MODULE D: DIFFERENT WAYS TO FINANCE SOCIAL PROTECTION AND TO CREATE FISCAL SPACE

The objective of this module is to increase employers’ knowledge on the concepts of affordability and fiscal space, as well as on the impact of expanding or implementing new social protection provisions on government budget. It also aims to provide ideas on various measures to increase fiscal space through budget reallocations, tax reforms, structural reforms, and/or other means.

Key questions
1. Social protection: a cost or an investment?
2. Is social protection affordable?
3. How to increase fiscal space?

Social protection: a cost or an investment?
Social protection policies have been neglected for a long time as an effective tool for human development and poverty reduction in low and middle income countries. Next to popular arguments such as cash transfers being only a short term cure at best and creating welfare dependence and negative labor supply incentives, financial affordability arguments were at the forefront in the political discourse. It was commonly perceived that social protection is not affordable for developing countries. More recently, the discourse has shifted. There is increasing awareness of the potential of social protection policies to reduce poverty and protect individuals and households against shocks that threaten their livelihoods, evidenced, for example, by the global support for the Social Protection Floor Initiative (ILO Recommendation 202) and the prominent place of social protection in the post-2015 development agenda. Social protection policies are no longer seen as a cost to the economy, but as a source of resilience during economic downturns and as a support for growth and productivity in good times. 
Is social protection affordable?
The introduction or extension of social protection policies in low and middle income countries requires substantial funding, while governments face financial constraints and often fear commitment to long-term liabilities. The required financial resources vary per country and depend on the size of the target population and the choice and design of the policy instruments. 
Implementing social protection policies entails start-up costs and recurrent costs. 
Initial start-up investments of several millions of dollars only finance the formulation of strategies and policies, the development of legal frameworks, the identification of sustainable financing mechanisms, and the building of administrative, actuarial and statistical capacities. Many countries may be hesitant to make these initial investments and instead opt for more ad-hoc small-scale and, ultimately, fragmented and unsustainable programmes.
Once the system is in place, the recurrent costs (social protection transfers and administrative costs) are to be financed by national sources in a sustainable manner. 
In 2008, the ILO projected that the recurrent cost of a basic package of social protection provisions (old age pension, child benefits and social assistance/employment schemes) would cost between 2.2 and 5.7 percent of GDP in a study of 12 low income countries. If only basic old age and disability pensions would be introduced, costs would be around one percent of GDP. The analysis also showed that the costs as a share of GDP would decrease in most countries over time given positive economic and demographic developments. 
A recent analysis carried out by the ILO shows that the recurrent resources needed to operate social protection floors amount to 2.9 per cent of global GDP.[footnoteRef:1] This cost varies greatly, however, among countries (see Annexes 1 and 2). For example, in upper-middle income countries the cost is estimated at 2.2 per cent of GDP, on average, while in lower-middle income countries the cost is estimated to represent 5.4 per cent of GDP, on average. The largest relative cost for operating social protection floors was found in low-income countries at 10.7 per cent of GDP, on average. There are also stark differences across regions with highest average relative cost in sub-Saharan Africa. In countries where relative costs are highest, the necessary changes in the allocation of national resources may not be immediately feasible. In these cases, the countries would normally have to start with selected social protection floor components, providing only limited benefits and coverage.  [1:  The set of benefits included in the calculation consists of a transfer per child of 12% of the National Poverty Line, a transfer per orphan of 100% of the Line, a non-contributory pension of 100% of the Line to people of age 65 and more and persons with severe disabilities, four months of 100% of Line to pregnant women and the payment of 90 days of work guarantee to one individual per vulnerable household at National Minimum Wage; plus the administrative costs to deliver the programmes.] 

Overall, various simulation exercises showed that the provision of a basic package of social protection is affordable, especially if implemented incrementally. But, as Beattie correctly states, “[t]he real problem with universal schemes is not their aggregate cost … but the fact that … they have to be financed from general government revenue and therefore have to compete every year with all the other expenditure priorities of the government” (Beattie 2000:142).
How to increase fiscal space?
Whether or not social protection is affordable depends on (i) fiscal space (do we have the money), (ii) policy priorities (is poverty reduction our priority), and (iii) political will and commitment (do we really want it). Essentially, affordability is at the core of the social contract between government and citizens and reflects the willingness to redistribute. “Affordability is a question of political choice about the best way to allocate resources” (Andrews et al. 2012:26). Without political and civil consensus on whether and how to implement the rights to social protection, long-term commitments are difficult to obtain. 
This note is about the different ways how to finance social protection and to create fiscal space. Fiscal space essentially is the budgetary room governments have to increase expenditures to finance a certain project or policy. In Heller’s words, “fiscal space is the availability of budgetary room that allows a government to provide resources for a desired purpose without any prejudice to the sustainability of its financial position” (Heller 2005). Fiscal space is determined by the balance between government revenues and expenditures. In order to create or increase fiscal space a government can either cut (respectively reallocate) current public expenditures or increase its revenues. The main avenues for increasing revenues are to (i) increase tax revenues, (ii) expand social security coverage and contributory revenues, (iii) use ODA, and (iv) to borrow money or restructure existing debts (Ortiz et al. 2015; Bastagli 2015; Harris 2013).
Reallocation of public expenditures: reprioritize current public spending within and between policy sectors is one option to change the reallocation of public resources. This strategy requires strong political will as it may be faced by strong opposition of the sectors that would have to give in. Governments may shift expenditures from inefficient or inequitable allocation to high impact - high priority public sectors. Unproductive spending can be reduced by eliminating inefficiencies especially if it concerns recurrent expenditures. Re-prioritizing spending takes time. Moreover, significant shifts in the budget may lead to political tensions. Therefore, the elimination or reduction of inefficiencies in current spending is a more commonly used strategy to create fiscal space, although the annual margins to reduce or shift expenditures are small given that the largest part of the budgets consists of recurrent spending.
Increase tax revenues: mobilizing domestic resources by increasing tax revenues is the most promising avenue for governments in low and middle income countries to create fiscal space for social protection. The lower the current tax revenues as a percentage of GDP, the greater is the potential to raise additional funds. Given that tax collection is the prerogative of governments, using tax revenues for spending on social protection ensures the legitimacy and sustainability of social protection programs. Yet, the potential impacts of direct and indirect taxes on the society need to be taken into account when designing new tax schemes or increasing existing taxes. Tax regimes should not discourage economic activities, and they should be fair and progressive (poorer households are taxed less than richer households). Moreover, if a tax increase for financing social protection raises the tax burden of the poor, the poverty reduction impact is counteracted. In order to mobilize the domestic revenue potential, governments can improve tax revenue collection procedures by simplifying taxation regimes, encouraging tax compliance, fighting corruption and by strengthening the capacity of the tax administration. 
Expand social security coverage and contributory revenues: social security contributions (often in the form of payroll taxes) are the main financing source for social protection in most OECD countries. Social insurance schemes protect workers and their families against income losses due to old age, disability, maternity, sickness, unemployment, loss of breadwinner, etc., and are financed by employers and employees. Contributions are levied on formal sector wages. The advantage of using social security contributions to finance social protection is their predictability and reliability. Moreover, the more comprehensive the contributory social security schemes (both in terms of type of risks and share of the population covered), the lower is the burden on non-contributory social protection spending financed from general government revenues. The scope for increasing social security contributions depends on the formalization of the labor market and the capacity of the social security administration.  Formalizing employment and enterprises creates a virtuous circle as it extends the share of protected households and increases the collection of taxes and contributions.    
Use grants from Overseas Development Assistance (ODA): ODA, particularly in the form of grants, is important for the initial funding of social protection programs in low income countries, but its main disadvantage is the unpredictability of funds and lack of future sustainability. ODA has proven its usefulness for supporting the development of institutions and administrative capacity needed for the implementation of social protection programs in many low income countries. Donor grants can also be used to implement pilot programs allowing testing the most appropriate design of social protection instruments and establishing local evidence on their effectiveness for the purpose of political advocacy. Using ODA for financing social protection policies is most promising when governments show sufficient policy ownership and pilot programs are translated into national entitlements.  A special case concerns debt relief, which can free up fiscal space. However, the created space needs to be explicitly linked to social protection and potentially earmarked or separated from other public expenditures.  
Borrow money or restructure existing debts: in general, borrowing money for financing social protection policies is not sustainable in the medium to long run. It is only justified if the expected return on investments is positive. Loans increase the public debt and interest payments may further add to a fiscal deficit. A high debt burden has potentially adverse effects on future economic growth and shifts the burden of current expenditures to the next generation. But, active debt management and the restructuring of existing debts can relieve fiscal pressures and generate resources for social protection. 
Besides the options discussed above, creative governments may consider other previously untapped financial resources, such as using sovereign wealth funds, reducing illicit financial flows or tapping into remittances, or introduce innovative financing mechanisms, such as financial transaction taxes. 
Even if fiscal space for social protection can be identified, without political commitment of the government to budget reallocation, the available funds may be used for political or clientelistic purposes (UNICEF/ODI 2009). Politics matter. Budget allocation has to pass the national budget process. New social protection initiatives require both political support and fiscal space. In the absence of both fiscal space and political support, social protection policies may benefit from ODA. Aid-financed projects circumvent the needs for domestic fiscal space and politics of domestic resource allocation process. However, this is a risky strategy as newly introduced programs may be unsustainable in case of a lack of domestic support. 



Annex 1 - Results of ILO costing exercise in 90 developing countries, March 2015 by income groups
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Annex 2 - Results of ILO costing exercise in 90 developing countries, March 2015 by region[image: ]



Take-away message:
· [bookmark: _GoBack]Whereas the concept of affordability relates to the capacity of a country as a whole to finance additional social protection benefits, that of fiscal space indicates whether a government can afford financing these benefits from its own budget.

· Adding new social protection benefits will inevitably result in deteriorating the fiscal balance. Thus, ways to reduce the deficit need to be devised by increasing a government’s resources or cutting “unnecessary” expenditures and reallocating the available resources to social protection.

· In any case, governments need to understand that social protection should not be considered as a cost, but rather as an investment that generates positive spillovers in the economy.
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Lower Middle Income Countries

Cost Social Protection 

Floor (%GDP)

Cost Social Protection 

Floor (%GDP)

Cost Social Protection 

Floor (%GDP)

Armenia 4.9% Egypt 3.3% Morocco 1.4%

Bhutan 1.6% Georgia 5.1% Nigeria 4.9%

Bolivia, Plurinational State of 7.6% Ghana 2.5% Philippines 4.3%

Cameroon 6.6% India 6.2% Senegal 9.4%

Congo 4.2% Kyrgyzstan 2.8% Viet Nam 2.6%

Côte d'Ivoire 6.7% Mauritania 7.4% Zambia 6.0%

Average Lower middle income countries 5.4%
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Low Income Countries

Cost Social Protection 

Floor (%GDP)

Cost Social Protection 
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Cost Social Protection 

Floor (%GDP)

Benin 5.7% Ethiopia 9.6% Malawi 12.6%

Burkina Faso 6.1% Gambia 5.6% Mali 7.5%

Cambodia 6.9% Guinea 13.1% Mozambique 14.1%

Central African Republic 17.2% Guinea-Bissau 13.2% Niger 15.7%

Chad 5.7% Kenya 14.7% Sierra Leone 7.0%

Comoros 19.5% Liberia 21.7% Togo 12.5%

Democratic Republic of the Congo 28.3% Madagascar 11.9% Zimbabwe 19.2%

Average Low income countries 10.7%
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Asia and the Pacific

Bhutan 1.6% Sub Saharan Africa

Cambodia 6.9% Benin 5.7%

China 1.6% Burkina Faso 6.1%

India 6.2% Central African Republic 17.2%

Malaysia 3.9% Chad 5.7%

Philippines 4.3% Comoros 19.5%

Viet Nam 2.6% Democratic Republic of the Congo 28.3%

Average Asia and the Pacific 2.6% Ethiopia 9.6%

Gambia 5.6%

Europe and Central Asia Guinea 13.1%

Armenia 4.9% Guinea-Bissau 13.2%

Azerbaijan 5.5% Kenya 14.7%

Georgia 5.1% Liberia 21.7%

Kazakhstan 0.8% Madagascar 11.9%

Kyrgyzstan 2.8% Malawi 12.6%

Turkey 6.0% Mali 7.5%

Average Europe and Central Asia 4.8% Mozambique 14.1%

Niger 15.7%

Latin America and the Caribbean Sierra Leone 7.0%

Argentina 1.5% Togo 12.5%

Bolivia, Plurinational State of 7.6% Zimbabwe 19.2%

Brazil 2.1% Cameroon 6.6%

Colombia 3.3% Congo 4.2%

Dominican Republic 4.1% Côte d'Ivoire 6.7%

Ecuador 3.8% Ghana 2.5%

Jamaica 2.8% Mauritania 7.4%

Mexico  3.0% Nigeria 4.9%

Peru 3.2% Senegal 9.4%

Average Latin America and the Caribbean 2.7% Zambia 6.0%

Angola 2.2%

Middle East and North Africa Gabon 1.3%

Egypt 3.3% South Africa 2.3%

Morocco 1.4% Average Sub-Saharan Africa 5.5%

Tunisia 2.9%

Average Middle East and North Africa 2.6% Global Average 2.9%
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Upper Middle Income Countries

Cost Social Protection 

Floor (%GDP)
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Cost Social Protection 

Floor (%GDP)

Angola 2.2% Dominican Republic 4.1% Mexico  3.0%

Argentina 1.5% Ecuador 3.8% Peru 3.2%

Azerbaijan 5.5% Gabon 1.3% South Africa 2.3%

Brazil 2.1% Jamaica 2.8% Tunisia 2.9%

China 1.6% Kazakhstan 0.8% Turkey 6.0%

Colombia 3.3% Malaysia 3.9%

Average Upper middle income countries 2.2%


