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Foreword

In 2000, the international community came together to agree upon the
Millennium Development Goals (MDGs) and in so doing committed itself to
working together to put an end to poverty, hunger, disease and lack of adequate
shelter by 2015. Gender equality, education and environmental sustainability
were to be promoted along with basic rights to health, education, safe drinking
water and sanitation. To achieve these goals, the international community,
including the OECD, agreed to build up a global partnership for development.

Twelve years later, hundreds of millions of people have moved out of
extreme poverty and, in 2010, the world achieved the MDG of halving the
number of poor people, mainly thanks to high growth in large countries such
as Brazil, China and India. However, the challenges of fighting extreme poverty
in all countries and of achieving the other MDGs remain. The ever-growing
number of financing instruments and entities creates an increasingly complex
architecture of development co-operation but, at the same time, allows a better
mobilisation of untapped development resources, including the sharing of
development knowledge across the world.

This study builds on OECD Development Centre Working Paper No. 306’
and the Development Centre’s long-standing work on development finance,
fiscal policy for development, the rise of emerging countries and social cohesion.
It endeavours to bring these results to a wide audience and to highlight their
policy implications in the run-up to 2015 and beyond. The first aim is to
revisit the cost estimations of the Millennium Development Goals to which
development agencies contributed during the early 2000s. The second aim is to
provide an assessment of developing countries’ own capacity to fund additional
development investment through domestic resources, taxes in particular, and
external resources, such as FDI, remittances, private donations and aid.
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Foreword

Can We Still Achieve the Millennium Development Goals? From Costs to
Policies is the result of a successful collaboration with the Bill and Melinda Gates
Foundation. This study also conveys results from work done with the financial
support of the French Ministry of Foreign and European Affairs. The project
has also benefited from the intellectual input of the National Treasury of South
Africa and of the South African office of the UN Development Programme as
well as the members of the Centre’s Development Finance Network.?

Notes

1. http://www.oecd.org/dataoecd/39/5/49301301.pdf

2. The Centre’s Development Finance Network (DeFiNe) is a global network of think-
tanks, research centres and academic institutions from developing, emerging and
OECD countries, co-ordinated by the OECD Development Centre.
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Preface

The biggest gathering of world leaders ever assembled occurred in New
York in 2000 to set eight broad, time-bound and quantified targets to beat
extreme poverty, now known around the globe as the Millennium Development
Goals (MDGs). With three years to go until the 2015 deadline to meet the
MDGs, the question of how much it will cost and who will pay for one of the
biggest campaigns ever launched by the international community is returning
to everyone’s lips.

This study assesses the financial cost of achieving the MDGs for the
countries who have yet to reach them. It looks beyond aid and measures the
ability of countries to achieve social development by themselves. The order of
magnitude of the results implies that achieving the MDGs will be at least as much
about policies and partnerships as it will be about financing. The conclusions
of the first High Level Meeting of the OECD Development Centre’s member
countries reinforced this point, highlighting the importance of redefining
national development strategies in a world in which the economic centre of
gravity is shifting to the east and south.

Assessing progress on the MDGs is a useful framework for understanding,
more broadly, how countries are progressing towards ensuring the sustainability
of development. The underlying question is, how to upgrade the processes for
evaluating and implementing policies over time, including managing public
spending across all sectors and at all levels of government within a medium-
term budget? The challenges must not be underestimated, but they are not
insurmountable. An inclusive and in-depth dialogue between countries is key
to improving policies. Developing countries have demonstrated their ability
to innovate, and all countries have much to gain from discussing the successes
and challenges of their development experience.

Can we still Achieve the Millennium Development Goals? © OECD 2012



Preface

The OECD Development Centre is committed to actively sharing its
50 years of experience through publications, such as this study, and through
inclusive policy dialogue. Our ambition is to contribute to the quality of public
policies so as to support countries as they build thriving economies and cohesive
societies, until 2015 and beyond.

Mario Pezzini
Director
OECD Development Centre
March 2012
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Executive summary

This study contributes to the current debate on achieving the Millennium
Development Goals (MDGs), their relevance and what can be done after 2015,
by looking at estimates of the cost of reaching the goals in 2015. In particular,
it sizes the additional resources needed in developing countries to attain the
goals. The demand for cost estimates is growing as the 2015 deadline looms.
Surprisingly, few recent works have sought to estimate and to find solutions
for addressing the corresponding funding gaps.

Earlier contributions have focused on aid as the main source of new
resources for attaining the goals without looking at the role of other sources
such as domestic tax revenues, South-South co-operation, remittances from
emigrants or private donations and capital. The additional cost of achieving the
poverty, education and health goals has been approximated. An estimate of how
increased revenues could be raised through improved taxation in developing
countries - the public side of domestic resource mobilisation - is also provided.
The numbers imply that the international community must broaden its notion
of development co-operation beyond Official Development Assistance (ODA).
There is a need to leverage the full spectrum of additional finance and prioritise
political reforms in advanced and developing countries alike in order to help
reach the level of social development equivalent to the MDGs.

The size of the challenge facing the development community

Several years after the 2008 International Conference in Doha on Financing
for Development that took stock of the 2002 Monterrey consensus, financing
development remains a major international challenge. Since the 1990s, the
landscape of development finance has evolved with the emergence of new

Can we still Achieve the Millennium Development Goals? © OECD 2012 11
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partners and modalities of financing. There has also been a welcome increase in
public and private flows to developing countries. However, the severe impact of
the global crisis has restricted the scope of such progress, raising new concerns.

While it is not an insurmountably high amount, the financial cost of
achieving the Millennium goals is bigger than the figure that could be raised
unless the full range of available development resources is properly mobilised
and necessary policy reforms are pursued by all development partners. This
study estimates this cost to be in the order of USD 120 billion. Around half of
this amount is a “financing gap” concentrated in 20 low-income countries. The
remaining half is needed for targeted transfers and spending in 79 other low-
and middle-income countries. In comparison, this USD 120 billion shortfall is
approximately double current country programmable aid, i.e. the portion of
official development assistance most likely to help with meeting the MDGs. If aid
alone could address the MDG challenge, it would have to triple its current level.

How the cost of the Millennium Development Goals is measured

The study uses two approaches: i) a bottom-up approach, which assesses
the cost of directly addressing poverty, education and health goals through
targeted transfers and expenditures; ii) a top-down approach, which measures
the amount of development finance required to ensure that there is enough
economic growth to meet the MDGs. The top-down approach measures are
constructed as time-bound targets to be sustained until 2015, while the bottom-
up approach assumes that targeted transfers and expenditure are always
paid out each year and indefinitely. To generate the global cost, a choice is
made, country-by-country, between the two approaches on a case-by-case
basis, according to their relative cost. The characteristics of middle-income
countries make the bottom-up approach the most cost-effective. For low-income
countries the top-down approach has proven to be a better option. Please refer
to Atisophon et al. (2011) for a detailed explanation of the methodology behind
this study.
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Figure 0.1.Comparing the top-down vs. the bottom-up approach

Top-down Bottom-up

The trade-off between the top-down and bottom-up approach across high,
medium and low-income countries illustrates and is explained by the structural
characteristics of these countries. The countries with the greatest top-down
“financing gap” are those where greater development finance - aid or private
capital flows — would have the smallest effect on growth. This is characteristic
of middle-income developing countries, which will fall short of reaching the
MDG goals by 2015. These economies are essentially some of the most unequal
and some of the least responsive to investment and aid. Conversely, in many
low-income countries, it is less costly to boost — once and for all - the level
of economic development through a significant rise in development finance
than to pay, year-after-year, for the implicit costs of all the dimensions of
poverty. Naturally, improvements in the productivity of investment — through
reforming institutions and improving the business climate — can make a dramatic
difference in the size of additional resources needed in middle-income countries.
Reforming policies to make growth more inclusive and to improve the quality
of public expenditure is obviously a crucial option. Efforts from development
partners to increase aid effectiveness are also critical.

The cost of the fight against poverty

In comparison with figures from 1990, it is estimated that roughly
35 countries are expected to fall short of reaching the first goal of halving the
number of people in poverty. Rapid poverty reduction in a few large countries

Can we still Achieve the Millennium Development Goals? © OECD 2012 13
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will reduce global numbers to less than half of the 1990 level. Nevertheless, sub-
Saharan Africa, Latin America and the Caribbean region are facing a substantial
financial cost to halving poverty. Based on data from 2009, the annual cost of
targeted transfers to lift half of the poor above the poverty line by 2015 (MDG 1)
would be almost USD 5 billion.

The cost of education

Although overall school attendance has increased markedly over the past
decade, it would still cost nearly USD 9 billion to achieve Universal Primary
Education (UPE) by 2015 (MDG 2). Obviously, UPE is closely linked to promoting
gender equality and the empowerment of women (MDG 3). On average, the
countries that still need to reach the education target have to increase spending
by slightly more than 7%, which should be achievable over time. The most
challenging rate of increase in baseline expenditure is in sub-Saharan Africa,
over 20%. Middle-income countries have the largest expenditure shortfall, nearly
USD 8 billion in total. The Latin American and Caribbean regions require the
highest increase in spending because of the high cost of education per student
in the region.

The cost of health

Most of the extra health spending will be needed in sub-Saharan Africa and
South Asia to cut child mortality by two thirds, reduce the maternal mortality
ratio by three quarters and halt AIDS, malaria and other major diseases (MDGs
4-6). The highest costs are associated with health in low- and lower-middle
countries, nearly USD 60 billion. In terms of regions in South Asia, USD 35 billion
will be needed, and in sub-Saharan Africa, USD 20 billion.

Where the resources will come from

There is a high potential for middle-income countries to meet their needs
by raising their own resources. The numbers confirm both the requisite role
of ODA in a number of low-income countries and the important and growing

14 Can we still Achieve the Millennium Development Goals? © OECD 2012
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role of other sources of development finance in all developing countries. Upper
middle-income countries could mobilise enough domestic resources to meet
the poverty, education and health goals. In contrast, ODA will remain a prime
source of finance for many low-income countries. Using increased private capital
is a real option for filling the financing gap for lower income countries, at least
partially. But the volatility of these flows will have to be managed and there
is a need to adjust national development strategies to optimise their spillovers
in terms of social development. This also applies to the remittances of migrant
workers that should contribute to investment more systematically, including
in smaller businesses where it is missing. So if the needs of the poorest citizens
in the poorest countries are to be met, all development sources — domestic
taxes, private capital from traditional as well as emerging partners, private
contributions, remittances and, of course aid — will play an important role.

Can we still Achieve the Millennium Development Goals? © OECD 2012 15
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The Millennium Development Goals

One - Eradicate Extreme Poverty and Hunger

Halve, between 1990 and 2015, the proportion of people who live on less than
USD 1 a day, achieve full and productive employment for all and halve the
proportion of people who suffer from hunger.

Two — Universal Primary Education
Ensure that, by 2015, children everywhere, boys and girls, complete primary
schooling.

Three — Promote Gender Equality and Empower Women
Eliminate gender disparity in all levels of education by 2015.

Four — Reduce Child Mortality
Reduce the 1990 mortality rate among the under fives by two thirds by 2015.

Five — Improve Maternal Health
Reduce by three quarters the maternal mortality ratio and achieve universal
access to reproductive health.

Six — Combat HIV/Aids, Malaria and Other Diseases

Have halted by 2015 and begun to reverse the spread of HIV/AIDS, with
universal access to treatment for all those who need it. Halt and reverse the
incidence of malaria and other major diseases.

Seven — Environmental Sustainability

Integrate the principles of sustainable development into country policies and
programmes and reverse the loss of environmental resources. Reduce biodiversity
loss and halve the proportion of the population without access to safe drinking
water and basic sanitation.

Eight — Global Partnership
Develop an open, rule-based, predictable, non-discriminatory trading and
financial system.

16 Can we still Achieve the Millennium Development Goals? © OECD 2012
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Chapter 1

The Millennium challenge

Abstract

Several years after the Monterrey Conference, progress on meeting the
Millennium Development Goals (MDGs) has been uneven. Therefore, in
the run up to the 2015 deadline, assessing the magnitude of the financing
challenge is crucial. This study estimates the size of the corresponding financial
costs, putting this in the context of both domestic and external development
resources that are currently and could potentially become available. The
estimated cost of attaining the goals is around USD 120 billion and is split
evenly between low- and middle-income countries. The cost-effective option
for low-income countries' is to close their financing gap so as to raise their
growth rates in a sustainable manner. In the case of middle-income countries,
itis rather about targeted transfers and expenditure. From this perspective, it is
extremely important to continue reforming tax administration and improving
the quality of public expenditure.

Can we still Achieve the Millennium Development Goals? © OECD 2012
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1. The Millennium challenge

Getting started

Aid budgets declined in the 1990s, but the MDGs helped to galvanise the
international aid community towards committing itself to increasing resources
for development co-operation in the 2000s. By the late 1990s, many developing
countries had gone through shaky economic transitions, from socialist planning
or debilitating financial crises — and in some cases both. Official Development
Assistance (ODA) shrank after the end of the Cold War and many rich countries
reduced their engagement in the developing world. The MDGs helped refocus
the development community on measurable, achievable and time-bound goals.
In particular, this invigorated the development co-operation efforts of OECD
countries that are members of the Development Assistance Committee (DAC),
re-igniting their engagement.

The most recent Global Monitoring Report (World Bank and IMF, 2011)
shows that, overall, the number of people living on less than USD 1.25 a day
will be cut by half even if progress is uneven across countries. The reports
of the MDG Taskforce (2008-11) and the UNDP-UNCDF (2010) report warn
that, while progress has been made on several fronts, important shortfalls
persist. Seventeen countries in Africa will not halve extreme poverty by 2015.
Furthermore, achieving the first Millennium objective of halving the proportion
of people living on less than USD 1.25 a day is not necessarily a sign of conclusive
success in the fight against poverty in its many dimensions. Indeed, moving
from 40% to 20% of the population living in extreme poverty does not guarantee
that the MDGs related to education and health are met, even though such
change paradoxically represents very significant success in terms of structural
transformation. The world is also still short of achieving gender parity in primary
and secondary education, making sure all children complete primary education
and providing access to safe drinking water. Moreover, global progress on child
and maternal mortality is too slow.

Despite the consensus achieved by the Monterrey Conference on financing
for development, financing remains a major international challenge. The
development finance landscape has evolved with the emergence of new actors
and new sources of financing. At the same time, efforts have been made to
improve the efficiency of international financing. The Fourth High Level Forum
on Aid Effectiveness in 2011 pointed to the need for broadening attention beyond
aid effectiveness to effective development. The forum called for a new, inclusive
and representative Global Partnership for Effective Development Co-operation.

18 Can we still Achieve the Millennium Development Goals? © OECD 2012
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Assessing the financial size of the outstanding challenges is crucial for
advancing the international development debate and for achieving the MDGs.
Table 1.1 surveys the estimates of MDG costs that have been prepared for all
developing countries. These are highly focused on ODA while this survey shows
that the scale of financing needed to achieve the goals requires development
finance to look beyond ODA as its principal resource. Inasmuch as OECD
member countries must respect their financial commitment and effective aid, it
goes without saying that, in the lead up to 2015, the economic crisis is restricting
the budgets and tightening the policies of these countries. Therefore, the MDGs
will not be attainable by relying solely on ODA.

Table 1.1. Previous global MDG cost estimates

Estimated additional Estimated additional
annual cost annual cost Notes
(current USD billion) (2009 USD billion)

United Nations Estimates drawn from the
(2001) Report of the High-Level
50 61 Panel on Financing for
Development, chaired by
Ernesto Zedillo.

Devarajan ef al. First calculation based on
(2002) ] DA62 ceuc financing gap for limited
group of countries; second
calculation based on
estimated health, education,
and environmental costs. The
two are alternate calculations
and should not be added up.

35-75 41-87

Millennium Project Based on needed

(2005) increases to ODA 2006-15,
including increased donor
commitments, Assumed

72-135 82-152 USD 22.7 billion of

USD 46.6 billion in ODA in
2002 went to MDGs based on
four case studies of individual
countries.

The study also shows that in the near future, ODA will remain essential for
low-income countries in addition to other forms of development finance. While
improved domestic tax collection makes a growing contribution to financing in
all developing countries, in many low-income countries, domestic taxes cannot
be expected to meet the MDG costs in the near future. Raising additional revenue

Can we still Achieve the Millennium Development Goals? © OECD 2012 19
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takes time in low-income countries because of the strengthened institutional
capacity required. While over time the objective is clearly for these countries to
be aid-free, it will be critical to sequence policies properly. In these countries in
particular, aid should definitely be maintained, ideally bolstered, and focused
on strengthening domestic resource mobilisation.

Therefore, achieving the MDGs requires many conditions besides
financing. Policy reforms are far more important than the mere question of
financing and it is crucial not to assume that the most efficient response would
necessarily be to increase development finance. Poor quality public expenditure
remains a major hurdle for developing countries trying to meet the aspirations
of their citizens. These countries are in need of good institutions that can design,
implement and evaluate policies, especially for strong public expenditure
management across all levels of government, good implementation capacity,
and a medium-term fiscal policy that can ensure the sustainability of the MDGs.

The purpose of the study

As the 2015 deadline for attaining the MDGs approaches, albeit in a vastly
different global economic and political climate to the one in which world leaders
set the goals in 2000, the nature of development co-operation has changed. This
change is due to the emergence of new poles of growth in the developing world
as well as recession and increasing calls for fiscal austerity in rich countries.
Partly out of necessity, sources for financing development have been diversified
and include fast growing South-South co-operation, trade and investment flows.
Although aid and development co-operation still play an important, catalytic
role, there is a general recognition that aid alone cannot reduce poverty and
foster development. A number of countries have also increased their capacity
to collect tax revenue and to mobilise other domestic resources as forms of
development finance. For instance, tax revenues are already ten times larger than
ODA on the African continent even though this average conceals considerable
country-to-country differences (AfDB, OECD and UNECA, 2010).

Development agencies contributed to estimates made in the early 2000s.
Now it is time to update those figures. A fresh perspective on the capacity of
countries to fund additional development investment on their own is needed.
OECD Development Centre Working Paper No. 306 (Atisophon et al., 2011) filled
this void by providing new estimates about the cost of reaching the MDGs by
2015. This OECD Development Centre Study aims to share these results with a
wider audience and to highlight the policy implications stemming from these
estimates. Although we have reviewed basic aspects of the methodology used

20 Can we still Achieve the Millennium Development Goals? © OECD 2012
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to estimate the cost of the MDGs throughout this study, please refer to the
Working Paper and its appendices for technical details.

The purpose of this study is to offer an assessment of the size/scope of
resources needed to achieve the MDGs in the developing world and to compare
it with available domestic and external financial resources. The estimates are
meant to help understand the financial magnitude of the problem that many
countries face. To this effect, estimates are offered of how much achieving the
MDGs would cost. Although it is not an insurmountably high amount, it is
larger than the sum that could be raised from development co-operation alone,
given the budgetary situation at the time of writing.

The figures discussed in the study are useful for drawing the big picture
regarding the financial challenge associated with the MDGs and the resources
and means that are available for achieving them. However, these figures should
be interpreted as estimates and not be taken as precise indications, especially
at the country level, of how much public expenditure would be required to
achieve specific MDGs. There are many data and methodological challenges
with modeling the cost of the goals. Devarajan et al. (2002) cautioned that
prudence should be exerted while interpreting their own cost estimates, and
that monetary inputs are not the only and certainly not the most important
constraint limiting the attainment of the MDGs. Furthermore, in this respect,
the situation can vary notably from one country to another. When estimating
the amount of development finance required to reach the MDGs, transfers or
government expenditure required for reaching poverty, education and health
goals, it is important to acknowledge the fact that the link between inputs
and outcomes is often uncertain and that absorption and delivery issues pose
challenges in developing countries. Indeed, the importance of framing the debate
in the larger framework of the quality of public policy and institutions is one
key lesson learned in the exercise of estimating the cost of financing the MDGs.

The rest of this study is organised as follows:

* Chapter 1 provides an overall picture of how much it would cost to
achieve the MDGs by 2015.

¢ Chapter 2 looks more specifically at the costs of combating poverty
and improving health and education in developing countries.

¢ Chapter 3 reviews what means are available for the development
community to achieve the goals in the coming years, both in terms of
development finance that is currently available and the financial flows
that can be relied upon for meeting the needs of developing countries.
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¢ Chapter 4 summarises the broad policy options that it foresees for
the international community in terms of the costs discussed in this
study, bearing in mind the importance of keeping the momentum of
the MDG alive in the run-up to 2015 and beyond.

The overall size of the challenge: the USD 120 billion question

Two separate sets of MDG cost estimates are used to provide the general
scope of resources needed to achieve the Millennium goals. One set, referred to
as “top-down” estimates is based on the premise that “arising tide lifts all boats”
and that sufficiently strong economic growth can spur sustainable development,
particularly with respect to the forms of social development covered by the
MDGs. The other set of estimates, referred to as “bottom-up”, is founded on
the simple argument that improving public spending on service delivery can
lead to attaining the goals. In both cases, the implicit link assumed between
financial flows and social outcomes is schematic since the connection between
the estimated cost and the expected results is clearly uncertain. Nevertheless,
these estimates serve the modest purpose for which they are intended. At a global
level these calculations help provide a useful starting point for understanding
the financial needs in countries and the nature of the reforms needed. On the
one hand, as a corollary, policy reforms can and must play a key role in making
growth more inclusive and more conducive to social development. On the
other hand, they can also play a key role in improving the quality of public
expenditure and the sustainability of its impact on growth.

The “top-down” financing gap measures are constructed as time-bound
targets that are meant to raise domestic income to ensure that achieving the
MDGs is self-sustaining. The “bottom-up” service delivery costs are conceived
in a way that requires the corresponding transfers to be maintained beyond
the 2015 deadline to ensure achieving the MDGs. The two sets of MDG costs
cannot be added to each other for the same countries because otherwise, the
cost of achieving the MDGs would be double-counted. The stated aim of the
financing gap approach is to propel economies into a pattern of self-sustaining
growth to escape the poverty trap, in its multi-dimensional forms, by covering
its educational and health aspects, for instance. Financing gap measures, while
imprecise, can be used to estimate the rough size of the temporary capital
requirement needed to achieve sufficiently high growth rates to put the economy
onto a self-sustaining growth path. Hence, the top-down approach assumes that
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growth can address all MDGs at once and on a sustainable basis. In contrast, a
drop in expenditure linked to social development can lead to renewed poverty,
a decline in child enrolment and a resurgence in child mortality, maternal
mortality and pandemic diseases, ruining progress towards attaining the
MDGs. The limits and merits of these two approaches are discussed in detail
in Atisophon et al. (2011).

On an annual basis, the cost estimates for achieving the MDGs through
bottom-up development service delivery is smaller than the estimates of the
top-down capital requirement for achieving the growth needed to meet the
MDGs. Figure 1.1 overleaf shows that the top-down financing gap calculations
reflect a need for more than USD 280 billion in additional resources annually
to achieve the MDGs. The bulk of these additional resources is estimated to
be required in middle-income countries. Adopting a top-down approach for
middle-income countries would require an annual USD 220 billion increase in
development finance for these countries. This very high sum argues for a more
direct, bottom-up approach for addressing the poverty, health and education
goals of middle-income countries through transfers and expenditure. Such an
approach reduces the cost of meeting MDGs in middle-income countries to
less than USD 40 billion on an annual basis. The service delivery calculations
lead to a global figure of tens of billions of dollars, while the financing gap is
calculated to be in the order of hundreds of billions of dollars.

The fundamental reason why the top-down approach is systematically
more expensive on an annual basis than the bottom-up approach is its
assumption that the distribution of income is left unchanged. Indeed, it requires
the income of the entire population to be lifted to decrease the proportion of
the population living in absolute poverty. However, by implicitly assuming
that a constant share of GDP is spent on health and education, the top-down
approach is supposed to address all the MDGs in a sustainable manner and
not only the goal of halving extreme poverty (MDG 1). In contrast, the bottom-
up approach directly addresses the MDGs related to poverty, education and
health at a constant level of economic development. The bottom-up approach
is thus more cost-effective. However, it implies that transfers and expenditures
are maintained indefinitely. The bottom-up approach is therefore more cost-
effective. However, it assumes the continuation of transfers and the associated
costs forever. Of course, these two approaches are schematic and the reality of
development is far more complex. For example, there are growth patterns that
are more inclusive than others and therefore less costly in terms of attaining the
MDGs. Furthermore, targeted transfers and expenditures can have externalities
on all aspects of social development, and can even contribute to growth.
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However, poorly designed transfers and public spending can obviously be
harmful to growth. The methodological objective of this study is clearly a lot
more austere. It aims to evaluate the overall cost of achieving the MDGs in terms
of the broad types of policies.

Figure 1.1.Top-down vs. bottom-up costs by income level group
(annual amounts)
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The size of the financing gaps across regions differs considerably, as shown
by Figure 1.2. According to the top-down approach, East Asia and South Asia
have a minimal financing gap for achieving the MDGs in a sustainable manner.
This reflects the significant progress these regions have made on MDG 1 over
the past decade. In contrast, health-related needs are large in South Asia, and
concentrated in a limited number of countries with a large population. Latin
America and the Caribbean and sub-Saharan Africa, on the other hand, require
significant additional capital to achieve enough growth to meet the MDGs on
a sustainable basis.
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Figure 1.2. Top-down vs. bottom-up costs by region
(annual amounts)
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Indeed, there are developing countries where a reasonable increase in
development finance will have no impact on the MDGs. For such countries,
adopting a top-down approach is prohibitively expensive and makes no sense
in terms of meeting the MDGs. For instance, Colombia and Venezuela have
neither the largest number of poor people in the world nor even the largest
share of poor people living in their countries. However, these middle-income
economies are some of the most unequal and have been historically, some of
the least responsive to investment and aid as captured by the long-term data
over the period 1990-2015. This is why, in such cases, a bottom-up transfer and
social service delivery approach is adopted.

The role of inequality cannot be overstated in explaining the large financing
gaps in Latin American countries. In addition to a lack of productivity in
capital investment, these countries have seen a very low reduction in poverty
because high inequality has muted the impact of growth in lifting people out
of poverty (Bourguignon, 2003). In the case of Colombia for instance, income
inequality implies that the top-down approach needs to ensure that through
growth USD 462 000 goes to the richest 10% of the population for the equivalent
of USD 8 800 to go to the poorest 10% of the population because it assumes an
unchanged income distribution. Consequently, reforms aimed at mitigating
inequality and improving the productivity of capital investment would
significantly decrease the financing gap of these countries, thereby representing
a development priority.
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However, in theory, reducing poverty by increasing growth is
fundamentally different from, and preferable to, improving health and education
by increasing spending in these areas. Similarly, there is a fundamental difference
between reducing poverty by increasing growth and reducing poverty by
redistributing income to the poor: once incomes improve through growth, they
are much less likely to fall back significantly later, even though growth may
slow down. Conversely, education, health expenditure and transfers to reduce
poverty need to be maintained, or people will not remain healthy, children will
not stay in school, and transfer recipients may fall back into poverty. This is
why, according to our calculations, in countries where it is more affordable, the
top-down approach is preferable to the bottom-up approach.

In practice, it is clear that the bottom-up approach may profitably
be combined with the top-down approach and vice versa. An effective and
progressive tax system can make the amount of financing needed to tackle
poverty through growth more affordable. Conversely, growth usually makes
social spending more affordable for the national Treasury. Along the same lines,
given that poverty is multi-dimensional, there are often synergies between
spending on education, health and the fight against extreme poverty. Capturing
these kinds of effects clearly requires very in-depth data. In developing countries,
such data is rarely of a sufficiently reliable quality. It also entails sophisticated
modeling at the individual country level. Such analysis lies outside the scope of
this study but it is being identified as research that could yield useful insights.
This is one of the many reasons why the development of statistical data in
developing countries is a priority.

Filling the financing gap is less costly over time in low-income countries,
while achieving the Millennium goals through service delivery is eventually less
costly in middle-income countries. Figure 1.3 compares the total capital cost of
filling the financing gap by 2015 with the total capital cost of expenditures and
transfers related to MDGs, provided they are maintained indefinitely. The total
capital layout needed to fill the financing gap in low-income countries, slightly
more than USD 370 billion, is slightly more than half the net present value of
recurring social service expenditure related to the MDGs, USD 625 billion. In
contrast, the discounted value of the recurring cash flows required to achieve
the MDGs through development service delivery in middle-income countries,
nearly USD 680 billion, is roughly half the financing gap in these countries,
more than USD 1.3 billion.
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Figure 1.3.Total capital layout required
(annual amounts)
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Based on the financing gap calculations for low-income countries
and by focusing on targeted transfers and expenditures for middle-income
countries, attaining the first six Millennium goals worldwide is estimated to
require approximately USD 120 billion.” Taking the same year of reference as a
comparison, in 2009, ODA amounted to about USD 108 billion. However, ODA
includes items that are not linked to the MDGs, such as net administrative costs,
imputed student costs and debt relief. Country programmable aid refers to the
sub-total of ODA that is likely to be earmarked for a particular country, with
donor countries usually preparing an expenditure plan for such aid, which
amounted to around USD 64 billion the same year. The incremental cost of
achieving the MDGs is therefore slightly less than double the current flows of
country programmable aid and also double the increase in tax revenues that is
estimated in this study, which could potentially become available in developing
countries. If aid flows alone had to address the cost of the MDGs and if the
ratio of country programmable aid remains constant at 53%, an incremental
contribution of around USD 225 billion would be required, equivalent to tripling
the current amount of ODA. If humanitarian aid is considered to contribute
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to financing development, the increase in ODA needed would be slightly less
remarkable yet politically inconceivable given current circumstances.

The total cost of achieving the first six MDGs can be split between slightly
more than a USD 60 billion financing gap to be filled in 20 low-income countries
and slightly less than USD 60 billion for social services linked to MDGs in 79
other low- and middle-income countries, as illustrated in Figure 1.4. This size
of the financing gap for low-income countries is the amount required until 2015
to maintain the target growth rate for achieving the MDGs in a durable way.
For the other low-income countries and for middle-income countries, this size
is the sum of the cash transfers needed by these countries to provide enough
income support to halve the number of people living on less than a dollar a-day
(MDG 1) and, the sum of the cost of achieving health- and education-related
goals (MDGs 2; 4-6).

Figure 1.4. Total MDG cost estimates
(annual amounts)

2009 USD billion

M 20 Low-income countries
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Source: Authors’ calculations.
StatLlink mazm™ http://dx.doi.org/10.1787/888932596080

28 Can we still Achieve the Millennium Development Goals? © OECD 2012



Development Centre Studies

Notes

1. Countries with annual income per capita below roughly 1 000 USD.
2. Countries with annual income per capita below roughly 12 000 USD.

3. We only consider MDGs 1-6 which we divide into three broad categories, looking at
income poverty (MDG 1), health (MDGs 4, 5, 6) and education (MDGs 2, 3). Gender
equality is thus treated narrowly as an education issue because one of MDG 3's
key targets is gender equality in primary education enrolment. This is admittedly
unsatisfactory but it is necessary to maintain a sufficiently generalisable approach.
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Chapter 2

The cost of measures to fight poverty
and to improve health and education

Abstract

The bottom-up estimate of the global cost of targeted transfers to lift half of
the world’s poor out of extreme poverty (MDG 1) is nearly USD 5 billion.
To achieve universal primary education (UPE - MDG 2-3), slightly less than
USD 9 billion would have to be spent. On average, countries that still need to
achieve UPE would need to increase spending on education by slightly more
than 7%. The most challenging rate of increase in baseline expenditure is in sub-
Saharan Africa, above 20%. However, it is middle-income countries that have
the largest absolute expenditure shortfall, almost USD 8 billion in total. The
highest costs are associated with health (MDGs 4-6) in low- and lower-middle
income countries, at around USD 60 billion. In terms of regions, South Asia,
and sub-Saharan Africa require the most, USD 35 billion, and USD 20 billion,
respectively. The cost estimate for the promotion of gender equality and the
empowerment of women (MDG 3) is partially covered by UPE (MDG 2). This
study is not able to provide a cost for ensuring environmental sustainability
(MDG 7). It is assumed that the global partnership for development (MDG 8) is
the quintessential tool for addressing the estimated cost and not an additional
cost per se.
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Chapter 1 deals with the overall cost of achieving the MDGs. This chapter
breaks down this cost by the type of MDGs related to poverty, health and
education. The main objective is to identify what types of MDGs represent the
most challenges in terms of financial costs and which specific types of MDGs
turn out to be the most expensive to achieve within different groups of countries,
both in terms of income groups and geographic regions. Therefore, this chapter
focuses on the bottom-up approach because the top-down approach addresses
the MDGs all together and does not allow for a breakdown by goal.

It is in low- and lower-middle countries that costs associated with
achieving health-related Millennium goals are — by far — the highest. Figure 2.1
illustrates the bottom-up cost of directly reaching the MDGs through transfers
and expenditure by income group. For each of these two groups of countries,
achieving health-related goals in lower- and lower-middle-income countries
would cost around USD 30 billion. Altogether, the costs of the health goals in
these countries is around USD 60 billion, close to the USD 64 billion of country
programmable aid that OECD Development Assistance Committee members
already gave in 2009. In contrast, the bottom-up costs of achieving UPE are
markedly weaker at slightly less than USD 9 billion in total for developing
countries and slightly more than USD 1 billion - a fraction of current ODA - for
low-income countries. The costs of tackling poverty through targeted transfers
to the poor are under USD 5 billion. These costs are roughly the same size as
those for education but concentrated in low and lower-middle income countries
and split almost evenly between these two groups of countries.

Figure 2.1.The cost of achieving poverty, health and education MDGs
by income group (annual amounts)
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Geographically, by far the highest costs are associated with achieving
health goals in South Asia and sub-Saharan Africa. Figure 2.2 charts the health
costs by region. In South Asia and sub-Saharan Africa, the financial costs amount
to roughly USD 35 billion and USD 20 billion, respectively. Taken together, the
costs of the health goals in these regions amount to roughly USD 55 billion
- slightly less than the total country programmable aid allocated in 2009
(USD 64 billion). The cost of achieving UPE is smaller; about USD 1 billion in
South Asia and USD 2 billion in sub-Saharan Africa. The USD 5 billion cost of
combating poverty through transfers to the poor, the poverty gap approach, is
largely concentrated in sub-Saharan Africa.

Figure 2.2. The cost of achieving poverty, health and education MDGs by region
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Focus on poverty

The total cost of providing transfers to the poor to lift half of them above
the poverty line (MDG 1) is estimated to be slightly below USD 5 billion. Box 2.1
discusses the methodology behind these estimates. Figure 2.3 illustrates how
it is distributed across income categories and regions. The greatest absolute
needs are spread more or less evenly between low-income and lower-middle-
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income countries. Upper-middle income countries typically face much less of a
poverty gap than lower and lower-middle income countries. This is in contrast
with the size of their financing gap from the top-down approach discussed in
Chapter 1. In countries with high levels of inequality, it is much more affordable
to address poverty directly than to try and achieve enough growth in order to
help the poorest members of society. The cost of halving the number of people
living below the poverty line is highest in Africa and to a lesser extent, in South
America.

Box 2.1. Using the poverty gap to calculate transfers to the poor (MDG 1)

The poverty gap index (Foster ef al., 1984) measures the mean proportionate
shortfall from the poverty line for a given population. We use the poverty
gap approach to measure the total transfer required to eradicate poverty in a
specific country with a certain income distribution. The poverty gap is easy
to calculate using the parameters of the Lorenz curve, the poverty headcount,
mean income and the poverty line (Datt, 1998).

The poverty gap is a measure of the transfer that is necessary for eradicating
poverty. Therefore, it is possible to compare a baseline for the poverty gap for
2015 (based on the IMF’s recent forecast on prospects for the global economy
by the IMF) with the poverty gap which would be expected in 2015 if MDG 1
is reached by then. The difference between these two amounts is the total
annual transfer required to reduce poverty by half from its 1990 level.

Please refer to Atisophon et al. (2011) for further details on the methodology
behind these estimates.

Figure 2.3. Measure of targeted transfers for poverty (MDG 1) by income group
and region (annual amounts)
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The nearly USD 5 billion poverty gap estimate should be taken as a
lower-bound estimate of the cost of achieving MDG 1, rather than a concrete
proposal for reaching it through cash transfers. The transfers implicit in the
poverty gap approach are assumed to be perfectly targeted and do not include
any administrative or transaction costs. For illustrative purposes, assume that
the estimated administrative cost is in the range of 10% and that the level
of loss is roughly 40%. In this instance, the estimate of the financial cost of
meeting MDG 1 in countries that have not yet reached this goal would have
to be doubled to USD 10 billion. Besides, such calculations also assume that
individual transfers should go to people who are closest to the poverty line.
The transfers would therefore only go to smallest number of people necessary
to ensure that the poverty headcount is halved. Although it would help reduce
poverty, this type of transfer would actually exacerbate inequality. Those that
are still considered to be poor after the transfers would be, on average, more
deeply poor, that is much farther from the poverty line, than the poor as a
group were before. Nonetheless, our estimates show that transfers to address
poverty in developing countries — even after adding administrative costs — are
manageable at the global level.

Focus on education

An additional USD 8.8 billion needs to be spent in 2015 to achieve
universal primary education, with upper-middle-income countries having
the largest expenditure shortfall, USD 5.5 billion, followed by lower-middle-
income countries with USD 2.2 million. Box 2.2 discusses the methodology
behind estimating the costs of achieving universal primary education and
Figure 2.4 overleaf illustrates how these costs are distributed by income group
and region. The region that requires the highest increase in spending compared
to baseline expenditure is Latin America and Caribbean with USD 2.9 billion.
This is predominantly due to the higher cost of primary education per student.
Sub-Saharan Africa is the second costliest region in terms of achieving universal
primary education, with an expenditure shortfall of USD 2.3 billion. The sub-
Saharan Africa and the Latin American and Caribbean regions together represent
close to 60% of all additional spending that would be required in 2015 to achieve
universal enrolment in primary school.
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Figure 2.4. Education needs (MDGs 2-3) measures by income group and region
(annual amounts)

2009 USD billion 2009 USD billion ® Middle East

& North Africa

m Europe
& Central Asia

East Asia & Pacific

® Upper middle income
» Lower middle income

® Latin America &

= Lowincome
Caribbean
= South Asia

® Sub-Saharan Africa

Source: Authors’ calculations.
StatLink mysm http://dx.doi.org/10.1787/888932596156

Compared to current spending and in order to reach UPE, all countries with
an education expenditure shortfall would need to increase spending on education
by more than 7%. Although such an increase appears to be significant, it should
be achievable over time. In some respects, these estimates on the cost of UPE
are arguably on the higher end. In order to be able to predict benchmark public
expenditure, it is estimated that up until 2015, real public spending on primary
education until 2015 will remain the same as in 2009. It is fair to assume that
primary school enrolment rates will keep rising over the next few years. When
other Millennium goals are pursued simultaneously, the cost of achieving UPE
goes down. For instance, if poverty is also reduced significantly, the reservation
wage available to children who have not completed primary schooling would play
a less significant role, helping to increase net enrolment rates. Indeed, keeping
children in primary education until completion is a major constraint when a family
has to consider whether to make a child work or contribute to work at home.

However, the expenditure required per student tends to rise the closer a
country gets to universal enrolment. For instance, providing schooling in remote
areas is typically more challenging than it is in urban centres. The absolute
cost of achieving UPE in Latin America and the Caribbean region is almost
USD 3 billion, larger than in sub-Saharan Africa, slightly more than USD 2 billion,
despite a much smaller school age population. While the Latin America and
Caribbean region is closer to achieving universal primary enrolment, the cost
per student is much higher in Latin American and the Caribbean than in sub-
Saharan Africa. Yet, the calculations are based on the assumption that the cost per
student remains constant as enrolment rates rise and they do not take account
of differences in the quality of education across countries.
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At the regional level, sub-Saharan Africa will require the largest increase
in spending, more than 20%, in terms of the estimated amount that needs
to be spent by 2015. The Middle East and North Africa comes next, with a
need to increase spending by more than 8%. Within each region, substantial
heterogeneity exists among countries, so much so that regional averages do not
portray well how much spending has to rise in individual countries within a
region. UPE may be attainable at the regional level even if it remains a far off
prospect in individual countries. In some countries, the required absolute change
and the necessary rate of increase in spending on education can be very high.

Box 2.2. Calculating expenditure to meet education-related goals
(MDGs 2 & 3)

The cost of achieving UPE is estimated using the method proposed by
Delamonica et al. (2001). Based on country-specific unit cost estimation of
primary education, this study projected the annual additional cost of reaching
anet enrolment ratio equal to 100% for primary education by 2015. According
to the definition of the United Nations’ Statistics Division, the net enrolment
rate (NER) in primary education is the number of children of official primary
school age who are enrolled in primary education as a percentage of the total
number of children of the official school age population.

The NER data available for 1999-2009 and data for public expenditure on
primary education come from UNESCO and the World Bank. Population
census and projections are taken from the United Nations” World Population
Prospects, 2010 revision (United Nations, Population Division). GDP per capita
is taken from the IMF World Economic Outlook data, April 2011 edition.

Public expenditure per student (World Bank data) is the current public
spending on education divided by the total number of students by level, as a
percentage of GDP per capita. Public expenditure (current and capital) includes
government spending on educational institutions (both public and private),
education administration as well as subsidies for private entities (students/
households and other private entities).

Under the baseline projection, which assumes that NERs remain constant,
the projected additional expenditure can be considered an upward bound
estimate of the cost that could be incurred in 2015. It is assumed that NERs
will remain unchanged in order to avoid taking their progress for granted.
This also prevents us from projecting an optimistic scenario when the time
comes in 2015 to take stock of achievements related to education.

Please refer to Atisophon et al. (2011) for further details on the methodology
behind these estimates.
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Focus on health

Financing the Millennium health goals remains a concern for a number
of countries, particularly in South Asia, which needs USD 35 billion and sub-
Saharan Africa, which needs close to USD 20 billion. Box 2.3 discusses the
methodology behind these estimates. Figure 2.5 shows the distribution of
the financial costs of health goals by income groups and regions. Required
additional spending is almost equally split between low-income countries,
slightly above USD 30 billion, and lower-middle-income countries, slightly
below USD 30 billion. However, in lower-middle income countries there have
been significant increases in expenditure in recent years. This calls into question
whether an increase in spending can be sustained. In addition, increased
expenditure on health has not consistently been accompanied by improvement
in health outcomes, casting doubts on the relevance of the USD 60 per capita
benchmark proposed by the World Health Organization (WHO).

Results lead to the conclusion that economic growth is a major parameter
for determining the cost of achieving the health MDGs, particularly if the WHO
benchmark is used. The near USD 35 billion gap that South Asia must finance
is concentrated in large countries such as India and Pakistan and refers to a
scenario whereby spending per capita has remained unchanged between 2009
and 2015. If these economies maintain a strong growth rate after the financial
crisis and the share of GDP devoted to health remains unchanged, the shortfall
presented in this study will represent an overestimate of the cost of health by
2015. This said, it is also clear that beyond the evolution of the overall health
budget in the countries concerned, the distribution of this expenditure remains
problematic, highlighting the importance of inclusive growth for achieving the
MDGs, particularly in terms of health.

Figure 2.5. Health needs (MDGs 4-6) measures by income group and region
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Box 2.3. Calculating expenditure to meet health-related goals
(MDGs 4,5 & 6)

Health-related MDGs include reducing child mortality (MDG 4), improving
maternal health (MDG 5), and combating HIV/AIDS, malaria, and other
epidemics (MDG 6). According to the WHO (2010), ensuring access to the
types of interventions and treatments needed to address MDGs 4, 5 and 6 will
require on average little more than USD 60 per capita [annually] by 2015”.

Itis legitimate to wonder how realistic it is to assume that USD 60 per capita
would be the amount of health expenditure required to meet health-related
MDGs in all developing countries. This study, however, sticks to WHO's
USD 60 per capita estimate by virtue of its simplicity. With the USD 60 per
capita target being maintained, to calculate how much additional expenditure
will be required globally for meeting this threshold, baseline spending on
health needs to be estimated under reasonable assumptions about future
spending.

Current levels of government spending on health have been projected up
until 2015 for 128 developing countries, where data is available. Per capita
total expenditure data on health come from the WHO. IMF World Economic
Outlook data, April 2011 edition forecasts, are used for GDP growth projections
between 2011 and 2015.

These costs per inhabitant are multiplied by population projections from the
United Nations’ World Population Prospects, 2010 revision (United Nations,
Population Division). Our baseline is a constant scenario, whereby initial per
capita expenditure for health in 2009 remains constant. Health expenditure
per capita is assumed to remain constant to avoid taking progress for granted
and to project an optimistic scenario when the time comes in 2015 to take stock
of achievements related to health.

Please refer to Atisophon et al. (2011) for further details on the methodology
behind these estimates
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Chapter 3

How to pay for the Millennium
Development Goals?

Abstract

Upper-middle-income countries (i.e. countries where annual income per
capita is roughly between USD 4 000 and 12 000) should be able to finance
their Millennium goals themselves. Doing so would require the political will
to confront income inequalities and their causes. In contrast, MDGs remain
a financial major challenge for low- and lower-middle-income countries
(i.e. countries where annual income per capita is approximately below
USD 4 000). Filling at least partly these countries’ financing gap through
increased private capital flows is a real option. This would, however,
require managing their volatility and adapting policy to optimise the social
development spillovers. In the foreseeable future, it is doubtful that tax
collection can make a significant contribution in the low-income countries
with the largest relative needs. If the needs of the poorest citizens of the
poorest countries are to be met, all the development resources — aid, private
contributions, remittances, domestic taxes and private capital from traditional
and emerging partners —will have a role to play. Establishing coherent policies
for development will also be crucial.
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The big picture

There is a stark contrast between the relative ease with which upper-
middle-income countries should be able to finance their MDGs and the
challenge that these goals still represent for low- and lower-middle-income
countries. Figure 3.1 compares currently available development resources with
the estimated needs of the different income groups. Development resources
are defined here as the sum of official development assistance (ODA), foreign
direct investment (FDI), migrant remittances and current tax revenues. For
developing countries in all income categories, the financing gap (i.e. top-down
costs) is larger, although in the same order of magnitude as current development
financing flows, which implies that global development resources should almost
double globally. While existing development resources are already in place, the
financing gap, and bottom-up costs for that matter, are incremental and require
additional resources.

As a corollary, policy reforms in both advanced economies and developing
countries are essential to bring this financing gap down to a politically and
economically achievable order of magnitude. However, the picture is not
as challenging when the estimated bottom-up costs of addressing poverty,
education and health through transfers and expenditure are considered instead.
The bottom-up needs of lower-income and lower-middle-income countries
require less than a doubling of current development financing. Increasing
expenditure to meet the bottom-up costs of upper-middle-income countries
only represents a small fraction of their development resources.

Figure 3.1. Needs vs. current means
(annual amounts)
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ODA and (gross) private capital flows from Development Assistance
Committee (DAC) member countries to developing countries have grown
considerably over the last four decades and particularly the last ten years.
Figure 3.2 plots ODA and private capital flows in real terms since 1970. The
upturn in private capital flows to development partners compared with official
development flows over the last 40 years is considerable. Grants by private
voluntary organisations have also grown although, at USD 22 billion, they are
still in a smaller order of magnitude than ODA and private capital.

Figure 3.2. Concessionary and private capital flows
from DAC member countries to developing countries, 1970-2009
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The order of magnitude and growth of private capital flows are such
that the prospect of their at least partly filling the financing gap in low-income
countries is a real option. But the very high volatility of these flows is equally
notable. Should private capital comprise an even larger share of development
resources, its volatility would have to be properly managed so that it does not
exacerbate macroeconomic instability in developing countries. These flows
peaked in 2007 at above USD 330 billion, only to sink below USD 130 billion in
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2008 - just under their 1978 level in real terms. The latest available data does
not yet indicate a recovery of private capital flows to developing countries since
the start of the global crisis.

While aid flows doubled between 2000 and 2010 in nominal dollar terms,
this scaling up has been less sizable when considered as a share of the GDP of
DAC member countries. Figure 3.3 contrasts official development assistance and
private capital flows until 2010 as a percentage of the total GDP of DAC member
countries. The fact that official development assistance still falls short of the 0.7%
of GDP target for DAC countries highlights the need for the latter to deliver on
commitments made in Monterrey (2002), Gleneagles (2005), Accra (2008) and
most recently Busan (2011). Fulfilling the substantial commitments the DAC
countries have made since the 2000 Millennium Declaration is a key criterion
for reaching MDG 8 — building a global partnership for development. Further,
the order of magnitude of the financing gap underlines that it is crucial for DAC
member countries to abide by their commitment to deliver more effective aid
and improve the coherence of their policies for development.

Figure 3.3. Official development assistance and private capital flows
from DAC member countries to developing countries, 1970-2010
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Focus on ODA

The symbolic weight given the oft-quoted goal of increasing official
development assistance to 0.7% of GDP for DAC members needs to be re-
examined. This 0.7% target, which is often used as a measure of progress on
MDG 8, actually derives from back-of-the-envelope calculations by economists
Jan Tinbergen and Hollis Chenery in the context of the first “Decade of
Development” in the 1960s. They estimated that total capital flows to the
developing world should amount to about 1% of the developed world’s Gross
National Income, or GNI (Clemens and Moss, 2005; Vandemoortele, 2011). At
the time, private capital flows to developing countries constituted approximately
0.3% of developed countries’ GNI; therefore, they considered that governments
could provide the remaining 0.7%. In fact, in the 1970s, late 1990s and mid-2000s,
private capital flows from DAC members were significantly higher than 0.3% of
GNI. As Figure 3.3 shows, these flows also exceeded the share of DAC countries’
production transferred to development partners as ODA. On the other hand,
given the experienced unpredictable crises that have shaken the world economy
since the 1960s, volatile private capital flows could actually imply development
finance needs exceeding 1% of the GNI of OECD countries. Indeed, every crisis
jeopardises some of the social progress achieved by developing countries (see,
for instance, the 2011 edition of the Report on Millennium Development Goals,
UNDP, 2011).

In any case, budgetary pressures on many DAC member countries are
now such that expecting official assistance to remain constant in nominal
terms is already optimistic. Further, the Accra Agenda for Action (2008)
strongly emphasises ownership of development policies and domestic resource
mobilisation. Moreover, aid flows might dissuade the governments of recipient
countries from mobilising domestic resources (including through tax collection),
thus maintaining their dependence on aid and absolving them of their obligation
tobe accountable to taxpayers. It is therefore necessary to look beyond increased
ODA as a pre-existing condition to reach the MDGs and to assess instead
potential alternative sources of financing in developing countries in general and
low-income countries in particular. Indeed, the Busan Partnership for Effective
Development Co-operation (Busan, 2011) calls for facilitating a broad spectrum
of funding sources including domestic resource mobilisation and recognises the
need for new financial instruments and co-operation modalities (paragraph 10
of the Declaration).
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Focus on private capital flows

If private capital is to play a larger role in development, governments
must do more to encourage its flows and manage their volatility. Private capital
is drawn to economic returns. It is therefore sensitive to economic policies in
recipient countries. Yet economic returns are also sensitive to external conditions,
such as commodity price fluctuations and other factors beyond the control of
recipient countries. The rising share of capital flows from emerging partners to
developing countries has gone hand in hand with a shift in the kinds of projects
being financed. Traditional donors tend to fund social infrastructure projects,
such as water and roads, of particular relevance to the Millennium goals. By
contrast, the 2011 edition of the African Economic Outlook (AfDB, OECD and
UNECA, 2011) documented that emerging partners tend to focus on production
infrastructure, such as energy and railways. While investing in a country’s
production capacity is likely to contribute to growth, it may not always directly
help reach the MDGs. Countries dealing with emerging partners must therefore
provide in their national development plans for mechanisms allowing foreign
direct investment to generate inclusive growth and job creation, and boosting
development results. Thus it is important to cooperate at the regional level to
prevent the partners of African countries to pitch them in tax competition in a
bid to attract foreign investment (see again AfDB, OECD and UNECA, 2011).
Improving policies governing migrant remittances, including those linked to
the bond market, to ensure that these funds contribute more systematically to
investment would also be helpful.

However, assuming that private capital can play a comparable role to make
up for financing gaps, in many low-income countries it cannot yet be considered
a realistic substitute for official financing. Given the pressure on ODA budgets,
the growing focus on financing Millennium goals with private capital will pose
new challenges for countries engaged in that effort. Private capital is a largely
untapped source of MDG financing, but this does not entail necessarily that
governments should borrow on non-concessional terms to achieve their goals.
While borrowing may be acceptable in some situations, indebtedness remains
problematic, especially for fragile states or countries with a weak administrative
framework. Indeed, concerns about institutional quality and absorption capacity
also apply to non-concessional forms of financing the MDGs, notably through
private capital flows. A rising dominance of private capital flows is expected
and this expectation highlights how important it is for many countries to build
up an institutional framework guaranteeing the medium-term sustainability of

their public finances.
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Focus on domestic resource mobilisation

In upper-middle-income countries and much of Latin America, poverty
should decline significantly if progressive fiscal policies are applied. The 2009
and 2011 editions of the Latin American Economic Outlook (OECD, 2008; OECD
and ECLAC, 2012) showed that taxes and public expenditures have had very
little impact on reducing social inequality in many Latin American countries.
In many developing countries, fiscal policy does not play a progressive role
and can even hinder individuals and small enterprises (see, for instance, the
2010 edition of the African Economic Outlook (AfDB, OECD and UNECA, 2010).
Figure 3.4 shows estimated potential tax revenue increases by region.

Figure 3.4. Total potential tax increase by region
(annual amounts)

USD billion

40 B 36

35

30 |

25 | 23

20

15T

10 |

L 2 0 2 1

0 | L L L 1 =¥ L J
East Asia Europe & Latin America Middle East South Asia Sub-Saharan Africa

& Pacific Central Asia & Caribbean & North Africa

Source: Authors’ calculations.
StatLink mg=r http://dx.doi.org/10.1787/888932596251

Some countries, including those with significant financing gaps, can
realise sizable gains in tax revenue. According to tax effort measures, Colombia,
Guatemala and Paraguay could raise several billion dollars by improving
tax collection, and Democratic Republic of the Congo (DRC) could also raise
a substantial sum. Figure 3.5 shows the amount of domestic resources that
developing countries could raise through increased tax revenue as representing
about half of the USD 120 billion in extra annual resources required to reach the
MDGs by 2015. Figure 3.5 also shows the tremendous discrepancy in potential
tax revenue between low-income and lower-middle-income countries on the
one hand, and upper-middle-income countries on the other hand.
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Figure 3.5. Total potential tax increase by income group and average as a share of GDP
(annual amounts)
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However, it is doubtful that domestic resource mobilisation can contribute
significantly to filling the financing gap of low- and lower-middle-income
countries, which proportionally have the largest needs. Tax effort calculations
for countries with a financing gap and for which tax revenue data is available
show that over half already collect more taxes than would be expected given
their characteristics. While potential additional resources as a share of GDP are
similar across income groups, the absolute potential amounts of additional tax
differ greatly. Thus, it is not surprising that the scale of additional tax revenue
available in upper-middle-income countries can - supposing the political will to
reduce income inequalities — cover the cost of MDG-related services calculated in
the previous sections. The sames does not apply to low-income countries, which
could never cover the costs of MDG-related transfers and public expenditure
or their financing gap in this manner.
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A detailed look at fiscal policies in individual countries could uncover
additional means to raise tax revenue. Further, international tax co-operation
efforts should, in principle, bear fruit in developing countries by helping them
control illicit flows and combat tax evasion. However, as the deadline for the
Millennium goals is 2015, it should be noted that raising additional revenue
takes time and can constitute a challenge in low-income countries with limited
administrative capacity. Bold efforts would be required to overcome these
difficulties in such a short time, especially given the capacity constraints and
governance issues. For instance, if improved tax collection focuses too much
on natural resource revenues, a potential reversal in commodity prices could
hinder revenue mobilisation and progress towards the Millennium goals.

In short, enhanced tax collection is not a panacea for financing development,
insofar as many countries that could collect additional revenue are already well
on their way to achieving the MDGs. There is a mismatch between the countries
that could mobilise additional domestic resources and those that actually need
financing to meet the MDGs. While it is estimated that middle-income countries
need half of the financing, most of the USD 64 billion in potential domestic
resource increase (through heightened tax revenues) is concentrated in middle-
income countries that are not lagging on MDG progress.

This mismatch raises the question of whether, and to what extent, some
emerging countries are in a position to both increase tax revenue and scale up
their own contributions to development co-operation and investment in other
countries. Discussions at the Fourth High-Level Forum on Aid Effectiveness
in Busan, Korea, highlighted the unique and growing importance of South-
South co-operation. Hence, it is interesting to consider how increased domestic
resources in some developing countries could help other developing countries.
While it may be tempting to compare these flows to official development
assistance from traditional partners, the Busan discussions underscored the
fact that the principles, commitments and actions agreed among traditional
development partners only apply to South-South partners on a voluntary basis.
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Box 3.1. Estimating the scope for scaling-up domestic
resources mobilisation

The degree to which countries can scale up their own domestic resource
mobilisation to finance the Millennium goals is explained by adopting the
techniques used by Piancastelli (2001) and Bird et al. (2004; 2008) to calculate
“tax effort” in developing countries. The tax effort index compares projected
tax revenue to actual tax revenue and estimates the additional tax revenue that
could be collected if a country improved tax collection. Empirically, taxes as
a share of GDP depend on a country’s level of development, the share of the
economy that is formal or industrialised and its openness to trade. Generally,
higher levels of development and openness coincide with higher levels of tax
collection.

Tax revenue is projected using a regression model for the period 2000-10 for all
countries for which data for tax revenue, agricultural share, trade openness and
GDP per capita were available. The ratio of predicted tax revenues to actual
tax revenues is called “tax effort”:

Tax effort = Predicted tax revenue as a share of GDP
Actual tax revenue as a share of GDP

Countries with a tax effort below 1 are collecting fewer taxes than they would
be expected to given their structural characteristics, while countries with a tax
effort above 1 are collecting more taxes than expected.

The reader is referred to Atisophon ef al. (2011) for further details on the
methodology behind these estimates.

Putting it all together

Overall, upper-middle-income countries should be able to mobilise enough
domestic financing to meet the MDGs. This presupposes the political will to
tackle income equality and follow a bottom-up approach using targeted transfers
and expenditure to address poverty, education and health. Figure 3.6 contrasts
development resources with financing needs and bottom-up costs by country
income group. While the additional tax potential of the upper-middle-income
countries falls short of meeting their financing gap, it is clearly larger than the
bottom-up costs of addressing poverty, education and health through transfers
and expenditure. Whether this is true in practice for each upper-middle-income
country is a separate empirical question that requires detailed country-level
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investigations both of MDG costs and actual tax potential. Moreover, fiscal
space can also be expanded by improving the quality and progressiveness of
public spending; reforms in this area would help reduce the cost of MDGs in
upper-middle-income countries.

Figure 3.6. Current and potential development finance by income group
(annual amounts)
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Conversely, neither low-income nor lower-middle-income countries can be
expected to mobilise enough domestic resources to meet the poverty, education
and health-related costs of the Millennium goals, even when applying a bottom-
up approach to development services. Not only does the additional tax potential
of low-income and lower-middle-income countries fall short of meeting their
financing gap in a top-down approach, it is also insufficient to cover the bottom-
up costs of addressing poverty, education and health through transfers and
expenditure. Detailed country-level analyses would probably reveal exceptions
and additional tax capacity not captured in these estimates. But the country
group averages also hide considerably more challenging situations in terms of
raising development resources than Figure 3.6 suggests.
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Policy options to meet MDG needs in low- and lower-middle-income
countries should not be of the “either-or” type, but rather of the “this-and-
that” type. The situation depicted in Figure 3.6 implies that domestic resource
mobilisation in low-income and lower-middle-income countries can only
comprise one element among the array of possible development resources to
be mobilised for development. Official development assistance, co-operation
with emerging partners, private capital from traditional and emerging partners,
migrant remittances and grants by private voluntary organisations must all
increase to meet MDG needs, in addition to domestic resources and other
policy reforms to improve public spending. Furthermore, while our study is
based on the best available country figures, the strong correlation between
economic poverty and statistical weakness must be acknowledged — which
entails that combating statistical weakness is not only urgent, but also necessary
and profitable. Short of progress in this area, policy makers will remain largely
blind to the plight of the world’s poorest countries.

At this stage, a failure to achieve synergies amongst the broad community
of development actors would result in condemning these populations to poverty
for the foreseeable future. Of course, the precise mix of development resources
best suited to each developing country should be the object of intense debate
— starting at the national level - but it would be unadvisable to exclude a priori
any particular type of development resource. In the present circumstances, the
estimated financial cost of the MDGs is such that the national and international
policy debates on the relative merits of official development assistance vs
domestic resource mobilisation, concessionary vs for-profit investment, public
vs private flows and traditional vs emerging partners seem largely misplaced.
If the needs of the poorest citizens of the poorest countries are to be met,
all development resources will need to be mobilised, exploiting all possible
synergies. Improved domestic and international policies should play a key role
in boosting the social impact of all available resources, whatever their volume.
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Chapter 4

What strategies to achieve the Millennium
Development Goals?

Abstract

Upper-middle-income countries (annual income per capita just above above
USD 4 000) should succeed in meeting the MDGs using their domestic
resources, through targeted cash transfers and expenditure programmes
addressing poverty, education and health. In low-income and lower-middle-
income countries (annual income per capita roughly below USD 4 000), it is
important to pursue institutional reforms to enhance tax collection in order
to ensure adequate financing for the MDGs. In low-income countries (annual
income per capita below approximately USD 1 000), the incremental cost of
meeting the Millennium goals is close to country programmable aid currently
being spent globally. Now more than ever, private voluntary donations, co-
operation mechanisms with emerging countries, migrant remittances and
private capital flows will be required to complement aid. In developing
countries, the challenge is twofold: first, to adapt national development
strategies to ensure that these various flows contribute to inclusive growth,
job creation and social development; second, to implement reforms to improve
the quality of public expenditure. As for advanced economies, they are now
obligated to improve aid effectiveness and to adopt policies that are more
coherent for development.
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The estimated USD 120 billion required to achieve the Millennium
Development Goals is affordable at the global level, provided countries
undertake the necessary reforms and adopt a broad view of the resources that
can bring results in countries lagging behind in reaching the goals. Official
development assistance (ODA) remains an essential source of financing for
MDG achievement, particularly in low-income countries. OECD DAC member
countries must therefore deliver on their commitments — particularly to establish
policies more coherent for development and make aid more effective — to set
in motion a successful development process. Domestic resource mobilisation
through increased tax revenue seems the most sustainable and dependable
means of funding the Millennium goals. While this observation is particularly
valid in upper-middle-income countries over the shorter term; it extends to
all developing countries in the longer term. Developing countries have made
notable efforts to improve tax collection, which are beginning to bear fruit.
However, much remains to be done to improve the quality of public expenditure.

Private capital flows have grown and are now on a par with ODA, with
the potential to play an even stronger role. These flows peaked in 2007 at
above USD 330 billion, but sank below USD 130 billion in 2008. More should
be done to address their high volatility to avoid exacerbating macroeconomic
instability in recipient countries. National development strategies must be
adapted to ensure that private capital flows — whether from traditional DAC
donor countries or emerging countries — are fully exploited to promote the
Millennium goals. Policies governing migrant remittances should also ensure
that they contribute more systematically to investment, e.g. by developing the
bond market. Grants by private voluntary organisations have also increased
although, at around USD 20 billion, they are in a smaller order of magnitude
than ODA and private capital.

How much does it cost?

This study estimates the cost of achieving the first six Millennium goals
at a little over USD 120 billion of new resources beyond the current flows of
investment, ODA and public spending in the developing world. This amount
is larger than earlier estimates. This study aims to question the traditional
aid-centric view of the MDGs. Countries actually have a wide range of policy
options to reach their development goals. While some may have more leeway
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than others in formulating a development strategy, they all share the need to
allocate limited political capital and prioritise reform efforts.

The financial cost of the MDGs in upper-middle-income countries, in Latin
America for instance, often stems less from from population poverty in absolute
terms than from high inequality or market structures that are responsible for
below-average capital productivity and savings. In these countries, solving
poverty by stimulating growth through development finance is an expensive
exercise. However, given political will to address income inequalities, enhance
tax collection and improve the quality of public expenditure, they have the
potential to reach the goals through targeted transfers to the poor and spending
on education and health. Policy reforms to boost growth and make it more
inclusive would lower the cost of the MDGs in these countries.

Conversely, financing development through domestic growth or targeted
transfers and spending is unaffordable for most low-income countries and some
lower-middle-income countries, where ODA will remain a key complement
to domestic fiscal revenues for the foreseeable future. For these countries, the
most cost-effective option is for all development partners to go for a “big push”,
i.e. financing growth in low-income countries so they can meet the MDGs
durably, rather than continuing to finance transfers and expenditures year after
year. This should not, however, understate the potential of direct mechanisms for
alleviating poverty and funding universal primary education and health-related
MDGs. In low-income countries, even a relatively small increase in spending
towards these goals, provided it is designed to be effective, could go a very long
way. In these countries, universal education — a goal with important spillover
effects on gender equality — would only cost slightly over USD 1 billion. This
is a fraction of some of the figures discussed in the national policy debates in
OECD countries since the onset of the financial crisis.

Who pays?

Additional external resources are undoubtedly needed. While aid flows
have essentially doubled between 2000 and 2010 in nominal dollars terms, this
increase has been less significant as a percentage of the GDP of DAC member
countries. Hence, it is still essential for these countries to make good on their
commitments, particularly with regard to aid effectiveness of the coherence of
policies for development. Low-income countries receive about 65% of total ODA.
As these have the most need for external development resources, consideration
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should be given to focusing on them any increase in ODA. Indeed, many
recipient countries do not bear the highest MDG financing costs.

Domestic resource mobilisation, particularly more effective tax collection,
also plays an important role in the development finance toolbox. For instance,
as noted in the 2010 edition of the African Economic Outlook (AfDB, OECD and
UNECA; 2010), tax revenue is approximately ten times higher than ODA in
Africa. More effective tax collection in developing countries could yield over
half of the amount needed to meet the MDGs - in other words, over USD 60
billion. If the political will is there, middle-income countries — and particularly
upper-middle-income countries, where the annual income exceeds USD 4 000
per capita —should be able to meet the MDGs thanks to their domestic resources,
using targeted cash transfer and expenditure programmes targeting poverty,
education and health, especially if they undertake the necessary reforms to
improve the quality of public spending.

That said, the increase in domestic resource mobilisation should not serve
as a pretext to exempt donor countries from honouring their commitments. In
any case, one can only depend so much on domestic resource mobilisation.
Among the countries that require additional resources to halve their poverty
rates (MDG 1), more than half are already collecting more taxes than could
be expected given their structural characteristics. Conversely, many of the
countries with scope to improve revenue collection are already well on the way
to achieving the MDGs. This raises the question of whether, and to what extent,
some emerging countries could both increase their tax revenues and scale up
their own contributions to development co-operation and investment in other
developing countries.

While providing an important complement to traditional financing
sources, improved tax collection is not a panacea for development funding.
In low-income countries, institutional reforms take years to bear fruit, even
if properly prioritised, implemented and supported at the international level.
Moreover, in developing countries, it is important to ensure that taxation does
not exacerbate inequalities and that a fair tax system emphasises controlling
illicit flows and combating corporate tax evasion — particularly by multinational
companies and the mining sector. This underlines how important it is to further
good governance at all levels: to start with, in development aid, but also in
developing countries’ tax administration and mining sector and, last but not
least, in central and local governments’ social sectors. This is a long-term task
that requires considerable international co-ordination but the key is maximum
transparency in all financial transactions, as well as improving accounting
standards and budgetary practices.
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Mechanically concluding from this study’s MDG cost estimates that the
main solution to the MDG challenges is a quantitative increase in development
finance — whether foreign or domestic - is another pitfall. MDG cost estimates
are contingent on the quality of policy, public spending and ODA. Thus, the
order of magnitude of cost estimates argues for improving aid effectiveness and
designing policies that are more coherent for development in OECD countries.
It also highlights the importance of political reforms to improve the quality of
public spending, enhance investment productivity and generate more inclusive,
employment-intensive growth in developing countries.

The political reality is that in a context where the most optimistic scenario
is for ODA to remain constant, aid will need to be complemented by policy
reforms in both developing and OECD countries as well as by the entire range of
development resources — private voluntary donations, co-operation mechanisms
with emerging countries, migrant remittances and private capital flows. The
challenge will be to create a global partnership that will fully exploit flow
synergies, ensuring that they contribute to inclusive and job-intensive growth
and social development.

What about the MDGs beyond 2015?

What's next? Do the relatively high costs of financing the MDGs offer
any guidance on how international development goals will be pursued after
2015? Clearly, many of the goals will need attention beyond that date — would
it be sensible to simply push back the deadline? Furthermore, what kind of
benchmarks should those countries that have achieved the MDGs set to refocus
development efforts beyond 2015? Is development “achieved” once a country has
reduced extreme poverty by half? What is the right balance between nationally
relevant and internationally comparable goals?

Should the focus be on aid effectiveness and capacity building? Should it
be on institutions, capacity and citizen approaches? Should a regional approach
be taken? If so, referring to income categories, such as low- and middle-
income countries — or should the approach be modulated to account for fragile
countries, for instance? Should a sectoral approach be taken, possibly focusing
on agriculture as a means to solve hunger and unemployment? Should reforms
focus instead on job creation, or improving the quality of public expenditure?
Should an environment that promotes growth be favoured, or growth that is
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respectful of the environment, and thus of sustainable development goals?
Should inequalities be tackled?

Paradoxically, this emphasis on putting each country in charge of its destiny
and building its own development strategy is consistent with interpreting global
MDG targets as national policy goals. For want of more effective international
co-ordination on how to achieve the Millennium goals, individual countries have
been forced to identify and deploy their own implementation capacity. While
this situation may stigmatise or handicap those countries that initially faced the
highest obstacles, can it be argued that it also empowers national administrations
and governments to take ownership of their development agenda?
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