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Executive Summary

It is often argued that social protection is not affordable or that government expenditure
cuts are inevitable during adjustment periods. But there are alternatives, even in the poorest
countries. This working paper offers eight options that should be explored to expand fiscal
space and generate resources to achieve the Sustainable Development Goals (SDGs), realize
human rights and invest in women and children. These include:

Re-allocating public expenditures;

Increasing tax revenues;

Expanding social security coverage and contributory revenues;
Lobbying for aid and transfers;

Eliminating illicit financial flows;

Using fiscal and foreign exchange reserves;

Managing debt: borrowing or restructuring existing debt and,;

O N o a kw0 D

Adopting a more accommodative macroeconomic framework.

All of the financing options described in this paper are supported by policy statements
of the United Nations and international financial institutions. Governments around the world
have been applying them for decades, showing a wide variety of revenue choices. As this
paper demonstrates, examples abound:

«  Costa Rica and Thailand reallocated military expenditures for universal health.

o Egypt created an Economic Justice Unit in the Ministry of Finance to review
expenditure priorities.

« Indonesia, Ghana and many other developing countries are using fuel subsidies to
develop social protection programmes.

«  Alarge number of countries are increasing taxes for social investments — not only on
consumption (generally regressive) but also on income, corporate profit, property,
natural resource extraction. Bolivia, Mongolia and Zambia are financing universal
old-age pensions, child benefits and other schemes from taxes on mining and gas.

o Brazil used a financial transaction tax to expand social protection coverage.
«  Ghana, Liberia and Maldives have introduced taxes on tourism.

o Argentina, Brazil, Tunisia, Uruguay, and many others expanded social security
coverage and contributory revenues.

« Algeria, Mauritius, Panama among others have complemented social security revenues
with high taxes on tobacco.

«  Other countries launched lotteries to supplement social spending, like China’s Welfare
Lottery or Spain’s ONCE Lottery for the social inclusion of the blind.

o A number of lower income countries are receiving North-South and South-South
transfers, like El Salvador and Guinea-Bissau, while other countries are fighting the
large illicit financial flows such by cracking down on tax evasion.

«  Chile, Norway and Venezuela, among others, are using fiscal reserves to support social
development.

Fiscal space for social protection and the SDGs_final_25may17.docx 1



«  Colombia launched the first Social Impact Bond in developing countries in 2017, an
innovative PPP; South Africa issued municipal bonds to finance basic services and
urban infrastructure to redress financing imbalances after the Apartheid regime.

« More than 60 countries have successfully re-negotiated debts, and more than
20 defaulted/repudiated debt, such as Ecuador, Iceland and Iraq, using savings from
debt servicing for social programs.

« A significant number of developing countries have used deficit spending and more
accommodative macroeconomic frameworks during the global recession to attend to
pressing demands at a time of low growth, and to support socio-economic recovery.

Each country is unique, and all options should be carefully examined — including the
potential risks and trade-offs associated with each opportunity — and considered in national
social dialogue. Given the importance of public investments for human rights, jobs and
social protection, it is imperative that governments explore all possible alternatives to
expand fiscal space to promote national socio-economic development and the SDGs.

JEL Classification: F35, H12, H2, H5, H6, H62, H63, 138, 02, 023

Keywords: social protection, fiscal space, resource mobilization, public expenditures, tax,
social security contributions, foreign reserves, development assistance, illicit financial
flows, government debt, expansionary fiscal and monetary policy, development policy,
social spending, social investments, equity.
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1. Introduction: Fiscal space exists in all countries

The argument that spending on social protection is unaffordable is becoming less
common in international development forums. Finding fiscal space for critical economic and
social investments is necessary for achieving the Sustainable Development Goals (SDGs),
for sustained human development of children and women, and for realizing human rights,
particularly during downtimes.

This paper presents eight financing alternatives, based on policy positions by the United
Nations and international financial institutions, and shows that fiscal space for social
protection and the SDGs exists even in the poorest countries. Of the eight options, Six
increase the overall size of a country’s budget: (i) increasing tax revenues; (ii) expanding
social security coverage and contributory revenues; (iii) lobbying for increased aid and
transfers; (iv) eliminating illicit financial flows; (v) borrowing or restructuring debt, and
(vi) adopting a more accommodative macroeconomic framework. The other two options are
about redirecting existing resources from one area to another, in this case social protection:
(vii) re-allocating public expenditures and; (viii) tapping into fiscal and foreign exchange
reserves.

Fiscal space is normally defined as the ‘room in a government’s budget that allows it
to provide resources for a desired purpose without jeopardizing the sustainability of its
financial position or the stability of the economy’ (Heller, 2005) and “the financing that is
available to government as a result of concrete policy actions for enhancing resource
mobilization” (Roy et al., 2007).

Today, at a time of fragile global recovery, austerity and slow growth, the need to create
fiscal space has never been greater. Even the Managing Director of the International
Monetary Fund (IMF), Christine Lagarde, has called repeatedly for the aggressive
exploration of all possible measures that could be effective in supporting growth and
development, making the best possible use of fiscal space®. Given the significance of public
investments for human rights and the SDGs, it is indeed imperative that governments
aggressively explore all possible alternatives to expand fiscal space to promote national
socio-economic development with jobs and social protection.

To start, it is important to understand that government spending and revenue choices
vary widely. A fundamental human right principle is that States must utilize all possible
resources to realize human rights; however, many countries do not, they keep government
revenues and public expenditures at lower levels — it is important to understand that this is a
public policy choice. For example, total public expenditure in Sudan was 12 per cent of GDP
in 2014 and 13 per cent in Guatemala, compared to 28 per cent in China, 37 per cent in the
US, 42 per cent in Brazil, and more than 55 per cent in Denmark and France (figure 1). Some
States opt to expend more and others less.

! For example, Financial Times, “Don’t Let the Fiscal Brakes Stall Global Recovery”, 15 August
2011; IMF Press Release “IMF Managing Director Christine Lagarde Calls for Bold, Broad and
Accelerated Policy Actions”, 27 February 2016.

Fiscal space for social protection and the SDGs_final_25may17.docx 1



Figure 1.

Total government expenditure in selected countries, 2014 (percentage of GDP)
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Source: IMF’s World Economic Outlook (October 2014).

As in spending decisions, there is a similar disparity in how governments raise
resources for social and economic development. While some governments utilize all possible
options, others do not. Indeed, many countries have succeeded in mobilizing significant
resources for public investments during downturns. By utilizing all possible options to
maximize fiscal space, these countries have achieved a virtuous circle of sustained growth
which, in turn, generates further resources; they serve as inspiring examples to others who
have been trapped in limited fiscal space, low social spending and weak economic growth.

This working paper is intended to serve as an introductory guide to identify possible
financing options to introduce and/or scale up social protection systems and implement the
Social Protection Floors Recommendation, 2012 (No. 202), as well as other SDGs that have
impacts in the lives of women, children and other social groups. It is not meant to be
exhaustive, nor does it attempt to provide a detailed description of the distinct risks and
trade-offs that are associated with each of the options. As such, this paper should be viewed
as an overview of fiscal space-enhancing opportunities that are to be further explored at the
country level.

The structure is straightforward: each section describes one of eight options that are
available to governments to generate additional resources for social protection, as
summarized below:

i.  Re-allocating public expenditures: this is the most orthodox option, which includes
assessing on-going budget allocations through Public Expenditure Reviews (PERSs) and
other types of thematic budget analyses, replacing high-cost, low-impact investments
with those with larger socio-economic impacts, eliminating spending inefficiencies
and/or tackling corruption.

ii. Increasing tax revenue: this is a main channel achieved by altering different types of
tax rates — e.g. on consumption, corporate profits, financial activities, personal income,
property, imports or exports, natural resource extraction, etc. — or by strengthening the
efficiency of tax collection methods and overall compliance.

Fiscal space for social protection and the SDGs_final_25may17.docx
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Expanding social security coverage and contributory revenues: in existing social
security systems, increasing coverage and therefore collection of contributions is a
reliable way to finance social protection, freeing fiscal space for other social
expenditures; social protection benefits linked to employment-based contributions also
encourage formalization of the informal economy.

Lobbying for aid and transfers: this requires either engaging with different donor
governments or international organizations in order to ramp up North-South or South-
South transfers.

Eliminating illicit financial flows: Given the vast amount of resources that illegally
escape developing countries each year, estimated at ten times total aid received,
policymakers should crack down on money laundering, bribery, tax evasion, trade
mispricing and other financial crimes are illegal and deprive governments of revenues
needed for social and economic development.

Using fiscal and central bank foreign exchange reserves: this includes drawing
down fiscal savings and other state revenues stored in special funds, such as sovereign
wealth funds, and/or using excess foreign exchange reserves in the central bank for
domestic and regional development.

Managing debt — borrowing or restructuring existing debt: this involves active
exploration of domestic and foreign borrowing options at low cost, including
concessional, following a careful assessment of debt sustainability. For countries under
high debt distress, restructuring existing debt may be possible and justifiable if the
legitimacy of the debt is questionable and/or the opportunity cost in terms of worsening
deprivations of vulnerable groups is high.

Adopting a more accommodating macroeconomic framework: this entails allowing
for higher budget deficit paths and/or higher levels of inflation without jeopardizing
macroeconomic stability.

The uniqueness of each country requires that fiscal space options be carefully examined

at the national level and alternatives fully explored in a social dialogue. Most countries adopt
a mix of fiscal space policies as reflected in table 1. A good starting point for country level
analysis may be a summary of the latest fiscal space indicators, which is provided in Annex
1 for 187 countries and offers a general overview of which funding possibilities may or may
not be potentially feasible for a given country in the short run (see box 1).

Table 1. Matrix of fiscal space strategies, selected countries

Bolivia Botswana Brazil CostaRica Lesotho Iceland Namibia South Africa Thailand

Re-allocating public X X X X X
expenditures

Increasing tax revenues X X X X X X X
Expanding social security X X X X X X
contributions

Reducing debt/debt service X X X X X X X X
Curtailing illicit financial flows X

Increasing aid X

Tapping into fiscal reserves X X X

More accommodative X X X

macroeconomic framework

Fiscal space for social protection and the SDGs_final_25may17.docx 3



Box 1
Identifying fiscal space: How to use Annex 1

Annex 1 provides a snapshot of different fiscal space indicators for 187 countries and can be used to carry out a rapid
analysis of resource options that may be available to a particular government. It is important to note that Annex 1 only serves
as a starting reference point; it excludes the more systematic undertaking of implementing a new or expanding an existing
social security system. It is critical to acquire the latest available figures, as well as projections, for relevant indicators and to
perform in-depth analysis and outcome assessments for all possible scenarios. Moreover, such exercises should be carried
out in consultation with key stakeholders, including worker and employer representations, as well as development partners.

The data below are extracted from Annex 1 and represent examples of two developing countries from different continents:
Guatemala and Pakistan. Examination of their different fiscal space indicators reveals numerous possibilities to boost social
and economic investments today.

) @ (i) ™) ) i) ) i) | @)

Government expenditure Revenue Social ODA llicit = Foreign | Debt (% of GNI) | Budget = Inflation
Country security | received fin. reserves 20132 deficit (%
Total | Health | Educ. | Military = Total | Tax | cont.(eof 20122 flows = 2013 Ext. = Total = 2014 | change)
014 2212 2011 2012 2014 2012 s°§f;§}°‘ e stocks  service 2014
Guatemala 133 | 24 29 04 112 1 108 104 06 27 130 320 24 21 35
Pakistan 198 10 22 350 15 1 109 09 02 31 228 33 47 86
World 347 41 46 20 319 | 172 57.2 6.3 6.8 211 455 5.1 2.8 44

Source: Annex 1 (all figures in percentage of GDP, unless otherwise noted, for 2014 or latest available).

i.  Interms of government spending, countries can consider reallocating expenditures from areas with limited development
returns to social and economic investments that benefit poor households. For instance, military expenditures in Pakistan
is 3.5 per cent of then budget, more than all investments in education and health; examination of the budget is required
to understand the distributional impacts of current allocations - including identifying higher impact investments — as well
as to address spending inefficiencies, with special emphasis on tackling leakages and corruption (see Section 2).

ii.  On tax revenue, Guatemala and Pakistan rank among the lowest levels of tax intake as a per cent of GDP among the
187 countries with comparable data. The revenue fiscal indicator thus indicates that tax codes and collection methods
should be reviewed in both countries, which should also be accompanied by analysis of strengthening other revenue
streams and identifying potential new ones. It is generally advisable to rely less on consumer taxes, which tend to be
regressive (e.g. VATSs), and expand other types of taxation — on corporate profits, financial activities, personal income,
wealth, property, tourism, trade, etc.— without jeopardizing employment-generating investments (see Section 3).

i.  Information on social security contributions is only available for Guatemala, 10 per cent of total social protection
expenditures is raised through contributions, a low level that shows that Guatemala could expand fiscal space though
extending social security coverage and collection of social contributions, linked to policies on formalization of informal
sector workers (see Section 4).

iv. At less than one per cent of GDP, levels of official development assistance (ODA) point to ample scope to lobby for
increased aid and transfers in both Guatemala and Pakistan. As a first step, these governments could develop an
enhanced aid strategy to operationalize a social protection floor and tailor it to bilateral partners. Both countries could
also explore enhancing South-South development cooperation with strategic emerging donors to gain both financial and
technical support (e.g. China or United Arab Emirates in the case of Pakistan; Brazil, Mexico or Venezuela in the case
of Guatemala) (see Section 5).

v.  The estimated size of illicit financial flows (IFFs) is significant in Guatemala (2.7 per cent of GDP), more than its total
health expenditure. It might therefore be strategic to carry out an in-depth assessment of IFFs to identify changes in
policies and public finance practices that could capture these resources and re-direct them toward productive socio-
economic investments, including social protection (see Section 6).

vi. Interms of foreign exchange reserves, central banks in Guatemala and Pakistan do not appear to be holding excessive
levels, and other fiscal space options should be prioritized; limited data inhibits an assessment of fiscal reserves (see
Section 7 for an analysis on how reserves can be used to foster socio-economic development).

vii. Regarding debt, Guatemala’s annual service payments approach 2.4 per cent of GDP and Pakistan’s 3.3 percent, which
equals and surpasses the total spent on health and strongly suggests that the governments could review strategies to
lower payments through debt restructuring (see Section 8).

viii.  Although Pakistan appears to have limited scope for increasing its budget deficit (nearly five per cent of GDP), levels
in Guatemala were relatively tame during 2014 (two per cent), suggesting that there may be room to allow for an
increasing degree of deficit spending to support additional investments in social protection (see Section 9).

iXx. In terms of inflation, Guatemala’s 2014 levels amounted to 3.5 per cent, which is far below global norms and
demonstrates that there might be some room for expansionary monetary policy. For Pakistan, with inflation nearing 9 per
cent, it would be prudent to analyze other options (see Section 9).

In sum, a rapid fiscal space analysis based on macro indicators for Guatemala and Pakistan identifies a variety of areas
that can be further examined to generate resources today for greater investments in social protection systems.
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2.

Reprioritizing public spending

Rethinking sector-specific allocations within existing budgets is one strategy to
increase social expenditures. The re-prioritization of public spending is usually a contentious
and therefore difficult approach. To be successful, there must be strong political will.
Opposition to restructuring comes obviously from the fact that no extra resources are
considered available and, therefore, other sectors or subsectors must be reduced in order to
allow for increased social investments — these sectors often represent important vested
interests in a country. In other words, this approach presumes that the overall budget is fixed
and changes of its structure must obey the rules of a zero-sum game, there are winners and
losers and the latter resist to budget reallocations.

The literature on public choice and public finance describes how different interest
groups within and outside of government compete to influence public policies and budget
allocations (e.g. Buchanan and Musgrave, 1999). In cases where labor and social sector
ministries are not able to garner support, the result may be reduced allocations for
labor-related policies or social investments. Very often, both in developed and developing
countries, the debate is manipulated by vested interests and/or ideological posturing — for
instance arguing that social expenditures are causing unmanageable deficits while not
mentioning military or other non-productive expenditures that are much larger. Various
studies have highlighted the risks of pro-poor budget items being the most affected during
fiscal consolidation and adjustment processes (e.g. Cornia et al., 1987, Hicks, 1991, ILO,
2014, Ortiz et al., 2015, Ravallion, 2002, 2004 and 2006).

Despite this is a difficult strategy to achieve larger social budgets, there are ways of
prioritizing socially-responsive expenditures even when overall budgets are contracting.
This re-prioritization requires, first and foremost, that governments have their budget
priorities in place. The political and technical challenges of identifying sectors/subsectors
that can be reduced to promote fiscal space can be overcome in case of political agreement
on the following strategies (see Ortiz, 2008a, Scholz et al., 2000, for further details):

o  Re-prioritizing through Public Expenditure Reviews (PERs) and Social Budgets. These
are well-developed approaches to public financial management that bring evidence and
rationality to public policy-making by showing the impacts of current budgetary
allocations.

« Replacing high-cost, low-impact investments. New public investments can be re-
examined; for example, the social impacts of many large infrastructure projects or
rescue of banking systems tend to be limited however require large amounts of public
resources. Budget items with large recurrent costs but small social impacts should also
be re-considered, for example, Costa Rica and Thailand reduced military spending to
finance needed social investments (boxes 2 and 3). Currently, many countries are
phasing-out energy subsidies, such as in Ghana and Indonesia (box 4), a great
opportunity to develop social protection systems. Social dialogue that includes relevant
stakeholders and public debates one strategic tool to replace high-cost, low-impact
interventions, which can help to minimize the possible influence of powerful lobbying
groups on public policy-making.

« Eliminating inefficiencies. Although linked to the previous point, deeper analysis of
sector investments is required to eliminate inefficiencies. In particular, the overall cost-
effectiveness of a specific program or policy should be impartially evaluated according
to various factors, including: (i) coverage (beneficiaries and benefits); (ii) total cost (as
a percentage of GDP, public expenditure and sector expenditure); (iii) administrative
costs (as a percentage of total costs and how the costs compare with other programs —
for example, means-testing targeting is typically expensive; (iv) long-term social
benefits and positive externalities, and (v) opportunity cost (how this policy/program
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