indicators and better information databases, and carrying out business process
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reengineering of state administrations, particularly for property and payroll taxes. Also crucial
are consistency in property valuation techniques, support to cadastre management and improved
inter-agency coordination for property tax administration (including property registry, public
notaries, and construction licenses). In addition to promoting better tax administration capacity,
the federal government could promote incentives for tax collection and reduce discretionary
transfers. Stronger incentives are needed for the states, for example by building on the one that
the Tax Administration Service (Servicio de Administracion Tributaria) introduced under the
Régimen de los Pequefios Contribuyentes (For more details on proposals to raise federal and
subnational tax revenue see Mexico Policy Notes 9 and 10).

Expenditure management

Mexico needs to improve public sector performance and the quality of expenditures.
Budget and financial management covering key functions in the budget cycle, from planning to
execution to evaluation, have traditionally focused on process compliance and input control.
These functions and systems need upgrading to provide public sector managers and decision-
makers with relevant, timely, high-quality information on financial inputs and outputs and on
outcomes from public projects and programs. This challenge requires actions on several fronts:
implementing modern harmonized accounting standards and performance-informed budgeting
policies, using information technologies more intensively for public sector management (e-
government), raising standards of administrative procedures and procurement, and strengthening
the capacity of federal and subnational governments to deliver high-quality public goods and
services in a timely fashion. A modern financial management system and harmonized accounting
standards would allow proper financial management, costing, execution, control, and
transparency of federal, state, and municipal public programs, increasing accountability to the
public and Congress and contributing to an open government. Information on the performance of
public programs and policies would enable the government to measure progress toward its goals,
revealing which public programs are working and which are not, and giving decision-makers
some impartial information on the performance of departments, agencies, and programs.

Although Mexico has developed a new legal framework to increase expenditure efficiency,
the country still lags behind its OECD peers on key functions of budget management.
Remaining challenges include strengthening cash management and harmonizing budget
information on public expenditures, revenues, debt, and contingent liabilities at both the federal
and state levels. The Performance Evaluation System (Sistema de Evaluacion del Desempefio, or
SED), anchored in a new legal framework affecting all three levels of government, defining new
policies on results-based management and results-based budgeting. The new legal framework
includes the 2007 Fiscal Reform, which details the SED framework; the 2008 Constitutional
Reform on Expenditure, which requires all levels of government to adopt results-based
budgeting, performance evaluation, and multiyear budgeting for investment projects; the Ley de
Fiscalizacion y Rendicion de Cuentas de la Federacion, which regulates and strengthens
oversight of government accounts (cuenta publica) and includes newly defined performance
audits as part of the oversight function; and the Ley General de Contabilidad Gubernamental
(LGCG), approved in December 2008, which dictates the rules underlying government
accounting and financial information with a view to harmonizing all levels of government and
decentralized government institutions.
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Several key actions have been taken to institutionalize this legal framework. Critical
measures include integration of the SED, including the development of methodologies,
guidelines, and procedures for its implementation (2008); implementation of budgetary programs
and their alignment with performance indicators (2008-11); integration of performance
information with budgeting to inform decisions about program and activities (2011 budget); and
design of the Evaluation and Fiscal Transparency Unit in the Ministry of Finance and Public
Credit (2011) and of a Performance Evaluation and Fiscal Transparency System (2011). Under
this legal framework, the Ministry of Public Administration (Secretaria de la Funcion Publica,
or SFP) is implementing the Special Program for Management Improvement in Federal Public
Administration (Programa Especial de Mejora de la Gestion en la Administracion Publica
Federal, or PMG; 2008-2012). Also critical have been consolidation of the Evaluation Council
(CONEVAL), development of an evaluation program for federal transfers (Ramo 33) to
subnational governments (2011), and development of key principles for implementing the
performance-informed budgeting agenda at the subnational level. Implementing these reforms at
all levels of government is expected to enhance public sector performance, improve the
expenditure quality, increase public sector accountability, and enhance fiscal discipline and
sustainability. By linking government finance and actions to results-based budgeting, the reforms
should help achieve announced public policy goals. Simplifying expenditure execution
procedures and budget execution and procurement processes will in turn contribute to more
effective programs and service delivery. Implementing performance-informed budgeting requires
a cultural change that implies a very different budget management style, particularly in a federal
system with sovereign states.

Mexico has strengthened budget discipline by improving budget management across the
budget cycle, from planning through execution to audit and evaluation. The new legal
framework has been followed by specific actions and the adoption of policy reforms in line with
best international practice: the conceptual model for the financial management information
system (Sistema Integral de Administracion Financiera Federal, or SIDAFF), approved by the
Ministry of Finance in July 2009, began implementation in 2012; the General Accounts Plan
(Plan General de Cuentas), approved by the Ministry of Finance in September 2010; the General
Government Accounting Manual (Manual General de Contabilidad Gubernamental), approved
in November 2010; the Government Accounting Manual for the Executive Branch (Manual de
Contabilidad Gubernamental para el Poder Ejecutivo); and the reforms for implementation of
the treasury single account. With these reforms, plus the fiscal and expenditure reforms, budget
management is expected to become a policy and planning tool, and SIDAFF will be able to
produce real-time reports, thereby strengthening budget control, accountability, and
transparency.

In 2009, the Ministry of Public Administration created the Management and Government
Performance Evaluation Unit to guide and lead its internal efficiency effort. The PMG is
being implemented throughout the entire federal government. In 2010, the federal government
approved nine regulations standardizing the internal public administration procedures that all
federal government agencies should use for auditing, procurement, control, financial
management, human resources, asset management, information technology, transparency, and
accountability. This reform eliminated 3,549 regulations in federal administration. The PMG will
also improve public sector management efficiency by simplifying and standardizing external
regulations and procedures for 10 key public services. The PMG, though it has had some impact
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and has been able to mobilize resources, has not been consolidated as a cross-cutting tool to
enable better public sector management across agencies. A number of fundamental cross-cutting
public sector reforms (not addressed in this note) remain to be addressed—for example, civil
service and regulation simplification. Over the coming years, the government needs to either
consolidate the PMG effort or consider an alternative implementation strategy.

The performance budgeting and evaluation system® reform led by the Ministry of Finance
has advanced a results- and performance-informed orientation in the federal budget
process. To incorporate results and performance dimensions into resource allocation, the new
system uses performance indicators for public sector programs, along with systematic evaluation
of public sector policies and programs. The Ministry of Finance has developed guidelines with
standardized logical framework instruments for federal government entities to use in formulating
their strategic plans. Performance indicators were developed for each program, and recently the
Ministry of Finance also developed a complex methodology to synthesize, prioritize, and
monitor federal government programs using results and performance information. Budget
classifications used in budget allocation have been adjusted and expanded to facilitate effective
monitoring and accountability of government programs, allowing for effective results-informed
budget deliberations (even though implementing the programmatic classification is still a
pending issue). Consolidating performance-based budgeting at the federal and state level
depends on consolidating the SIDAFF and equivalent state financial management systems,
completing the harmonization agenda, improving the quality of the performance information,
institutionalizing the evaluation function, and working with sector ministries to consolidate the
performance culture, implement the new tools and processes, and expand capacities to use them.

The Ministry of Finance recently established a specialized function for comprehensive
evaluation of selected federal government policies and programs. Based on an annual
evaluation plan, the Ministry of Finance commissions evaluations that analyze government
programs: conceptualization, technical approach and design, efficiency and effectiveness in
implementation, achievement of intended objectives, and impact. The evaluations highlight
positive aspects of each program and point out deficiencies and areas for further improvement.
Several evaluations have been completed, and the results are starting to inform resource
allocation through the budget process. The evaluations have also served as the basis for creating
an evaluation capacity and culture within the federal government. The challenge now will be to
clarify the process of generating and using evaluations. Currently, the law provides competencies
for generating evaluations to three institutions—CONEVAL, the Ministry of Public
Administration, and the Ministry of Finance—creating potential competency conflicts and
uncertainty on who will do what (aside from the general rule that CONEVAL focuses on social
programs). Program discussion during budget preparation and program redesign remains
informal, and mechanisms need to be developed to provide incentives for good program
performance. Finally, it is essential to institutionalize the evaluation function to move forward
and consolidate the reform.

Mexico has also achieved substantial progress in fiscal transparency. After a broad
consultation and participatory process involving specialized nongovernmental organizations and
experts, and in collaboration with the regulatory entity for access to information (Instituto
Federal de Acceso a la Informacion y Proteccion de Datos), the Ministry of Finance launched a
fiscal transparency portal to detailed information on the allocation and use of federal government
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resources. The portal includes a citizen-friendly application—city budget (presupuesto
ciudadano)—that facilitates access to budget information and describes the budget process in a
very accessible way. The initiative has been successful, but if it is to contribute fully to
improving citizens’ trust in government, it needs to be consolidated, scaled up, and explicitly
linked to the action plan on open government. At the state level, progress has been uneven;
accounting harmonization will be a prerequisite to further progress.

As part of an ambitious strategy to modernize public sector financial management, the
government has started to harmonize the public accounts and accounting practices of the
federal and subnational governments. Because results-informed management requires
mechanisms for accounting, reporting, and consolidating information, accounting systems are
being modernized and harmonized. At the federal level, the Ministry of Finance has developed a
new conceptual model to integrate core public financial management functions (budget, treasury
management, and accounting) and related administrative procedures (human resources,
procurement, use and maintenance of assets and materials, and provision of services) as the basis
of SIDAFF. Besides providing a common framework and instruments for integrating core public
financial management functions within the Ministry of Finance, SIDAFF helps simplify and
harmonize activities across the federal government, emphasizing back-office functions.

Completing the accounting harmonization program will remain a challenge for the next
administration. This task, not simply technical, will require strong political leadership to ensure
that the accounting and reporting changes are implemented as the basis for effective resource
management in the public sector. At the subnational level, the Ministry of Finance has developed
guidelines for the accounting harmonization; supporting the country’s 1,200 smaller and less
developed municipalities must remain a priority. In partnership with the government’s
technology department and complemented by an ambitious capacity-building program, the
Ministry of Finance needs to do more work on developing the new web-based solution for
modernizing, harmonizing, and consolidating municipal financial information using a common
platform. Finally, the Ministry of Finance needs to prepare guidelines for decentralized entities
and state-owned companies at the federal level and develop the consolidation model and
associated instruments for automated integration and consolidation of public accounts at all
government levels and for the production of consolidated accounting reports for the entire public
sector, following international best practices.

Improving the efficiency of government delivery of goods and services requires continuing
the procurement system reform that begun in 2009. Mexico’s public procurement system has
a large impact on the country’s economy: public procurement accounts for 40 percent of the
federal budget and about 10 percent of GDP, and the estimated savings from effective
procurement are substantial.” Until recently, the procurement system was overregulated, focused
heavily on the administrative function, and based primarily on legal regulations. The electronic
procurement system was outdated by 2009, incapable of improving transparency, generating
competition, or streamlining processes. In addition, procurement staff lacked both knowledge
and professionalism. Recent efforts have resulted in savings for the government and have
improved delivery of works, goods and services, but further improvements are needed. The key
challenges are to consolidate the current system and to target more areas. Especially important is
continued emphasis on performance outcomes. Because the risk of waste and corruption in
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procurement systems is known to be high, procurement reform and monitoring can yield
substantial gains for the economy and society.

Mexico aims to align its public procurement system more closely with expenditure policy to
generate value for money, ensure transparency and efficiency, and improve the quality of
the works, goods and services procured. Over 2009-11, operational changes and amendments
to the legal and regulatory framework have addressed several weaknesses. Among the most
important reforms are introducing framework agreements and reverse auction mechanisms,
establishing a more comprehensive role for the electronic procurement management system,
Compranet (including the possibility of electronic bidding), addressing some of the bid-opening
procedures, and establishing a non-judicial conciliation process. By reducing red tape and
improving the management of public sector operations, these reforms are expected to improve
public service delivery.

PoOLICY OPTIONS

On the revenue side, subnational governments need incentives and assistance to improve
their tax administration to increase own revenues. There is a blueprint to guide further
reforms of tax administration at the federal level, but more work is needed at the subnational
level, where tax administration functions are in general weak. Problems include low institutional
capacity and poor collection and enforcement processes. Several key areas would benefit from
federal support to state governments (see below).

On the expenditure side, Mexico needs to strengthen its public sector budget management
functions, focusing on performance in formulating, executing, and evaluating public
spending programs. Mexico has made good progress on three main fronts of its public sector
modernization agenda: harmonizing accounting at the federal and subnational levels, introducing
performance-informed budgeting, implementing SIDAFF and the treasury single account, and
building on the success of procurement reform in centralized government and sector delivery
units to strengthen core public sector management functions. However, further actions are
needed to strengthen those core functions, particularly at the subnational level. As experience
from other countries shows, setting up a performance-informed system requires a cultural
change, with a new management style based on performance incentives, management delegation,
and a focus on inputs, outputs, and outcomes.

On procurement, the legal, institutional, and operational frameworks must remain
dynamic and responsive to the challenges in the market as new technologies and ways of
doing business arise in Mexico and elsewhere. The transformation of the procurement system
has strategically targeted key legal, institutional, and operational aspects. Legal reforms involved
amending procurement law (2009) and secondary legislation (2010-11) and eliminating many
internal regulations. Institutional and operational changes strengthened the roles and capabilities
of the Ministry of Public Administration with the development of a Procurement Intelligence
Unit,® improved stakeholder engagement, a procurement certification process for procurement
professionals, and process standardization and system improvements in the e-procurement
platform, Compranet. Future short- and medium-term policy reforms should focus on achieving
greater efficiency and best-value-for-money outcomes, and increasing competition and
transparency by shifting procurement toward performance outcomes.
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Progress on performance-based budgeting requires progress on accounting harmonization.
A strong financial management system, as envisioned by SIDAFF and the accounting
harmonization agenda, is fundamental to performance-based budgeting. Pursuing the agenda of
the Accounting Harmonization Council (CONAC) and consolidating performance-based
budgeting will be critical. However, CONAC’s ambitious agenda needs to be revised to ensure
smooth implementation, and an enforcement mechanism needs to be established since there is no
incentive mechanism to truly engage the states. In addition, evaluation functions—including
those of CONEVAL, the Ministry of Finance, and the Ministry of Public Administration®—need
to be clarified and consolidated. Finally, Mexico should continue working on its open
budget/government transparency agenda, a proven tool for citizen influence on service delivery
standards in other countries.

The federal government needs to complete the implementation of SIDAFF’s systems and
apply the accounting manual principles throughout the government, including in state-
owned enterprises. Going forward, the key issue is to preserve the role, effective application,
and maintenance of SIDAFF. That makes it critical to reach the so called “point of no return”—
the implementation strategy milestone that secures all those requirements through the end of the
current administration and the six years of the next. It is thus important to have in place a
program to advance ownership and effective application, with proper indicators. The program
should include strengthening the staff capacity of the Government Accounting Unit (Unidad de
Contabilidad Gubernamental e Informes para la Gestion Publica, UCGIGP).

In addition to having an implementation strategy and building political and technical
consensus, political leadership, training, and dissemination strategies are key to the
successful implementation and sustainability of SIDAFF. Establishing a strong fiscal
accounting culture will protect all the products developed under SIDAFF (accounting manual,
guides, functional specifications, and system integration) and implemented after years of
painstaking preparation. Continuing training and communication activities will complement the
sound accounting rules. The training has to be done within UCGIGP and the rest of the Ministry
of Finance, including the Oficialias Mayores and the rest of the federal administration.

At the subnational level, it will be important to provide support and incentives for
implementing state-level financial management systems consistent with the accounting
harmonization. For states and municipalities, establishing a common budget classification
system in parallel with accounting harmonization would enhance fiscal transparency and support
standardization across levels of government. Fiscal transparency at the subnational level would
promote accountability and fiscal consolidation. In addition, a more transparent accounting
framework would improve expenditure monitoring and encourage efficiency. The Ministry of
Finance and CONAC’ will be important if SIDAFF implementation at subnational level is to
continue according to the LGCG. Incentive mechanisms for subnational governments that adopt
an integrated system, and support to those that are willing to move forward with the requirements
of the LGCG, will be important through 2013.
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MATRIX OF SHORT- AND MEDIUM-TERM POLICY REFORM OPTIONS*

POLICY AREA

SHORT-TERM OPTIONS (1 YEAR)

MEDIUM-TERM OPTIONS (2-3 YEARS)

Improve tax collection
and administration

Transition from manual to electronic tax
revenue collection systems. (AR)
Improve management of collection
enforcement through a more efficient
taxonomy of cases and subjects (AR).
Enhance tax audit capacity and increase
related human resources (AR)

Carry out business process reengineering
of state administrations (AR).

e Implement a more ambitious tax
revenue reform (LR, see Policy Note
8).

e Move toward a single tax registry
(AR).

e Implement information management
systems with a wide range of
performance indicators and better
databases (AR).

e Improve consistency in property
valuation techniques, cadastre
management, and interagency
coordination (AR).

e Promote incentives for tax collection
and reduce discretionary transfers
(AR).

Improve quality of
public expenditure:
public financial
management,
accounting
harmonization, and
performance-
informed budgeting

Implement CONAC’s agenda with a
realistic framework that facilitates and
enforces implementation at the state level
(AR)

Consolidate evaluation functions and
clarify evaluation competencies among
CONEVAL, the Ministry of Finance and
Public Credit, and the Ministry of Public
Administration (AR).

Institutionalize the specialized unit into a
formal evaluation unit within the
Ministry of Finance (AR)

Clarify the process and roles for using
evaluations in program redesign (AR).
Continue to implement the treasury
single account (AR).

Develop training and dissemination
strategies for SIDAFF (AR).

Provide support and incentives for
subnational implementation of SIDAFF
(AR).

Advance the open budget/government
transparency agenda (AR).

e Implement and consolidate
performance-informed budgeting
reforms across sectors and coordinate
with the accounting harmonization
agenda and SIDAFF (LR).

e  Strengthen public sector budget
management functions to gradually
move to a performance orientation
(LR).

Improve quality of
public expenditure:
procurement

Conduct risk and benefit assessments of
the market and suppliers (AR).

Support the Procurement Intelligence
Unit and Compranet (AR)

Review the legal framework for civil
works, goods, and services (including
framework agreements, reverse auctions,
and standardization process). (LR)

e  Professionalize the procurement
workforce. (AR)

e Introduce management tools and
functions (such as monitoring and
evaluation, data collection,
performance indicators, and outcome
evaluations). (AR)

*LR=Legal Reform; AR=Administrative Reform. Preliminary Classification
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NOTES

! OECD data combine property tax collection with proceeds from state-owned enterprises, which tend to
overestimate Mexico’s collection rate.

2 See World Bank policy note “Subnational Public Finances in Mexico: Main Challenges and Possible Solutions.”

® The Presupuesto Basado en Resultados y Sistema de Evaluacién del Desempefio (PBR-SED).

* Unidad de Politica de Contrataciones Piblicas, Politica General de Contrataciones Publicas, 2012.

® Unidad de Politicas de Contrataciones Publicas, Subsecretaria de Responsabilidades Administrativas y
Contrataciones Publicas, Ministry of Public Administration.

® The law designates CONEVAL, the Ministry of Public Administration, and the Ministry of Finance as the public
entities to coordinate evaluations. CONEVAL covers evaluations for social programs, and the Ministry of Public
Administration and the Ministry of Finance cover the other evaluations for public programs. Having these
competencies dispersed across three major players is a valid yet sometimes confusing framework.

" The LGCG created CONAC, which has issued most of the harmonized accounting instruments for the government
accounting system required to implement the law.
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