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I 1. Brief overview

Policy makers face a multitude of obstacles and challenges
in financing sustainable development. The financing needs,
landscape and risk assessments identify financing policy
challenges, opportunities and risks. They flag areas where
underlying market, policy or capacity constraints may
be inhibiting effective mobilization and use of financing.
The binding constraints diagnostic deepens the analysis
of impediments and their root causes, drawing on the
experience and knowledge of local institutions and actors
and relevant tools, and in so doing helps shape the focus
of the financing strategy and prioritization in particular.

The aim is to answer the following questions:

. What are the economic, policy, institutional and
capacity constraints to financing national sustainable
development priorities that would have the largest
effects if removed (i.e. the ‘binding’ constraints)?

+  What tools are available to identify them?

+  Which constraints should policy makers address as a
priority, e.g. in the context of their financing strategy?

+  How feasible (and desirable) is it to address or remove
identified constraints?

Comments and feedback: developmentfinance@un.org

Binding constraints can relate to economic or market-
related factors, policy or regulatory gaps, or institutional
and capacity constraints. Typically, countries face a
multitude of such constraints. Addressing all of them at
once is neither possible nor practical. Priorities will have
to be set. While such prioritization is ultimately a political
process, binding constraints analysis can help support
more informed decisions.

The approach to binding constraints analysis outlined
below suggests a structured dialogue with local experts
and practitioners, along with the use of relevant analytical
tools. It guides identification of financing policy priorities
that are sensitive to local contexts and preconditions,
consider trade-offs and underlying problem drivers, and
would have the greatest impact on the ability to finance
sustainable development outcomes. It thus supports more
efficient and effective prioritization and sequencing of
policy action and reforms across the action areas of the
Addis Ababa Action Agenda.
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2. The value of binding constraints

diagnostics

Binding constraints diagnostics can help policy makers to:

+ ldentify critical bottlenecks currently impeding the
country’s ability to adequately finance sustainable
development;

+  Weigh up the relative importance of identified
bottlenecks and consider the feasibility of addressing
or removing them, including in relation to important
trade-offs;

+  Build a systematic and transparent approach to inform
prioritization and sequencing of financing policy
actions and reforms.

Binding constraints diagnostics does not require complete
knowledge of all details of the existing landscape. The
important point is to identify distortions whose direct
effects can be large within a specific national context.
While policymakers try to identify and address constraints
in their day-to-day work, a more systematic and targeted
approach may be able to unearth constraints that would
otherwise go undetected. It also makes the process
of prioritization, which is inherently and necessarily
political, more grounded in analysis and more transparent.
Box 1 highlights key characteristics of such incremental
approaches to reform, including the iterative nature of the
exercise and the importance of relying on local practical
knowledge to inform the highly contextual analysis.
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BINDING CONSTRAINTS ANALYSIS AS AN INCREMENTAL
APPROACH TO REFORMS
What constitutes the right approach to address structural constraints and implement reforms has been subject to
debate among practitioners and academics. The pendulum has swung strongly towards context-specific, problem-driven
experimentation and iterative approaches in recent years (see for example the Problem-Driven lterative Adaptation, or

PDIA, approach), but this was not always the case. The table below summarizes the ‘battle of metaphors’ between
comprehensive big push approaches and those in favour of an incremental approach, such as the one being proposed

in this module.
INCREMENTALISM

Policies that create a shock that

completely razes the old structures to Continuous changes trying to preserve
CONTINUITY VS. BREAK build a new system (e.g. restructuring social capital building on existing

institutions and/or introducing a market institutions

economy and price signals at once)

Implementin a “first-best” socially Piecemeal changes continuous
ROLE OF INITIAL P 2 . USRI nges  (continuol
engineered solution that is not built on or improvements) taking into account initial
CONDITIONS - , L . o
distorted’ by the initial conditions conditions

Emphasises local practical knowledge
Emphasises  explicit or  technical that yields local predictability but does not
knowledge based on a blueprint apply to large or global changes, but can

incorporate technical knowledge

ROLE OF KNOWLEDGE

Based on the belief that policymakers
KNOWLEDGE ATTITUDE have expertise and know the answers to
challenges

Based on belief that policymakers know
that they do not have the answers

Jump across the chasm in one leap Build a bridge across the chasm

METAPHORS THAT el e i i & €l ek oSG i Repallrlng the shlp at s.ea.. Thgre .|s no ‘dry

HAVE BEEN USED water so the shio can be rebuilt without dock’ for changing social institutions from

TO ILLUSTRATE THE bein 'disturbed bp the conditions at sea outside of society. Change always starts
DIFFERENCES 9 y with the existing institutions.

Preparing and wrapping the major roots
one at a time (nemawashi) to prevent
shock to the whole system and improve
chances of successful transplantation

All-at-once transplantation of a tree to
seize the benefits of the new soil and get
over the shock as quickly as possible

Source: Stiglitz J. 1999. Whither reform? Ten years of the transition. Pleskovic, B; Stiglitz J. Annual World Bank Conference on
Development Economics 27 56 Washington, DC World Bank.


https://bsc.cid.harvard.edu/files/bsc/files/pdiatoolkit_ver_1_oct_2018.pdf
https://bsc.cid.harvard.edu/files/bsc/files/pdiatoolkit_ver_1_oct_2018.pdf
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I 3. Scope and limitations

There are multiple bottlenecks that can limit the ability
of countries to finance sustainable development - both
in relation to the ability to mobilise adequate volumes
of finance (public and private) and to ensure effective
alignment between financing flows and identified
sustainable development priorities. In the context of
INFFs, the focus is on impediments that governments can
directly or indirectly influence through the formulation and
implementation of the financing strategy and related policy
reforms (see building block 2). Relevant bottlenecks can be
economic or market-related; policy-related; or institutional
or capacity related. Table 1 provides examples based
on country-level analyses and spanning across different
financing policy areas.

The binding constraints approach outlined in Section 4
brings together evidence from dialogue with experts and
practitioners, as well as different tools to unearth those
constraints that are most relevant in the given country
context. Such tools can be quantitative and qualitative,
relying on a range of different methodologies including:
econometric analysis; historical trends analysis; surveys;
and scoring systems, such as those typically used to gauge
state capacity.

TABLE 1. EXAMPLES OF BINDING CONSTRAINTS

EXAMPLES OF BINDING
CONSTRAINTS

COUNTRY (LOCATION)

SOURCE/ DIAGNOSTIC
REPORT

Inefficient taxation structure (that

PUBLIC FINANCE .
allows tax avoidance)

PRIVATE FINANCE

AND INVESTMENT . L .
Inefficient financial intermediation

(bureaucratic loan application
process;highcollateralrequirement

due to lack of credit history)
MACROECONOMIC/

SYSTEMIC ISSUES

Pan, C.I., 2019. Tax
Avoidance in Buenos Aires:
The Case of Ingresos
Brutos

Buenos Aires

Enders, Klaus-Stefan, Egypt
- Searching for Binding

Egypt Constraints on Growth
(March 2007). IMF Working
Paper No. 07/57.

Hausmann, R., 20176.
Constraints to Sustained
and Inclusive Growth in Sri
Lanka

Sri Lanka



Despite its wide scope and practical advantages, binding
constraints analysis faces some shortcomings:

+ Limited mechanical application: the flexibility of
the approach, which builds on different assessment
tools, could pose a challenge to implementation. The
approach requires capacity to use and combine tools,
as blind standardization could lead the assessment
astray.

+  Data availability: some binding constraints are difficult
to empirically estimate. Shadow prices — monetary
values assigned to unknowable costs in the absence of
a functioning market - constitute the perfect example
of such a shortcoming. Lack of data and lack of
capacity could impede quantitative assessments of
binding constraints.

* Long-term identification: The binding constraint
approach is most applicable for existing obstacles. It
is difficult to confidently identify what constraints will
become binding in the long term

Where data, capacity or resource constraints prohibit a
more structured diagnostic, a more ad hoc use of guiding
questions and tools presented below can still provide
valuable insights and help bring more analytical rigor to the
inherently political process of financing policy prioritization
and strategy development.

4. ‘How to’ — Binding constraints
assessment in practice

The overall aim of the binding constraints diagnostic is to
identify those critical impediments that if removed would
have the largest impact on the country’s ability to effectively
mobilise and align the scale and types of finance required
to meet its sustainable development objectives. Figure 1
summarises the suggested approach.

It starts with the identification of financing areas/ flows
or sectors where potential binding constraints could
exist, drawing on insight from previous building block 1
assessments (financing needs, landscape and risk
assessments); the scoping and mapping of existing
policies and institutions undertaken in the inception
phase;' and primary sources of information including local

experts and practitioners. This is followed by an analysis
to identify those constraints that are most binding in each
identified problem area, making use of a range of available
tools and methodologies as well as in-depth dialogue
with relevant experts and stakeholders. Third, the costs
of removing identified constraints are assessed - not all
constraints can be removed or addressed at the same
time, and unintended consequences of removing identified
constraints (particularly on sustainable development
outcomes) must be understood. This third step involves
assessing resources, time and political will required, and
relevant externalities and the potential risks to sustainable
development outcomes of removing identified constraints.

1 See inception phase guidance. If a mapping of existing financing policies was not undertaken as part of the inception phase, it should be
considered here in order to ensure that policy-related issues (such as gaps in existing frameworks and/or possible misalignments between
existing policies) can inform the identification of the right binding constraints.



https://inff.org/inff-building-blocks/inception-phase
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m STEP-BY-STEP GUIDANCE

IDENTIFYING PROBLEM AREAS (FINANCING FLOWS AND/OR SECTORS)

«  What problem areas do other building block 1 assessments reveal? E.g. Are there trends in particular types of finance that
signal potential underlying constraints? Are there any high-risk areas that may be impeding the required scale of investment
from flowing in?

«  Can local stakeholders/ experts/ practitioners identify any additional problem areas based on their contextual knowledge
and experience?

+  What do other already existing assessments and reports show in terms of potential problem areas?

IDENTIFYING BINDING CONSTRAINTS

«  Why are certain sectors underfunded? Why do sources of financing fall short of expectations, targets or needs? What are
the underlying causes?

«  What are most binding constraints that if lifted would have the largest positive impact on the country’s ability to finance
sustainable development priorities?

+  How can they be identified? Which stakeholders should be consulted? What tools can be used?

STEP 3

«  Should the identified constraints be removed?

«  What would be the impact of addressing or removing identified binding constraints on the three dimensions of sustainable
development?

«  What are the costs and externalities of addressing or removing identified binding constraints?

«  How feasible is it to address or remove identified binding constraints?

«  Which binding constraints should be considered as part of the financing strategy?

ASSESSING THE DESIRABILITY AND FEASIBILITY OF
REMOVING IDENTIFIED BINDING CONSTRAINTS

4.1. Step 1: Problem identification This insight can be combined with findings from
other relevant assessments? that may flag areas of

The financing needs, landscape and risk assessments (see
building block 1.1, 1.2 and 1.3) will provide initial insight on
potential problem areas and orient the binding constraints
diagnostic. For example, financing gaps at the sector level
may reveal significant underinvestment or underspending;
public finance analysis may show that tax revenue levels are
below national expectations and targets; risk assessments
will flag major risks that may be hindering financing.

underperformance and opportunity, and, crucially, with
knowledge and information from the implementation
level (e.g. local experts). Soliciting such knowledge at
this stage will ensure that the diagnostic is grounded in
practical experience; continuing to facilitate dialogue with
relevant stakeholders (both within and beyond government)
throughout the process will also serve as a reality check for
the entire process (see more in Step 2 below).

2 Countries can consult a variety of publicly available reports and analyses, such as those related to the tools listed in Section 4.4. Examples
include the World Bank's Systematic Country Diagnostics reports, the IFC’'s Country Diagnostics, and publications by the Harvard University
Center for International Development Growth Lab and the US Millennium Challenge Corporation. Regional development banks (e.g. the
African Development Bank and the Asian Development Bank) and international organizations (e.g. the IMF) also publish binding constraints

analysis reports, though on a less frequent basis.
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The problem identification can also draw on a mapping of
existing financing policies and institutions, including their
aims and possible trade-offs and synergies between them.
This mapping, which may have already been undertaken in
the inception phase, serves to reveal gaps and weaknesses
in the existing policy and institutional landscape.

The following questions can guide the collection of
relevant information from this wide range of sources and
help identify the financing policy areas/ flows or sectors
where constraints analysis would be most useful:

*  What are thematic areas/ sectors in which the country
has significantly underinvested relative to need,
domestic targets and expectations by stakeholders,
and/or peers?

+ In which areas of financing is there the greatest
need to alter current trends, or greatest opportunity
to mobilise new resources and/or sustainable
development impact? Are there particular financing
flows that perform poorly compared to the country’s
own aspirations or peers (both in relation to volumes
being mobilised and in terms of alignment with
national development priorities)?

+ Does the country face major risks that may be
hindering access to and availability of required
financing? Are there gaps in its capacity to manage
(or where possible reduce) them?

4.2. Step 2: Binding constraints
identification

Once problem areas have been identified, the second
step is to ask a series of why questions (e.g. why is
government spending in the education sector below
needs? Why are tax revenue levels low compared to
set targets? Why is foreign investment poorly aligned
with national sustainable development priorities? Why
do women-owned MSMEs have lower-than-average
access to finance?) and determine the major underlying
causes, or in other words, the most binding constraints.

A structured series of dialogues and inquiry, following

Comments and feedback: developmentfinance@un.org

steps a) through e) laid out below, assesses each of the
problem areas identified in Step 1 by asking questions,
and gathering relevant evidence and perspectives from
stakeholders to facilitate the identification of related
binding constraints (Sections 4.2.1 and 4.2.2 provide
examples of its application in both public and private
finance problem areas). The problem areas identified
in Step 1 will determine the experts and practitioners
that should be consulted, as well as the most suitable
tools and sources of data and evidence. For example, if
problem areas are identified in particular sectors (e.g.
health/ education/ agriculture/ housing/ etc.), relevant
sector-specific expertise and knowledge will have to be
sought. Section 4.4 lists tools and assessments available
from the international community that countries can draw
upon to complement local knowledge and expertise; they
range from public financial management and investment
assessment tools to private sector diagnostics, productive
capacity and financial sector assessments.

a) Turn the problem area into a ‘why’ question to guide
the exercise. For example, why is tax revenue below target
levels? Why is domestic private investment lower than in
peer economies? The set of plausible answers become the
branches of a ‘decision-tree’ to further explore.

b) Explore and map possible answers to the ‘why’ question.
By drawing on local knowledge and evidence from existing
assessments (such as those listed in Section 4.4), possible
reasons that may explain the problem area can be mapped,
all the way down to the fundamental underlying causes,
or in other words, the possible binding constraints. All
possible types of binding constraints should be considered,
including market-related, institutional, policy and/or
capacity-related constraints. It is critical at this stage to
involve the right stakeholders (relevant government and
non-state actors who can provide concrete insight from
the implementation level) so that no potential binding
constraint is left out of the short-list, including ones that
may be particularly relevant to specific segments of the
population.*

c¢) Formulate a binding constraint hypothesis. One of the
short-listed binding constraints is posited as a primary
underlying cause of the problem.

3 Seeinception phase guidance (Section 3.1, ‘Scoping of building block 2: financing strategy’) for more detailed guidance on how to carry out
such policy mapping, which includes an initial assessment of aims, trade-offs and synergies.

4 Arecent review of public financial management diagnostics highlighted the importance of bringing together stakeholders, including actors
from across government, to ensure issues are correctly identified both in terms of problem areas (as discussed in Step 1) and in terms of
the level at which specific issues lie (or in our case, the possible binding constraints). See ODI (2020) Review of public financial management
diagnostics for the health sector, Working Paper 574.


https://inff.org/inff-building-blocks/inception-phase
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d) Test the hypothesis. The identification of binding
constraints is often a matter of judgement and not precise
science, and thus relies on insights from local experts
and specialists. Nonetheless, constraints that are truly
binding should exhibit certain properties® that can guide
hypothesis testing. Quantitative analysis, where
appropriate, and consultations with practitioners and
institutional stakeholders can shed light on whether
certain constraints are indeed binding in the specific
national context:
i.  Would increased supply of a constrained input have
a large impact on the ‘objective function’, e.g. the
price or cost of the objective? The constraint has
a high price/ “shadow price”.¢ While “shadow
prices” are not always observable, they can be
signalled by market prices. For example, high real
interest rates can signal that access to finance
is scarce and potentially a binding constraint.

ii.  Would removal of the constraint provoke a major
positive impact in the problem area? Changes
in the constraint would produce shifts in costs,
incentives and behaviour. For example, service
delivery providers in the public sector (e.g. in
health or education) may be able to pinpoint
those aspects of public financial management
that most adversely affect them. If access to
finance is the most binding constraint to domestic
private investment, increased availability of
credit would significantly increase investment.

iii. Do agents affected by the problem attempt to bypass
or overcome the constraint? There is inefficient or
costly economic behaviour in the problem areas.
Agents often find alternatives to circumvent
constraints, such as barter during hyperinflation
or borrowing at high interest rates in the informal
sector due to banks’ high collateral requirements.

iv. Do individuals, firms and institutions less reliant on
the constraint perform better than others? Those
not as impacted by the constraint are more likely
to survive and thrive, and vice-versa. For example,
in the case of access to finance being posited as a
binding constraint to domestic private investment,
firmsin sectors that are more likely to be able to self-
finance investments will be performing better than
those that depend on debt and external financing.

Comments and feedback: developmentfinance@un.org

e) Repeat c) and d) until the right binding constraint is
identified. If the binding constraint posited in step c) is
found not to meet properties listed in step d), an alternative
hypothesis is formulated and tested until the right binding
constraint related to the specific problem area is identified.

The approach is inspired by the ‘growth diagnostic’
methodology, which at its core seeks to identify a small set
of key obstacles to economic growth relevant to the specific
national context (instead of following international ‘best
practice’ or ‘cookie-cutter’ approaches), and to strategically
focus efforts and limited capacities and resources (or
‘political capital’) for policy change and reform. INFFs
are broader in ambition. All dimensions of sustainable
development come into play, and constraints beyond
those that may be unearthed using a growth diagnostic
are also relevant (e.g. public financial management and
state capacity issues). As such, the approach outlined
here borrows the problem-driven, decision-tree method of
growth diagnostics but applies it to the broader objective
of INFFs.”

4.2.1. Applying the approach to public finance

An illustration of how the approach may be applied to a
public finance related problem area is provided in Figure
2. In 2016, the government of Costa Rica, with technical
support from the UN Economic Commission for Latin
America and the Caribbean (ECLAC), assessed the
structural economic, social and institutional gaps of Costa
Rica. The report drew attention to institutional and capacity
gaps in the tax system that explained its ‘fiscal gap’, or, in
other words, the structural challenges in its fiscal system
to manage resource mobilization and public spending
to support sustainable and inclusive development. A
decision tree was developed to assess binding constraints,
mapping three potential drivers of the fiscal gap: low fiscal
revenue, inadequate expenditure for social and economic
development, and a regressive fiscal system. The analysis
concluded that low tax revenue was the main reason
behind Costa Rica's fiscal gap, and that the most binding
constraint underlying such low levels of tax revenue were
low income and sales tax revenues, as a result in part of
high levels of tax avoidance and evasion (see Figure 2).

5 These properties are based on those used to define a binding constraint in the context of growth diagnostics. See Table 9 in Hausmann, R.,
Klinger, B. & Wagner, R., 2008. Doing Growth Diagnostics in Practice: A ‘Mindbook'.

6 A “shadow price” is an estimate for prices not observable in markets. A high shadow price can indicate a binding constraint (e.g. a high real
interest rate, as the shadow price of access to finance, indicates that finance is scarce and potentially a binding constraint). Shadow prices
are usually not directly observable, but they can be signalled by actual market prices (or implied market prices).

7 Notably, while the growth diagnostics decision-tree is derived from a theoretical growth model, the approach outlined here is anchored in
practical implementation experience and insight from relevant stakeholders to develop relevant decision-trees to guide analysis.


https://growthlab.cid.harvard.edu/publications/growth-diagnostics-0
https://growthlab.cid.harvard.edu/publications/growth-diagnostics-0
https://growthlab.cid.harvard.edu/publications/doing-growth-diagnostics-practice-mindbook
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DECISION TREE FOR FISCAL GAP ANALYSIS OF COSTA RICA

FISCAL GAP
INADEQUATE EXPENDITURE
LOWIRIECALREVENUE FOR ECONOMIC AND SOCIAL A e
DEVELOPMENT
| |
[ | [ | I |
LOW TAX LOW NON-TAX 'Ngif‘;'gfi‘” HIGH CURRENT BIAS TOWARD 'Nfg mgg&mﬁgﬁ;k
REVENUE REVENUE Sl EXPENDITURE INDIRECT TAXES SIS TRIBLTION
I I
SLOW AND HISTORICALLY
ML re e TAX RATE LOW TAX BASE | INEFFICIENT ! HIGH SPENDING H cahSEoR e
EXECUTION OBLIGATIONS
[
|| EASE OF TAX EVASION/ EXEBTIONS | LACK OF L | INFLUENCE BY TAX SYSTEM MISALLOCATED
COLLECTION AVOIDANCE RESOURCES INTEREST GROUPS — FAILURES “—  TRANSFERS
|| INFLUENCE BY || REGULATORY | INFLUENCE BY L | riciDITY OF || INFLUENCE BY
INTEREST GROUPS GAPS INTEREST GROUPS EXPENDITURE INTEREST GROUPS
TAX SYSTEM
| LACK OF OVERSIGHT o A
GOVERNANCE
DEFICIT

Source: UN ECLAC (2016) El enfoque de brechas estructurales: andlisis del caso de Costa Rica



https://www.cepal.org/es/publicaciones/40805-enfoque-brechas-estructurales-analisis-caso-costa-rica

Any diagnosis of binding constraints in public finance can
draw on (i) insight and expertise from practitioners and
institutional stakeholders, and (ii) tools listed in Tables
2 and 3 as public finance or cross-cutting tools, to both
develop relevant decision trees and identify the most
binding constraints.

Practitioners and stakeholders. Both providers and users
of public financial services may have importantinsights and
information. For example, with regard to domestic public
resources and public financial management, this would
include not just budget officials in the Finance Ministry
and key line ministries, but also those involved in public
service delivery, who may better understand key service
delivery problems impeding achievement of sustainable
development priorities, and underlying bottlenecks in
public financial management that cause them.

Tools and analysis by the international community.
International organizations carry out targeted analysis and
assessments that can inform analysis. For example, IMF
Fiscal Affairs Department Technical Assistance reports
provide evidence on key impediments of fiscal policy
and processes at the country level. Reports on public
sector balance sheets, medium-term budget frameworks
and fiscal risk management can shed light on important
institutional gaps that may in turn inform more detailed
and in-depth analysis of potential binding constraints.
Fiscal transparency diagnostics (see Fiscal Transparency
Evaluations in Table 3) can be used to pinpoint key
weaknesses in relation to fiscal reporting, forecasting and
budgeting, risk analysis and management, and resource
revenue management, which in turn can flag possible
related institutional or capacity binding constraints.
Public Expenditure Tracking Surveys (PETS) can inform
sector-specific assessments of how public resources flow
through different levels of administration and to identify
specific challenges such as leakages or issues related
to the deployment of human resources at the service
provision level.

Scores from Public Expenditure and Financial
Accountability (PEFA) assessments can inform the

identification of both specific problem areas and underlying
binding constraints in three key aspects of public
financial management (PFM): aggregate fiscal discipline;
strategic allocation of resources; and efficient service
delivery. They are based on 31 performance indicators
further disaggregated into 94 ‘dimensions’, which span
7 broad areas (or ‘pillars’) — namely: i) budget reliability;
ii) transparency of public finances; iii) management of
assets and liabilities; iv) policy based fiscal strategy and
budgeting; v) predictability and control in budget execution;
vi) accounting and reporting; and vii) external scrutiny and
audit. The construction of the PEFA scoring mechanism
offers multiple levels of disaggregation which can help
narrow down the identification of PFM capacity binding
constraints. Low-scoring pillars could be further scrutinized
to identify issues at the indicator or dimension levels which
could constitute binding constraints. The PEFA tool can
also be used to assess governments’ capacity, and related
underlying constraints, to responding to crises, such as the
COVID-19 pandemic (as illustrated in Box 2).

Other tools based on the PEFA methodology focus on
specific aspects of PFM, such as the Tax Administration
Diagnostic Assessment Tool (TADAT) and the Debt
Management Performance Assessment (DeMPA) (see Box
3).

1


https://www.opml.co.uk/files/Publications/opm-working-paper-financial-bottleneck-analysis-final-030620-002-.pdf?noredirect=1
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the table below:

1. Funding COVID responses should be quick and clear

2. Controls should be re-oriented, not diluted

3. Efficient cash management is crucial

4. Efficient and accountable procurement is needed

5. Payment management should be optimised

6. Internal audit could compensate for some ex-ante
controls

7. Financial reporting for timely assistance

8. The Supreme Audit institution needs to stand ready

Existing PEFA assessments can be used to evaluate the response capacity of public financial management systems to COVID-19.
The World Bank has identified 8 key areas where governments could use PEFA reports to assess the resilience and strength of
their public sector finances. Data across 24 PEFA dimensions (related to 14 indicators) can be particularly useful to assess the
readiness of a country’s public financial management systems to shocks, such as the COVID-19 pandemic. These are listed in

DIMENSION NUMBER AND NAME

2.1 Expenditure outturn by program, administrative or
functional classification

2.3 Expenditure from contingency reserves

18.4 Rules for budget adjustment by the executives
21.4 Significance of budget adjustment

25.1 Segregation of duties

21.1 Consolidation of cash balances

24.1 Procurement monitoring

24.2 Procurement methods

24.3 Public access to procurement information

8.3 Resources received by service delivery units

25.3 Compliance with payment rules and procedures

26.1 Scope/ nature of audit performed (including adherence
to auditing standards)

26.2 Timeliness of submission of audit reports to the
Legislature

26.3 Evidence of follow-up on audit recommendations
6.1 Expenditure outside financial reports

6.2 Revenue outside financial reports

9 Public access to key fiscal information

27.3 Existence and adequate use of advance accounts
28.1 Coverage and comparability of reports

28.2 Timing of in-year budget reports

29.1 Completeness of annual financial reports

8.4 Performance evaluation for service delivery

30.1 Audit coverage and standards

30.2 Submission of audit reports to the legislature

12


https://www.pefa.org/news/use-pefa-reports-assess-readiness-pfm-systems-respond-covid-19-challenge

This version: December 2020 Comments and feedback: developmentfinance@un.org

MTADAT AND DeMPA

The Tax Administration Diagnostic Assessment Tool (TADAT) is a tool designed to provide an objective assessment of the
strengths and weaknesses of key components of a country’s tax administration with reference to nine performance outcome areas
(POAs). These include: integrity of the registered taxpayer base; effective risk management; supporting voluntary compliance;
timely filling of tax declarations; timely payment of taxes; accurate reporting in declarations; effective tax dispute resolution;
efficient revenue management; and accountability and transparency. The assessment of the results can inform the identification
of potential capacity binding constraints related to government finances, the extent of reform required, and the relative priorities
for attention. It has 32 high-level indicators and 55 measured and scored dimensions. While the scoring methodology is based
on PEFA, the TADAT is narrower than the PEFA and focuses solely on taxation.

The Debt Management Performance Assessment (DeMPA) highlights the strengths and weaknesses in government debt
management practices. The DeMPA is also modelled after the PEFA indicators. However, it is a more detailed and comprehensive
assessment of government debt management capacity than the PEFA. Each performance indicator (listed in the table below) has
several dimensions, which can be used to inform steps b) and c) of the binding constraints identification approach outlined in
Section 4.2 above.

DEBT MANAGEMENT PERFORMANCE INDICATORS

DPI-1 Legal Framework

DPI-2 Managerial Structure

DPI-3 Debt Management Structure
DPI-4 Debt Reporting and Evaluation
DPI-5 Audit

DPI-6 Coordination with Fiscal Policy

DPI-7 Coordination with Monetary Policy

DPI-8 Domestic Borrowing
DPI-9 External Borrowing

DPI-10 Loan Guarantees, on-lending and derivatives
DPI-11 Cash Flow Forecasting and Cash Balance Management

DPI-12 Debt Administration and Data Security
DPI-13 Segregation of Duties, Staff Capacity, and Business Continuity
DPI-14 Debt and Debt-related Records
The scoring methodology assesses each dimension and assigns a score from A to D. Score C indicates that a minimum

requirement for that dimension has been met. Score D means that the minimum requirement has not been achieved - requiring
priority action. Score A reflects sound practice. B is between minimum requirement and sound practice.
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Data and information from UN Development Cooperation
Forum (DCF) Surveys as well as progress reports published
by the Global Partnership for Effective Development
Cooperation (GPEDC) can inform analysis of potential
binding constraints related to international development
cooperation. DCF surveys focus on issues related to
five key enablers of effective development cooperation
(namely: national development cooperation policies;
country results frameworks; development cooperation
information systems; national development cooperation
forums; and capacity support) and can provide evidence to
explore possible constraints related to problem areas such
as limited donor coordination or dialogue, unpredictability
of development cooperation, weak monitoring and
accountability, and transparency issues. GPEDC monitoring
data can help shed light on potential issues related to the
way stakeholders (including governments, development
partners, private sector and civil society) partner at the
country level.

Not all governments will have applied or will choose to apply
the tools mentioned here. They should not be considered as
preconditions to undertaking effective binding constraints
analysis. However, where available, they can facilitate
analysis and complement knowledge and information
gathered through stakeholder consultations.

4.2.2. Applying the approach to private finance
and investment

The growth diagnostic methodology develops a decision
tree to identify potential binding constraints to private
investment and financing (see Figure 3). Growth
diagnostics have been carried out in various countries and
are used by some donors (e.g. USAID and the Millennium
Challenge Corporation) in their strategic planning. Building
on a simple growth modelé, the diagnostics introduce
institutional and economic factors that can affect private
investment in two broad categories: those stemming
from the real sector (left hand side of the decision tree),
and those originating from the financial sector and
access to finance (right hand side of the decision tree).

8 Ramsey growth model (1928).

Comments and feedback: developmentfinance@un.org

The methodology ‘translates’ this simple model into a
‘diagnostic decision tree’ to help policymakers isolate,
define and identify specific binding constraints in their
economies (be they market-related; institutional; policy-
related; or related to productive capabilities). The exercise
consists of moving down the decision tree following the
approach and steps (a — e) outlined above. Specifically,
growth diagnostics involve quantitative empirical analysis
or statistical inference to test binding constraints
hypotheses and identify the most binding constraint.
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m GROWTH DIAGNOSTIC DECISION TREE

REASONS FOR
LOW INVESTMENT

LOW RETURN TO HIGH COST OF
ECONOMIC ACTIVITY FINANCE
LOW SOCIAL LOW INEFFICIENT INEFFICIENT
RETURNS APPROPRIABILITY INTERNATIONAL LOCAL FINANCE
FINANCE
POOR LOW HUMAN GOVERNMENT MARKET LOW DOMESTIC POOR FINANCIAL
INFRASTRUCTURES CAPITAL FAILURES FAILURES SAVING INTERMEDIATION
POOR MICRO RISKS: MACRO RISKS:
GEOGRAPHY PROPERTY RIGHTS, FINANCIAL, MONETARY,
CORRUPTION, TAXES FISCAL INSTABILITY

INFORMATION
EXTERNALITIES:
“SELF-DISCOVERY”

COORDINATION
EXTERNALITIES

Source: Hausmann, R., Rodrik, D. & Velasco, A., 2005.
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m ‘ENGENDERED’ GROWTH DIAGNOSTICS DECISION TREE

—rei Not enough/low quali : ; ; ’
Blie. —reimTeiprEDe/relabeled entr:pr/fleneugs ™' | \What constrains private investmentand entrepreneurship?
Green — new gendered nodes {ump to section)
Light green — root cause
Yellow — gendered access barriers Low private returns to High cost of
economic activity finance
. .
| ' I [ : |
' Y . ——_— .
Low social returns Low pF.Iva.tl.E LOW: domespc SRS Bad local finance
appropriability bad international finance
(jump to
| — 1
| |
Infrastructure Market failures I-{ Low competition

C (ump to section) i [ (jump to section) E2 (ump to section)
: B2.1 Micro risks: Information
5 Low human capital Mo = propero rights, | externalities: self- - High risk
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B2.2 B24 Macro risks:
i || Misallocation of Firm Care ||  financial, | | Coordination e —
: talent discrimination responsibilities monetary, fiscal externalities g
: 82 {jump to section) ; . bl
; B2.3 ! Instability
Occup./Sector E
: segregation ;

Source: Brookings (2020), The constraints that bind (or don't) Integrating gender into economic constraints analyses, Global Economy and Development Working Paper 137
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More recently, growth diagnostic decision trees have
been adapted to better reflect inclusion dynamics.
Figure 4 illustrates an expansion with a focus on gender.
It recognises that constraints are not neutral both in
relation to who is bound by them and who is able to reap
the benefits when they are lifted, and thus incorporates
additional gender-specific considerations at various levels.
For example, in Sub-Saharan Africa, women make up over
half of all entrepreneurs, yet the rate at which they borrow
from formal institutions is lower compared to men; gender-
specific barriers to accessing finance could thus represent
potential binding constraints to private investment - such
as requirements for male co-signers on female accounts, or
women being asked to pay higher interest rates and being
offered smaller loan sizes compared to men.

Other tools such as those listed in Section 4.4 under private
finance or cross-cutting tools may be used to work down
the branches of a growth diagnostic decision-tree and to
formulate binding constraints hypotheses. Where a full
growth diagnostic is not feasible or desirable, or when
the problem area in Step 1 is different from ‘low levels of
private investment’ (which is the starting point for growth
diagnostics), these tools can still inform a decision
tree exercise. Data and evidence from their application
at the country level can complement local knowledge
and expertise from relevant stakeholders. They include
policy makers, ‘suppliers of finance' or representatives
of the financial system, and ‘demanders’ of finance
such as representatives of firms and sector experts.

For example, IFC's Country Private Sector Diagnostics
involve analysing possible constraints to the mobilisation
of both domestic and external private investment, based on
a wide range of indicators (including both macroeconomic
and survey data) and with the view of supporting inclusive,
diversified and sustainable growth. They can help assess
the state of the private sector and identify near-term
opportunities for private sector engagement as well
as recommendations for policy actions and reforms to
mobilise private investment, taking into account spill-overs
and linkages across sectors.® UNCTAD's Investment Policy
Reviews identify regulatory, institutional and capacity
obstacles that may be binding to foreign direct investment.

UNCTAD’s Productive Capacities Index can be a useful
source of data and evidence on potential issues related to
private sector development, spanning across 3 main areas
(productive resources, entrepreneurial capacities, and
production linkages/ networks) and 8 categories (human
capital; ICT; structural change; transport infrastructure;
energy; natural capital; institutions; and private sector
development). World Bank Enterprise Survey data can
provide relevant evidence on specific constraints that
firms may be facing in the country, including in relation to
the business enabling environment or access to finance.

The IMF’s Financial Development Index can be used in the
context of growth diagnostics to pinpoint issues related to
financial sector development (see Box 4). In all cases, and
as further detailed in Step 3 below, identified constraints
for private sector actors may of course represent important
safeguards for public policy objectives, in which case
they are not binding from a sustainable development
perspective.

9 See for example Figure 1 in [EC (2020) Country Private Sector Diagnostic: Creating Markets in Guinea: Generating diversified growth in a

resource-rich environment.
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BOX 4 IMF FINANCIAL DEVELOPMENT INDEX AND BINDING
: CONSTRAINTS

The IMF introduced the financial development index to assess countries’ financial development — an area where
existing indicators do not always capture the multidimensional aspect of financial development and maturity. The
IMF defines financial development as the combination of depth (size and liquidity of markets), access (ability of
individuals and companies to access financial services), and efficiency (ability of institutions to provide). This index
can be used to identify potential binding constraints in the financial sector when applying a growth diagnostic, and
is composed of 20 indicators, as shown in the table below:

CATEGORY INDICATOR DATE SOURCE

FINANCIAL INSTITUTIONS

Private-sector credit to GDP FinStats 2015
Pension fund assets to GDP FinStats 2015
DEPTH
Mutual fund assets to GDP FinStats 2015
Insurance premiums, life and non-life to GDP FinStats 2015
Bank branches per 100,000 adults FinStats 2015
ACCESS
ATMs per 100,000 adults IMF Financial Access Survey
Net interest margin FinStats 2015
Lending-deposits spread FinStats 2015
Non-interest income to total income FinStats 2015
EFFICIENCY
Overhead costs to total assets FinStats 2015
Return on assets FinStats 2015
Return on equity FinStats 2015
FINANCIAL MARKETS
Stock market capitalization to GDP FinStats 2015
Stocks traded to GDP FinStats 2015
International debt securities of government to GDP BIS debt securities database
DEPTH Dealodi te debt
Total debt securities of financial corporations to GDP calogic corporate de
database
Total debt securities of nonfinancial corporations to GDP DR el el
database
Percent of market capitalization outside of top 10 largest .
. FinStats 2015
companies
ACCESS . .
Total number of issuers of debt (domestic and external, .
FinStats 2015

nonfinancial and financial corporations)
EFFICIENCY Stock market turnover ratio (stocks traded to capitalization)  FinStats 2015
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4.3. Step 3: Assessing the desirability
and feasibility of removing
identified constraints

No government will be able to address all the constraints
identified in Step 2. Governments will not necessarily find
it desirable to remove all identified constraints either.
In some cases, constraints would be not only costly to
remove, but removing them might also have unintended
consequences on sustainable development outcomes.

To facilitate prioritisation and sequencing of interventions,
costs and externalities have to be considered. These
include: the impact which removing a constraint would
have on all dimensions of sustainability; the resources
(time, financial, expertise and capacity) required; and the
political will required to implement possible solutions. A
number of considerations will come into play:

Impact on sustainable development outcomes. Lifting
identified binding constraints should always result in better
alignment between financing and sustainable development
outcomes. It should not risk jeopardizing the achievement
of such outcomes, including through the creation or
reinforcement of inequalities (such as gender or income).
It should also avoid other unintended consequences - e.g.
rapid expansions in access to finance that may threaten
macroeconomic or financial sector stability. This requires
an understanding of the rationale for existing constraints,
and of the potential trade-offs of removing them. For
example, environmental or labour market regulations may
constrain investment to a degree but are key to ensure and
mainstream environmental and social standards.

Cross-area or cross-sector effects. Policy makers may
decide to prioritize binding constraints that if lifted would
have a positive effect across multiple financing areas or
sectors. For example, addressing misalignments between
government and donor systems for financial management
would be beneficial across sectors of intervention and
improve coordination between domestic and external
sources of public finance.

Comments and feedback: developmentfinance@un.org

Immediate impact and political momentum. Some
constraints may take longer to fix than others; policy
makers may choose to prioritize ‘quick-fixes’ that have
large visible impacts first, and build on such successes to
address longer-term issues.

Ease of remediation. This refers to identifying those
constraints which can be addressed more easily without
the need for complex coordination across sectors and/or
stakeholders, and without the need for new or additional
institutional arrangements. For example, untimely fund
releases by the Ministry of Finance would be easier to
address than human capital or capacity gaps across
the public sector. Policy makers may also identify which
binding constraints are less costly to remove, both in terms
of resources and political will, as well as those that require
international support or action to fix.

A matrix such as the one illustrated in Figure 5 can help
to bring together these last two criteria. Constraints that
require addressing would be organized in four quadrants:
according to whether they are relevant to one or multiple
sectors/ financing areas, and according to whether they
can be fixed within one sector/ institution or require
intervention from multiple entities.
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EXAMPLE MATRIX TO SUPPORT SELECTION OF PRIORITY
BINDING CONSTRAINTS

[ Financial bottlenecks that the sector can directly address

Examples:
Inequitable budget allocations
Inefficient prioritisation of projects
Poorly specified financial formulae

Untimely fund releases

Examples:
Limited internal audit functionality
Lack of SOPs for sector level PFM
Limited PFM skills at the subnational level

Financial bottlenecks primarily affecting the sector

Examples:
Misalignment in planning & budgeting
Lack of medium term budgeting perspective

Rigid procurement procedures

Manual expenditure reporting systems

Examples:

Inflavibla £ Pt

oo R s
rules/reg

Misalignment between government and
donor for financial

5101235 ||e Suidaye syP3UsI0q [RIPURULY

[ Financial bottlenecks requiring support from other stakeholders J

Source: Oxford Policy Management (2020), Problem-driven diagnostics: the case for financial bottleneck analysis

4.4. Existing tools

Several tools are available from the international
community to support countries in the identification of
binding constraints. Tables 2-4 list the most common ones,
grouped according to financing policy area (cross-cutting,
public finance, private finance). Table 5 lists thematic/
sector-specific tools. Where available these may be used
alongside local tools and approaches that policy makers
may already have in place. Governments can discretely

select the most relevant data and information from past
(recent) application of these tools in their country, or seek
support from respective development partners if they wish
to apply them in the context of INFFs (the tables include
organisations responsible for each tool).
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CROSS-CUTTING TOOLS

IMF Article IV
Consultations
Reports

World Bank
Systematic Country
Diagnostics

UNDP Development
Finance
Assessment (DFA)

BREIF DESCRIPTION LINK

Provide an overview of strengths and weaknesses/ challenges that may cause or lead to
financial or economic instability in the country. Specific issues — market-, policy- or capacity- Here
related — may be highlighted and used to identify areas of potential binding constraints.

Used to identify key challenges/ constraints and opportunities for accelerating progress
toward development objectives that are consistent with the World Bank’s twin goals of
ending absolute poverty and boosting shared prosperity, and to inform priorities for World
Bank country engagement.

D
&=
D

Provides data and analysis relevant to all INFF building blocks. With specific reference to
binding constraints analysis, DFA findings can be used to inform the identification of problem
areas and underlying constraints, especially in relation to institutional and capacity related
issues.

D
=
D

PUBLIC FINANCE TOOLS

IMF Fiscal Affairs
Department
technical
assistance reports

IMF Fiscal
Transparency
Evaluations (FTESs)

IMF Tax
Administration
Diagnostic
Assessment Tool
(TADAT)

IMF and WB Tax
Policy Assessment
Framework (TPAF)

IMF Expenditure
Assessment Tool

BREIF DESCRIPTION LINK

Tailored and targeted reports that carefully assess impediments in diverse and institutionally
complex areas, such as public sector balance sheets, medium-term budget frameworks

and fiscal risk management. Can provide context-specific evidence for the identification of
institutional gaps and weaknesses related to public finance problem areas.

Identifies gaps in fiscal management and accountability, specifically in the areas of fiscal
reporting, forecasting and budgeting, fiscal risk management, and resource revenue er
management.

D

Assesses strengths and weaknesses of key components of a country’s tax administration
with reference to nine performance outcome areas. More detail in Box 3.

D
=
D

Online modular tool designed to serve as a guide for systematic and comprehensive tax
policy assessments. It covers all major taxes and can help inform tax policy reforms.

Assesses government spending efficiency by benchmarking spending levels and
composition against comparator countries. May be used to inform the identification of Here
problem areas (in Step 1 of the suggested approach set out above).
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Public Expenditure
and Financial
Accountability
(PEFA) programme

PFM tools based
on PEFA scoring
mechanism

World Bank Public
Expenditure Review
(PER)

World Bank Public
Expenditure
Tracking Survey
(PETS)

IMF Public
Investment
Management
Assessment (PIMA)

World Bank Debt
Management
Performance
Assessment
(DeMPA)

IMF Debt
Sustainability
Analysis (DSA)

UN Development
Cooperation Forum
(DCF) Surveys

Global Partnership
for Effective
Development
Cooperation
(GPEDC) Progress
Reports

BREIF DESCRIPTION

Initiated in 2001 by seven international development partners, including the EU, IMF, WB
and four bilateral governments, it provides a standard methodology for PFM diagnostic
assessments. More detail in Section 4.2.1.

A wide range of tools covering broad PFM diagnostics, diagnostics focusing on individual
PFM elements, and tools related to fiduciary risk and/or the use of country systems.

Analyses the allocation of public resources and assesses the efficiency and effectiveness
of public spending (both recurrent and capital), including by looking at the level and
composition of public expenditures, and the structures of governance and functioning of
public institutions. Has been applied at the sector level in many developing countries.

Used to track the flow of public resources from the highest levels of government to frontline
service providers. Can support better understanding of funding flows in specific sectors and
the identification of leakages and challenges related to resource deployment all the way to
the service delivery level.

Comprehensive framework to assess infrastructure governance. Evaluates the procedures,
tools, decision-making and monitoring processes used by governments to provide
infrastructure assets and services to the public; and helps identify reform priorities and
practical steps for their implementation.

Assesses strengths and weaknesses in government’s debt management practices in the
country. More detail in Box 3.

Assesses the sustainability of public and external debt (of market-access countries and low-
income countries) and supports the identification of vulnerabilities in the debt structure or
policy framework.

Used to monitor progress in mutual accountability and transparency of development
cooperation. Can help to identify gaps or weaknesses in effectiveness of development
cooperation in responding countries, especially around five key enablers.

Led by developing countries, the monitoring exercise focuses on progress in implementing
effective development cooperation at the country, regional and global levels, and provides
evidence on both achievements and gaps in the implementation of relevant commitments by
development partners

Comments and feedback: developmentfinance@un.org
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https://www.pefa.org/about
https://www.pefa.org/resources/guide-pfm-diagnostic-tools
https://openknowledge.worldbank.org/handle/10986/2109
https://openknowledge.worldbank.org/handle/10986/11104
https://www.imf.org/external/np/fad/publicinvestment/pdf/PIMA.pdf
https://www.worldbank.org/en/programs/debt-toolkit/dempa
https://www.imf.org/external/pubs/ft/dsa/#:~:text=The%20framework%20consists%20of%20two,that%20of%20total%20external%20debt.&text=The%20paths%20of%20debt%20indicators,country%20to%20a%20payments%20crisis.
https://www.un.org/ecosoc/en/content/dcf-survey
https://www.effectivecooperation.org/landing-page/gpedc-country-profiles
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PRIVATE FINANCE TOOLS

BREIF DESCRIPTION LINK

A decision tree methodology that supports the determination of binding constraints to
economic growth and private investment through a differential diagnosis of observed Here
symptoms or signals.

Growth diagnostics
(Harvard University)

Assesses opportunities for and constraints to private sector led growth. Each diagnostic

IFC Private Sector includes an assessment of the state of the private sector, identification of near-term Here
Diagnostics opportunities for private sector engagement and recommendations of policy actions and
reforms to mobilise private investment.
Collects country-level data on productive resources, entrepreneurial capabilities and
UNCTAD Productive  production linkages, with the view of assessing the capacity of countries to produce goods Here
Capacities Index and services that can contribute to growth and development. Can be used to explore (Chapter
(PCI) problem areas and binding constraints related to private investment and private sector 4)
development.
IMF Financial Assesses countries’ financial sector development looking at indicators of depth, access, and and
Development Index  efficiency. More detail in Box 4. here
Assesses the stability and soundness of the financial sector and its potential contribution to
IMF Financial growth and development. It does this by examining several aspects of the financial sector
which could inform the nature and location of potential binding constraints (e.g. obstacles
Sector Assessment . . . .y Lo . ; i Here
TR () to competitiveness and efficiency; financial inclusion issues; central banks’ capacity; issues
around the deepening of domestic capital markets; quality of bank and non-bank supervision
and financial market oversight).
UNCTAD . — . , S
. Provide an objective evaluation of a country’s legal, regulatory, and institutional framework
Investment Policy . . - . Here
. for FDI, in order to attract increased volumes and to maximise benefits from it.
Reviews
Joint database
of published . . .
diapl;o:sstics b A repository of country diagnostics undertaken by ADB, AfDB, DFID, EBRD, EIB, IFC, MCC,
9 y OECD, Sida, UNDP and WB. These include systematic country diagnostics and private sector Here

MDBs and other
development
partners

diagnostics (mentioned above); MCC constraints analysis; and others.


https://growthlab.cid.harvard.edu/files/growthlab/files/growth-diagnostics.pdf
https://www.ifc.org/wps/wcm/connect/publications_ext_content/ifc_external_publication_site/publications/cpsds
https://unctad.org/system/files/official-document/webaldc2015d9_en.pdf
https://www.imf.org/external/pubs/ft/wp/2016/wp1605.pdf
https://data.imf.org/?sk=f8032e80-b36c-43b1-ac26-493c5b1cd33b
https://www.imf.org/en/About/Factsheets/Sheets/2016/08/01/16/14/Financial-Sector-Assessment-Program
https://unctad.org/topic/investment/investment-policy-reviews#:~:text=UNCTAD%C2%B4s%20Investment%20Policy,maximize%20the%20benefits%20from%20it.
https://www.countrydiagnostics.com/
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THEMATIC/ SECTOR-SPECIFIC TOOLS

‘Engendered’
Growth Diagnostics
(Brookings)

PEFA
Supplementary
Framework for
Assessing Gender
Responsive
Public Financial
Management

PEFA for health

World Bank
FinHealth PFM-in-
health toolkit

WHO PFM and
health financing
process guide

OECD Budgeting
Practices for Health
Survey

BREIF DESCRIPTION

Expands the growth diagnostic approach to better reflect inclusion dynamics, particularly
gender, by highlighting areas where a gendered lens may yield different results in assessing
constraints to economic growth and private investment.

PEFA framework modified to assess strengths and weaknesses of PFM systems in
responding to differentiated needs of men and women, as well as sub-groups within these
categories. Based on nine indicators distributed across the budget cycle and can be applied
both at the national and sub-national level.

PEFA framework modified to assess strengths and weaknesses of PFM systems in the
health sector specifically. (See Table 3 for general PEFA tool).

Typically used by World Bank country teams to identify key challenges and opportunities
regarding PFM arrangements in country health systems; can provide information on specific
bottlenecks.

Provides a framework to assess budgeting practices and financial rules in health
financing compared to international best practice; and guides policy makers in diagnosing
misalignments and obstacles in achieving financing objectives in the sector with a view of
supporting the formulation of reform plans.

Collects information on key institutional characteristics of national health budgeting
procedures for comparative purposes. Can inform the identification of related problem areas
in Step 1 of the binding constraints approach.
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I 5. Lessons learned

Binding constraint analysis is not novel in policy analysis
and reform implementation. Some assessment, whether
informal/ implicit or explicit, of binding constraints
underlies all prioritization and thus policy making exercises.

Many countries have also applied comprehensive growth
diagnostics to identify their economies’ bottlenecks since
the formalization and systematization of this particular
method. The following key lessons emerge from country-
level experience:

+  The need for inclusive dialogue and engagement at
two levels among relevant stakeholders: i) to ensure
comprehensive and accurate consideration of all
relevant problem areas (see Section 4.1) and ii) to
facilitate collaboration and coordination in identifying
possible impediments and selecting the most binding
constraints (see Section 4.2);

Comments and feedback: developmentfinance@un.org

The need to place binding constraints diagnostics
within broader strategic processes to ensure that
the exercise responds to practical needs of domestic
policymakers and to facilitate legitimisation and
uptake of its results;

The need to consider both trade-offs and opportunities
through a sustainable development lens when
determining whether and how to address / remove
identified constraints (see Step 3 in Section 4.1);

The benefit of formalising processes, to the extent
possible, to further strengthen evidence-based
decision-making around financing policies.
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