


This paper 

• proposes an analytical framework and policy instruments to 
secure fiscal space for financing a national development 
strategy. 
central premise: “the sustainability of policies to create fiscal 
space is a function of what the fiscal space is used for.”

•the balance of emphasis placed on the stabilization, allocation 
and distribution and growth functions of fiscal policy would 
differ according to

 the timeframe of the analytical framework 
political economy context

• indicators used to assess fiscal solvency and sustainability 
different if the assessment is carried out in a long-term or 
short-term analytical context.



Design of paper

Section 1: Analytical framework-
 

Fiscal 
space diamond

Section 2: Country specificity; middle 
income vs low income countries

Section 3: Counter cyclical fiscal policy

Section 4: Sustainable scaling up



World bank, IMF: “the gap between the current level of 

expenditure and the maximum level of expenditures a 

government can undertake without impairing its 

solvency”

Peter Heller: “the availability of budgetary room that 

allows a government to provide resources for a desired 

purpose without any prejudice to the sustainability of a 

government’s financial position”



Our definition: “Fiscal space is the financing that is 

available to government as a result of concrete policy 

actions for enhancing resource mobilization, and the 

reforms necessary to secure the enabling governance, 

institutional and economic environment for these policy 

actions to be effective, for a specified set of development 

objectives.”





 

World Bank, IMF => Macroeconomic stability equals short 
term macroeconomic stability…even if long term solvency 
improves fiscal expansion undesirable



 

Approach ignores positive endogenous effect of additional 
public investment on solvency and stability



 

E.g. fiscal space for military spending have different 
impact from investment in rurla loans but standard 
analytical framework cannot distinguish between the two



 

Recent research=> long run macro stability implications 
of fiscal expansion significantly different from that 
revealed in short run analysis (Gupta, Powell, and Yang, 
2006; Bruno and Easterly, 1998)



• Impact of public investment on growth => 40 study 
reviews  inconclusive

• However, poverty trap and bottleneck theories 
provide powerful arguments for specific public 
investments impacting growth

• Stronger evidence on positive impact of public 
investment on human development



3. Deficit Financing
(% of GDP)

2. Domestic Revenues 
Mobilization (% of GDP)

4. Reprioritization
& Efficiency of 
Expenditures 
(% of GDP)

1. Official Development 
Assistance (% of GDP)

Fiscal space diamond



Use with care
•The diamond is created in cartesian space, it seems to imply 
that there is a choice between the four instruments of fiscal 
space. This is not true.

•ODA is exogenous. Expenditure switching and pareto efficient 
public expenditure reforms clubbed together 

•Country specificity is important.
Essential to define precisely 
•Policy assumptions underlying the diamond

•Time frame within which different measures take effect

•Whether actions to secure fiscal space are endogenous or 
exogenous to domestic policy making

Next four slides present example



a-

 

Aid. External budget 
support subject to 
volatility and projected 
gradual decline in foreign 
grants in a post-conflict 
setting. External BS 
accounts for +/- 50% of 
budget.

b-

 

Debt Relief. 
Completion point reached 
under the Enhanced HIPC 
initiative and approved debt 
relief under the MDRI ~ 
$90 m/year 

1. ODA

a%

b%

Exogenous, short-term
Exogenous, one-shot



a%

b%

a-

 

Tax and Non-Tax. Tax effort and 
institutional measures including 
creation of National Revenue 
Administration yield + 0.7% of GDP in 
2005 (at 13%) and expected another 
+0.3% in 2006 as result of new 
measures. Increase in absolute terms 
fuelled by solid GDP growth (7%/year). 
Question of tax-arrears of SOEs. 

Endogenous, short-term

b-

 

Enhanced Privatization 
Receipts. Several States 
Enterprises for Sale. Question of 
use of additional funds if revenues 
exceed budgeted amounts: debt 
reduction or poverty-related 
outlays?

2. Domestic Revenues

Endogenous, one-shot 

The fiscal space diamond as a diagnostic tool



a%

c%

b%

(

 

ii) Recurrent expenditures 
(wages) represent 20% of 
GDP vs. 4% for investment. 
Poverty-related (PR) spending 
meant to be increased relative to 
non-PR recurrent spending

a-

 

Prioritization: 
(i) Military spending 
reduced from 4 to 3.5% 
between 2001 and 2003. 
Further decline? 

d%

b-

 

‘Value-for-money’. PFM measures 
(not limited to effect on revenue 

effort). 

4. Reprioritization and 
Efficiency of 
Expenditure

Endogenous, short-term

The fiscal space diamond as a diagnostic tool



2. Domestic 
Revenues

a%

c%

b%

a-

 

Net domestic financing

 

of the budget 
has increased in past years. Increase in the 
share of domestic debt, which is almost 
exclusively short-term. High interest rates.

3. Deficit Financing

b-

 

External financing should take account of fragile debt position in 
the aftermath of the HIPC/MDRI initiatives. The IMF suggests that 
external financing should take the form of grants (see 1) or highly 
concessional loans. GDP growth may create some ‘fiscal sustainability- 
consistent’ space

Exogenous, long-term

Endogenous long-term

The fiscal space diamond as a diagnostic tool



a- Aid. External 
budget support 
subject to volatility 
and projected 
gradual decline in 
foreign grants in a 
post-conflict 
setting. External 
BS accounts for +/- 
50% of budget.

b- Debt Relief. 
Completion point 
reached under the 
Enhanced HIPC 
initiative and 
approved debt relief 
under the MDRI ~ 
$90 m/year 

1. ODA

a%

a%

b%

Exogenous, one-shotExogenous, short-term

a%

b%

a- Tax and Non-Tax. Tax effort and 
institutional measures including 
creation of National Revenue 
Administration yield + 0.7% of GDP 
in 2005 (at 13%) and expected 
another +0.3% in 2006 as result of 
new measures. Increase in absolute 
terms fuelled by solid GDP growth 
(7%/year). Question of tax-arrears of 
SOEs. 

Endogenous, short-term

b- Enhanced 
Privatization Receipts. 
Several States 
Enterprises for Sale. 
Question of use of 
additional funds if 
revenues exceed 
budgeted amounts: debt 
reduction or poverty- 
related outlays?

2. Domestic 
Revenues

Endogenous, one-shot 

a%

c%

b%

(ii) Recurrent expenditures (wages) 
represent 20% of 
GDP vs. 4% for investment. 
Poverty-related (PR) spending 
meant to be increased relative to 
non-PR recurrent spending

a- Prioritization: 
(i) Military spending reduced 
from 4 to 3.5% between 2001 
and 2003. Further decline? 

d%

b- ‘Value-for-money’. PFM measures 
(not limited to effect on revenue effort). 

4. Reprioritization 
and Efficiency of 
Expenditure

Endogenous, short-term

2. Domestic 
Revenues

a%

c%

b%

a- Net domestic financing 
of the budget has increased 
in past years. Increase in 
the share of domestic debt, 
which is almost exclusively 
short-term. High interest 
rates.

3. Deficit 
Financing

b- External financing should take account of fragile debt position in the 
aftermath of the HIPC/MDRI initiatives. The IMF suggests that external 
financing should take the form of grants (see 1) or highly concessional 
loans. GDP growth may create some ‘fiscal sustainability-consistent’ 
space

Exogenous, long-term

Endogenous long-term

The fiscal space diamond as a diagnostic tool



Savings in France and United Kingdom 1946-1960

Note: Savings are calculated as the sum of investment and the current account 
surplus 
Source: Barry Eichengreen, (1995)

Marshall aid (80% grants created fiscal space)
More recently similar experience in Thailand

1946-1951 1948-1951 1952-1960

France n.a. 19 27
UK 9 13 16



The challenge for achieving sustainable development 

across different income groups differs significantly 

(this impacts the uses of fiscal space and, conversely, 

long term fiscal solvency)



Main challenges



 

Address inequality=> increase access of the relatively 
poor to key public goods; here public goods are 
available-

 
the problem is affordability



 

Manage downsides caused by structural shocks  



Pro development fiscal policy implies attention to 

stabilisation and allocation functions

Objective 1: Fiscal space for income transfers and 

improvement in quality of public good provisioning 

(e.g. reducing class sizes in schools)

Objective 2: Counter cyclical fiscal policies





 

No permanent increase in the size of government 
(G/GDP ratio) or PSBR



 

Expenditure switching policies and temporary 
deficits main instruments



Main challenge: permanent and significant increase 

in public expenditure to secure economic growth and 

enhance human development

Time horizon: 10 to 20 years



The emphasis here is on growth and allocation 

functions
 

of fiscal policy 

Typically implies a permanent increase in G/GDP 

ratio.

Consistent with Wagner’s law



Needed a hierarchy of instruments to 

enhance fiscal space in different 

development contexts





 

G/GDP ratio over 40% in OECD countries, 28% in 
MICs and 23% in LICs



 

Tax/GDP ratio 38% in OECD countries, 25% in MICs 
and 19% in LICs

Thus the instrument mix chosen to secure fiscal space 

in correlated with the level of development of a 

country.





 

Macro financial instruments including commodity 

stabilisation funds, stability and social investment 

facility for high debt MICs (Dervis and Birdsall, 

2006), counter cyclical financing mechanism (Loser, 

2006)



 

Focus on financing transfers rather than producing 

public goods, so major instruments are safety nets, 

CCTs, insurance schemes etc.





 

In recent times scaling up of aid touted as main 

instrument



 

However, aid is not a permanent solution , hence a 

strategy that depends on scaling up of aid
 

must 

specify a credible exit strategy where other sources 

of fiscal space replace aid over the long term.



 

In the short term also absorption and spending 

issues.



Definitions
1.Public investments increase the supply of public 

goods  

2.Public goods vary in the intensity to which they 
display public good characteristics 

3.Public good characteristics are 


 
Non-rival consumption


 

Non-excludability


 
Jointness in supply



For any public investment programme, the more the 
public good characteristics of the public investment 
outputs, the less the precision and predictability of the 
fiduciary payback calculation. The less the public good 
characteristics, the more the precision and 
predictability of the fiduciary payback calculation. 

And …
For any public investment programme the more the 
public good characteristics of the public investment 
outputs, the more the precision and predictability of the 
development payback calculation. The less the public 
good characteristics, the less the precision and 
predictability of the development payback calculation.





 

Fiduciary payback = financial return (f) from a 
public investment that can be used to determine 
sustainability, e.g. f ≥r 



 

Development payback =
 

the increase in 
output/outcome (d) due to a public investment that 
can be used to determine sustainability, e.g. ∆d=> ∆g 
or ∆HDI



 

Precision = the degree of expected errors in ex ante 
calculations of payback



 

Predictability = the degree of observed errors in ex 
post payback



Three reasons why public good characteristics impact 
the two pay backs differently

1.Jointness in supply and non rivalry in consumption 
make it difficult to assign unit costs and benefits to 
individual agent recipients. As a result proxies have 
to be used to calculate prices and returns. 

2.Non excludability makes individual price calculation 
or market-based revenue earmarking problematic. 

3.The fiduciary returns from public investments with 
strong public good characteristics are dependent on 
the second order impacts on revenue and 
expenditure.



An example 


 

A programme of public investments to increase the 
capacity of the country’s airports;



 

A programme of public investments to reduce infant 
mortality. 





 

Conjecture does not deny the possibility that a 

harmonious solution exists in which fiscal and 

development paybacks are simultaneously secured.



 

Contemporary history pf successful development 

(China, Vietnam, Malaysia, South Korea) is all about 

countries that have succeeded in finding harmonious 

solution. 





 

In technical work on fiscal affairs, very few 

systematic attempts to calculate development 

payback–
 

almost a cultural dogmatism among and 

about “people of the fisc”



 

When (Sachs) there exists multiple equilibria in LICs 

aid is used to transit to the higher equilibrium 

remaining there requires a strategy of exit from aid 

to domestic financing.





 

Page 21.   FIGURE.

1. ODA

3. Deficit 
Financing

2. Domestic 
Revenues

4. Reprioritization 
and Efficiency of 
Expenditure

(a) Transition from a reliance on 
ODA to domestically-financed 
public investment (golden rule)

(b) Increase in domestic 
revenues to cover the 
recurrent costs of capital 
expenditure and abide by 
zero current deficit rule





If reduced consumption is not desirable then dY/Y 
must be such that the increased savings is sufficient 
to substitute for A.

=>A higher order process of capital accumulation at 
time t than at time 1. The alternative is simply 
reversion to the capital accumulation process at time 
zero. 



 

Important: S/GDP here is an indicator and not an 
objective of fiscal policy. The indicator helps assess 
the feasibility of a golden rule for a medium or long 
term fiscal framework. 





 

A fiscal rule that recognizes the distinction between 
current and capital expenditure line items in the 
budget will ensure that fiscal restraint does not 
discourage growth in the aggregate public capital 
stock. 



 

Some allowances may be made for negative current 
deficits during a development transformation,



 

But the long-term fiscal framework must plan for all 
such expenditures to be financed entirely out of 
current revenues. 



 

This is a non negotiable requirement for a prudent 
long-term fiscal policy.



Is the revenue/capital expenditure distinction 
desirable?

YES
Reason 1: exhaustion principle
Reason 2: recurrent need principle
Thus, two rules 
1.Zero revenue deficit 
2.Fiscal deficit link to S/GDP ratio
Note that one acts as automatic stabiliser on two. 





 

Our proposals are not by any means less fiscally 
disciplinary than those currently in use. 



 

They are of course very different and more 
suited to long-term fiscal targeting. 



 

A hard current budget deficit rule imposes real 
limits on runaway government spending 



 

A savings indicator imposes a stringent policy 
requirement –
either the economy grow sufficiently fast in the long-

 term to allow the development payback to finance 
scaling up, 

Or lower levels of private absorption to pay for the 
scaling up in public good provisioning.
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