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ASSUMPTIONS AND CONVENTIONS

The following symbols have been used throughout this publication:
. to indicate that data are not available
— to indicate that the figure is zero or less than half the final digit shown, or that the item does not exist

—  between years or months (for example, 2008-09 or January—June) to indicate the years or months covered,
including the beginning and ending years or months

| between years (for example, 2008/09) to indicate a fiscal or financial year
“Billion” means a thousand million; “trillion” means a thousand billion.

“Basis points” refers to hundredths of 1 percentage point (for example, 25 basis points are equivalent to % of 1
percentage point).

« .» « . »
n.a.”” means “not applicable.
Minor discrepancies between sums of constituent figures and totals are due to rounding.

As used in this publication, the term “country” does not in all cases refer to a territorial entity that is a state as
understood by international law and practice. As used here, the term also covers some territorial entities that are not
states but for which statistical data are maintained on a separate and independent basis.
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FURTHER INFORMATION

Corrections and Revisions

The data and analysis appearing in the Fiscal Monitor are compiled by IMF staff at the time of publication.
Every effort is made to ensure their timeliness, accuracy, and completeness. When errors are discovered, corrections
and revisions are incorporated into the digital editions available from the IMF website and on the IMF eLibrary.
All substantive changes are listed in the Table of Contents of the online PDF of the report.

Print and Digital Editions
Print

Print copies of this Fiscal Monitor can be ordered from the IMF Bookstore at imfbk.st/28929.

Digital
Multiple digital editions of the Fiscal Monitor, including ePub, enhanced PDE Mobi, and HTML, are available
on the IMF eLibrary at www.elibrary.imf.org/APR20FM.

Download a free PDF of the report and data sets for each of the charts therein from the IMF website at
www.imf.org/publications/fm, or scan the QR code below to access the Fiscal Monitor web page directly:

Copyright and Reuse

Information on the terms and conditions for reusing the contents of this publication are at www.imf.org/
external/terms.htm.
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PREFACE

The projections included in this issue of the Fiscal Monitor are drawn from the same database used for the April
2020 World Economic Outlook and Global Financial Stability Report (and are referred to as “IMF staff projections”).
Fiscal projections refer to the general government, unless otherwise indicated. Short-term projections are based on
officially announced budgets, adjusted for differences between the national authorities and the IMF staff regarding
macroeconomic assumptions. The fiscal projections incorporate policy measures that are judged by the IMF staff
as likely to be implemented. For countries supported by an IMF arrangement, the projections are those under the
arrangement. In cases in which the IMF staff has insufficient information to assess the authorities’ budget inten-
tions and prospects for policy implementation, an unchanged cyclically adjusted primary balance is assumed,
unless indicated otherwise. Details on the composition of the groups, as well as country-specific assumptions, can
be found in the Methodological and Statistical Appendix.

The Fiscal Monitor is prepared by the IMF Fiscal Affairs Department under the general guidance of Vitor Gaspar,
Director of the Department. The project was directed by Paolo Mauro, Deputy Director; and Catherine Pattillo,
Assistant Director. The main authors of this issue are W. Raphael Lam and Mehdi Raissi (team leaders), Paul
Elger, Alexandra Fotiou, Jean-Marc Fournier, Klaus Hellwig, and Susan Yang for Chapters 1 and 2, which also
benefited from contributions by Agib Aslam, Bryn Battersby, Emine Hanedar, John Ralyea, Amanda Sayegh, Elif
Ture, Genevieve Verdier, and Jing Zhou; and Paulo Medas (lead), John Ralyea (deputy), Anja Baum, Paul Elger,

W. Raphael Lam, Grace Li, Delphine Prady, Alberto Soler, Mouhamadou Sy, and Elif Ture for Chapter 3. Excel-
lent research contributions were provided by Juliana Arbelaez and Yuan Xiang. The Methodological and Statisti-
cal Appendix was prepared by Yuan Xiang. Joni Mayfield and Meron Haile provided excellent coordination and
editorial support. Rumit Pancholi from the Communications Department led the editorial team and managed the
report’s production, with editorial assistance from Sherrie Brown, David Einhorn, Susan Graham, Lucy Morales,
Devlan O’Connor, and Vector Talent Resources.

Inputs, comments, and suggestions were received from other departments in the IME including area departments—
namely, the African Department, Asia and Pacific Department, European Department, Middle East and Central
Asia Department, and Western Hemisphere Department—as well as the Communications Department, Institute
for Capacity Development, Legal Department, Monetary and Capital Markets Department, Research Department,
Secretary’s Department, Statistics Department, and Strategy, Policy, and Review Department. Chapter 3 of the
Fiscal Monitor also benefited from comments by Alvaro Cuervo-Cazurra (Northeastern University), Caroline L. Freund
(World Bank), Brian Levy (Johns Hopkins University), Dan Rosen (Rhodium Group), and Mary Shirley (Ronald
Coase Institute). Both projections and policy considerations are those of the IMF staff and should not be attributed to
Executive Directors or to their national authorities.
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EXECUTIVE SUMMARY

Chapter 1: Policies to Support People During
the COVID-19 Pandemic

The COVID-19 pandemic has struck against the
backdrop of a preexisting sluggish global growth
outlook, with low inflation and nominal interest rates.
The pandemic has elevated the need for fiscal policy
action to an unprecedented level. This chapter of the
Fiscal Monitor discusses the role of fiscal policy to save
lives; protect the most-affected people and firms from
income losses, unemployment, and bankruptcies; and
reduce the likelihood that the pandemic results in a
deep, long-lasting slump.

The human cost of the pandemic has intensified
at an alarming rate, and the impact on output and
public finances is projected to be massive. Government
responses should be swift, concerted, and commen-
surate with the severity of the health crisis, with fiscal
tools taking a prime role. The first priority, saving lives,
requires fully accommodating spending on testing and
treatment, which calls for global coordination—includ-
ing support to countries with limited health capacity,
through grants and concessional financing and the
development of a universally low-cost vaccine. Saving
lives also requires social distancing—a key component
of collective protection domestically and globally—
which imposes even larger costs through lower output,
lower tax revenues, and the need to protect the most-
affected people and firms. This can be done through
large, timely, temporary, and targeted measures, such
as government-funded paid sick and family leave,
transfers, unemployment benefits, wage subsidies, and
deferral of tax payments. Likewise, liquidity support to
firms can reduce the risk of bankruptcies.

The COVID-19 outbreak and its financial and eco-
nomic consequences will cause a major increase in fiscal
deficits and public debt ratios compared with previous
projections. As output drops, revenue will fall even more
sharply (revenue is projected to be 2.5 percent of global
GDP lower in the baseline scenario for 2020 than what
was projected in the October 2019 Fiscal Monitor). The
necessary health expenditure and the tax and spending
measures to support people and firms will also have direct
fiscal costs, currently estimated at $3.3 trillion globally.

In addition, although public sector loans and equity injec-
tions ($1.8 trillion) and guarantees and other contingent
liabilities ($2.7 trillion) can support financial and nonfi-
nancial enterprises, they also create fiscal risks.

Based on policy responses to date, fiscal balances in
2020 are expected to deteriorate in almost all coun-
tries, with sizable estimated expansions in the United
States, China, and several European and other Asian
economies. Although a sizable increase in deficits this
year is necessary and appropriate for many countries,
the starting position in some cases presents vulner-
abilities (global public debt was 83 percent of GDP in
2019). The situation is more concerning for emerging
market and developing economies that face multiple
shocks that include the pandemic, an abrupt worsen-
ing in financing conditions, weak external demand,
and (for commodity exporters) lower commodity
prices. Even after the global community’s efforts to
alleviate such financing constraints, these countries will
need to reprioritize expenditure toward the health sec-
tor while safeguarding key public services (transport,
energy, communications) and social protection.

The size of the impact of COVID-19 on public
finances is highly uncertain at this time and will
depend not only on the duration of the pandemic but
also on whether the economic recovery is swift or the
crisis casts a long shadow. As public sector support is
provided on an extraordinary scale, including vehicles
such as loans and guarantees, transparency is crucial to
manage fiscal risks. As countries contain the pan-
demic and shutdowns end, broad-based, coordinated
fiscal stimulus—depending on countries’ financing
constraints—will become a more effective tool to
foster the recovery. Exit from the exceptional measures
introduced during the crisis will also be appropriate.
Once economies recover, achieving progress on ensur-
ing debt sustainability will be needed.

Chapter 2: IDEAS to Respond to Weaker Growth

This chapter provides an outline for policymakers
to reinvigorate economic growth and counter adverse
macroeconomic shocks with a framework called

International Monetary Fund | April 2020 ix
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FISCAL MONITOR: POLICIES TO SUPPORT PEOPLE DURING THE COVID-19 PANDEMIC

IDEAS: Invest for the future—in health systems,
infrastructure, low-carbon technologies, education, and
research—thereby boosting productivity growth; adopt
well-planned Discretionary policies; and Enhance
Automatic Stabilizers, including features of the tax and
benefit system that stabilize incomes and consump-
tion, such as progressive taxation and unemployment
assistance. This framework can inform policies to
respond to downturns or weak demand. At the cur-
rent juncture, governments are actively enhancing the
automatic stabilizers by expanding social safety nets to
support people during the COVID-19 pandemic. But
it is also important to prepare investment plans and
discretionary policies more generally, to be deployed as
shutdowns end and fiscal stimulus becomes effective
and, depending on fiscal space, appropriate.

Low interest rates present an opportunity for high-
return public investment—a priority in most countries.
Opver the past decade, a moderation of capital accu-
mulation has slowed economic growth. Modernizing
the aging infrastructure in advanced economies and
addressing infrastructure needs and other sustainable
development goals in emerging market and developing
economies are important. In all countries, combating
climate change requires investment in mitigation and
adaptation. These additional investment needs are
likely to exceed $20 trillion globally at current prices,
over the next two decades.

For advanced economies with fiscal space, undertak-
ing more investment projects is worthwhile because
the value of the resulting assets will likely exceed the
liabilities incurred, thus improving the public sector’s
net worth. Where fiscal space is limited, it is appropri-
ate to reorient revenues and expenditures to increase
investment in health systems, infrastructure, and people.
In emerging market and developing economies, high debt
levels and rising interest expenditures call for financing
development in a fiscally responsible way. In low-income
developing countries, raising tax revenues would be cru-
cial over the long term. Improving investment manage-
ment is critical for all countries: one-third of funds for
public infrastructure is lost worldwide to inefficiencies.

Discretionary fiscal support during previous down-
turns often came too late and was not well targeted.
To reduce implementation lags and guide expectations,
policymakers should act swiftly to establish a pipe-
line of appraised investment projects now that can be
implemented when the health crisis abates, and plan
discretionary measures that can be deployed quickly.

X International Monetary Fund | April 2020

Enhancing automatic stabilizers, especially improving
unemployment benefit systems and social safety nets,
can protect household incomes from adverse shocks and
strengthen resilience against epidemics. For example,
if Estonia or the United States were to upgrade their
benefit systems to the median level of Organisation of
Economic Co-operation and Development countries,
net incomes of workers who lose their jobs during reces-
sions would fall by one-third less. Timely extension of
the coverage and benefits of social safety nets (a priority
during the pandemic) would support the consumption
of vulnerable households. A good example is a guaran-
teed minimum income scheme that is selective, con-
ditional, and means tested. While many countries are
providing greater social assistance to households to fight
COVID-19, a premium should be placed on measures
that improve tax-benefit systems permanently.

Chapter 3: State-Owned Enterprises:
The Other Government

Over the past decade, state-owned enterprises (SOEs)
have doubled in importance among the world’s largest
corporations: at US$45 trillion, their assets are now 20
percent of the total. SOEs are present in virtually every
country—numbering in the thousands, for instance, in
Germany, Italy, and Russia. The recent growth of SOEs
on the world stage primarily reflects the rise of Chinas
economy—where SOEs still play a large role—along
with other emerging market economies. SOEs often
deliver basic services such as the water people drink,
the buses they ride, and the electricity they need for
daily life. SOEs such as public banks are also important
sources of loans for families, farmers, and small busi-
nesses, particularly in emerging markets.

Yet, SOEs hybrid status as neither government nor
private—as well as their diversity in size, economic
sector, and level of government responsibilitcy—means
that they are often overlooked, and many governments
do not know all the SOEs they own or control. But,
on occasion, severe problems in SOEs can contribute
to economic slowdowns or recessions or the need for
large bailouts from the government (among the Group
of Twenty countries, recent examples include Brazil and
South Africa). Therefore, governments should ask: Is
each SOE the best vehicle to supply goods or services?
If so, how can we guarantee that SOEs deliver value for
taxpayers money? And what policies can we implement
so that SOEs compete fairly with private firms?

©lnternational Monetary Fund. Not for Redistribution



SOEs, taken as a whole, underperform. Drawing
from a sample of about 1 million firms in 109 coun-
tries, this chapter finds that SOEs are less produc-
tive than private firms by one-third, on average. This
diminished productivity can hamper economic growth,
as some of the largest SOEs provide key inputs to the
rest of the economy (for example, energy). Although
SOEs are central to providing basic services to citizens
in advanced economies, they are falling short in many
developing countries, where more than 2 billion people
remain without access to safe water and more than
0.8 billion lack reliable electricity. This often reflects
SOESs inability to charge sufficiently high prices to
cover their costs and pay for the expansion of needed
infrastructure. Moreover, many SOEs are plagued
by corruption—Dboth as recipients and as sources of
bribes—domestically and across borders. Productivity
of SOEs in countries with perceived lower corruption
is more than three times higher than that of SOEs in
countries where corruption is seen as severe.

This weak track record reflects governments’ fail-
ures in many countries to establish proper incentives
and promote greater transparency and accountability.
Government demands of SOEs (that is, mandates) are
often not clearly specified, costed, or appropriately
funded. SOEs have also often been used to promote
employment and to support credit growth without
consideration for costs. In developing countries with
high public debt, public banks hold more govern-
ment debt than their private peers. Moreover, public
officials or elected politicians may use SOE:s to cir-
cumvent the government budget or to reward politi-
cal backers with contracts, cheap credit, or jobs.

Government support for SOEs may also generate
unfair competitive advantages over private firms. This
concern has long been present in domestic markets,
but, more recently—with the internationalization of
SOE:s and their large size—it has spilled across national
borders. Domestically, some countries have frameworks
that seek to promote fair competition between SOEs
and private firms (for example, in Australia and the
European Union). At the global level, however, there is
no common framework.

How to Get the Most Out of SOEs

A core principle is do not waste public resources.
Although SOEs exist for many reasons—including

historical and political circumstances—it is

EXECUTIVE SUMMARY

important to regularly review whether the ratio-

nale for each SOFE’s existence and scope of activity

remains valid and whether SOEs deliver value for

taxpayers’ money. For example, the case is weaker
for SOEs that operate in competitive sectors, where
private firms usually provide goods and services
more efficiently. Privatization of such firms can bring
benefits if the institutional preconditions are in place
to ensure integrity of the sale and appropriate regula-
tion of the privatized firm.

Effective frameworks for SOEs (many aspects of
good practices are in place, for example, in the Nordic
countries and New Zealand) include the following:

*  Full integration of all SOEs in the fiscal accounts:
This allows governments and the public to better
assess the effect of SOE operations.

* Provision of the right incentives: SOEs should be able
to set prices that reflect costs and should be com-
pensated for mandates (for example, universal provi-
sion of electricity or water). Independent regulatory
agencies can balance different interests (consumers,
firms, and government).

* Financial oversight and governance: A first step is to
collect information on all SOEs and provide clear
mandates. Most countries can improve oversight and
corporate governance.

* Transparency of SOE performance and SOES relation-
ship with governments: An annual report analyzing
SOEs aggregate and individual performance (as in
Brazil, India, and Sweden) can help.

Governments should ensure fair competition
between SOEs and private firms domestically and
globally to foster economic growth and use public
money better. Many countries can do more to level the
playing field, with direct benefits to their own econo-
mies. Globally, a potential way forward is to agree on
principles to guide SOEs international behavior (for
example, transparency on government mandates and
support) and recipient-country responses (namely,
ensuring that SOEs are not discriminated against if
they abide by the principles). Such principles would
build mutual trust.

SOE: can help deliver on the global agenda by
fighting corruption, contributing to greener poli-
cies, and supporting the pursuit of the Sustainable
Development Goals. To achieve these objectives, many
countries need more robust selection and oversight of

their SOEs.
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POLICIES TO SUPPORT PEOPLE DURING THE COVID-19 PANDEMIC

Introduction

The COVID-19 pandemic has struck amid a preex-
isting sluggish global growth outlook, historically low
nominal interest rates, and low inflation. The pan-
demic has elevated the need for fiscal policy action to
an unprecedented level. For some countries, however,
high debt levels and tightening financing conditions
are constraining the policy response. But whereas in
other economic downturns a key goal of fiscal policy is
to stimulate demand, this crisis is like no other—and
in its early stages the primary objectives are to boost
resources for health care and to provide emergency
lifelines to people and firms.

The global economy is expected to contract sharply
in 2020 by —3 percent, much worse than during the
2008-09 financial crisis, owing to the ongoing health
crisis and its economic and financial ramifications

(Chapter 1 of the April 2020 World Economic Outlook).

The pandemic is causing local, regional, and global
supply disruptions; local and sectoral demand reper-
cussions; and confidence effects holding back demand.
Social distancing efforts necessary to contain the
spread of the virus have curtailed demand, particularly
in tourism, travel, and hospitality services, and have
imposed even larger costs on livelihoods and output.
Consumer and business confidence has fallen. Com-
modity prices have declined as a result of both lower
global demand and a decision in early March 2020

by large oil producers to increase supply. Financing
has become more costly and scarce for firms and some
sovereigns. Disrupted supply and weakened demand
adversely affect employment and growth, reduce gov-

ernment revenues, and put further strains on countries’

public finances, with elevated debt and associated
vulnerabilities constraining the scope for fiscal support
for many countries.

Swift and concerted government responses are
needed to mitigate the health and economic effects
of the coronavirus outbreak, and fiscal policies play
a key role. The Group of Twenty (G20) economies
have already provided sizable fiscal support through
revenue and spending measures of 3.5 percent of
GDP on average, as of April 8, 2020, in response to

the pandemic. This amount is higher than the stim-
ulus during the global financial crisis that began in
2008. In addition, massive packages of public-sector
liquidity support, including loans and guarantees, each
above 10 percent of GDP in France, Germany, Italy,
Japan, and the United Kingdom, were announced to
support financial and nonfinancial firms, including
small and medium-sized enterprises (Figure 1.1).

At the global level, spending and revenue measures
amount to $3.3 trillion and loans, equity injections,
and guarantees total $4.5 trillion. Box 1.1 summarizes
how various types of fiscal support can have differ-
ent implications for public finances in the near term
and beyond. Key goals of these actions should be to
save lives by containing the spread of the disease and
treating those who are infected, and to protect people
and viable firms from the economic fallout, including
by providing unemployment benefits, wage subsidies,
income support, and social assistance, as well as lim-
iting layoffs and bankruptcies in affected firms, areas,
and sectors. These actions could prevent a health crisis
from generating long-lasting demand weaknesses and
reducing the well-being of people.

The first policy priority is to fully accommodate
spending on health and emergency services. This calls
for global coordination to support countries with
limited health capacity, including by providing medical
supplies and expertise, grants, and concessional emer-
gency financing. Large, timely, temporary, and targeted
fiscal measures are needed to protect the most-affected
people and viable firms, including in hard-to-reach
informal sectors. Such support is likely to provide the
most effective cushion to output and essential con-
sumption because it alleviates the drop in incomes for
people with limited savings and reduces the likelihood
of bankruptcies.! Collectively, these measures amount
to a sizable emergency lifeline, but the main policy
goal during the virus containment and mitigation
phases is not to boost demand but rather to preserve
the web of economic relationships between employers

'The need for discretionary measures would be sizable, albeit
lower, all else being equal, for countries with stronger existing auto-
matic stabilizers and social safety nets.
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Figure 1.1. G20 Fiscal Response to the COVID-19 Pandemic and the Global Financial Crisis
(Percent of G20 GDP, left panel; percent of national GDP, right panel)

Countries are providing sizable fiscal support in response to the COVID-19 pandemic.

1. Above-the-Line Measures 2. Above-the-Line and Below-the-Line Measures, and Guarantees
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Sources: IMF 2009a; IMF 2009b; national authorities; and IMF staff estimates as of April 8, 2020.

Note: Panel 1 includes above-the-line spending and revenue measures only, weighted by GDP in PPP-adjusted current US dollars. Panel 2 adds
below-the-line measures (loans, equity injections) and government guarantees to revenue and expenditure measures adopted in 2020. These are
presented in the same panel for ease of reference but are not additive; see Box 1.1 and Special Feature Online Annex 1.1. The decomposition between
loans and guarantees is based on available information as of April 8, 2020. G7 = Group of Seven; G20 = Group of Twenty; PPP = purchasing power parity.

and employees, producers and consumers, and lenders low rates—one-fifth of global bonds traded in

and borrowers. Given their large fiscal costs, these negative territory at the end of 2019 (Figure 1.2).
measures should be embedded in a medium-term fiscal Interest rates are expected to remain low in the
framework. Measures that are not included in revenue core advanced economies for a long period (Chap-
or expense, such as government guarantees of business ter 1 of the April 2020 Global Financial Stability
loans, should be transparently managed and recorded Report), including after the virus-related shutdowns
to mitigate potential fiscal risks. As the virus is con- end. However, for many frontier and emerging
tained and people return to work, a broad-based fiscal markets (and, at times, some advanced econo-
stimulus becomes more effective. Depending on access mies), borrowing costs have risen sharply and have
to markets and the availability of fiscal space, such become more volatile since the coronavirus began
broad-based fiscal stimulus could facilitate the recovery. spreading globally.

o High public debr. Global debt (public and private)
reached $188 trillion (226 percent of GDP) in

Recent Fiscal Developments and Outlook 2018, according to the IMF Global Debt Data-
The scope, desirability, and effectiveness of fiscal base. Average public debt of advanced economies
policy in response to the COVID-19 crisis, and even had plateaued at about 100 percent of GDP in the
more so during the recovery stage, are influenced by 2010s, compared with 74 percent in 2007, and is
interest rates, inflation, and debt levels. now set to rise substantially as a result of the crisis.
o Low nominal interest rates: Low rates shift the Meanwhile, it had steadily risen in emerging market
balance of cyclical demand support toward fiscal and developing economies (Figure 1.3). High debt
policy as the effective lower bound on monetary and rising debt service costs make it more difficult
policy rates binds more frequently (Chapter 2).?2 to conduct countercyclical fiscal policies. Likewise,
Many governments can borrow at historically as access to financing has become challenging for
firms, and as the public sector steps in with loans

2Nonetheless, at the current juncture, synchronized and significant and guarantees, related fiscal risks have risen.

aFtions. by. lz.lrge C?r{tfal banks, ?ncluding rate reduc.tions where pos- o Slhw growt/z and low inﬂatz’on: Even prior to

sible, liquidity facilities, swap lines, and unconventional tools, have .

helped reduce systemic stress and lower sovereign spreads (Chapter 1 the current glObal recession, the real grOWth

of the April 2020 World Economic Outlook). rate of GDP per capita had been subdued in
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Figure 1.2. Major Advanced Economies: 10-Year Government Bond Yields

POLICIES TO SUPPORT PEOPLE DURING THE COVID-19 PANDEMIC

(Percent)
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Sources: Jorda-Schularick-Taylor Macrohistory database (Jorda and others 2019); and IMF staff calculations.

Note: The sample includes Australia, Belgium, Canada, Denmark, Finland, France, Germany, Italy, Japan, the Netherlands, Norway, Portugal, Spain,
Sweden, Switzerland, the United Kingdom, and the United States. The figure shows the interquartile range (yellow bars) and the 10th and 90th
percentiles (whiskers). Red markers signify the United States. Data for 2020 are through the end of March.

advanced economies, and had declined in emerg-
ing market and middle-income economies since
2013. There has also been a trend decline in
public-investment-to-GDDP ratios in advanced

economies, and the growth rate of investment per

capita in emerging market and developing econo-
mies has been slow (Figure 1.4). Moreover, inflation
is below targets in two-thirds of inflation-targeting

countries. Since the onset of the pandemic and the
sharp fall in commodity prices, inflation and infla-
tion expectations have registered further declines in

many economies.

The pandemic and its economic consequences will
cause a major increase in fiscal deficits and public debt
ratios across countries (Figure 1.5). Under the baseline

Figure 1.3. General Government Gross-Debt-to-GDP and Interest-Expenditure-to-Tax-Revenue Ratios, 2007-20

(Percent)
Public debt vulnerabilities persist.
1. Advanced Economies

-20

M Debt-to-GDP
Interest-to-tax (right scale)

Source: IMF, World Economic Outlook database.

2. Emerging Market and Middle-Income
Economies
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60- Interest-to-tax (right scale)

55- -15
50-

45-

40- -10
35-

30- -5
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Note: Interest-to-tax ratios are weighted averages among countries in the income group. The rise in the average interest-to-tax ratio of low-income
developing countries in 2020 is largely driven by a few countries, such as Nigeria and Zambia, that are expected to experience sizable increases in their

ratios.
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Figure 1.4. Public and Private Investment, 1995-2017
(Percent of GDP)

Before the pandemic crisis, public investment had been declining in advanced economies and was growing slowly in emerging market

and middle-income economies and low-income developing countries.
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Source: IMF, Investment and Capital Dataset.

scenario in the April 2020 World Economic Outlook,
the COVID-19 pandemic is assumed to have a large
negative effect on economic activity. Consequently,
government revenues, including customs, will fall

as activity and trade decline. The experience of the
global financial crisis and past epidemics suggests that
revenues fall even more sharply than output, as people
and firms struggle to comply with their tax obligations
(Sancak, Velloso, and Xing 2010). Moreover, spending
on health and support to people, firms, and sectors is
being ramped up to mitigate the health and economic
effects of COVID-19. Fiscal positions in 2020, there-
fore, are set to become significantly more expansionary

across all three country groups (advanced economies,
emerging market and middle-income economies, and
low-income developing countries) compared with
the fiscal outturns at the end of 2019. Overall fiscal
deficits are expected to widen more in advanced econ-
omies, partly reflecting a more pronounced projected
economic contraction in advanced economies than
in emerging market and developing economies (April
2020 World Economic Outlook, Table 1.1). Global debt
is estimated to increase by 13 percentage points to
reach 96.4 percent of GDP in 2020 (Table 1.2).
Another notable development is a further widening
of sovereign and corporate spreads, with a decline

Figure 1.5. Contribution to the Change in Global Government Debt and Deficits, 2007-20

(Percent of GDP)

A major increase in fiscal deficits and public debt ratios is expected across the world.
Emerging economies
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Source: IMF, World Economic Outlook database.
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Table 1.1. General Government Fiscal Overall Balance, 2012-20

(Percent of GDP)
Projections
2012 2013 2014 2015 2016 2017 2018 2019 2020
World -38 -29 -29 -33 -34 -30 -31 -37 -9.9
Advanced Economies -565 -3.7 -31 -26 -26 -23 -26 -3.0 -10.7
United States! -80 46 -40 36 43 -45 -57 58 -15.4
Euro Area -37 -30 -25 20 -14 09 -05 -07 7.5
France -50 41 -39 -36 -35 -28 -23 -30 -9.2
Germany 0.0 0.0 0.6 0.9 1.2 1.2 1.9 1.4 -55
Italy -29 -29 30 -26 -24 24 -22 -16 -8.3
Spain? -107 -70 59 52 43 -30 -25 -26 -95
Japan -86 -79 56 -38 -37 31 -24 -28 -7.1
United Kingdom -76 55 56 46 -33 25 -22 -21 -8.3
Canada -25 -15 02 -01 05 -01 -04 04 -11.8
Others 0.4 0.2 0.2 0.1 0.7 1.4 1.4 0.0 -5.3
Emerging Market and Middle-Income Economies -09 -15 -25 -44 -48 -41 -38 -48 -9.1
Excluding MENAP Qil Producers -19 -23 27 40 44 40 40 -50 -9.0
Asia -16 -18 -19 33 -39 40 -45 -6.0 -9.9
China -03 -08 09 -28 -37 38 47 -64 -11.2
India -75 -70 -71 -72 -711 64 63 -74 7.4
Europe -07 15 14 -27 -29 -8 04 -07 -6.1
Russia 04 -12 -11 34 37 -5 2.9 1.9 -4.8
Latin America -29 -32 50 68 -62 H4 52 40 -6.7
Brazil -25 -30 60 -103 -90 -79 -72 -6.0 -9.3
Mexico -37 37 45 40 -28 11 22 -23 -4.2
MENAP 5.6 39 15 -85 -96 -58 -29 -38 -9.8
Saudi Arabia 11.9 56 -35 -158 -172 -92 59 45 -12.6
South Africa -44 -43 43 -48 41 44 41 -63 -13.3
Low-Income Developing Countries -20 -33 -32 -38 -3.7 -36 -3.8 -4.1 -5.7
Nigeria 02 -23 -21 32 -40 -54 43 -50 -6.4
0il Producers 16 04 -11 -42 -46 -26 -06 -1.0 -1.6
Memorandum

World Qutput (percent) 3.5 3.5 3.6 3.5 3.4 3.9 3.6 2.9 =3.0

Source: IMF staff estimates and projections.

Note: All country averages are weighted by nominal GDP converted to US dollars (adjusted by purchasing power parity only for world output) at average market
exchange rates in the years indicated and based on data availability. Projections are based on IMF staff assessments of current policies. In many countries, 2020
data are still preliminary. For country-specific details, see “Data and Conventions” and Tables A, B, C, and D in the Methodological and Statistical Appendix.

MENAP = Middle East, North Africa, and Pakistan.

1 For cross-country comparability, expenditure and fiscal balances of the United States are adjusted to exclude the imputed interest on unfunded pension
liabilities and the imputed compensation of employees, which are counted as expenditures under the 2008 System of National Accounts (2008 SNA) adopted by
the United States but not in countries that have not yet adopted the 2008 SNA. Data for the United States in this table may thus differ from data published by the

US Bureau of Economic Analysis.
2 Including financial sector support.

in borrowing costs for sovereigns that are considered
to be safe and a simultaneous sell-off of assets that

are perceived as risky. Spreads in many advanced

and emerging market economies have risen sharply
since the declaration of COVID-19 as a global

health emergency by the World Health Organization
in late January 2020. Many emerging market and
middle-income economies have experienced portfolio
flow reversals. Before the first outbreak of COVID-19
in late December 2019, effective nominal interest rates
(that is, the average interest paid on existing public
debt) were below 2 percent in more than one-third of

advanced economies, and in a smaller share (one-tenth)
of emerging market and developing economies

(Figure 1.6). Those rates are expected to fall further in
safe haven countries (for example, the United States,
Japan, Germany). However, given high levels of public
debt—at 83 percent of global GDP in 2019—and
large gross financing needs in several countries, the risk
of a surge in refinancing costs persists (Figure 1.7). The
lengthened residual maturity of debt in advanced econ-
omies is a mitigating factor (which increased from six
to nearly eight years over the past decade at the general
government level). The median residual maturity of
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Table 1.2. General Government Debt, 2012-20

(Percent of GDP)
Projections
2012 2013 2014 2015 2016 2017 2018 2019 2020
Gross Debt
World 796 783 786 79.7 827 813 815 833 96.4
Advanced Economies 106.7 105.2 104.6 104.2 106.7 104.5 103.9 105.2 122.4
United States’ 103.3 1049 1046 1048 106.8 1059 1069 109.0 1311
Euro Area 90.7 92.6 92.8 90.8 90.0 87.8 85.9 84.1 97.4
France 90.6 93.4 94.9 95.6 98.0 98.4 98.4 98.5 115.4
Germany 81.1 78.7 75.7 721 69.2 65.3 61.9 59.8 68.7
Italy 126.5 1324 1353 1353 1348 1341 1348 13438 155.5
Spain 86.3 95.8 100.7 99.3 99.2 98.6 97.6 95.5 113.4
Japan 2287 2322 2358 2313 2364 2345 2365 2374 251.9
United Kingdom 83.2 84.2 86.2 86.9 86.8 86.2 85.7 85.4 95.7
Canada’ 85.4 86.1 85.6 91.2 91.7 90.5 89.7 88.6 109.5
Emerging Market and Middle-Income Economies 37.0 38.2 403 43.7 46,5 48.0 49.7 53.2 62.0
Excluding MENAP 0il Producers 39.4 40.8 431 457 481 495 51.5 54.9 63.5
Asia 39.7 414 43.5 449 471 48.8 50.9 55.1 64.1
China 34.4 37.0 40.0 414 44.2 461 491 54.4 64.9
India 67.7 67.4 66.8 68.8 68.7 69.4 69.4 7.9 74.3
Europe 25.3 26.2 28.2 30.5 31.5 29.7 29.4 29.2 36.5
Russia 11.2 12.3 151 15.3 14.8 14.3 13.6 14.0 17.9
Latin America 471 47.8 50.1 53.9 57.4 62.2 66.6 70.5 78.0
Brazil2 62.2 60.2 62.3 72.6 78.3 83.7 87.1 89.5 98.2
Mexico 42.7 459 48.9 52.8 56.8 54.0 53.7 53.4 61.4
MENAP 234 23.5 23.4 33.0 406 40.3 38.8 419 51.2
Saudi Arabia 3.0 2.1 1.6 5.8 131 17.2 19.0 22.8 34.0
South Africa 41.0 441 47.0 49.3 515 53.0 56.7 62.2 774
Low-Income Developing Countries 31.1 32.2 32.2 36.4 40.2 42.3 42.6 43.0 47.4
Nigeria 17.7 18.6 175 20.3 23.4 25.3 27.2 29.4 35.3
0il Producers 316 323 333 389 421 425 423 442 54.6
Net Debt
World 65.8 65.0 652 668 694 68.2 68.6 69.4 85.3
Advanced Economies 76.7 759 757 758 775 759 76.0 76.6 94.2
United States’ 80.8 81.6 81.4 81.1 82.1 82.1 83.2 84.1 107.0
Euro Area 73.2 75.7 759 74.7 74.3 722 70.5 69.1 81.3
France 80.0 83.0 85.5 86.3 89.2 89.5 89.6 89.8 106.7
Germany 59.6 58.6 55.0 52.1 49.3 45.7 429 413 49.2
[taly 1146 120.0 1223 1232 1224 1221 1229 123.1 142.7
Spain 71.8 80.9 85.2 85.0 86.1 84.5 82.7 81.1 97.7
Japan 1453 1447 1466 1464 152.0 1498 1534 1543 168.9
United Kingdom 74.8 759 78.0 78.4 778 76.7 75.9 755 85.9
Canada' 28.9 29.7 28.5 28.4 28.7 27.9 26.5 25.9 40.7

Emerging Market and Middle-Income Economies 227 229 242 28.6 346 36.0 36.8 38.3 45.8
Asia
Europe 32.0 31.6 29.6 28.8 31.0 301 30.7 30.6 36.9

Latin America 296 297 323 37 411 433 4441 453 51.7
MENAP -25 34 -04 163 292 297 311 35.2 46.6

Source: IMF staff estimates and projections.

Note: All country averages are weighted by nominal GDP converted to US dollars (adjusted by purchasing power parity only for world output) at average market exchange rates in
the years indicated and based on data availability. Projections are based on IMF staff assessments of current policies. In many countries, 2020 data are still preliminary. For coun-
try-specific details, see “Data and Conventions” and Tables A, B, C, and D in the Methodological and Statistical Appendix. MENAP = Middle East, North Africa, and Pakistan.

1 For cross-economy comparability, gross and net debt levels reported by national statistical agencies for countries that have adopted the 2008 System of National Accounts
(Australia, Canada, Hong Kong SAR, United States) are adjusted to exclude unfunded pension liabilities of government employees’ defined-benefit pension plans.

2 Gross debt refers to the nonfinancial public sector, excluding Eletrobras and Petrobras, and includes sovereign debt held on the balance sheet of the central bank.
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Figure 1.6. Distribution of Nominal Effective Interest Rates, 2000-19

(Percent of total countries for each group)

Average interest cost has declined in many countries and is currently below 2 percent in one-third of advanced economies.
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Source: IMF, World Economic Outlook database.

debt in emerging markets has declined since 2014, but
remains greater than its level before the global financial
crisis (Figure 1.8).

In response to the COVID-19 pandemic, many
countries are allocating more fiscal resources to the
health sector by increasing spending on monitoring,
containment, and mitigation. On average, advanced
economies have pledged an additional 0.5 percent of
GDP to health care, whereas emerging market and
middle-income economies have planned for an addi-
tional 0.2 percent of GDP. In low-income developing

Figure 1.7. Gross Financing Needs, 2020
(Percent of GDP)

Several countries face sizable gross financing needs.
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Note: Data labels use International Organization for Standardization (ISO) country
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countries, health spending is likely to increase sub-
stantially from current pledges of 0.3 percent of GDD,
on average. For example, it increased by 4 percentage
points of GDP on average in the affected countries
during the Ebola outbreak in West Africa.

Most countries are also allocating sizable additional
fiscal support to other sectors to mitigate the economic
fallout from the COVID-19 pandemic and the neces-
sary social distancing policies. On the spending side,
measures include extended unemployment benefits,
government-funded paid sick leave, wage subsidies,

Figure 1.8. Average Remaining Maturity of Government Bonds,

1995-2018
(Years; median across country groups)

Governments in advanced economies have borrowed at longer terms in
recent years, but those in emerging market and middle-income
economies have not.
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Sources: Haver Analytics; and national authorities.

Note: Boxes and whiskers indicate the interquartile ranges and 10th and 90th
percentiles for emerging market and middle-income economies. AEs = advanced
economies; EMMIEs = emerging market and middle-income economies.
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FISCAL MONITOR: POLICIES TO SUPPORT PEOPLE DURING THE COVID-19 PANDEMIC

targeted transfers to affected households and firms, and
support to hard-hit sectors such as tourism, hospital-
ity services, and travel. On the revenue side, measures
include temporary deferral of corporate and personal
income tax payments and social security contributions
ranging from three months to one year, as well as tem-
porary tax relief or exemptions, including on medical
goods and services, for affected sectors and vulnerable
firms and households (China, France, Italy, Japan,
Korea). Special Feature Online Annex 1.1 provides a
detailed overview of revenue and spending measures as
well as liquidity support efforts across selected countries
as of April 8, 2020. Governments plan to finance these
additional fiscal measures by reprioritizing budget items;
using emergency funds or buffers; frontloading existing
spending plans, external aid, or grants; or undertaking
additional borrowing. The following subsections discuss
the recent fiscal developments and outlook by country
income groups. Fiscal developments in the period ahead
are highly uncertain and will depend on how severe

the health crisis becomes, how long it lasts, and how it
affects the economy and financial markets.

Advanced Economies: Large Fiscal Support Expected

In response to the COVID-19 pandemic, addi-
tional fiscal measures have been announced in most
countries, with a weighted average of 5.9 percent of
GDP among Group of Seven (G7) economies.® In the
United States, in addition to health measures approved
in early March, the Coronavirus Aid, Relief, and
Economic Security (CARES) Act includes an unprece-
dented $2 trillion or almost 10 percent of GDP in tax,
spending, and liquidity-support measures, including
pandemic unemployment assistance to households,
payroll tax deferral, and paycheck protection for
small and medium-sized enterprises. In the European
Union (EU), in addition to relatively large automatic
stabilizers, discretionary measures taken by member
states amount to 3.1 percent of EU-27 GDP. Further
support is provided through the EU-level initiatives,
including the coronavirus investment response to help
national health sectors, businesses (through work-
ing capital or guarantees), and national short-term

3The exact size often depends on usage, such as extended unem-
ployment benefits or income support for short-time work, and
many governments have indicated they intend to maintain measures
as long as needed or further expand them. Thus, estimates of
announced packages are preliminary.
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employment schemes. Liquidity support measures such
as loans or loan guarantees to businesses are com-
mon, especially in European countries (16.7 percent
of EU-27 GDP). In Japan, the Emergency Economic
Package Against COVID-19 announced on April 7
totals ¥108 trillion (20 percent of GDP) and cov-

ers cash handouts to affected households and firms;
concessional loans from public and private financial
institutions; and deferral of payment of tax and social
security premiums for one year. More measures are
anticipated in several other countries as governments
increase their support to crisis-hit economies. The
cyclical effects of a sharp contraction in growth owing
to COVID-19 through automatic stabilizers and
lower customs revenues are expected to be very large,
adversely affecting fiscal balances and debt levels.

The average overall fiscal balance in 2020 is, thus,
expected to deteriorate significantly. This is on top of
the fiscal easing in 2019, when more than half of the
advanced economies pursued expansionary fiscal pol-
icies (Figure 1.9).% In the United States, the two-year
budget deal reached in 2019 and the discretionary
measures implemented in response to the pandemic
will increase the overall deficit and worsen public debt
dynamics. In Korea, the overall fiscal balance is esti-
mated to decline by 2.8 percent of GDP through pre-
viously planned spending increases on the social safety
net, job creation, and the fostering of innovation,
as well as new measures to cope with the pandemic.
The overall balance in most euro area economies is
projected to deteriorate because of the fallout from
COVID-19 and the announced emergency lifeline
measures (France, Germany, Italy).

Although the macroeconomic effects of the pan-
demic are uncertain and the size of discretionary fiscal
policy responses to COVID-19 may still rise, they
will affect the overall balance and public-debt-to-GDP
ratios over the medium term. For example, the
pandemic will have an impact on the projected
fiscal adjustment in japan, where the increase in the

“A neutral fiscal stance is defined as a change in the structural
primary balance (that is, adjusting the primary balance for the
economic cycle and other one-off factors) between —0.25 and
0.25 of a percentage point of potential GDP in a year. Any change
above 0.25 (below —0.25) of a percentage point is defined as fiscal
tightening/contraction (loosening/expansion). Moderately expansion-
ary (contractionary) refers to a decrease (increase) between 0.25 and
0.5 of a percentage point. The aggregate fiscal stance for each income
group is calculated as the $GDP-weighted average of fiscal stances in
individual economies.
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Figure 1.9. Fiscal Developments in Advanced Economies

Fiscal policies have eased in 2019 and are expected to be
expansionary in most advanced economies in 2020.

1. Fiscal Stance, 2010-20
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Fiscal policies continued to ease in half of advanced economies
over 2014-19.

2. Gumulative Change in Structural Primary Balance
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Sources: IMF, World Economic Outlook database; and IMF staff estimates.

consumption tax rate in October 2019, along with
the expiring stimulus measures, were expected to
reduce primary deficits over the medium term. In the
United Kingdom, in addition to measures aimed at the
health crisis, the fiscal year 2020/21 budget projects

a substantial fiscal easing over the medium term (by

1 percentage point of GDP on average over the next
five years relative to the previous fiscal path), including
a planned increase in net public investment from 2 to
3 percent of GDP. Meanwhile, the weighted-average
public-debt ratio of advanced economies, which rose
modestly to 105 percent of GDP in 2019, is projected
to rise over the medium term. Debt dynamics in some
countries are subject to risks and hinge on interest

rates remaining low.

Emerging Market and Middle-Income Economies:
Facing Multiple Shocks

In 2020, the average overall deficit of emerging
market and middle-income economies is projected to
ease further to 9.1 percent of GDP from 4.8 percent
in 2019, reflecting the recession and lower commodity
prices, tighter financing conditions, and discretionary
fiscal policy reactions to the COVID-19 pandemic
(Figure 1.10).5 The estimated fiscal easing in 2020,

The average headline fiscal deficit rose by 1 percentage point of
GDP to 4.8 percent in 2019, reversing the decline of similar magni-
tude over 2016-18. With higher deficits in two-thirds of economies,
the average government-debt-to-GDP ratio reached 54 percent of
GDP in 2019 (up 3 percentage points from 2018 and 17 percentage
points from 2012).

among non-oil exporters, is particularly large in some
countries such as Chile and China. In response to
the social unrest last year, Chile launched a stimulus
package consisting of infrastructure investment, social
pensions, and support programs for vulnerable groups
and small and medium-sized enterprises. In response to
COVID-19, this package was complemented by addi-
tional fiscal measures, including health spending, tax
payment delays, and unemployment benefits. China
has increased spending to mitigate the health effects
of the pandemic, accelerated unemployment insurance
disbursement to support households, and provided
temporary tax relief and deferral of tax payments for
businesses in affected sectors and regions. China is also
expected to use its fiscal space to provide significant
additional support for the recovery and reorient the
economy toward a higher-quality growth path.

In the fiscal year 2020/21 budget, India announced
a reduction in personal income tax rates with a ratio-
nalization of exemptions. In March 2020, the govern-
ment announced a fiscal support package (0.8 percent
of GDP) to cushion the COVID-19 impact, including
cash transfers, an insurance cover to medical workers,
and steps to strengthen food security. In Brazil, the
government implemented pension reform in 2019 and
submitted a reform package to Congress that aims at
making the budget less rigid, reforming fiscal decen-
tralization rules, and releasing earmarked spending to
lower public debt. In response to the pandemic, Brazi/
expanded cash transfers to low-income households and
provided temporary tax relief, amounting to 2.9 per-
cent of GDP (partly from reallocations within the
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Figure 1.10. Fiscal Developments in Emerging Market and Middle-Income Economies

Overall deficits increased in 2019, reversing the consolidation
trends of previous years, and are expected to rise further for
more countries in 2020.
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Fiscal deficits are projected to increase in 2020.
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Sources: IMF, World Economic Outlook database; and IMF staff estimates.
Note: EMMIEs = emerging market and middle-income economies.

current budget). In response to COVID-19, fiscal mea-
sures were also announced in /ndonesia (1.8 percent
of GDP), Turkey (1.6 percent of GDP), and Malaysia
(2.8 percent of GDP).

Over the medium term, the fall in oil prices, partly
owing to the COVID-19 outbreak, will weigh on
the fiscal balance of oil-exporting countries. In Saudi
Arabia, the fiscal deficit is expected to widen further
because of lower oil revenues (despite an increase in
oil production). Several oil-exporting countries were
set to resume their fiscal adjustments after the 2019
pause through tax policy and administration reforms
(including Mexico), but this may no longer be the
case given the fall in oil prices. Emerging market and
middle-income economies’” average government debt
was projected to remain on an upward trajectory. The
rise in public debt across all countries will be substan-
tially higher than previously projected as a result of the
effects of and responses to COVID-19.

Low-Income Developing Countries: Navigating the
Pandemic with High Debt

The average debt ratio of low-income developing
countries remained stable at 43 percent of GDP over
2017-19 after an increase of 9 percentage points over
the previous five years. In some cases, this increase in
debt partly reflected borrowing to finance investment
in infrastructure (Ethiopia, Kenya). Looking ahead,

10 International Monetary Fund | April 2020
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however, financing the development agenda in a
sustainable way could become more challenging, con-
sidering the already-high debt levels and given (at least
in the short term) potential revenue losses and spend-
ing needs arising from the COVID-19 pandemic.

Half of low-income developing countries have
seen their tax-to-GDP ratios increase by more than
3.7 percent of GDP since 2000. But over the past
five years, tax revenues grew in line with GDP, and
in many economies revenue gains have not offset the
declining trend in external grants as a share of GDP.
In addition, the halving of commodity prices since
2014 and the sharp oil price decline in early 2020 are
having an adverse impact on revenues that is projected
to be long-lasting for several large commodity export-
ers. At the same time, interest expenditures are on
the rise, reflecting higher debt levels, currency depre-
ciation, tighter financing conditions, and a growing
share of borrowing on nonconcessional terms. These
trends imply a squeeze in fiscal resources available for
primary spending.

The average overall fiscal deficit in low-income devel-
oping countries increased by 0.4 of a percentage point
of GDP to 4.1 percent in 2019. The easing was largely
driven by oil-exporting countries (Nigeria, Papua New
Guinea), reflecting lower oil prices and spending rigid-
ities. For non-oil exporters, fiscal deficits rose mod-
erately in 2019 to 4 percent of GDP. These averages

mask important cross-country differences. Because of a
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POLICIES TO SUPPORT PEOPLE DURING THE COVID-19 PANDEMIC

Figure 1.11. Fiscal Developments in Low-Income Developing Countries

Fiscal policy was eased in 2019, and a large number of countries

are expected to ease further in 2020.
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The ratio of interest expenditure to tax revenue has increased in

most low-income developing countries relative to 2012.
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(Percent)

GHA

0
2010 11 12 13 14 15 16 17 18 19 20

Sources: IMF, World Economic Outlook database; and IMF staff estimates.

Note: Data labels in panel 2 use International Organization for Standardization (ISO) country codes.

range of factors, fiscal balances declined by 1.4 percent-
age points of GDP in Chad (higher investment, wages,
subsidies, and transfers) and Moldova (shortfall in reve-
nues that was more than offset by spending restraints).
Natural disasters and instability (Haizz, Yemen) also led
to higher fiscal deficits. On the other hand, Burkina
Faso and Nicaragua consolidated their fiscal balances

by more than 1 percentage point of GDP in response
to the need to contain debt increases, mitigate the
sharp decline in revenue collections, or comply with
the regional fiscal rule. Overall, more than one-third of
low-income developing countries contained or reduced
the size of their fiscal deficits in 2019.

In 2020, the average headline deficit is projected to
widen by 1.6 percentage points of GDP, notably in oil
exporters. In Nigeria, the gain from an increase in the
value-added tax rate is estimated to only partly offset
projected losses in oil revenue. Although there have
been a relatively small number of verified coronavirus
cases to date in low-income developing countries, a
surge of infection cases similar to other economies
around the world would have a massive impact on
people’s lives and livelihoods, and on fiscal deficits.
The tightening of global financial conditions would
pose further challenges to frontier markets in accessing
external finance. In countries with output contractions
(Haiti, Nicaragua, Sudan), fiscal balances are affected
by reduced tax revenues. Even in the absence of a
major virus outbreak, headline deficits are expected to

widen in several countries given higher social secu-
rity outlays (Nicaragua), subsidies (Sudan), security
spending (Mali), and capital investment (Madagascar,
Uganda). In several cases (Chad, Ghana), consolidation
is mandated by or enforced under new fiscal rules. In
Mozambique, investment under the postcyclone recon-
struction effort continues.

Government debt paths in low-income develop-
ing countries are subject to large uncertainty driven
by the COVID-19 pandemic (Figure 1.11). For oil
exporters, debt is projected to continue increasing
given the fall in commodity prices. Elevated public
debt levels are a source of vulnerability. Accord-
ing to the IMF-World Bank Debt Sustainability
Assessments, the number of low-income developing
countries in debt distress or classified as “at high risk”
increased to 25 countries (44 percent) in 2019 (IMF
2019a). The global recession heightens vulnerabilities
for this group.

Risks to the Fiscal Outlook

Downside risks include the following: (1) a more
severe economic fallout from widespread infections
and repeated outbreaks; (2) large swings in commodity
prices; (3) prolonged stress in global financial markets;
(4) renewed social unrest; and (5) extreme weather
events. These risks are intertwined and could reinforce
one another, exacerbating the drag on growth and

International Monetary Fund | April 2020 11

©lnternational Monetary Fund. Not for Redistribution



FISCAL MONITOR: POLICIES TO SUPPORT PEOPLE DURING THE COVID-19 PANDEMIC

Figure 1.12. Commodity Terms of Trade and
Primary Balances, 2012-19

(Percent)
Primary deficits in large oil-exporting countries move in tandem with
commodity terms of trade.
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exerting negative effects on public finances (Chapter 1

of the April 2020 World Economic Outlook).

o A more severe economic fallout from widespread
coronavirus infections and repeated outbreaks: The
expectation of a rebound of activity in the second
half of 2020, after the health emergency abates and
containment measures are gradually scaled back, is
subject to extreme uncertainty (Chapter 1 of the
April 2020 World Economic Outlook). The pandemic
could resurface in waves—that is, with every easing
of social distancing restrictions, the infection rates
could rise again, which would require re-imposition
of those restrictions—bringing activity to a halt and
dampening confidence further. At the same time,
many emerging market and developing economies
have not yet experienced widespread outbreaks—or
at least they have not been detected so far given
limited testing. Should they materialize, the weaker
health care systems and other vulnerabilities in those
economies could result in devastating human and
economic effects. The impact could be intensified by
declines in external demand and commodity prices,
tighter financing conditions, and disruptions to
supply chains. These risks would have sizable impli-
cations for the pace of recovery and public finances,
raising the possibility of a debt deflation.

o Large swings in commodity prices: Oil prices
declined by 50 percent in the first quarter of 2020.
Risks to oil prices are large, stemming from both
supply and demand shocks. A combination of
increased oil supply and weak global demand could
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Figure 1.13. Sovereign Spreads
(Basis points)

Risks of a sharp rise in spreads remain in some advanced and emerging
market economies.

100-

900- i W January 2018 § —p 73,000
800- i m January 30, 2020 | 2500
700~ i April 1, 2020 i :
600 - i | -2,000

1 1
200 : Ll -1500
400- i i ’

1 1
300- ! ! -1,000
200- i :

! ! -500

1 1

0
ltaly Greece Brazil Mexico Russia South Turkey Argentina
Africa (right scale)

Source: Bloomberg Finance L.P.

Note: Spreads for Italy and Greece refer to their sovereign yields over German bond
yields, whereas the spreads for other countries are over the US Treasury bond
yields. The World Health Organization declared COVID-19 a global health
emergency on January 30, 2020, and a pandemic on March 11, 2020.

lead to low oil prices for a long period, worsening
the public finances of many oil-exporting coun-
tries (Figure 1.12). Commodity terms-of-trade
volatility could dampen the long-term growth of
many countries, including commodity exporters
(Cavalcanti, Mohaddes, and Raissi 2015).

o Prolonged stress in global financial markets: Over
the past two months, markets have experienced
bouts of volatility and, more recently, a run for safe
assets, in part because of the ongoing COVID-19
pandemic. Increasing concerns about the economic
effects of the crisis, particularly if prolonged, could
trigger further deterioration of sentiment and more
widespread risk-off events that expose financial vul-
nerabilities that have been building in a period of
search for yield (Chapter 1 of the April 2020 Global
Financial Stability Report). Such shocks could lead
to higher spreads in high-debt countries, exchange
rate volatility, pressures in dollar funding, and a
sudden reversal of financial flows (Figure 1.13).
Sustained high sovereign spreads could weigh on
fiscal positions for some countries, making it more
challenging to roll over debt and meet financing
needs. In emerging market and developing coun-
tries, while a rising share of local currency debt
in total may be beneficial, large participation by
foreign investors and a lack of adequate liquidity
could expose those economies to volatile spreads
(Chapter 3 of the April 2020 Global Financial
Stability Report).
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® Renewed social unrest: In the past year, there were
numerous protests in many parts of the world.
Although the underlying causes of this social
unrest are multifaceted and country-specific, some
similarities reflect deep-rooted issues, such as
poverty, inequality, erosion of trust in established
institutions, and perceived lack of representation.
Conventional fiscal redistribution may not quell
such tensions given that protesters are not necessar-
ily the poorest, and further redistribution could be
viewed as transfers to outsiders. Box 1.2 explains
some principles to reduce the risk of social unrest
that reforms may trigger while recognizing that such
risks cannot be eliminated. Indeed, some countries
remain vulnerable to new protests, particularly if
policy actions to mitigate the COVID-19 crisis are
perceived as insufficient or as unfairly favoring large
firms rather than people, or when those policies are
withdrawn. New rounds of protests could exhaust
reform momentum (for example, regarding pension
or energy subsidies) and put public finances at risk.

o Extreme weather events: Climate change has made
cold snaps and heat waves, droughts and floods,
and other natural disasters more frequent and
severe. These events adversely affect economic
activity, impose severe humanitarian costs, inflict
damage to capital stocks, and lower productiv-
ity (Kahn and others 2019; October 2019 Fiscal
Monitor; Chapter 5 of the April 2020 Global
Financial Stability Report). Limited global efforts
to mitigate climate change and adapt to it could
make these extreme events more severe, frequent,
and widespread, which, in turn, may require more
humanitarian assistance and higher spending on
reconstruction, as well as pose risks to public
finances, especially in small states with high expo-
sure to natural disasters. Transition to low-carbon
economies could result in sizable stranded assets
and require significant amounts of investment for
mitigation and adaptation.

Fiscal Policies across Economies

The immediate fiscal policy response to the
COVID-19 pandemic should account for the par-
ticular nature of the health crisis that the global
economy faces—one that affects supply, demand, and
confidence—while being timely, temporary, and tar-
geted across all levels of governments. It is important

POLICIES TO SUPPORT PEOPLE DURING THE COVID-19 PANDEMIC

to ensure that resources are used efficiently and embed-
ded in a medium-term fiscal framework. The need for
discretionary measures is, all else being equal, lower for
countries with larger existing automatic stabilizers and
stronger social safety nets. The impact of targeted fiscal
measures would be larger if they were accompanied by
monetary accommodation (to avoid rising spreads in
parts of sovereign debt markets) and financial safe-
guards (to reduce contingent costs to the budget). The
overarching goals should be to save lives and protect
households so that loss of income does not affect liveli-
hoods, as well as to assist viable firms to prevent layoffs
and permanent exits from supply chains. Otherwise, a
temporary but severe health crisis could have a lasting
impact on aggregate demand, supply chains, and global
trade and the economy. Key challenges are to prevent
health systems from becoming overloaded and to adopt
comprehensive policies that reflect the evolving nature
of the pandemic. Further policy action is required to
position the economy for a speedy recovery once the
health crisis and necessary social distancing measures
recede, depending on available fiscal space. Since auto-
matic stabilizers are less effective in low-income devel-
oping countries—given that their fiscal institutions are
underdeveloped, and their financing constraints are
more binding—monetary accommodation should play
a larger role, especially where inflation is low.
Considering the nature of the health crisis—
threatening the health and livelihoods of workers and
employers globally—such actions are being taken now
but should be commensurate with the economic and
social fallout from the pandemic. As public support
is provided on an extraordinary scale and includes
vehicles such as loans and guarantees, transparency is
crucial to manage fiscal risks. When countries con-
tain the pandemic and shutdowns end, broad-based,
coordinated fiscal stimulus—depending on countries’
financing constraints—will become a more effective

tool to foster the recovery.

Health Measures for Monitoring,
Containment, and Mitigation

Additional spending needs for health and emergency
services in all countries should be fully accommodated
regardless of how much room a country may have
in the budget. Experience from past epidemics, such
as SARS, HINI, and Ebola, shows that monitoring
and containment costs are much lower than those of
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mitigation and treatment (WHO 2020). Health systems
could easily become overwhelmed once the virus spreads
widely, amplifying the initial outbreak through social
anxiety and heightened need for quarantines, particu-
larly in emerging market and developing economies. As
of April 8, 2020, most countries planned or allocated
additional fiscal resources to health care to mitigate

the impact of COVID-19 (amounting to 0.3 percent
of GDP, on average). For example, a few advanced
economies allocated resources to develop vaccines and
ramped up production of medical supplies and testing
kits (euro area, Germany, Japan, Spain, United States),
while emerging market and developing economies such
as China, Cote d’Ivoire, and Saudi Arabia have increased
spending on monitoring and control, as well as on
production of medical equipment. The potential health
expenditure, however, is likely to rise significantly with
the increasing number of infections.

Meeting the required health care needs quickly and
sufficiently is challenging. First, countries with limited
health care capacity in infrastructure (hospitals and med-
ical facilities), personnel (doctors and nurses), or medical
supplies (testing kits and ventilation equipment) cannot
adequately scale up these resources in a pandemic, as
shown in previous epidemics (for example, Ebola). Sec-
ond, many emerging market and developing economies
are facing borrowing constraints, tighter financing con-
ditions, significantly lower revenues (customs, oil, and
non-oil), and capital flows stoppages. In the near term,
these countries should reprioritize expenditure toward
health care while safeguarding priority spending on
other social protection, capital maintenance and repair,
and key public services (transport, energy, communica-
tions) to support the vulnerable and limit the detrimen-
tal impact on medium-term growth. They should also
seck aid and concessional emergency financing for the
health sector and budgets from development partners
and multilateral financial institutions.

Comprehensive and coordinated global action is
urgently needed to assist countries that face health
emergencies, particularly those with limited capacity
and financing constraints. Global efforts to ensure
swift deployments of aid, medical resources (equip-
ment and medical personnel), and concessional
emergency financing would help contain the spread
of disease. Acknowledging the need for an early
coordinated response to contain the health crisis,
the European Commission announced an aid pack-
age of €232 million to support the World Health
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Organization (WHO)’s global response plan and
development of a vaccine. The US government has
pledged up to $2 billion to help countries battling the
virus. Japan has pledged ¥15 billion (about $140 mil-
lion) in contributions to WHO and other interna-
tional organizations. Multilateral financial institutions
such as the IMF and the World Bank have committed
resources to assist member countries, with a focus on
low-income developing countries where health systems
are the weakest and people are most vulnerable.® In
addition, the IMF’s Catastrophe Containment and
Relief Trust can currently provide about $500 million
in grant-based debt-service relief, including the recent
$185 million pledge by the United Kingdom and
$100 million provided by Japan, as immediately avail-
able resources. Official bilateral creditors have been
called upon by the IMF Managing Director and the
World Bank President to suspend debt payments from
countries below the International Development Asso-
ciation’s operational threshold that request forbearance
while they battle the pandemic.

In addition to health spending, policymakers need
to monitor and ensure smooth coordinated budget exe-
cution among various health and non-health agencies
and across different levels of government, and expedite
procurement of medical needs (makeshift hospitals,
equipment, and medical supplies). National govern-
ments should continue to allocate sufficient funds for
subnational governments to spend on health services
or mobilize medical resources (for example, masks,
medicine, disinfectants, hires and overtime hours of
medical personnel) to affected locations (China, India,
Korea, United States). Wage subsidies can be provided
for medical personnel. For example, China and Singa-
pore temporarily raised the compensation for front-line
doctors, nurses, and caretakers. Germany has allocated
€1.1 billion for development of vaccines and medi-
cines. On the revenue side, reducing taxes or tariffs and
excises on hygiene and health care goods and services is
recommended (Brazil, China, Colombia, United States).

Governments should have a clear, timely, and trans-
parent communication strategy to preserve (and restore,
in some circumstances) public trust as well as consumer

and business confidence. Other measures should also

The recent doubling of access limits of the IMF’s emergency
financing facilities will allow the Fund to meet an expected demand
of $100 billion in emergency financing, provided through the Rapid
Credit Facility and the Rapid Financing Instrument, of which the
former is only for low-income developing countries.
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be implemented, including contingency plans (Greece,
Malaysia) and regular media briefings from officials or
health experts (Chad, Indonesia, Romania, Vietnam). All
government services, particularly tax and customs admin-
istration, payment processors, and government benefit
application centers should have a business continuity plan
for providing services to citizens, taxpayers, and import-
ers, relying as much as possible on electronic means.

Some of these health measures are administrative,
while others will require budget resources and add to
the fiscal cost. The legal framework should allow bud-
get modifications to accommodate emergency spend-
ing, and these should be fully reflected in credible
medium-term fiscal frameworks. Over the longer term,
countries should act to improve their level of epidemic
preparedness.

Temporary and Targeted Fiscal Measures to Assist
Hard-Hit Individuals and Firms

Unlike a typical economic shock, the COVID-19
pandemic and the policies required to mitigate its
spread have economic repercussions involving supply,
demand, and confidence.
¢ On the supply side, necessary preventive or contain-

ment efforts inevitably involve social distancing at the

local level, whereas lockdowns and quarantines reduce
capacity utilization, make workers unable to do their
jobs, and force businesses to reduce production.

Broader disruptions to regional and global supply

chains have knock-on effects, contributing to rising

business costs, layoffs, and potential bankruptcies.

POLICIES TO SUPPORT PEOPLE DURING THE COVID-19 PANDEMIC

e On the demand side, the loss of income (from
morbidity, quarantines, and unemployment), fear of
contagion, and heightened uncertainty will reduce
household consumption and firms’ investment. The
economic repercussions arising from the pandemic
are not evenly shared in the economy. Workers in
some sectors such as travel, tourism, and hospi-
tality services are disproportionately affected, and
low-income households tend to suffer more because
they have less access to health care and limited
savings. Countries or regions that rely heavily on oil
revenues, tourism, and exports of goods and services
are particularly vulnerable.

o The extreme uncertainty about the duration and
magnitude of the COVID-19 pandemic poses a
vicious cycle of dampening consumer confidence
and tightening financial conditions, which could
lead to job losses and cuts in investment in expecta-
tion of lower aggregate demand.

Countries are offering a range of targeted emergency
lifelines (Figure 1.14), including the following:
o Spending-side measures: Governments are providing
wage subsidies and transfers to workers and firms,
as well as government-funded paid sick and family
leave to those who are unwell, self-isolate, or have
to stay home for childcare during school closings
(France, Japan, Korea, Singapore, Spain, United
Kingdom). Other measures include cash transfers to
low-income households and temporary enhancement
or extension of unemployment benefits (Germany,
Japan, United Kingdom, United States). Germany has

Figure 1.14. Common Fiscal Support Measures for Non-Health Sectors in Response to GOVID-19

(Percent of countries with fiscal support)

Countries are relying on a range of emergency lifelines to help hard-hit households and firms.
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expanded subsidies to firms that maintain employ-
ment at reduced hours by covering employers” social
security contributions for the missed hours. Jzpan
and Seychelles have expanded subsidies to employers
who maintain employment during any scale-down
of operations. [taly has broadened its wage sup-
plementation fund to provide income support to
laid-off workers. In Korea, Singapore, and the United
States, temporary direct subsidies are being provided
to hard-hit businesses, including self-employed per-
sons, to avoid sector dislocations. In China, planned
public spending has been frontloaded, particularly
on public health care, unemployment benefits, and
the broader social safety net.

Revenue-side measures: Governments can alleviate
hardships by expanding loss carry-back rules to
support firms cashflow needs or provide tempo-
rary tax relief for people and firms most affected
by COVID-19. Other options include postponing
social security contributions and reducing advance
tax payments that are based on past outcomes to
reflect the new economic reality (Madagascar). To
address supply constraints and support demand,
special investment allowances for projects taking
place in a given time period (for example, produc-
ing under-supplied medical equipment) or tempo-
rary value-added-tax rate cuts could be considered
because they bring planned investment or spending
forward in time. For example, China is easing the
tax burden for firms in the most vulnerable regions
and sectors, including transportation, tourism, and
hospitality services. The United Kingdom adopted
property tax relief for one year for small businesses
in heavily hit sectors. A few countries have offered
income and value-added-tax extensions to firms
with cashflow shortfalls (China, Eswatini, Italy,
Japan, Vietnam) or to those in affected industries
or areas ([taly, Korea), as well as a deferral until

the end of the financial year for value-added-tax
payments falling due in the next quarter (United
Kingdom). China has allowed value-added-tax
refunds and temporarily reduced social security
contribution rates for targeted firms. Both measures
are part of the recommended reforms to rebalance
the economy.

Government-supported liquidity measures: Many
workers and companies worldwide are in danger of
income losses, unemployment, and closures owing
to liquidity problems. In response, governments are
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providing cashflow support in the form of loans,
umbrella guarantees, and other liquidity support.
For example, Cabo Verde, Korea, Thailand, and the
United Kingdom extended temporary loans to firms
and households in the affected sectors. In Australia,
the government is underwriting half of the amount
of up to A$40 billion worth of unsecured loans
(with a cap of A$250,000 per loan) offered by par-
ticipating local lenders to small and medium-sized
enterprises. At the same time, liquidity support,
including government provision of loans, equity
injections, and guarantees on business loans—
sometimes extended through state-owned financial
institutions or corporations—is now estimated to
total $4.5 trillion globally and is often larger in size
than the revenue and spending measures. Largest
country examples include France, Germany, Italy,
Japan, the United Kingdom, and the United States.
These liquidity-support measures often occur “below
the line” or involve contingent liabilities that are
outside budget revenues and expenditures. Some are
reflected in financing operations and raise govern-
ment debt ratios, while others may not have upfront
cashflow effects but nonetheless could bring fiscal
risks in the future. Similar exceptional liquidity mea-
sures were used during the global financial crisis.

A number of factors are relevant for policymakers
in determining the extent of support and the choice
of fiscal instruments to provide emergency lifelines to
firms and households (Figure 1.15):

o Clear objectives with an emphasis on “solidarity” and
equity: A clear rationale for policy support would
help evaluate the appropriateness of instruments and
limit demands from vested interests. At the same
time, measures should try to strengthen solidarity
by not being overly restrictive in terms of eligibil-
ity, and should avoid being perceived as favoring
vested interests.

o Fiscal measures should be wrgeted, temporary, and
progressive. Measures should be targeted to house-
holds to maintain basic needs and to viable firms to
prevent layoffs and exits from supply chains. They
should be made progressive (for example, wage sub-
sidies up to a ceiling) to ensure that lower-income
households benefit more. Broad-based stimulus is
less effective when physical distancing is in place.

¢ Tax and spending measures should be cost-¢ffective
and embedded in medium-term budget frameworks.
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Figure 1.15. Some Principles for Instrument Choice in Supporting Firms and Households
The extent of support to firms and households and the choice of instruments depend on a range of factors.

Solvency issues

Firms

Ample fiscal space
A

Equity injections;
grants

Tax relief, wage subsidies
Direct loans (e.g. SMEs)

sainssaid Aypinbr

Umbrella guarantees;
loans by public banks

Y
Limited fiscal space

Source: IMF staff.

Note: SMEs = small and medium-sized enterprises; SSN = social safety net.

They should not result in long-lasting deterioration
of public finances. A premium should be placed

on measures that maintain links with employ-

ment (for example, wage subsidies that can allow
workers to be furloughed rather than laid off) and
move the tax-benefit systems in desirable directions
(for example, using mobile payments, expediting
value-added-tax refunds, and upgrading health

care systems).

Measures should build on existing programs and
infrastructure that enable timely support to vulner-
able households and firms. The institutional capacity
to implement targeted support to firms and house-
holds will influence the form, instruments, and
channels of support. Examples include the adequacy
and coverage of social safety nets and the strength of
the social insurance system.

Financing constraints should be taken into account
in determining the scope of action.

Fiscal costs and risks should be properly assessed
and disclosed, and risk mitigation measures taken,
in order to ensure transparency, good governance, and
accountability.

These principles can provide guidance on the design

of spending, tax, and liquidity measures:

Spending measures: Countries with strong social
protection systems should allow automatic stabiliz-
ers to fully operate and channel additional support
through social safety net programs, to the extent

Low coverage and adequacy

Households

Ample fiscal space
A

One-off universal transfers
and in-kind provision of
goods and services

Scale-up and broaden
existing SSN and
unemployment schemes;
relax eligibility criteria

Wage subsidies and
tax deferrals

(especially health services)

Wage subsidies and
tax deferrals
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Strengthen existing SSN
Provide sector- or

Expand coverage and
increase benefit levels under
existing programs

place-based transfers

Koenbape pue abesanod ybiH

Direct provision of
basic needs

Y
Limited fiscal space

possible, to maximize their effects. Unemployment
benefits could be enhanced as needed, for example,
by extending their duration, raising benefit levels,
or relaxing eligibility (Germany, Italy, Spain, United
States). Paid sick leave, while temporary in nature,
should last for a sufficiently long period commensu-
rate with the health crisis. Although wage subsidies
can help businesses retain workers, they need to
have clear phase-out mechanisms. Making transfers
or expanded benefits part of taxable income would
allow clawbacks at higher-income levels and improve
targeting. In many emerging market and develop-
ing economies with weaker social safety nets (low
coverage and adequacy), linking additional transfers
to existing programs and delivery channels can
improve targeting. When this is not possible, espe-
cially in low-income countries, categorical targeting
(based on regions, sectors, residence, age, or other
criteria) is appropriate (Chapter 2). Considering the
urgency and widespread need to deliver rapid relief
to liquidity-constrained households, including to the
self-employed and those in temporary jobs, uncon-
ditional direct cash transfers could complement
other targeted social protection spending, especially
in countries with ample fiscal space.

Revenue measures: A reduction in taxes that are paid
monthly or quarterly is more powerful than those
paid after the end of the fiscal year if the aim is to
address liquidity problems in a timely manner. To
encourage investment in producing undersupplied

International Monetary Fund | April 2020 17

©lnternational Monetary Fund. Not for Redistribution



FISCAL MONITOR: POLICIES TO SUPPORT PEOPLE DURING THE COVID-19 PANDEMIC

goods or services, such as medical supplies and
equipment, temporary and targeted tax advantages
could be used. Examples include accelerated depre-
ciation or super-deductions for investment in health
or hygiene products. In contrast, profit-based incen-
tives (for example, reduced tax rates, tax holidays,
or blanket amnesties) should be avoided because
they are not linked to the expenditure effort and
would disproportionately reward businesses with the
greatest profits. Granting certain tax advantages only
in hard-hit sectors (for example, hospitality services
and tourism-dependent sectors), or to firms that
experience a decline in sales or profits above a cer-
tain threshold, or to critical products (for example,
importation of medical supplies or priority food-
stuffs) can improve targeting. On the administrative
side, depending on countries’ capacity, eligibility

for deferring tax payments should allow for the

tax administration to deny taxpayers with a poor
compliance record or those at high risk of noncom-
pliance in order to improve efficiency. Tax filings
should continue to signal that the adopted measures
are temporary. To make the support timelier, admin-
istrative relief can be introduced under existing
frameworks. General tax relief to boost aggregate
demand is likely to be more effective when supply
disruptions subside and the health crisis abates.

o Liquidity support: While there are merits to pro-
viding immediate liquidity support where a large
number of firms and households are facing cashflow
difficulties, governments should ensure that those
measures are properly costed, recorded, and mon-
itored. Business dynamism should be maintained.
Liquidity support should be conditional on the
duration of the pandemic in order to avoid keep-
ing nonviable firms afloat with subsidized finance.
Umbrella guarantees (for example, covering loans
to small and medium-sized enterprises) are often
more efficient than direct government support, as
the transaction costs of distributing subsidies or
loans to multiple beneficiaries are high, especially in
countries with weak institutional capacity. Policy-
makers need to manage the associated fiscal risks,
including by assessing and quantifying the potential
sources and size of fiscal costs, as well as by main-
taining transparency and disclosure for budgets and
medium-term fiscal frameworks. These principles
also apply when there is Treasury backing of central
bank liquidity support. A central approval process
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(led by the Ministry of Finance or the cabinet)
should be in place for the provision of government
loans to ensure transparent ex-ante assessment and
ongoing monitoring. For government guarantees of
business loans, policymakers should consider partial
guarantees (to ensure that debtors still have incen-
tives to repay) and risk-based guarantee charges to
limit government exposures to fiscal risks. Making
provisions for expected losses and retaining the abil-
ity to recover assets are important. For example, the
loan guarantee scheme for small and medium-sized
enterprises in the Netherlands is limited to 75 per-
cent of the loan value and loans with maturities of

one year or less.

For low-income developing countries, ramping up
public health expenditure is the number one prior-
ity irrespective of the fiscal space and debt positions.
Moreover, given the large and temporary nature of
the shock for most countries, some discretionary
fiscal support, including to hard-to-reach households,
is warranted even in countries with limited fiscal
space. Automatic stabilizers, though usually small in
developing countries, should be allowed to operate.
Discretionary measures could include cash transfers or
food subsidies to households under strain, including
through digital technologies, and temporary, targeted
support to hard-hit sectors (Eswatini, Madagascar,
Mauritius). However, for oil-exporting countries
that face a long-lasting shock from the decline in oil
revenues (Angola, Gabon), priorities should be to fund
health spending and combine appropriately paced
growth-friendly spending adjustments with additional
financing from donors and international financial
institutions. Once the health crisis has waned, and as
debt levels and their servicing cost to tax revenues rise
substantially, all countries will need to put their fiscal
positions back on a sustainable path and reduce debt
vulnerabilities.

Broad-Based Fiscal Support

The expected weakening in aggregate demand from the
rapidly evolving pandemic and its wider spillover effects
(through trade, commodity prices, and tighter financing
conditions) would in general call for broad-based fiscal
support, such as economy-wide tax cuts or public invest-
ments, to drive the recovery once the health crisis recedes,
especially where monetary policy rates are at or near their
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effective lower bounds.” Such a fiscal stimulus could boost
business and consumer confidence (Bachmann and Sims
2012; Guimaraes, Machado, and Ribeiro 2016). The role
for early broad-based stimulus, however, is likely to be
more limited at the current juncture for several reasons.
First, many pockets of localized outbreaks and some
national lockdowns imply that a generalized fiscal stimu-
lus is likely less effective given disruptions to production
processes and supply chains. The output multiplier effects
are likely small until business activity normalizes. Second,
higher health care spending and targeted expenditure and
tax measures could amount to sizable support. And third,
decision and implementation lags imply that a generalized
fiscal stimulus would likely start to boost demand once
the pandemic fades. This would call for accelerating the
implementation of already-budgeted investment projects,
expediting previously planned discretionary measures, and
planning for more fiscal support over time depending

on available fiscal space. Some discretionary fiscal easing
was already enacted, or was planned for 2020, to boost
subdued growth that prevailed before the COVID-19
outbreak in a number of advanced economies (Canada,
Germany, Japan, Korea, United Kingdom) and emerg-

ing market and developing economies (Chile, China,
India, Uganda). These plans should be fully executed. To
facilitate economic recovery as the coronavirus is con-
tained, governments could plan to enact, for example,
temporary payroll tax cuts to incentivize firms to hire and
time-bound value-added-tax reductions to bring forward
consumption, as well as implement accelerated invest-
ment, repair, and maintenance initiatives (depending on

the countries’ financing constraints).

Broader Country-Level Policies to Ensure Sustained
Economic Recovery

The current challenges arising from COVID-19
underscore the need to adopt, over time, broader
enhancements to tax and expenditure policies that

7Fiscal policies will likely have larger multipliers during the
post-virus recovery phase given economic slack if the effective
lower bound on monetary policy rates binds or monetary policy is
accommodative (Auerbach and Gorodnichenko 2012, 2013; English,
Erceg, and Lopez-Salido 2017; Erceg and Lindé 2014; Miyamoto,
Nguyen, and Sergeyev 2018; Gali 2019), and debt remains low
(Leeper, Traum, and Walker 2017; Mao and Yang, forthcoming).
For countries with high debt levels, large-scale discretionary fiscal
stimulus through revenue or spending measures is likely to have less
expansionary effects (Ilzetzki, Mendoza, and Vegh 2013; Nickel and
Tudyka 2014; Bi, Shen, and Yang 2016; Fournier 2019; Fotiou,
Shen, and Yang, forthcoming).

POLICIES TO SUPPORT PEOPLE DURING THE COVID-19 PANDEMIC

reduce vulnerabilities and boost medium-term growth.
Improving social insurance schemes and safety nets
can mitigate some concerns about how people would
be protected in the event of a return of the current
pandemic and future adverse macroeconomic shocks
(Chapter 2). In high-debt countries, the pace and size
of medium-term fiscal adjustment would need to be
reassessed once the health crisis is over and the extent
of the economic loss is better known. Any consolida-
tion over the medium term should be appropriately
paced, growth-friendly, and inclusive. Investing for
the future remains an important priority for health
care systems, infrastructure, low-carbon technologies,
education, and research. This section discusses such
recovery phase fiscal policies by country income group.

Advanced economies with ample fiscal space can
take advantage of low interest rates to boost already
weak potential growth by increasing spending on
health care, research and development, training,
and infrastructure—alongside changes to tax-benefit
systems that can enhance resilience and raise produc-
tivity (Germany, the Netherlands). The case for public
investment is particularly strong in countries with low
or declining capital-to-GDP ratios (that is, where gross
investment does not compensate for depreciation),
slowing per capita capital accumulation (Figure 1.16),
and weak aggregate demand. The fiscal expansion in
Korea is expected to further foster female labor force
participation and improve the social safety net (includ-
ing to cushion the COVID-19 impact). To increase the
automatic response of countries to shocks, unemploy-
ment insurance schemes and social safety nets should
be improved to give adequate protection to vulnerable
segments of the population.

Advanced economies with some or limited fiscal space
should strive to reconfigure their spending and revenue
mix to allow for greater capital spending (Jzaly, United
States), particularly in sectors where the quality of
public capital has deteriorated (for example, health care
and transport infrastructure). For countries with large
public capital stocks (Japan), additional investment
should be selective (for example, to build resilience
against pandemics and natural disasters, develop
low-carbon technologies, and digitalize). In the United
States, in addition to the resources allocated under the
CARES Act, more direct demand stimulus should be
put in place to bolster activity once the immediate
health crisis has passed. This could include meeting
well-documented federal, state, and local infrastructure
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Figure 1.16. Public Capital Stocks across Selected Countries

(Percent of GDP)
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needs, offering consumption vouchers to kickstart
household spending, or investing to facilitate the tran-
sition to a lower-carbon economy. Additional relief can
be provided to households, including further incentives
to coordinate private creditors into offering delays in
payments on auto, student, and credit card loans, as
well as non-GSE (government-sponsored enterprise)
mortgages. Moreover, once the COVID-19 crisis
is over, prudent fiscal policies call for appropriately
paced, inclusive, and credible adjustments to put debt
ratios on a firm downward trajectory. To enhance the
effectiveness of automatic stabilizers in these countries,
social safety nets should be improved (United States).
Emerging market and developing economies’ health
systems generally have limited capacity, infrastructure
needs that are pressing and substantially larger—with
the potential to crowd in private sector investment
(Eden and Kraay 2014)—and social safety nets
that are relatively less developed (in coverage and
adequacy) compared with advanced economies. In
general, policymakers should finance development in
a fiscally responsible way, improve the efficiency of
public investment, and strengthen social safety nets.
Taking advantage of unique identification systems
(for example, Aadhaar in /ndia) and new digital tech-
nologies (for example, the G-pay system in Kenya)
can help deliver key public services, process applica-
tions for targeted income support, and implement
direct cash transfers. The size of the initial fiscal
support in response to the pandemic and financ-
ing constraints will determine the scope for addi-
tional fiscal action in the recovery phase. Once the
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COVID-19 crisis is over, high-debt countries should,
in general, pursue fiscal consolidation supported by
growth-friendly measures. However, the size and pace
of adjustments would need to be carefully recali-
brated, taking into account the full impact of the
pandemic on the economy and the extent of debt
vulnerabilities.

o Among the large emerging market and middle-income
economies, additional on-budget fiscal support in
China focusing predominantly on rebalancing
and increased spending on low-income house-
holds, public health, and social safety nets is
warranted should the recovery fall short even
after supply constraints are removed. Refraining
from off-budget, large-scale infrastructure invest-
ment remains appropriate in China as returns are
diminishing. In /ndia, the fiscal stance should
be eased as needed to accommodate necessary
increases in public health expenditure in response
to the pandemic and shield against a more severe
economic downturn, using targeted and temporary
measures. Once the current economic situation
improves, a more ambitious, credible medium-term
fiscal consolidation path is needed to bring debt
and interest expenditure down. Transparency must
improve, and the practice of shifting spending
off-budget must be curtailed. In Brazil, further
easing of fiscal policy may be needed to arrest a
steep deterioration in aggregate demand. However,
the authorities should continue to pursue fiscal
reforms and develop a medium-term fiscal frame-
work that preserves the expenditure ceiling rule
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and puts debt on a downward trajectory. Maintain-
ing fiscal credibility is essential to restore investor
confidence and attract much-needed investment
once economic conditions start to normalize. South
Africa should focus on containing the pandemic in
the short term and undertaking fiscal consolidation
over the medium term, accompanied by improv-
ing the efficiency of spending and implementing
structural reforms. For many oil-exporting coun-
tries, the sharp fall in oil prices highlights the need
for economic diversification as well as investing in
low-carbon technologies.
Low-income developing countries should strike a
balance between addressing development needs and
safeguarding debt sustainability once the health
crisis wanes. Achieving this balance requires adher-
ing to sound medium-term fiscal frameworks,
raising domestic revenues, improving the efficiency
of spending, and facilitating private sector activity
through structural reforms and improvements in gov-
ernance and the rule of law (Desruelle, Razafimahefa,
and Sancak 2019). Priorities include the following:
O Mobilizing domestic revenues when the pan-
demic abates: The average tax-to-GDP ratio
of low-income developing countries is signifi-
cantly lower than that of emerging market and
middle-income economies. The current tax gap
(the difference between potential and realized
tax ratios) is large—estimated at 3-5 percent of
GDP in sub-Saharan African countries (May 2018
Regional Economic Outlook: Sub-Saharan Africa).
Although challenging, building tax capacity is
needed to substantially increase government
revenues over the long term—from the current
median level of 15 percent of GDP—in order to
facilitate efforts to meet the needs outlined in the
United Nations Sustainable Development Goals
(Gaspar and others 2019). Cross-country expe-
rience shows that bolstering revenue collection
requires a medium-term revenue strategy in which
both tax policy and revenue administration efforts
are well coordinated, such as the domestic revenue
mobilization strategy recently adopted in Uganda.
Measures include implementing well-designed
value-added taxes, including timely refunds;
building capacity for property taxation; gradually
expanding the base for corporate and personal
income taxes, including by eliminating costly
tax exemptions; and efficiently taxing extractive
industries (IMF 2019a). Other priorities include

POLICIES TO SUPPORT PEOPLE DURING THE COVID-19 PANDEMIC

Figure 1.17. Low-Income Developing Countries: External Debt,

by Creditors, 2010-18
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adopting a comprehensive risk-based strategy to
improve compliance, with a focus on large tax-
payers (Uganda). These efforts should be comple-
mented with improved governance (April 2019
Fiscal Monitor). Concerns that the value-added
tax might be regressive are better addressed within
the overall tax-benefits system by strengthening
safety nets.

O Improving debr management and transparency:
Despite improvements in debt management and
transparency in many low-income developing
countries (Cameroon, Ghana), important gaps
remain in some countries, including insufficient
audits, lack of operational risk management, and
incomplete coverage of debrt statistics (such as those
on borrowing terms and conditions of state-owned
enterprises; see Chapter 2) (IMF 2019b). The
likely impact of the COVID-19 pandemic on
countries’ public finances only reinforces the need
to improve debt management and transparency.
Further efforts are needed to manage risks and
keep up with the evolving complexity of public
debt structures and the rising share of external and
nonconcessional financing (Figure 1.17). Measures
include publishing regular debt reports, broadening
the coverage of debt statistics, and limiting risks
from contingent liabilities. Frontier economies,
which have a large share of nonconcessional financ-
ing, should strengthen debt management gover-
nance (Ghana). These would help further develop
local debt markets.
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Box 1.1. Understanding the Implications of Different Types of Fiscal Measures for Public Finances

To address the economic and social challenges
posed by the COVID-19 pandemic, governments
are using fiscal measures that take various forms and
have different budgetary and debt-related implications
(Figure 1.1.1). Additional spending or tax cuts result
in immediately higher budget deficits. Support to
companies in financial trouble through loans or equity
injections does not impact budgets directly but may
increase debt or require additional borrowing. Guaran-
tees do not affect deficits or debt in the near term, but
they expose the government to medium- to long-term
fiscal risks.

The full cost of most budgetary “above-the-line”
measures is reflected in the fiscal balance, government
debt, and increased borrowing needs in the short
term. These measures include additional spending (for
example, health services and unemployment benefits);
capital grants and targeted transfers (for example,
wage subsidies or direct transfers); or tax measures (for
example, tax cuts or other relief) provided through
standard budget channels. Deferrals of tax payments

and social security contributions have a temporary
effect on the deficit and debt, and aim to provide
liquidity to taxpayers. Although deferrals create a
financing need today, the government will eventually
be repaid in the future.

“Below-the-line” measures generally involve the
creation of assets, such as loans or equity in firms.
Equity injections or loans to firms may have little or
no upfront impact on the fiscal deficit unless they
have a concessional component, but they can increase
debt or reduce liquidity. Government guarantees
granted to banks, firms, or households usually have no
immediate upfront cost in the form of deficit or debt
unless the expected cost is budgeted, but they create
a contingent liability, with the government exposed
to future calls on guarantees. A loan default or loss in
equity would reduce the government’s assets, whereas
a call on a guarantee would increase public debt, as
the guaranteed debt is assumed by the government.
These would reduce government net worth (assets net
of liabilities).

Figure 1.1.1. Likely Impact of Measures on the Government Budget and Debt

Today Tomorrow'
Budget Balance Debt Budget Balance or Debt
Net Worth
Additional spending or tax cuts l T Unchanged
Tax deferrals | t ) |
Loans? Unchanged t ' Unchanged

Equity injections? Unchanged

Guarantees? Unchanged

(if firm defaults)

|

t Unchanged
(if firm fails)
Unchanged | )
(if called)

Source: IMF staff.

Note: All transactions are assumed to be financed through debt rather than by drawing on other government funds.
TAdditional effect in the future rather than a combined effect with today’s incurrence.
2f transactions are reasonably expected to have an economic rate of return. If not, treated like budgetary spending and

revenue measures.
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Box 1.2. A Wave of Protests: Economic Reforms and Social Unrest

An increasing number of protests have broken
out during the past two years in various parts of the
world, challenging governments and policymakers to
understand and address the root causes of discontent.
In Ecuador, Haiti, and the Islamic Republic of Iran,
protests started when the government announced an
increase in fuel prices, while protests in France were
related to reforms of the railway system and pensions,
and planned fuel tax increases, among other factors.
In Sudan, a sharp increase in the price of bread and
a shortage of fuel led to social unrest. In Lebanon,
people took to the streets when the government
announced the introduction of fees on internet-based
calls, whereas in Chile, a small increase in pub-
lic transport fares sparked social protests on much
broader issues.

Protests over policy reforms—in particular,
over price increases of basic goods and other fiscal
measures—are not a new phenomenon (Morrisson
1996). For instance, cuts in public wages or increases
in food and fuel prices sparked protests in Burkina
Faso, Ecuador, Nigeria, and Zambia in the 1980s, and
in Gabon, Indonesia, and the Philippines in the 1990s.
In other cases, political rather than economic mea-
sures provoked unrest. Governments have struggled
to understand the causes of protests and to design

policies that could help reduce the risk of social unrest.

Common Themes: Root Causes and Triggers of
Social Unrest

Each country’s protests are unique, but they seem
to have broad common themes. Specific measures
may trigger protests, but rising tensions quickly
transform social unrest into a broader critique of
government policies. People take to the streets because
of long-standing grievances and perceptions of mis-
treatment (Passarelli and Tabellini 2017). High or
rising levels of poverty and inequality, particularly in
countries with weak social safety nets, can contribute
to unrest. Protests are also more likely in countries
with histories of widespread corruption, lack of trans-
parency in public policy, and poor service delivery.
Across countries, many groups feel that they lack a
voice in public matters and that they are not well
represented by existing political parties or the political
system. According to Piketty (2018), for example,
in some Western democracies, established politi-
cal parties on both the left and right have become
dominated by “highly educated or merchant” elites,

leaving the working class with less representation. In
other regions, younger generations have been at the
forefront of many recent protests, expressing their
perceptions that existing policies pay scant attention
to their welfare. Protests often also occur in waves,
signaling a potential contagion effect, including across
borders (Katz 1997; Chen, Lu, and Suen 2016).
Examples include the Arab Spring in the early 2010s
and the protests spreading across several countries in
Latin America in 2019.

Although the long-standing challenges discussed
above are multifaceted and have deep political, his-
torical, and sociological roots, the triggers for protests
are often related to specific types of economic policy
measures that have commonalities across countries.
Price increases for basic goods and energy products
or reductions in public wages are more likely to face
strong opposition because they threaten the livelihood
of vulnerable segments of the population or take away
important benefits from a societal group that can
organize strong opposition, such as civil servants or
the urban middle class. By comparison, cuts in public
investment or general current expenditures entail
less risk of unrest because their costs are sometimes
deferred or indirectly dispersed over the entire pop-
ulation rather than concentrated on specific groups
(Morrisson 1996). Countries could be vulnerable
to new waves of social unrest, for example, if sup-
port measures are seen as insufficient to mitigate the
COVID-19 crisis and its economic fallout, or as unfair
by favoring the wealthy, or when those measures are
later withdrawn.

Policy Design Matters
Policymakers should address the country-specific,

complex root causes of discontent. In the near term,

policymakers have more control over the design of

policy reforms and, in this regard, cross-country expe-

riences provide lessons on how to reduce the likeli-

hood of triggering unrest.

¢ Adequate planning and a clear strategy based on
analysis and on mitigation measures increase the
likelihood of success, as does an electoral mandate
for reform (Clements and others 2013; OECD
2009). A gradual approach that allows citizens
to adapt has often proven to be more politically
acceptable. In contrast, reforms are less successful
if undertaken hastily in response to immediate
economic pressures (OECD 2018).
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2

Box 1.2 (continued)

o A reform plan should also include a strategy for

overcoming opposition from interest groups, and
mitigating measures for adversely affected groups,
both of which are critical to building public support
(Clements and others 2013; Inchauste and Victor
2017; Furceri and others 2019). Implementing
mitigation measures before reforms, and publicly
linking such measures to the reforms, can help
demonstrate the government’s commitment to
protecting relevant groups. Any mitigation measure
should provide adequate coverage and generosity
and be visible to the relevant groups. For instance,
the successful energy subsidy reform in the Islamic
Republic of Iran in 2010 was preceded by a public
information campaign accompanied by substantial
and immediate cash transfers to households. In
contrast, the large increase in fuel prices in Novem-
ber 2019, without prior notice or compensation,
was met with protests because it occurred during a
period of high unemployment and underlying dis-
satisfaction. When energy price increases triggered
unrest in Haiti in 2018 and Ecuador in 2019, miti-
gation measures were either absent or not visible to
the public, or were lacking in coverage and generos-
ity. In Morocco, in contrast, the authorities phased
out subsidies gradually and consulted stakeholders
in 2014 before implementation of the reform, and a
smoother rollout ensued.

o A far-reaching and consistent communications

strategy can help build broad public support. At the
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current juncture, making clear that support mea-
sures to address the COVID-19 crisis are temporary
could help manage expectations. More generally, the
communication strategy should include consulta-
tion with those stakeholders who are affected by
the reform and can influence its success (Worley,
Pasquier, and Canpolat 2018).! The information
campaign should be transparent, explain the ratio-
nale for reform and the cost of the status quo, and
present mitigation measures for adversely affected
groups (Clements and others 2013). For example,
ahead of the 2015 introduction of the value-added
tax in The Babamas, the government embarked

on an in-depth public information campaign and
implemented mitigation measures. The public must
be made aware that the status quo is costly and of
how any savings from reform can be redeployed to
benefit the population (for example, by scaling up
education and health care spending) (Inchauste and
Victor 2017; OECD 2018).

o Although these lessons are grounded in empirical

evidence and cross-country experience, it is import-
ant to recognize that the factors leading to unrest
remain unpredictable and depend on rapidly evolv-
ing circumstances specific to individual countries as
well as on regional and global factors.

1See Abdallah and others (2019) for an application of a com-

munications strategy in Colombia.
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IDEAS TO RESPOND TO WEAKER GROWTH

Introduction

Low growth and investment, adverse shocks, and
low inflation and interest rates during the past few
years put fiscal policy at the forefront. The COVID-19
pandemic of 2020 has strengthened the case for fiscal
policy action and heightened its urgency. In the past
few years, growth has been subdued in advanced econ-
omies, reflecting various factors including a modera-
tion in capital accumulation (Box 2.1). Sustained high
and inclusive growth is critically needed for develop-
ment in emerging market and developing economies.
Inflation has trended down since the 1980s and is cur-
rently below targets in two-thirds of inflation-targeting
countries. In advanced economies, inflation expecta-
tions are anchored at low levels. Nominal interest rates
are at historical lows, shifting the balance of cyclical
demand support toward fiscal policy. This is because
the natural rate of interest—the interest rate that
keeps the economy at full employment with stable
inflation—is estimated to have fallen significantly and
is now below zero in some economies (Rachel and
Summers 2019). Consequently, the effective lower
bound on policy rates binds more frequently. More-
over, the nominal interest rate on new government
borrowing, although at times volatile, is currently
negative in many advanced economies (something
historically unprecedented). These patterns have been
exacerbated by the COVID-19 pandemic (Chapter 1),
resulting in a global recession this year, and are likely
to persist during the post-shutdown recovery.

This chapter explores how fiscal policies can respond
to weak growth with IDEAS: (1) Investing for the
future in infrastructure, low-carbon technologies,
health care, education, and research; (2) enacting Dis-
cretionary measures that can be deployed contingent
upon a particular state of the economy (Chapter 2
of the April 2020 World Economic Outlook); and
(3) Enhancing Automatic Stabilizers—particularly by
improving unemployment benefits and social safety
nets—that are key fiscal tools being used by countries
in response to the pandemic. In discussing the IDEAS

approach, the chapter will emphasize maximizing the
benefits from sustainable, resilient public investment
and improving social safety nets (that is, noncontribu-
tory transfer programs financed by general government
revenue) (Figure 2.1).

Low-for-long interest rates present an opportunity
for quality public investment across the world to
boost growth. Discretionary fiscal policies can have
larger fiscal multipliers when policy rates are at the
effective lower bounds and economic slack and fiscal
space exist, because the policies can lead to a virtuous
cycle that spurs private consumption and investment
through higher inflation expectations and lower real
interest rates (Christiano, Eichenbaum, and Rebelo
2011; Eggertsson 2011; Woodford 2011; Auerbach
and Gorodnichenko 2012, 2013; Correia and others
2013; Farhi and Werning 2016). With significant
supply disruptions, the size of fiscal multipliers is more
uncertain during pandemics and before the recovery
phase. High levels of public debt, however, remain
a vulnerability and impose constraints on the use of
countercyclical fiscal policies in downturns (Romer
and Romer 2019; April 2018 Fiscal Monitor). More-
over, when public debt is high, the multiplier effects
of discretionary fiscal policies are lower (Bi, Shen, and
Yang 2016). At high debt levels, automatic stabilizers
can still be effective at reducing macroeconomic
fluctuations. To that end, strengthening social safety
nets can be highly effective, so it is an urgent pri-
ority to tailor the safety nets to the special situation
of the pandemic.!

'The merits of improving tax-benefit systems go well beyond
stabilization. Reducing tax distortions and providing incentives
to encourage labor supply and investment, along with well-designed
benefit systems, could contribute to supply potential and long-
term growth. A strong safety net and unemployment insurance can
reduce inequality and the need for precautionary savings (underlying
causes of prolonged demand weaknesses), particularly for emerging
market and developing economies (Di Maggio and Kermani 2016;
Hsu, Matsa, and Melzer 2018). At the same time, if the burden
of structural reforms and the cost of deleveraging fall on low-income
households and small businesses, a well-designed safety net can
alleviate such costs.
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Figure 2.1. A Road Map for Fiscal Policies

e Investment in the Future
e Discretionary Measures

Response to

Weaker Growth

Source: IMF staff.

Investment for Growth

The slowdown in global growth has been linked,
in part, to a moderation of capital accumulation.
In advanced economies, total investment per person
(public and private) was essentially unchanged for
a decade: at $9,867 in 2007 and $9,991 in 2017,
in constant 2017 US dollars (IMF Investment and
Capital Database). In a range of countries, high-return
public investment could act as a bridge to sustainable,
resilient, and inclusive economic growth, including
by lifting productivity, creating jobs, and spurring
private sector investment. It could also improve public
sector net worth because the value of the resulting
assets would likely exceed the liabilities incurred
(October 2018 Fiscal Monitor). In many emerging
market and developing countries, infrastructure bottle-
necks are impediments to long-term development
(Chapter 3 of the October 2014 World Economic
Outlook; Figure 2.2).

Figure 2.2. Distribution of Overall Infrastructure Quality,

by Income Group
(Frequency in percent, 2007—17 average)

Infrastructure quality varies across countries.
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Source: World Bank.

Note: Based on the scoring of infrastructure quality for more than 150 countries
across the world. Scoring of overall infrastructure quality ranges from 1 (lowest) to
7 (highest). Data labels use International Organization for Standardization (ISO)
country codes. AEs = advanced economies; EMMIEs = emerging market and
middle-income economies; LIDCs = low-income developing countries.

28 International Monetary Fund | April 2020

e Enhancing Automatic Stabilizers (taxes, unemployment benefits, and social safety nets)

Investment inefliciencies and other structural
rigidities, especially in emerging market and devel-
oping economies, could reduce expected returns on
public capital and raise debt-to-GDP ratios following
a scale-up of public investment. Decisions, including
whether and how much to scale up quality public
investment, will depend on the needs in specific sectors
and their returns, prospects for sustainable financing
(debt financed versus budget neutral), and the efli-
ciency of public investment. A sizable increase in pub-
lic investment—particularly if undertaken in a range
of countries—could affect inflation and interest rates,
which are especially relevant during the current macro-
economic situation for many advanced economies.

For emerging market and developing countries, while

investment needs are large and inefficiencies greater, a

critical challenge is to finance development in a fiscally

responsible way given high, and in many cases still

rising, public debt (Schwartz and others 2020).

o Sustainable investment areas: Public investment is
particularly desirable in sectors that have large pos-
itive externalities and could crowd in private sector
investment (Acemoglu, Aghion, and Zilibotti 2006).
Investment in health and emergency services will
improve living standards, enhance resilience, and
help mitigate risks from future epidemics. Key prior-
ities include infrastructure, low-carbon technologies,
and progress toward other Sustainable Development
Goals. Additional investment needs are estimated
at 1.3 percent of global GDP per year (Figure 2.3)
or, on a cumulative basis, exceeding $20 trillion
(measured in current US dollar terms) over the next
two decades, although these estimates are subject to
considerable uncertainty. Investment needs consist
of the following:

O Infrastructure: According to the Group of Twenty
(G20) initiative on the global infrastructure
outlook, an additional investment of 0.5 per-
cent of global GDP per year is needed over the
next two decades to cover infrastructure gaps,
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Figure 2.3. Global Investment Needs for Infrastructure, Climate Change, and Other SDGs

(Percent of annual regional GDP; trillions of US dollars, right scale)

Additional global investment needs are large and concentrated in emerging market and developing economies.
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Note: The blue bars show the current investment levels across regions as of the end of 2017. Additional global investment needs are estimated, on
average, at 1.3 percent of global GDP per year during 2020—40 (exceeding $20 trillion in current US dollars), and comprise infrastructure (0.5 percent of
GDP), other SDGs (0.2 percent of GDP), and low-carbon investment (0.6 percent of GDP). The right panel shows the cumulative investment needs in
trillions of US dollars (constant 2019 prices and exchange rates) over the next two decades. SDGs = Sustainable Development Goals.

mostly for transportation.? In addition, invest-
ment needs for upgrading health infrastructure
(medical facilities and equipment) are large.

O Climate change: An additional investment of

0.6 percent of global GDP per year is needed for

adaptation to climate change as well as the tran-

sition to cleaner energy systems—to limit the rise
in global temperatures to below 2 degrees Celsius

in this century compared with preindustrial
levels (October 2019 Fiscal Monitor).3

O Other Sustainable Development Goals: Meeting
these goals (for access to clean water, sanitation,
and affordable electricity) requires an additional
0.2 percent of global GDP in investment per
year up to 2030, according to the G20 initiative
on the global investment outlook. These addi-

tional investment needs are over and above needs

described in the first bullet on infrastructure

2The size of infrastructure needs in energy, teleccommunications,
transportation (airports, ports, rail, and roads), and water sectors

for each of the 50 countries is calculated based on trend investment

projections relative to best performers (that is, the 75th percentile)
among countries with similar income levels. Missing data from

remaining countries are scaled by their relative GDP weights to arrive

at regional and global infrastructure needs. Additional Sustainable
Development Goal investment needs for access to clean water,
sanitation, and electricity are over and above those infrastructure
needs indicated above.

3Investment needs for climate adaptation are estimated at
$1.8 trillion globally cumulatively over 2020-30, or 0.2 percent of
global GDP per year (Global Commission on Adaptation 2019).

Key areas include early warning systems, climate-resilient infrastruc-

ture, dryland agriculture crop production, mangrove protection,
and water resource management.

and are mostly concentrated in sub-Saharan
Africa and other low-income developing coun-
tries, amounting to 5 percent of regional GDP
per year in Africa.4

o Investment management: Scaling up public invest-

ment too much and too fast, going beyond a
country’s absorptive capacity, risks waste rather than
sustained output growth (Presbitero 2016). Across
countries, losses and waste in public investment are
prevalent. On average, more than one-third of funds
for public infrastructure are estimated to be lost
owing to inefficiencies (IMF 2015a; Baum, Mogues,
and Verdier 2020). Weaknesses in infrastructure gov-
ernance, such as optimism bias in project appraisal,
limited interagency coordination, corruption, and
weak budget processes, are critical factors behind
such inefficiencies and poor investment outcomes,
particularly in the allocation and implementation of
public investment (Schwartz and others 2020; April
2019 Fiscal Monitor). In countries where subnational
governments are critical in executing public invest-
ment, the fragmentation of public infrastructure
delivery, local capacity constraints (Germany, Italy),
or unclear delineation of land rights (India) could
emerge as obstacles to large public investment. For
example, in Germany, where two-thirds of public
investment is executed by local governments (states
and municipalities), earmarked deferral funds for

“Including health and education investment toward the Sustainable
Development Goals could add an additional 0.2 percent of global GDP
per year to the global investment needs (Gaspar and others 2019).
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investment are underutilized. That is largely because
of capacity constraints in some localities and price
pressures in the construction industry, even though
local municipalities have backlogs of investment
needs. India’s budget allocations for capital expendi-
ture are not fully executed, particularly at the state
level. Bolivia experiences weak intergovernmental
coordination.

To increase the long-term output gains from
increased public investment, investment efficiency
needs to be improved. Sound institutional processes,
including careful project selection, management,
and evaluation, as well as a clear delineation of
responsibilities and mechanisms to ensure coordina-
tion between central and subnational governments,
should be in place to ensure productive investment
(IMF 2015a). Improving public investment man-
agement (to the 90th percentile of best perform-
ers in each income group) could halve the size of
investment inefficiencies across countries (Baum,
Mogues, and Verdier 2020). Improving investment
efficiency is by no means limited to emerging mar-
ket and developing economies. Advanced economies
can improve public investment processes. For exam-
ple, policymakers can establish a central register of
infrastructure projects, tighten financial rules on
public-private partnerships, and disclose more ex post
reviews and audits of capital projects. Policymakers
can also strengthen the links among the national
planning framework, the long-term capital plan, and
the budgeting process (lreland) (IMF 2017). Most
countries should also accelerate their decision-making
processes and strengthen implementation capacity
(Italy, Germany).

o Sustainable financing: While government borrowing
costs in many advanced economies have declined
to unprecedented low levels, the rates of return
on private capital have largely held up (Farhi
and Gourio 2018). Considering weak private
investment, to the extent that the risk-adjusted
social return on new public investment is higher
than government financing costs, a greater set of
public investment projects is worth undertaking
(Blanchard 2019). In this environment, pub-
lic investment is less likely to crowd out private
activity. In contrast, public investment in electricity
networks could encourage, for example, private
investment in low-carbon technologies (October
2019 Fiscal Monitor). However, in some countries
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with high debt-to-GDP ratios—including several
advanced economies—adverse market reactions

to large public investment scale-up could emerge,
resulting in higher financing costs and further
increases in debt vulnerabilities. In such cases,

a budget-neutral increase in investment would
deliver better outcomes (that is, higher output and
lower debt ratios).

In most emerging market and developing econ-
omies, meeting large investment needs in a fiscally
responsible way is challenging (October 2019
Regional Economic Outlook: Sub-Saharan Africa).
Opver the past decade, large emerging market
economies, such as China, have played an import-
ant role in financing infrastructure investment in
many emerging and developing economies, such as
Cambodia, Ethiopia, and Venezuela (Figure 2.4; see
also IMF 2019a; Scissors 2019). Loans from China
accounted for 17 percent of total public external
debt of low-income developing countries in 2018—a
fourfold increase from the 2008 levels IMF 2019b).
Governments have relied on public-private partner-
ships to encourage private sector participation in

Figure 2.4. Overseas Investment by China, 2005-18
(Percent of recipients’ GDP and infrastructure share of total overseas
investment by China in the region)

China plays an important role in infrastructure investment in emerging
market and developing economies, accounting for more than half of
China’s overseas investments in the regions.
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Sources: China Global Investment Tracker database; Scissors 2019; and IMF staff
estimates.

Note: Based on more than 3,000 individual transactions during 2005—18 for 150
economies. Data include both private and public investment projects. Infrastructure
share indicates the percentage of infrastructure investment (construction, energy,
transportation, and utilities sectors) in total overseas investment financed by China
in each income group. AEs = advanced economies; EMMIES = emerging market
and middle-income economies; LIDCs = low-income developing countries.
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infrastructure projects. Given the sizable investment
needs, direct private investment and financing are
critical and could be facilitated by structural reforms,
such as improving the business environment. Fur-
thermore, supranational coordinated investment
projects could play a role in regional infrastruc-
ture development or when the depth of challenges
surpasses the capacity of individual countries (for
example, cross-country renewable energy networks).
The rise of multinational state-owned enterprises
globally has also contributed significantly to cross-
border investment flows, including in infrastructure
(Chapter 3).

Countries need to balance the risks to debt sus-
tainability against the benefits of additional public
investment. This would call for stronger governance
and institutions, better capture of the returns to
investment, management of fiscal risks arising from
public-private partnerships (Irwin, Mazraani, and
Saxena 2018), greater debt transparency, and improved
coordination with creditors to ensure debt sustain-
ability. Based on current trends, meeting the Sustain-
able Development Goals in low-income developing
countries would likely imply new borrowings on
nonconcessional terms and could lead to a substan-
tial increase in average interest rates by 110 basis
points (IMF 2019b). Increasing tax-to-GDP ratios
(Figure 2.5), seeking concessional financing, and

involving the private sector are critical.

Figure 2.5. Low-Income Developing Countries:
Change in Tax Revenues, 2012-19
(Percent of GDP)
Progress in tax collection is mixed.
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Source: IMF, World Economic Outlook database.
Note: The lines show the cumulative changes in tax revenue-to-GDP ratios of
individual countries since 2012.
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What would be the macroeconomic effects of
higher public investment to meet the needs estimated
in Figure 2.3? Can such scaling up of investment
“move the needle” on growth, inflation, and real
interest rates? A general equilibrium model can help
quantify (1) the growth and debt implications of meet-
ing global investment needs, and in a separate scenario,
of addressing Europe’s green investment (which is
specified in the Sustainable Europe Investment Plan)
and infrastructure needs; and (2) estimated effects on
inflation and interest rates, illustrating the extent to
which fiscal policy can support monetary authorities
in achieving inflation targets (model description is
provided in Annex 1.1).

e When public investment is efficient (that is, assum-
ing demand inadequacy but not supply constraints),

a sustained increase in public investment across the

world (1.3 percent of global GDP initially, then

declining very gradually) could increase (1) global

GDP by an estimated 1.4 percent per year, on aver-

age, over a 20-year horizon;° (2) inflation by 66 basis

points per year initially; and (3) the real interest rate
by 14 basis points over the 20-year horizon. The
impact on the public debt-to-GDP ratio would be
limited. In a separate exercise for the European Union

(EU), a sustained public investment increase of

0.6 percent of EU GDP on infrastructure and decar-

bonization would increase EU output by 0.7 percent

per year, on average, over a 20-year horizon. For
illustrative purposes, the green investment needs of

0.25 percent of EU GDP are assumed to be new

financing rather than from rebalanced EU budget

expenditure. A public investment increase would also
add to inflation initially, raise long-term interest rates
modestly, and result in a modest rise in the public

debt-to-GDP ratio (see panels 1 and 3 of Figure 2.6).
¢ However, when supply-side bottlenecks and absorp-

tive capacity constraints are binding (in skills, insti-

tutions, and management), investment efficiency

5The model assumes manageable financing costs and does not dis-
tinguish between different types of capital and thus does not capture
the complementarity or substitutability of green investment with
existing capital. If countries levy higher carbon taxes to mitigate cli-
mate change, parts of the existing capital (for example, brown assets
from coal mines to oil fields) will be replaced by new “green” capital
if carbon pricing is combined with supporting policies to encourage
private investment in low-carbon technologies. Further research is
needed to study these effects.

The cumulative public investment injection over 20 years is
18 percent of global GDP and the increase in GDP is estimated to
be 28 percent (assuming efficient investment). Thus, the cumulative
multiplier is above 1 in both simulation exercises.
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Figure 2.6. Simulated Macroeconomic Effects of a Public Investment Push
(Average annual deviations from the path without a public investment push for GDP, inflation, and real interest rates; cumulative

change in percent of GDP over time horizon for public debt)

High-quality efficient public investment, if persistent, can lift growth, inflation, and interest rates. If investment is inefficient, the macro

impact will be only modest, but public debt will surge.
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Source: IMF staff estimates based on a revised version of the model developed in Traum and Yang 2015.

Note: In panels 1 and 2, additional global investment needs are estimated at 1.3 percent of global GDP initially and are assumed to decline gradually
over time. Those needs are composed of infrastructure (0.5 percent of GDP), low-carbon energy investment (0.6 percent of GDP), and investment in
other SDGs (0.2 percent of GDP). The supply-side rigidities scenario assumes efficiency of additional public investment at almost one-half that in the
productive scenario. In panels 3 and 4, additional investment needs for the European Union are estimated at 0.6 percent of regional GDP initially and are
assumed to decline gradually over time. Those needs are composed of infrastructure (0.35 percent of GDP) and low-carbon investment (0.25 percent of
GDP). Model assumptions are outlined in Online Annex 1.1. SDGs = Sustainable Development Goals.

would be lower (Shen, Yang, and Zanna 2018;

Berg and others 2019). In that case, scaling up pub-
lic investment would have smaller effects on growth
and inflation (with little support for monetary
policy in achieving inflation targets) while leading
to a large rise in debt-to-GDP ratios (see panels 2
and 4 of Figure 2.6).

Discretionary Measures

Given the information, decision, and implementa-
tion lags in enacting discretionary measures, policy-
makers should identify high-quality measures that can
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be deployed quickly when downside risks materialize.
In previous recessions, discretionary measures were
usually undertaken too late and were, at times, not
effective. For example, discretionary measures in the
United States came late in half of previous recessions
(Figure 2.7). US county-level data also show that the
discretionary stimulus from the American Recovery
and Reinvestment Act during the Great Recession was
not well targeted to areas where the recession was
more severe (Crucini and Vu 2017).

Well-prepared countercyclical discretionary mea-
sures can be effective, as fiscal multipliers tend to be
larger in downturns than under normal circumstances.
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Figure 2.7. Breakdown of Discretionary Expenditure and

Revenue Measures in the United States, 19662018
(Percent of GDP)

Discretionary fiscal support in previous recessions often occurred too late.
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Sources: Congressional Budget Office 2013; Romer and Romer 2010; and IMF staff.
Note: Gray-shaded areas indicate recession periods. Negative (positive) numbers
refer to stimulus (contractions).

Such measures are particularly appropriate in response
to deep and prolonged downturns, where support
through existing automatic stabilizers and social safety
nets is not sufficient. To improve the timeliness of
discretionary stimulus, an option is to enact discretion-
ary measures that will be automatically activated—that
is, a rules-based fiscal stimulus (Chapter 2 of the April
2020 World Economic Outlook)—when economic
conditions deteriorate (for example, a decline in job
creation below a certain threshold or a large increase
in the unemployment rate above a certain level or
duration) (Solow 2005; Blanchard, Dell’Ariccia, and
Mauro 2010; Boushey, Nunn, and Shambaugh 2019;
Eichenbaum 2019; Blanchard and Summers 2020).
The rules-based fiscal stimulus should be designed in
ways that prevent a continued debt buildup over the
long term. On the revenue side, examples include
temporary value-added tax cuts or tax policies targeted
at low-income households (such as a flat, refundable
tax rebate) or tax policies affecting firms (such as cycli-
cal investment tax credits). On the expenditure side,
measures include temporary extensions of the coverage
and duration of unemployment benefits (for example,
emergency unemployment compensation programs in
the United States) or well-targeted transfers to low-
income or liquidity constrained households, as they are
more vulnerable to shocks and have a higher marginal

CHAPTER 2 /DEAS TO RESPOND TO WEAKER GROWTH

propensity to consume (Landais and Spinnerwijn
2019). These policies can also be tailored to respond
to the ongoing health crisis (Chapter 1).

To avoid policy lags when stimulus is most needed,
a pipeline of appraised projects (especially those
involving upgrades, maintenance, and repairs) can
be identified for timely implementation when needed.
At the current juncture, the scope for large public
investment is limited considering supply disruptions
(lockdowns and quarantines). Since public investment
has a long lead time, however, efforts should start
now to review the pipeline, identify bottlenecks, and
prepare a set of ready-to-implement projects that can
be deployed. Maintenance and repairs can be quickly
scaled up as part of broad-based stimulus when supply
disruptions ease. Some governments (Australia, Ireland,
New Zealand, Norway) have a rolling pipeline of pub-
lic infrastructure projects within a budget constraint
over the long term, which provides details on the
timing, sequencing, and scale of future public invest-
ment at different levels of government. In downturns,

implementation of smaller projects can be accelerated.

Enhancing Automatic Stabilizers

Enhancing automatic stabilizers by improving
their design is another promising route toward reduc-
ing macroeconomic volatility and building resilience
against downturns (Baunsgaard and Symansky 2009;
Blanchard, Dell’Ariccia, and Mauro 2010; Spilimbergo
and others 2010; Oh and Reis 2012; McKay and
Reis 2016). The pandemic has highlighted the impor-
tance of automatic stabilizers in protecting people from
losing jobs and incomes (Chapter 1). Automatic stabiliz-
ers are mechanisms built into government budgets that
raise (reduce) spending or reduce (increase) taxes when
the economy slows (expands). They primarily include,
on the revenue side, progressive income taxes and, on
the spending side, unemployment benefits and various
social safety nets. Automatic stabilizers can attenuate
a business cycle or limit the loss of incomes during a
pandemic through channels such as the following:”
e Disposable income: Under progressive income
taxation, household income (after accounting for
taxes paid and transfers received) does not increase

7While progressive taxation (for example, on labor and capital
income) can reduce inequality and the volatility of disposable
income, it can also make it more likely that wealthy individuals will
seek to avoid taxation, and lower firms’ willingness to invest domes-
tically (Pisani-Ferry 2019; Saez and Zucman 2019).
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Figure 2.8. Automatic Stabilizers in the United States and the Euro Area

(Percent of GDP)

Automatic stabilizers provide a large and timely response to cyclical downturns.
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Source: Congressional Budget Office 2013.
Note: Shaded areas indicate recession periods as identified by the
National Bureau of Economic Research.

as much during upswings and does not fall as
drastically during slowdowns, thereby stabilizing
aggregate demand.

o Social insurance and redistribution: This would
insure incomes when people become unemployed
and protect poor households that are more likely
than high-income families to consume most of
their incomes, thereby stabilizing aggregate demand
in recessions.

In downturns, automatic stabilizers support
aggregate demand promptly, reach those affected by
downturns, and come to an end when conditions
improve. They account for more than one-half of
overall fiscal stabilization—measured as the sensitivity
of the overall budget balance to the output gap—in
two-thirds of advanced economies. They also account
for 30 percent of total fiscal stabilization in emerging
market and developing economies, although the extent
of stabilization varies greatly across countries (April
2015 Fiscal Monitor). Automatic stabilizers provided a
sizable boost to output during the Great Recession—
about 2 percent of GDP in the United States and
slightly less than that in the euro area, reflecting the
difference in severity of the shock (Figure 2.8). Several
studies suggest that automatic stabilizers can absorb
one-third of income shocks and 40 percent of unem-
ployment shocks in major advanced economies (Gali
1994; Auerbach and Feenberg 2000; Fatas and Mihov
2001; Debrun, Pisani-Ferry, and Sapir 2008; Debrun
and Kapoor 2010; Dolls, Fuest, and Peichl 2012).
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Source: European Commission.
Note: Shaded areas indicate recession periods as identified by the Center
for Economic and Policy Research.

Their aggregate demand stabilization impact would be
more effective (beyond smoothing disposable income
through taxes) if unemployment benefits and social
safety nets were strengthened. This is because a higher
share of liquidity-constrained households would be
able to smooth their consumption more effectively
when facing income shocks (McKay and Reis 2016;
Hellwig, forthcoming).

Practical measures to improve automatic stabi-
lizers on the revenue side, including tax measures
with desirable stabilization properties, are discussed
in Box 2.2. On the expenditure side, automatic
stabilizers can be enhanced by strengthening social
safety nets and introducing two-pillar unemployment
benefit systems: the first pillar is unemployment
insurance financed from contributions, and the
second pillar is unemployment assistance financed
from government revenues for those who have either
not contributed or have exhausted their insurance
benefits.® Increasing the generosity of unemployment
benefits plays an important role in macroeconomic
stabilization (Kekre 2019). Similarly, increasing
the take-up of transfer programs, raising benefit
levels and their duration based on predefined for-
mulas, and easing eligibility criteria during reces-
sions could boost aggregate demand. Nonetheless,
to increase the effectiveness of safety net programs,

8For example, a 1 standard deviation increase in the generos-
ity of US unemployment insurance would attenuate the effect of
adverse shocks on employment growth by 7 percent (Di Maggio and
Kermani 2016).
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their design should be improved to strike a balance
between demand support and work disincentives
(Landais, Michaillat, and Saez 2018; McKay and
Reis 2019). An option includes gradually removing
benefits as employment incomes increase. Although
extending unemployment benefits can adversely
affect workers’ job search efforts, an extension’s
impact on macroeconomic outcomes is not settled
in the literature (Chodorow-Reich, Coglianese, and
Karabarbounis 2019; Hagedorn and others 2016).
During the pandemic, extending unemployment
benefits and enhancing social safety nets would likely
have limited effects on work incentives.

How Can Spending-Side Automatic Stabilizers
Be Enhanced?

Strengthening unemployment benefit systems
and social safety nets promotes two complementary
objectives: (1) reinforcing spending-side automatic
stabilizers and (2) protecting households by providing
adequate income support in difficult times. Evidence
suggests that cushioning personal incomes from
shocks through automatic stabilizers does not neces-
sarily translate one to one to aggregate consumption
stabilization (Auerbach and Feenberg 2000; Dolls,

CHAPTER 2 /DEAS TO RESPOND TO WEAKER GROWTH

Fuest, and Peichl 2012). This is because progressive
taxes contribute more to automatic income stabi-
lization of high-income households than do unemploy-
ment benefits and social safety nets. The opposite is
true for low-income households, whose consumption
depends more closely on income support. At the
aggregate level, the impact of automatic stabilizers on
consumption depends on the extent to which each
group (high and low income) saves the additional
income (from lower taxes or higher benefits) and the
relative size of each group in the country’s aggregate
income (Figure 2.9). Recent research shows that
well-designed unemployment benefit systems and
social safety nets can play a large role in the stabili-
zation of aggregate demand because such payments
are directly tied to consumption of low-income
households (McKay and Reis 2016; Dolls, Fuest,
and Peichl 2012).

Unemployment benefits and social safety nets are
important features of the tax-benefit systems in Organ-
isation for Economic Co-operation and Development
(OECD) countries, stabilizing households’ incomes in
a typical recession. In most OECD countries, the first
line of defense for a typical household is unemploy-
ment insurance. On average, the household receives
insurance and other benefits of 70 percent of its last

Figure 2.9. Automatic Income and Demand Stabilization, by Fiscal Instrument
(Percent of gross in-work earnings, left scale; percent of aggregate consumption loss restored, right scale)

Social safety nets are an important automatic stabilizer of incomes and aggregate demand after unemployment shocks.
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Sources: Dolls, Fuest, and Peichl 2012; and IMF staff calculations.

Note: Yellow dots show the extent to which the loss in aggregate consumption after an unemployment shock is restored by countries’ tax-benefit
systems. For example, if aggregate consumption falls by 1 percent, the tax-benefit system in Denmark restores one-third of this loss. Fiscal instruments
include taxes, social security contributions, and benefits. Data labels use International Organization for Standardization (ISO) country codes.
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Figure 2.10. Simulated Results on Average Working Income after Tax Liabilities and Benefit Entitlements during

Typical Downturns
(Percent of gross in-work earnings)

Benefit entitlements and duration vary across countries and result in different levels of income stabilization.
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Note: The focus is on a representative household of four (with two children and one working adult) and its net income under four scenarios: (1) baseline
in which the working adult earns an average income; (2) unemployed for three months after nine years of unemployment insurance contributions;

(3) long-term unemployed for more than one year with the same nine years of unemployment insurance contributions; and (4) becoming unemployed
without previous unemployment insurance contributions.

employment income. However, a long unemployment vulnerable (World Bank 2018; IMF 2019¢). They

spell would eventually exhaust the insurance benefits. are financed from government revenues and typically
Some countries provide unemployment assistance include (1) cash transfers, food stamps, child allow-
(as part of labor market regulations) that, if combined ances, and social pensions; (2) in-kind transfers;
with other benefits, would present a replacement rate (3) income-support schemes for low-income house-
of 60 percent of previous employment incomes. The holds, conditional on education or health; (4) public
fall in net incomes is sharper in countries without works; and (5) fee waivers, including for health care.
unemployment assistance (United States). In some These programs have contributed to a reduction of
cases, in lieu of unemployment assistance, other poverty gaps—the distance between the poverty line
income-support schemes, such as guaranteed minimum and the average income of poor houscholds—by
income programs, are in place (Denmark). In several 45 percent worldwide, on average (World Bank 2018).
countries, people who become unemployed without The size of social safety nets varies across countries,
prior insurance contributions could face hardship in averaging 2.7 percent of GDP in OECD countries and
recessions owing to a lack of unemployment assistance 1.5 percent of GDP at the global level (Figure 2.11).
(United States) or an adequately funded and covered Within the safety nets, old-age social pension programs
national guaranteed minimum income program (Spain, have grown rapidly across many emerging market
United States). In addition to tax design (Box 2.2), and developing economies because of demographics,
the variation of income stabilization across countries among other reasons (Figure 2.12).
depends on policy instruments for income support as The choice of instruments, coverage of the
well as on design features of benefit entitlements. The poor, adequacy of benefits, and implementation of
size of income stabilization by the tax-benefit systems social safety net programs varies significantly across
varies from 95 percent in Denmark, given its generous emerging market and developing countries. For exam-
safety net, to below 20 percent in the United States ple, for coverage of the poorest quintile of households,
(Figure 2.10). the following programs stand out: unconditional cash
Social safety nets are noncontributory transfer transfers in Malaysia; conditional cash transfers in
programs aimed at low-income households or the Uruguay; and social pensions in Georgia, Mauritius,
36 International Monetary Fund | April 2020
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Figure 2.11. Social Safety Net Spending, by Region
(Percent of GDP)

Spending on social safety nets is relatively low in the South Asia and
Middle East and North Africa regions.
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and South Africa, covering between 60 percent and
100 percent of the poorest quintile of households.
Unconditional cash transfer programs in Georgia and
Rwanda are effective in poverty alleviation, and those
in Malawi have a large impact on households’ con-
sumption (World Bank 2018). A strong safety net is
also important for countries that plan to raise revenues
by introducing a value-added tax or to reduce energy
subsidies. For example, Egypt scaled up its means-
tested cash transfer program to support energy price
increases. Bolivia has made significant progress in pov-
erty reduction by expanding safety net programs. In
sub-Saharan Africa, while the social safety nets cover a
small share of the poorest quintile of the population,
the adequacy of benefits for this group is relatively
high (Figure 2.13).

A good social safety net usually has four attributes
(Grosh and others 2008). First, it provides broad
coverage and adequate benefits to vulnerable groups
in a progressive way within the overall tax-benefit
system (IMF 2019¢)—that is, more generous benefits
to the poorest beneficiaries. Second, it strives to be
cost effective by avoiding program fragmentation and
beneficiary overlaps. Third, it tries to preserve work
incentives and enhance human capital by linking trans-
fers to required or voluntary programs such as public
works, obtaining health care, and attending educa-
tion and training. Fourth, it is financially sustainable
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Figure 2.12. Social Pensions, by Region
(Percent of program, left scale; percent of GDP, right scale)

Many countries provide social pensions.
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Development.

within the overall expenditure envelope and consistent
with other social protection programs.’

Against these yardsticks, social safety nets in
emerging market and developing countries have
significant gaps in terms of coverage of lower income
groups and benefit levels (generosity). They cover less
than one-fifth of the poorest quintile of households,
on average, and the average transfer accounts for
only 13 percent of the consumption of the bottom
20 percent of the income distribution (World Bank
2018). Programs are often fragmented (Mexico),
involve beneficiary overlaps, and lack appropriate
incentive features. Moreover, the burden of income
support is placed on social safety nets, as very few of
the poor are covered by unemployment insurance.

In these countries, social safety nets can be improved
by using instruments that are effective in reaching
individuals most in need. These instruments include
mobile money, in-kind provision of goods and services
(especially health care, water, and transportation ser-
vices), use of existing social registries where applicable,
and use of community-based methods to identify those
in need. In Middle East and North African coun-

tries, cash transfers to households (ideally targeted)

9Social safety nets in this chapter are considered to be a part of
social protection and do not cover pension, health, and unemploy-
ment insurance.
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Figure 2.13. Coverage and Adequacy of Social Safety Nets, by Region

(Percent of quintile population or welfare)

The coverage and adequacy of social safety nets vary greatly across regions.
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could be more progressive than subsidies. The exam-
ple of Aadhaar in India—the largest biometric program
in the world with 1.2 billion residents enrolled over
several years—could be emulated in economies that
have the means and centralized information to map
individual bank account information with a unique
identification number, to implement direct cash
transfers, provided that privacy and security concerns
are appropriately addressed.

For most advanced economies with better-developed
safety nets, concerns relate to improving the outcomes
of existing programs, extending coverage based on
enhanced means testing, and better preserving work
incentives (by reducing implicit labor tax wedges that
arise from benefits being quickly withdrawn as earn-
ings increase). In advanced economies, strengthening
existing two-pillar unemployment benefit systems or
improving the design features of guaranteed minimum
income programs could improve income stabilization
in the event of a recession.
¢ A two-pillar unemployment benefit system

provides both income insurance and assistance

to households in recessions, thereby stabilizing

consumption. It is an effective automatic stabilizer

for two reasons. First, more people receive unem-
ployment insurance when they lose their jobs with-
out any action from policymakers. And, second,
beneficiaries of unemployment assistance are more
likely than average to spend their benefits, thereby
stabilizing demand. Austria, Germany, Finland,
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Ireland, New Zealand, Spain, and the United
Kingdom have implemented two-pillar systems
(Immervoll 2010).

o A guaranteed minimum income program is,
typically, selective, conditional, and means tested
(Table 2.1).10 It is selective because it focuses on
low-income households; conditional because recipi-
ents must prove their commitment to finding a job
or participating in active labor market programs
(for example, employment and training); and
means tested because the entitlement depends on
household income and wealth. Almost all OECD
countries have centralized minimum-income
programs for working-age individuals. fzly, where
the government—building on earlier safety nets—
introduced a citizenship income program in the
2019 budget, is the latest addition to this list.

Practical measures to enhance spending-side
automatic stabilizers while preserving work incen-
tives include subsidizing reduced working hours
(Germany) and increasing the coverage and benefits
of unemployment benefits and social safety nets (for
example, by relaxing eligibility criteria and loosen-
ing work requirements in recessions). For example,

1A guaranteed minimum income program is different from a
universal basic income scheme. The latter applies to all citizens,
regardless of their socioeconomic status or their needs, is uncondi-
tional (granted to individuals without a need to meet any require-
ments), and is not means tested.
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Table 2.1. Typical Features of Guaranteed Minimum Income Programs

Coverage

Able-bodied working-age individuals in poverty and their households receive a guaranteed minimum income. The

government’s ability to verify households’ income and assets, based on a means test, is important to determine
eligibility and benefit levels. Yet verification may not be feasible in countries with large informal sectors and limited
administrative capacity, especially low-income developing countries. The appropriate mix of universal and targeted
transfers depends on country preferences and circumstances, including administrative, financing, social, and political

constraints (IMF 2019c).
Benefit Levels

The guaranteed minimum income (or the benefit level) should reflect basic needs without causing welfare

dependence. The state tops up the beneficiary’s income to the guaranteed limit, which is calibrated in relation to the
relative poverty line. Most countries provide additional housing allowances and health care.

Incentives

Program design should include features that incentivize work. Generous benefit levels and high withdrawal rates

(that is, the reduction in benefits once beneficiaries find jobs) could strongly disincentivize work and discourage
labor force participation. To strengthen incentives, successful guaranteed minimum income programs incorporate
conditional inwork tax credits (including for secondary earners) as well as a variety of “out of work” benefits,
such as (marginal) income disregard for part-time and casual work, gradual benefit phaseouts, and back-to-work

bonuses.
Conditionality

Participation in active labor market programs is essential for receiving the benefits, if implementation capacity

exists. This further reduces disincentives to work and control the fiscal cost. The use of conditions based on job
training or placement, education, and so on, would help households return to work. Active labor market programs
are less effective if there is a high degree of welfare dependence.

Source: IMF 2019d.

in [taly, the income-support scheme could be
improved by reducing the generosity of benefits,
thereby reducing welfare-dependence risks and
creating greater incentives to work. Targeting could
also be improved, and adequate controls and local

Opverall, spending-side automatic stabilizers can be
improved while preserving work incentives (including
through in-work wage subsidies, such as the earned
income tax credit in the United States), which is criti-
cal for long-term growth.

administrative capacity should be built for effective

implementation. As another illustrative example, Figure 2.14. Employment Income Replacement Rates When

People Become Unemployed and Effective Tax Rates When
They Return to Work
(Percent of GDP)

Social safety net programs should be designed to balance income
stabilization and work incentives objectives.

if Estonia or the United States were to upgrade

its benefit systems to that of the median OECD
country, household incomes would fall by one-third
less when workers lose their jobs during recessions.
Moreover, countries with strong spending-side

100- . -
automatic stabilizers are better positioned to atten- Effective tax rates © DEN
he ad . £ ical shock h when returning to work FIN
uate the adverse effects of atypical shocks, suc POL ey ® oD
as pandemics. 80- ® o NOR pfy o
. . [
The design of social safety net programs can . AUS :GE;R osuE ®
be improved toward more income stabilization by 60 - C;R ® o & ®can -
increasing the progressivity of net transfers through a o OFRA g
reduction in the benefit withdrawal rate as earnings 0. ® UsA o KOR @ Esp
. . . . - ([ ] -
increase. Some countries (Denmark, Finland) provide ® ITA
strong income support when households become ® oTR
unemployed (through unemployment insurance and 20- -
: : Decline in net income
assistance), but they also have a large effective tax rate when unemployed
of 90 percent on labor income when recipients find 04 . . . . . .
-60 -50 -40 =30 -20 -10 0

a job—which could discourage participation in the

labor market. Other countries without unemploy- Sources: OECD’s tax-benefit web calculator; and IMF staff estimates.

Note: Based on OECD tax-benefit web calculator for a typical four-person
household with two children and one working adult earning average employment
income. Data labels use International Organization for Standardization (ISO) country
codes. OECD = Organisation for Economic Co-operation and Development.

ment assistance (Zurkey, United States) tend to place a
higher weight on work incentives and have low effec-
tive tax rates upon the return to work (Figure 2.14).
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Box 2.1. Factors Underlying Low Growth and Low Interest Rates

The underlying determinants of low levels of
growth, investment, interest rates, and inflation have
been variously attributed to inadequate demand
(Rachel and Summers 2019), weak supply potential
(Gordon 2015), and the debt supercycle (Lo and
Rogoff 2015), which refers to a persistent and rapid
increase in debt throughout the economy by consum-
ers, businesses, and governments.

e Plausible explanations for inadequate aggregate
demand include rising income inequality, aging
populations, globalization, and greater demand for
safe assets—partly from financial (re-)regulation
and higher demand for reserves by emerging market
and developing economies (Caballero, Farhi, and
Gourinchas 2016; Gourinchas and Rey 2016, 2019).

o Reasons for weak supply potential include lower
productivity growth, for example, from slowing
innovation and rising market power (Philippon
2019), a trend decline in public investment-to-GDP
ratios in advanced economies and the growth rate
of investment per capita in emerging market and
developing economies, and plateauing education
attainments and labor participation rates, as well as
a shrinking labor force in advanced economies and
some emerging markets.

e Dirivers of the global debt supercycle include the
financial boom that preceded the global financial
crisis and subsequently left advanced economies with
an overhang of debt (governments, households, and

firms) and lower growth (Chudik and others 2017),
and continued credit expansions with diminishing
returns on investment in China (Maliszewski and
others 2016).

Although it is hard to disentangle the effects of
weak aggregate demand from weak supply potential or
a debt supercycle (Figure 2.1.1), there is a broad con-
sensus among these competing theories on the need
for more high-return investment (public and private)
to foster long-term growth.

o If aggregate demand remains weak for a lengthy
period because of a debt overhang, pessimistic
expectations (Benigno and Fornaro 2018), rising
inequality, or aging, then the real return on private
investment would stay low. High-return public
investment, in a low interest rate environment,
could spur private sector activity.

o If growth weaknesses are supply driven, investing in
physical and human capital as well as research and
development can propel an economy over the longer
term by bringing about innovation and technologi-
cal change. This argument applies to all economies
across income groups that have experienced a sharp
productivity slowdown in recent years owing to the
moderation of capital accumulation. Evidence shows
that high-return investment, particularly if comple-
mented with structural reforms such as those that
foster competition and innovation, can durably raise
long-term growth (IMF 2015b; Bakker 2019).

Figure 2.1.1. Drivers of Subdued Growth, Low Inflation and Interest Rates, and High Debt
Different theories conceptualize the underlying drivers of current global trends.

Prolonged Stagnation

Inadequacy of Demand
e Aging populations

¢ Globalization and preference for safe
assets

e Rising income inequality

Weak Supply Potential
e Slowing productivity growth

¢ Weak capital accumulation

e Shrinking labor force in advanced and
large emerging market economies

Debt Super Cycle

¢ Financial boom that preceded the
Great Recession

e Public and private debt overhang

o Credit expansion with diminishing
returns in China

Sources: Gordon 2015; Lo and Rogoff 2015; Rachel and Summers 2019; and IMF staff summary.
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Box 2.2. Tax Policy and Automatic Stabilizers

This box discusses how the design of the tax system
can help stabilize the economy, with an emphasis
on specific desirable features that certain countries
have adopted.

The design of a country’s tax system—which reflects
economic considerations as well as political factors
and societal attitudes toward redistribution—affects
how the economy responds to economic shocks
and, thus, the volatility of output and employment.
For example, a progressive tax system, in which the
tax rate on high incomes is larger than that on low
incomes, helps stabilize the economy because taxpayers
pay lower taxes in a recession than in a boom, so
that their consumption and investment—and thus
aggregate demand—will fluctuate less.! Moreover, the
impact of a recession on net wages is cushioned, so
that people are less likely to drop out of the labor force
or to work fewer hours. Through these mechanisms,
the tax system therefore acts as a so-called “automatic
stabilizer” because the stabilization effect is embedded
in the design of the system. By obviating the need for
further action by policymakers when the shock occurs,
automatic stabilizers prevent the lags between shocks
and policy responses that stem from policymaking
and legislative processes. Among Organisation for
Economic Co-operation and Development countries,
income taxes can automatically stabilize between
20 and 50 percent of income shocks (OECD 2019).

Among various taxes, those on income respond
the most to the economic cycle, reﬂecting the progres-
sive rate structure for personal income taxes and the
close link to profitability for corporate income taxes
(Baunsgaard and Symansky 2009). Likewise, taxes
on goods and services (particularly if consumption is
less volatile than income), as well as payroll taxes and
social security contributions (particularly if capped
at a nominal level), move with the cycle, though to a
lesser extent than progressive income taxes.? Taxes on
capital gains, financial transactions, and immobile

In the United States, Auerbach and Feenberg (2000) find
that reduced income and payroll tax collection offset 8 percent
of the loss of output. The Congressional Budget Office (2013)
estimates that, through increased transfer payments and reduced
taxes, automatic stabilizers supported activity during and in the
aftermath of the global financial crisis.

2Taxpayer compliance may also deteriorate during sharp
recessions, leading to additional revenue loss (Brondolo 2009).
Although noncompliance would reinforce automatic stabilizers,
it can easily become entrenched. Tax administrations should thus
counter the recession-related deterioration in compliance.

CHAPTER 2 /DEAS TO RESPOND TO WEAKER GROWTH

property also respond to developments in asset prices.
On the whole, progressive income taxes are the most
effective for output stabilization.

Some tax-related automatic adjustments contrib-
ute little, if at all, to stabilizing output. For example,
there are no strong stabilization properties from tax
deductions (such as mortgage interest payments or
certain types of investment), the earmarking of pro-
ceeds from particular taxes, nontax revenues loosely
related to nominal GDP, specific taxes that are infre-
quently indexed (such as excises), and taxes collected
with delays.

Furthermore, tax-related automatic stabilizers may
not be sufficient to deliver an adequate fiscal response
to large output shocks. Raising the progressivity of
personal income taxes would, in principle, enhance
automatic stabilizers. This increase, though, is likely
to have a moderate additional impact on stabilizing
output and needs to be balanced against disincen-
tives to labor supply (McKay and Reis 2016). In
addition, broadening the revenue base (for direct or
indirect taxes) could also foster income stabilization
(Amaglobeli and others 2019). Expenditure-side
automatic stabilizers, such as unemployment benefits
and social transfers (discussed in the main text), can
complement revenue-side stabilizers.

Several tax-related instruments can strengthen
automatic stabilizers (Baunsgaard and Symansky 2009)
and can be tailored to respond to the ongoing pan-
demic. Bonus depreciation allows firms to automatically
deduct a substantial portion of their new investment
from taxable profits as depreciation during recessions.
This measure seems to have boosted investment in
the United States during the global financial crisis,
especially by providing breathing space to the most
liquidity-constrained firms (Zwick and Mahon 2017).
Accelerated depreciation or super-deductions can
encourage investment in health or hygiene products
that are undersupplied during the pandemic.

Automatically allowing deduction of current
corporate losses against past tax payments (cyclical
loss-carry backward) can provide struggling companies
with immediate tax refunds during recessions. This
feature has been applied in several advanced econo-
mies in previous recessions (Canada, France, Germany,
United Kingdom, United States), as well as during
the current pandemic.

Governments can link property taxes more closely
to the real estate cycle, by assessing property values
annually (United States). This smooths the cycle by
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Box 2.2 (continued)

increasing tax collections during property booms and
reducing taxes during slumps.

Tax credits are preferable to deductions as a way
of encouraging socially valuable activities (such as
education and charitable contributions) while smooth-
ing the cycle. The impact of tax credits on disposable
income is fixed, whereas the impact of deductions
declines during downturns as disposable income falls.
Uniform personal income tax credits (that is, an equal
credit for all individuals) are recommended because,
under a deduction-based system, higher-income
individuals would receive higher effective tax relief
(Batchelder and Goldberg 2008). This proposed mea-
sure applies when the personal income tax is progres-
sive. Investment tax credits are stabilizing because they
reduce the cost of capital and stimulate investment
when it tends to fall during recessions—that is, at a
time when the stabilization is most needed (Blanchard,

International Monetary Fund | April 2020

Dell’Ariccia, and Mauro 2010). These instruments
are relevant in the current conjuncture. For instance,
in Sweden, cyclical investment tax credits through

the Swedish Investment Fund successfully served as
countercyclical fiscal measures between the mid-1950s
and the mid-1970s (Taylor, Baily, and Fischer 1982).
During normal times, firms could deduct up to

40 percent of their taxable profit, allocate it to an
investment fund, and draw on this fund freely for
investment during downturns.

Corporate income tax collections based on current-
year estimated income—as opposed to a corporate
income tax based on actual income of the previous
year—allow tax collections to be linked more closely
to the current state of the economy. In this way, the
tax could make stabilization timelier because tax
collections would fall during downturns and reverse
during a recovery.
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STATE-OWNED ENTERPRISES: THE OTHER GOVERNMENT

Introduction

State-owned enterprises (SOEs) influence the econ-
omy and people’s lives through the provision of goods
and services in ways that are distinct from, and more
varied than, the direct action of governments.! In many
countries, SOEs provide basic services such as water,
electricity, and transportation to people and firms, as
well as loans to businesses. SOEs are diverse, varying in
size, sector of operation, complexity, sophistication, and
extent of government ownership and control. Some are
essentially an arm of the government, whereas others
have a mix of public and private owners (mixed owner-
ship) and a greater commercial focus. Many SOEs are
among the largest companies in low-income developing
countries, emerging markets, and advanced economies.

SOE:s have become more prominent in global mar-
kets, stimulating renewed interest and debate about their
international impacts. Although a few SOEs have had
operations abroad for decades, especially in the natural
resources sector, SOE cross-border activity has diversi-
fied and increased in this century (Cuervo-Cazurra and
others 2014). The growing internationalization of SOEs
has fueled apprehension about their potential pursuit
of noncommercial objectives or unfair competition
given that they often benefit from government support,
including subsidies or cheaper finance.

At the same time, many governments struggle to
manage SOEs effectively. Widespread concerns exist
that many SOE:s are inefficient, involve significant risks
to government budgets, and are a conduit for corrup-
tion (April 2019 Fiscal Monitor; Musacchio and Pineda

!Although no commonly accepted definition of an SOE (Euro-
pean Commission 2013; IMF 2014; OECD 2015) exists, there are
some shared elements: (1) the entity has its own, separate legal per-
sonality; (2) the entity is at least partially controlled by a government
unit; and (3) the entity engages predominantly in commercial or
economic activities. As noted in the Government Financial Statistics
Manual 2014 (IMF 2014), assessing government control of an entity
involves judgment. A government may exercise significant influence
over corporate decisions even when it owns a small number of
shares. For the quantitative empirical analyses in this chapter, a firm
is considered state owned if the government owns at least 50 percent
of its equity; in some exercises, the analysis focuses on cases where
the governments owns at least 20 percent.

Ayerbe 2019; OECD 2018b; Richmond and others
2019; Wilkinson 2018). Getting the most out of SOEs
is critical because many governments rely on them to
serve their citizens and to foster economic and social
development. Drawing from countries’ experiences
with SOEs, this chapter focuses on how to use them
wisely and improve their performance and addresses
the following questions to guide the discussion, analy-
sis, and recommendations:

e Do SOE:s deliver value for taxpayers’ money?
Specifically, are they fulfilling their economic and
social policy mandates, while operating efficiently
and not burdening the budget? Are policy mandates
well defined, adequately funded, and contributing to
economic and social goals?

¢ How can governments manage the challenges and
risks associated with SOEs? Do governments have
clear strategies and institutions with which to regu-
larly evaluate SOE performance and assess whether
each SOE is the best tool to achieve a policy goal?

¢ Does the internationalization of SOEs bring new
challenges? SOEs frequently benefit from explicit
or implicit government support. Does this support
compensate only for the cost of pursuing policy
mandates, or does it give SOEs competitive advan-
tages over private firms? Can SOEs contribute to
other global goals (for example, curbing domestic
pollution and mitigating climate change)?

SOEs’ Evolving Landscape

SOEs grew in size and importance throughout
most of the twentieth century. European governments
began nationalizing key industries in the early 1900s
(France, Germany, Italy, Spain, United Kingdom).
The trend continued in Central and Eastern Europe in
the aftermath of World War II (Allen and Vani 2013;
Musacchio and Lazzarini 2014) and in Africa and Asia
with the end of colonialism in the 1950s and 1960s.
By the early 1980s, SOEs accounted for 8 percent
of output, on average, in advanced economies and
15 percent in developing countries (Sheshinski and
Lopez-Calva 2003).
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Figure 3.1. SOEs’ Share of Infrastructure Investments
in Emerging Markets and Low-Income Developing

Countries
(Percent of total investment value, 2017)

W SOEs
B Government
Private

Source: World Bank 2017.
Note: SOEs = state-owned enterprises.

Beginning in the 1980s, disappointment led to
efforts to introduce a profit motive in SOEs through
corporatization (that is, incorporating SOEs under the
same commercial laws as private firms) and partial or
full privatization in many countries. The transition
to market economies that followed the dissolution
of the Soviet Union in 1991 reinforced these trends.
More recently, China’s rapid growth combined with
the large presence of SOEs in its domestic economy
has generated renewed interest in whether SOEs can
be used as vehicles for development. In contrast, other
countries have recently announced new privatization
plans (Brazil, Egypt, India, Morocco).

SOEs Are Diverse and Dominant in Core Sectors of
Modern Economies

SOE:s operate in virtually every country in the
world. In some, they number in the thousands
(China, Germany, ltaly, Russia, Sweden, Ukraine)
and are owned by national or subnational govern-
ments. SOEs owned by subnational governments,
such as local bus, sewer, and water services, often
outnumber SOEs owned by the central government.
SOE:s are among the largest corporations in some
advanced economies (France, Italy, Norway) and
comprise one-third or more of the largest firms in
several emerging markets (China, India, Indonesia,
Malaysia, Russia, Saudi Arabia, United Arab Emir-
ates) (Kowalski and others 2013).

SOEs provide goods and services in almost all sec-
tors of the economy but are especially prevalent in the
key network sectors—banking, utilities, and transpor-
tation. They also manufacture everything from shoes
to locomotive engines, manage real estate, and provide
phone services. In Africa and Asia, SOEs dominate
power generation. SOEs accounted for more than half
of all infrastructure project commitments in emerging
market economies and low-income developing coun-
tries in 2017 (Figure 3.1). Moreover, banking sector
SOEs account for 40 percent or more of banking
system assets in the BRIC economies (Brazil, Russia,
India, China) and some low-income developing coun-
tries, and one-third or more in Germany and Portugal
among advanced economies (Figure 3.2).

Figure 3.2. Public Banks’ Share of Banking System Assets, 2016

(Percent)

In half of the G20 countries and several large developing economies, public banks hold around 20 to 60 percent of the banking system
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Figure 3.3. Share of Nonfinancial SOEs among the Largest Firms

1. Emerging Market Economies Account for the Increasing
Importance of SOEs
(Percent of assets of largest firms)
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2. Debt and Revenue of the Largest SOEs
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Sources: S&P Capital 1Q; UNCTAD; S&P Global UDI World Electric Power Plant database; and IMF staff estimates.
Note: Panel 1 shows the share of SOE assets among the world’s 2,000 largest firms. Panel 2 shows aggregate average values of SOE debt and revenue
among the world’s 2,000 largest firms. The latter is a composite ranking of separate rankings of 2018 revenue and assets obtained from Capital 1Q.

SOE = state-owned enterprise.

The Largest SOEs Have Become Global Players

Over the past decade, the share of SOE assets among
the world’s 2,000 largest firms has doubled to 20 per-
cent (Figure 3.3, panel 1). At $45 trillion in 2018, these
assets are equivalent to 50 percent of global GDP. An
important factor has been the relatively high economic
growth rate of emerging market economies and espe-
cially of China, where SOE:s still play a large role in the
domestic economy (see the country case study in Online
Annex 3.1). However, the balance sheet expansion also
reflects international activities, for example SOEs have

Figure 3.4. SOEs’ Share of Assets, by Sector
(Percent of assets or revenues of largest firms, by sector)
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Sources: S&P Capital 1Q; UNCTAD; S&P Global UDI World Electric Power Plant
database; and IMF staff calculations.

Note: The figure shows the share of SOE assets and revenues by sector among the
world’s 2,000 largest firms. The latter is a composite ranking of separate rankings
of 2018 revenue and assets obtained from Capital 1Q. SOE = state-owned
enterprise.

accounted for 5-15 percent of annual cross-border
acquisitions since 2008 (UNCTAD 2019). The same
dynamics are behind the doubling of SOEs’ share of
debt and revenue of the world’s largest firms since early
2000 (Figure 3.3, panel 2). The debt of the largest SOEs
is $7.4 trillion, compared with $1.4 trillion in 2000.
SOE:s have become big players in global corporate debt
markets. They now comprise one-third of the entire
emerging market sovereign hard currency debt tracked
in the most widely followed emerging market sovereign
bond index (October 2019 Global Financial Stability
Report). In terms of sectors, large SOEs are especially
active in banking, energy, industrials, and utilities
(Figure 3.4). For example, national oil companies are
among the biggest oil companies in the world and con-
trol more than half of the global oil and gas production.
Many SOEs are no longer wholly owned by the
government. Among the largest SOEs in the world,
almost 60 percent have a mix of public and private
sector owners. Greater prominence of mixed ownership
originates in the European privatization strategies that
began in the 1980s, in which governments chose to
preserve a majority, or in some cases minority, posi-

tion in the firms (OECD 2016a).>? This approach

2The motivations for these approaches varied but included the
intention to privatize gradually and to keep a presence in sectors
viewed as strategic.

3At the end of 2000, governments retained control of more than
60 percent of the 141 privatized firms from developed economies
that Bortolotti and Faccio (2009) analyzed.
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Figure 3.5. Multinational SOEs around the World
(Number of firms per region)
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Sources: UNCTAD; and IMF staff calculations.
Note: SOEs = state-owned enterprises.

to privatization subsequently gained traction with
emerging markets (for example, Brazil and China) and
emerging market and developing economies.

Today, many of the largest SOEs are also multi-
nationals (state-owned multinational enterprises, or
SOMNEg), several with mixed ownership. A SOMNE
is an SOE that controls assets of other entities in
countries other than its home country. SOMNEs
are spread around the world (Figure 3.5), but most
originate in China, members of the European Union,
India, Malaysia, Russia, South Africa, and the United
Arab Emirates (UNCTAD 2019).4 Some are regional,
whereas others are global players. In 2018, half of the
top 10 (as measured by revenue) nonfinancial firms
globally were SOMNEs. The list of the largest non-
financial SOEs includes China National Petroleum,
Volkswagen AG, Saudi Arabian Oil Company, and
Russian firms Gazprom and Rosneft (Figure 3.6). SOEs
evolve into SOMNE:s for various reasons. Some desire
to raise profitability, secure access to natural resources,
or obtain technological knowledge. In other cases, some
authors (for example, Cuervo-Cazurra and others 2014)
have suggested that the objectives may have been partly
political, as the business case seemed to be limited.

The Evolving Nature of SOEs Exacerbates
Policy Challenges

The evolution of SOEs accentuates existing chal-
lenges. Mixed ownership blurs the distinction between
state owned and privately owned—making it more

“The UNCTAD data set contains 1,500 SOMNE:s identified by
the United Nations as of 2018 and includes both publicly traded
and non—publicly traded state-owned firms in 109 countries.
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difficult to ascertain when governments are influenc-
ing a firm’s business decisions. For example, the state
may have only a direct minority shareholding in a
company but exercise significant control over strategic
decisions through a golden share, which can give it
special voting privileges, or through other mechanisms
(such as indirect ownership whereby the government
owns stakes in public banks, public pensions funds,
or sovereign wealth funds, that in turn own shares in
a company).’

The growing global reach of SOEs means
SOE-induced competitive distortions in the home
market may be spilling over to the global market.
Governments often provide support to SOEs to com-
pensate them for pursuing policy goals. This support
can be in the form of budget compensation (such
as subsidies or capital transfers) but can also include
cheap debt and equity financing, special tax and regu-
latory provisions, a privileged market position, superior
access to information, and rescues from bankruptcy.
However, government support may not be linked to
a specific public mandate or may exceed the net cost
of the mandate. In this case, government support can
give the SOE a competitive advantage over private
firms. For example, Deutsche Post (and its predeces-
sors) over a period of 25 years until 2000 used profits
from its letter delivery monopoly to cross-subsidize
below-cost selling in the market for business parcel
delivery (Capobianco and Christiansen 2011). More
fundamentally, public ownership itself can be a source
of implicit government support. Private creditors may
offer more favorable terms to an SOE than they would
to similar private firms and expect that the government
would bail out the SOE if needed. IMF staff estimates
based on a sample of SOEs in 65 countries suggest
that SOEs benefit from lower debt-financing costs, on
average, relative to private firms (Figure 3.7).°

SOEs" government-bestowed competitive advantages
can have economic and fiscal implications domestically
and internationally. For example, the advantages may
distort competition (that is, tilt the playing field in
favor of SOEs) or sustain inefficient SOEs, possibly
lowering growth and tax revenues. The concerns with

SFor example, the German state of Lower Saxony has only
20 percent of the voting rights in Volkswagen but, legally, also has a
veto right over key decisions such as factory closures, mergers, and
acquisitions (Cremer 2017).

“For example, in Vietnam, the state-owned bus company has
higher operational costs than its private competitors but benefits
from lower borrowing costs resulting from government guarantees
(PPIAF 2016).
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Figure 3.6. Top 50 Nonfinancial SOEs
(Percent of revenues relative to total revenues in largest 2,000 firms)
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government support, for example, are present in the budget support, subsidized inputs, below-market loans,
aluminum, semiconductor, and steel sectors. Recent and equity financing (OECD 2019a, 2019b). Another
studies of the aluminum and semiconductor sectors study estimated that SOEs produced one-third of
estimated that firms, including SOEs, in these indus- global steel output in 2016 amid private sector com-
tries received sizable government support through plaints that SOE peers received unfair government
support (Mattera and Silva 2018). In all three sectors,
Figure 3.7. Private Firms’ Interest Premium, 2000-17 overcapacity is a concern. Moreover, if foreign govern-
(Percentage point difference to SOEs’ interest rate) ments view SOES’ expansion abroad, either directly
15- - or indirectly supported by the home government, as

a means to achieve foreign policy or national security
goals, they may unilaterally take measures to counter-
act that expansion.

1.4- In the next sections, the chapter reviews interna-
tional experiences on the old and new challenges that
governments face in managing SOEs. The chapter also
discusses how countries can boost SOEs ability to meet
13- their public mandates in an efficient manner, while

promoting fair competition.

1.2
Overall EMEs and LIDCs Achieving Policy Objectives

Sources: Orbis; and IMF staff estimates. Struqaling to Meet Policy Mandates

Note: The sample includes 65 countries, of which 37 are emerging 9gfing y

market and developing economies. Interest was calculated as firm Governments mandate SOEs to pursue a diverse set

interest paid in (f) divided by the stock of debt in (t—1). The analysis £ ooli Al . Al

controls for firms’ size and economic sector. EMEs = emerging market of policy goals (Figure 3.8). In general, government

economies; LIDCs = low-income developing countries; intervention through SOEs is often justified to correct

SOEs = state-owned enterprises. . . .

*** indicates statistical difference from zero at 1 percent significance market failures. One examp le of market failure is a nat-

level. ural monopoly, wherein the initial cost of building the
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Figure 3.8. Objectives of SOEs in CESEE Countries
(Percent of respondents)
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Source: Richmond and others 2019.

Note: Responses from governments of CESEE countries to a survey about the
nonfinancial objectives of SOE ownership. CESEE = Central, Eastern and
Southeastern European; SOE = state-owned enterprise.

infrastructure to provide the good or service, such as
water and sewer systems, is so large that private firms
may be reluctant to enter the market. Another example
is when it is not possible to charge individuals for use
of the good (for example, street lighting), which means
that private firms may not provide enough of it. In
other instances, SOEs are established to develop new
sectors, especially in developing countries, such as the
copper-mining sector in Chile in 1976 or the oil and
gas sector in Ghana in 1983. However, SOEs can also
be found producing goods and services in a compet-
itive environment (for example, soft drinks, cars, or
cleaning services) without a clear, specific policy man-
date. SOEs are sometimes used to pursue broad macro-
economic goals, such as promoting credit growth.
SOEs, especially in emerging market economies and
low-income developing countries, have faced challenges
in trying to achieve policy mandates, often multiple
ones, within a sustainable business model. A core prob-
lem has been that these mandates are not cleatly spec-
ified or adequately costed. Another common weakness
is limited transparency of SOE operations and their
financial relations with government. These challenges
lead to the following problems:
o Unfunded mandates: The lack of clear and funded
mandates can weaken the financial health of SOEs.”
For example, firms’ lack of freedom to set prices

7Petri and Taube (2003) estimate quasi-fiscal activities in the
energy sector at 26.7 percent of GDP in Azerbaijan in 1999 and
6.5 percent in Ukraine in 2000.
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or tariffs to cost-recovery levels—in an attempt to
ensure the affordability of goods or services—could
lead to systematic losses. This can result in a buildup
of SOE deby, including arrears, and inefficient pro-
vision of the good or service (such as deterioration
of the railway network from lack of maintenance) or
limited accessibility (for example, the electricity grid
not reaching rural areas) (Ter-Minassian 2017). Sim-
ilarly, if an SOE is asked to promote employment,
higher labor costs may weaken the firm’s efficiency
and financial viability.

o Government bailouts: The expectation that govern-
ments will eventually compensate, or bail out, the
SOE for losses may provide managers with incen-
tives to not pursue efficiency, to take larger risks, or
to borrow excessively.

o Weak governance and oversight: In many countries,
government agencies do not have sufficient infor-
mation or capacity to properly monitor SOEs, and
others lack guidelines for financial reporting by
SOEs (Allen and Vani 2013). More generally, weak
governance and corruption are among the main
sources of the difficulties that SOEs face (April 2019
Fiscal Monitor; Wilkinson 2018).

o Costly government dividend and tax policies: SOEs
should share their profits with the government;
however, excessive dividend payouts, dictated
by budgetary needs, could have implications for
SOEs’ ability to operate. For example, Argentina’s
state-owned oil company, YPF, paid dividends of
$602 million in 2016 despite incurring a loss of
more than $1 billion that year.

These challenges are particularly relevant in critical
nonfinancial network sectors (power, water, ground
transportation, energy) as well as in public banks. The
rest of this section delves into these sectors.

Network Sectors: Special Challenges

Network industries, sectors in which a fixed infra-
structure and a degree of standardization is needed to
deliver the goods or services efficiently to end users, are
critical for generating economic growth and achiev-
ing the Sustainable Development Goals. Safe water is
essential for life and health. Reliable electricity saves
businesses and consumers from having to invest in
expensive backup systems. Affordable transportation
underpins business activities and is key to generating
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Figure 3.9. SOEs’ Power Generation Gapacity, 2017
(Percentage of total, by region)
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Sources: S&P Global; UDI World Electric Power Plant database; and IMF staff
calculations.
Note: SOEs = state-owned enterprises.

employment and advancing economic development.
Thus, it is not surprising that the government inter-
venes in many of these industries, especially where the
private sector has not begun operating.

SOEs dominate the power sector, especially trans-
mission and distribution, given that these segments
have characteristics of natural monopolies. Private
investors are involved mainly in the generation of
electricity, but SOEs are major players even there
(Figure 3.9). In advanced economies, evidence is mixed
on whether reforms, including privatization, delivered
the anticipated efficiency gains (Gathon and Pestiau
1996, see Box 3.1). Government efforts to expand
access and promote greater efficiency in power sectors
in low-income developing countries have yielded mixed
results. Access remains an urgent challenge—notable
progress has been made, but 840 million people live
without electricity, most in Africa.® Although private
sector entrants contributed to expanding generation
capacity, network expansion and access relied largely
on SOEs. A common problem is the failure to achieve
cost recovery (Figure 3.10). Below-cost tariffs reduce an
SOE’s capacity to invest—hurting access and growth—
and weaken the financial situation of the firm.

Specific features of the water sector also provide a
rationale for government intervention (Menard and
Peeroo 2011; World Bank 2004). Delivery systems
require major investments in infrastructure, and

potable water and adequate sewerage are essential for

8Seehttps://www.worldbank.org/en/news/press-release/2019/05/22/
tracking-sdg7-the-energy-progress-report-2019
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Figure 3.10. Gap between Costs and Electricity Tariffs
(Percent of total cost)
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public health. Most countries have opted for a high
degree of public provision through SOEs. Among
advanced economies, public provision is dominant in
the majority (for example, Australia, Germany, Japan,
and the United States); only a few rely significantly
on private providers (for example, Czech Republic,
France, and England) (Pérard 2009). Recently, Paris
(France), Berlin (Germany), and several US municipal-
ities have remunicipalized water management (Warner
and Aldag 2019).°

In developing countries, the challenge in the water
sector is staggering. More than 2 billion people lack
safely managed services, partly reflecting weak SOE
performance (WHO and UNICEF 2017; World Bank
2004). The solutions are not easy but possible. There
is growing awareness of the need for cost recovery,
to ensure sustainability and improve service, while
safeguarding provision to the poor. For example,
in Burkina Faso, the public water utility has been
instrumental in doubling the population’s access to
drinking water over the past two decades by intro-
ducing a progressive tariff grid (IMF 2015). In Mali,
however, a private concession on water and electric-
ity failed, despite having an independent regulator,
owing to disagreement over the level of tariffs, political
interference, and the government not paying its own

9Studies do not show significant performance differences between
private and public provision of water; see, for example Perard (2009)
and Sudrez-Varela and others (2016).
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Figure 3.11. National Oil Companies’ Productivity and Employment
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Note: The sample includes 98 national oil companies and 1,520 private firms.

utility bills (Balance and Tremolet 2005; Estache and
Wren-Lewis 2009).

Transportation is another crucial sector for eco-
nomic activity and public well-being. The provision
of public transportation, especially at the local level
(trains, subways, buses), has involved significant
government intervention justified by the need to
ensure affordability as well as to address congestion,
pollution, or accidents. Local SOEs commonly pro-
vide ground transportation in advanced economies,
whereas informal private transportation services—
often less safe and more polluting—are widespread
in emerging market and economies. Allowing SOEs
(or even private operators) to charge prices that
cover investment and maintenance needs has proven
challenging.1?

Many oil-exporting countries have created national
oil companies (NOCs) to exercise control over oil and
gas exploration and garner potentially large profits for
the state. However, NOC:s are significantly less profit-
able and efficient than their private peers, partly owing
to pressures from the government to engage in exces-
sive hiring (Figure 3.11). Another issue is governments
often have NOGC:s sell fuel at subsidized retail prices
and undertake social spending. In some cases, NOCs

19For example, protests in Chile after a metro fare increase are in
part rooted in the failed 2007 reform of the informal bus trans-
portation system in the capital. The reform was intended to reduce
congestion, pollution, and accidents through additional dedicated
bus lines, modernization of the bus fleet, and fare integration with
the metro (Gomez-Lobo 2012). The massive influx of passengers
after the reform called for large investments that could not be
covered by tariffs. The financial viability of the SOE operating the
metro deteriorated rapidly, resulting in large direct subsidies from
the government.
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take on most of the exploration of oil and gas, leaving
governments with the costs and risks of exploration,
instead of simply taxing profits. Moreover, the large
profits create strong incentives for corruption (April
2019 Fiscal Monitor).

Are Public Banks an Appropriate Tool for
Macro-Fiscal Management?

Government intervention in the financial system,
including through public banks, is significant in
many countries.!! Although the presence of public
banks—commercial banks that provide corporate
and retail banking services to the general popula-
tion and development banks that provide credit for
development-related projects—has declined sharply
since the 1990s as economic liberalization and financial
globalization gained traction, they still have significant
market share in several large economies.'? State owner-
ship of banks has been justified by the need to address
market failures and promote economic development,
although many banks also pursue profit maximization
(see Box 3.2).13 There is some recent renewed govern-
ment interest in public banks, especially development

'This section focuses on public banks, but governments have
also used SOEs in other financial areas, including insurance and
mortgage markets (for example, in Canada and the United States,
among many others).

12The global financial crisis led to a wave of large-scale recapital-
izations and nationalizations of failing banks, notably in advanced
economies, that has not been completely unwound (Igan and
others 2019).

130n the role of public banks, see also Cull, Martinez-Peria, and
Verrier (2017); Ferrari, Mare, and Skamnelos (2017); World Bank
(2012); and Yeyati, Eduardo, and Panizza (2005).

©lnternational Monetary Fund. Not for Redistribution



Figure 3.12. Change in Loan Growth over the Cycle

(When GDP grows 1 percentage point above trend; percentage points)
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market and developing economies. ***, **, and * indicate statistical significance of the bars at the 1, 5, and 10 percent level, respectively. Bars indicate

distance from zero for blue bar or preceding bars for the others.

banks, owing to their potential role in funding infra-
structure investment.'4

Governments also call on public banks to fight
recessions. Public banks were used widely for this pur-
pose during the global financial crisis, often financed
by direct support from the governments” budgets (for
example, loans or capital injections by Brazil, Canada,
and India). Countries also raised credit ceilings of
their public banks (for example, Finland and Korea)
or issued special guarantees (for example, Mexico)
for public banks to support key markets and firms
(World Bank 2013).

There are, however, limits to the effectiveness of
public banks in stabilizing the economy. Public bank
lending has been less procyclical than private bank
lending, on average, in the past 20 years but not in
developing countries with high public debt levels
(Figure 3.12). This different behavior likely reflects
higher financing costs of and lower government subsi-

14See, for instance, “National development banks are back in
vogue” (The Economist 2019). Several new public development banks
have been established since the global financial crisis, including PT
Sarana Multi Infrastruktur in Indonesia (2008), Bpifrance (2012)
and Société de financement local (2013) in France, the Development
Bank of Nigeria (2013), and FinDev Canada (2017).

dies to public banks in economies with tighter budget
constraints. For example, in the case of the Brazilian
development bank, BNDES, credit surged during the
global financial crisis and for a few years during the
strong postcrisis recovery but declined sharply during
the recession of 2014-16, in part because soaring
public deficits and debt closed the door on government
lending to public banks (case study for Brazil, Online
Annex 3.2). The quality of this rapid credit growth
may not have been adequately assessed in the haste to
extend credit, potentially leading to nonperforming
loans in the future.

Public banks may also be used to fund the govern-
ment and simultaneously receive support from the
government. This sovereign-bank nexus potentially
exacerbates the financial vulnerabilities of both (April
2019 Global Financial Stability Report; Dell’Ariccia and
others 2018). Public banks tend to hold larger amounts
of sovereign debt than do private banks, especially in
emerging market and developing economies with higher
public debt vulnerabilities (Figure 3.13). Moreover,
during the sovereign debt crisis in Europe, domestic
banks, particularly state-owned ones, were more likely
to increase their holdings of domestic government
bonds in fiscally distressed economies, suggesting a
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Figure 3.13. Bank Holdings of Government Bonds in
Countries with High Public Debt

(Relative to countries with low public debt in percent of assets,
1999-2018)
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Sources: Fitch Connect; and IMF staff estimates.

Note: The regressions control for several factors including bank
characteristics (see Online Annex 3.3). Public banks are defined as those
with more than 25 percent of equity owned by the government.

* indicates statistical difference from zero at 10 percent significance
level.

“moral suasion” mechanism (Ongena, Popov, and Van
Horen 2019). In India, government guarantees allowed
public banks—even vulnerable ones—to expand credit
during the global financial crisis with deposits mov-
ing from vulnerable private to “safer” public banks.
However, the loan quality of these public banks soon
deteriorated, increasing financial sector fragility and
contingent liability risks for the government (Acharya
and Kulkarni 2019).

Are SOEs Performing Efficiently?

Many governments demand that SOEs achieve their
public mandates, perform efficiently, and compete
with private firms. This section compares SOEs’
financial performance with that of private firms and
analyzes its determinants using data for about 1 mil-
lion individual firms across 109 countries.!> It also
reviews evidence on governments exposure to fiscal

risks from SOEs.

150f the 969,000 firms in the sample, about 949,000 are fully
private, 15,000 are majority state owned, and 4,000 are minority
state owned. The database includes mainly firms from advanced and
emerging market economies with a smaller sample from low-income
countries. The results are robust when constraining the analysis to
countries where the coverage of firms is high. See Online Annex 3.4
for details.
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SOE Financial Performance

A simple comparison reveals that profits and labor
productivity are lower in SOEs than in private firms
(Figure 3.14).1¢ This finding is consistent with country
or regional studies for China, Russia, and other coun-
tries in the Central, Eastern, and Southeastern Euro-
pean region (Abramov and others 2017; Lardy 2019;
Richmond and others 2019). In part, this difference
could reflect the cost of public mandates—for example,
providing services at below-cost prices to underserved
communities or promoting employment beyond what
is efficient for the firm—but other factors may be at
play. It is important to note that if the differences are
because SOE’s are less efficient, the resulting misalloca-
tion of resources can reduce economywide productivity
(Song, Storesleten, and Zilibotti 2011).

The Role of Economic Sectors and State Ownership in
SOE Performance

SOEs’ performance gaps may reflect differences in
the sectors in which they operate or in ownership.
Cross-country evidence shows that SOEs are less pro-
ductive than private firms in the same sectors!” and that
the productivity gap tends to be larger in sectors where
there is usually more competition (for example, agri-
culture and manufacturing). In some of the regulated
sectors (such as utilities), the gap is lower (Figure 3.15).

Mixed ownership also makes a difference in firm
performance. Private owners put greater emphasis on
profits and efliciency. Listed mixed-ownership enter-
prises are subject to greater monitoring by private
investors and analysts (Biglaiser and Brown 2003;
D’Souza, Megginson, and Nash 2005; Pargendler,
Musacchio, and Lazzarini 2013). The evidence con-
firms that partial involvement of the private sector is
beneficial (Megginson and Netter 2001; Vining and
Boardman 1992). The analysis in this chapter indicates
that firm productivity is lowest when the government
has a majority position—private firms are three times
more productive—but the gap is narrower when the
government has a minority position (Figure 3.16).

16The analysis is based on SOE financial data, given that it is
available for a large set of firms. For example, labor productivity is
proxied by sales per employee, which does not necessarily only reflect
differences in technical efficiency. If SOE:s are restricted to charging
lower prices relative to private firms, this would have a negative
effect on sales per employee.

17The results in this section are similar for other performance
measures. See Online Annex 3.4.
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Figure 3.14. SOEs’ Performance Relative to Private Firms
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Sources: Authorities’ annual reports on SOES; Natural Resource Governance Institute; Orbis; and IMF staff estimates.
Note: The panels are based on median values. Weighted averages show a similar pattern. SOEs = state-owned enterprises.

Figure 3.15. Relative Performance of SOEs, by Sector

(Percentage point difference in SOEs performance relative to private firms)
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Sources: Authorities’ annual reports on SOEs; Natural Resource Governance Institute; Orbis; and IMF staff estimates.
Note: For productivity (sales per employee), sales data are based on 2017 prices. SOESs are firms with 50—100 percent public sector ownership. Data

are from 1999 to 2017. SOEs = state-owned enterprises.

Figure 3.16. Degree of State Ownership and Firms’ Performance
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Sources: Authorities’ annual reports on SOEs; Natural Resource Governance Institute; Orbis; and IMF staff estimates.
Note: The panels show the performance of firms depending on the degree of state ownership and controlling for other factors. “Minority ownership”
means that the government owns less than 50 percent of the company; “majority ownership” means that the government owns 50 percent or more.
For productivity (sales per employee), sales data are based on 2017 prices. Data are from 1999 to 2017. The coefficients are relative to firms with
government majority ownership. ROE = return on equity; SOEs = state-owned enterprises. *** indicate statistical difference from zero at 1 percent
significance level.
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Figure 3.17. Governance and Firms’ Performance
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Note: The panels illustrate the effect of control of corruption on firms’ performance depending on the type of ownership. SOEs are firms for which the
government owns 50 percent or more. The analysis controls for firm-specific characteristics, country-specific variables, and sector where the firm
operates. The Control of Corruption Index provides a relative measure of perceived corruption. Data are from 1999 to 2017. SOE = state-owned

enterprise.

There are also significant differences for return on
equity, labor costs, and other measures of performance.
Empirical studies on privatization complement these
results (see Box 3.1).

Good Governance Is Critical

Weak governance in government harms all firms but
has an especially deleterious effect on SOEs (Baum and
others 2019). This subsection reports on the relation-
ship between financial performance and a measure of
countrywide perceived governance (control of corrup-
tion), controlling for the level of development and other
factors.'® The results show that as countrywide perceived
governance improves, SOEs” performance and produc-
tivity gaps relative to private firms shrinks (Figure 3.17).
SOE: that operate in countries with high levels of per-
ceived corruption are one-third as productive as private
firms, on average; in countries with strong governance,
the productivity gap is 7 percent. Regarding profit-
ability, the gap with private firms declines but remains
significant—a difference of 4 percentage points in return
on equity between SOEs and private firms in countries
with good governance scores—which may reflect, at
least in part, unfunded public mandates.

18The Control of Corruption index from the Worldwide Gover-
nance Indicators (WGI), available since 1996, aggregates informa-
tion from more than 30 different sources. Caution is needed in
interpreting scores for any individual country given measurement
error because the quality of underlying data can vary across countries
and data sources.
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One possible driver of performance across different
degrees of governance is the sector in which the SOE
operates. Countries with better governance scores seem
to be more selective, having SOE:s in specific sectors,
especially utilities and transportation, in which there is
a stronger reason for intervention and the performance
of SOEs is closer to that of private firms. These coun-
tries have fewer SOEs in areas in which private firms
have significantly superior performance (for example,
manufacturing).

Fiscal Costs and Risks to the Government

SOE performance and the realization of fiscal risks
from SOE:s can significantly affect public finances.
Over the years, governments have provided significant
support to financial SOEs (mainly capital injections)
and nonfinancial SOEs (predominantly recapital-
izations and debt assumptions), with the maximum
annual support to financial and nonfinancial SOEs
reaching 18 and 16 percent of GDD, respectively
(updated version of database by Bova and others
2016)."? SOEs that operate in the airline, banking,
mining, railway and utility sectors are among those
that required costly support. For example, Italy’s
national airline is under bankruptcy protection and has

received large loans or transfers from the government

YGovernments have also provided significant support to private
financial institutions and nonfinancial companies, most noticeably
during the global financial crisis.
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Figure 3.18. SOE Debt Vulnerability
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Sources: IMF's Public Sector Balance Sheet (PSBS) database; Eurostat;
S&P Capital 1Q; and IMF staff calculations.

Note: Debt drawn from S&P Capital 1Q is only for the largest SOEs in the
country. S&P Capital 1Q and Eurostat data are for 2017 or 2018. Debt
data drawn from the PSBS database covers a range of years from
2012-2016 and, for some countries, represent total liabilities less equity.
Data labels in the figure use International Organization for
Standardization (ISO) country codes. SOE = state-owned enterprise.

in the past few years.?% Similarly, South Africa’s
government-owned power company, Eskom, is receiv-
ing a rolling government bailout of 2%5 percent of
GDP over three years, although the cost may turn out
larger IMF 2019b). In Belarus, over the past years, the
government on average provided 1%2 percent of GDP
in subsidies and about 2 percent of GDP in additional
off-budget support (Richmond and others 2019).

More broadly, SOE debt levels can pose a risk to public
sector finances, even in the absence of explicit government
guarantees. In some countries, debt of the SOEs exceeds
20 percent of GDP and in several cases constitutes half
or more of the public sector debt stock (Figure 3.18). In
other countries, SOE external debt exceeds 25 percent of
the countries” exports of goods and services (see also IMF
2020). Even if the debt was incurred to develop a natural
resource, as in oil-exporting countries, the debt may
increase the vulnerability of the government to shocks (for
example, a fall in oil prices). In addition to debt, SOEs
may have significant obligations to private parties through
joint ventures, public-private partnerships, and power
purchase agreements.

The realization of SOE risks may also have multiplier
effects on the whole economy. When these risks mate-
rialize in public banks, credit growth may be curtailed,

20Alitalia was privatized in 2009, but in 2014 the government
took a minority stake. In 2017, the airline was put under special
administration. In 2020, the company was formally reincorporated

as a public holding.
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Sources: World Bank 2020; WEQ 2019; and IMF staff calculations.
Note: The figure includes both financial and nonfinancial SOEs. Data
labels in the figure use International Organization for Standardization
(ISO) country codes. SOE = state-owned enterprise.

undermining economic activity. As for nonfinancial
SOEs, the larger they are the more significant the
impact of their financial imbalances can be for employ-
ment and investment. If financially impaired SOEs
dominate a key economic sector such as power, they can
also affect the financial system and competitiveness (for
example, Ghana, see Online Annex 3.5). The public
sector balance sheet approach can be used to show

how a macroeconomic shock can have cascading effects
through interrelationships between financially vulnerable
SOE: (for example, in The Gambia) to the national
budget (October 2018 Fiscal Monitor).

Reforms Can Help

The discussion so far suggests that there is scope
for SOE reforms targeting governance and financial
incentives to improve SOE performance. Some empir-
ical cross-country evidence, although limited, indi-
cates that SOE reforms can improve their efficiency
(Megginson and Netter 2001). Taking advantage of
a novel database for a sample consisting primarily of
emerging market and developing economies, as well
as a few advanced economies (members that had
IMF-supported programs in 2002-17), we study the
effect of SOE reforms in a cross-country setting.?!

2I'The information comes from data on structural conditionality
in the context of IMF-supported programs. See Online Annex 3.6
for details.
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Figure 3.19. Impact of SOE Reforms, 2002-17
B 1% significance level
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Note: “All reforms” includes the impact of financial target setting and arrears clearance in addition to governance and pricing reforms. “Pricing”
includes, among others, implementation of automatic fuel prices and electricity tariffs adjustments. The coefficients measure the impact of SOE reforms
on average productivity and average cost changes. The coefficients can be interpreted as the average improvement of productivity or costs following

reforms. SOE = state-owned enterprise.

The reforms target (1) SOE governance (for example,
SOE management, oversight, and transparency)—not
governance in general; (2) public enterprise pricing
(such as tariffs and automatic fuel price mechanisms);
(3) arrears clearance; and (4) the achievement of spe-
cific financial targets.

The results show that some reforms positively affect
financial performance.?? Reforms of SOE governance
and pricing improve financial variables for all sectors
except for mining SOEs (Figure 3.19). For example, an
implemented governance reform is associated with an
increase in productivity of $10,000 per worker and a
reduction of costs of 5 percent in the electricity sector.
Reforms such as arrears clearance and financial targets
have weaker or no impact, perhaps reflecting that
if other structural reforms are not part of the pack-
age the underlying factors driving performance may
not change.

These reforms require building and sustaining broad
popular support over several years. It is also important
that improvements in the financial health of SOEs

22SOE reforms are implemented SOE reforms during
IMF-supported programs. Governance reforms span a wide array of
reforms related to monitoring, auditing, and management; structural
reforms to a sector as a whole (if they are governance related); and
others. Public enterprise pricing reforms primarily concern tariff
structures and typically target SOEs in electricity, gas, oil, heating,
and water sectors.
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be achieved while protecting the more vulnerable

segments of the population from possible adverse

effects. Jordan’s and Ukraine’s experiences provide

two examples.

o Subsidies to Jordan’s electricity company, NEPCO,
were close to 6 percent of GDP in 2014 (for con-
text, the share of total health spending was 7.5 per-
cent of GDP in the same year). NEPCO undertook
a series of reforms, including gradual tariff adjust-
ments since 2012 and the installation of a liquefied
natural gas plant to ensure cheaper inputs. At the
same time, vulnerable households were supported by
increased cash transfers. As a result, public trans-
fers to NEPCO were eliminated as of 2015, and
NEPCO has posted small positive or negative net
operational balances since 2016.

e Ukraine’s national oil and gas company, Naftogaz,
turned from a loss-making firm receiving signif-
icant budget aid to a profitable company within
a few years. Significant gas and heating price
increases, along with restructuring and governance
reforms as of 2014 were accompanied by the
extension of utility subsidy programs for vulnera-

ble households.

In both countries, ongoing efforts will be needed to
sustain the reforms, including targeted support to the
most vulnerable and continued efficiency gains.
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How to Get the Most Out of SOEs

As the previous sections illustrate, SOEs can be
difficult to manage and costly to the budget and
the economy. This is particularly true when they
are subject to excessive political interference and
are used as vehicles to disguise off-budget spend-
ing and borrowing, patronage, or corruption. This
section explores what countries can do to overcome
these and other challenges and get the most out
of SOEs. Although SOEs exist for many reasons,
including historical and political circumstances, it is
important to regularly review whether the rationale
for each SOE remains valid and whether it delivers
value for taxpayers’ money. Given the potentially
large costs, countries should use SOE:s selectively
and only where government intervention through
SOEs can be most effective. The case is weaker for
SOE:s that operate in competitive sectors because
private firms provide goods and services more effi-
ciently. In contrast, experience suggests a stronger
case for public intervention in sectors in which the
government strives to achieve universal delivery of
goods and services at affordable prices (for exam-
ple, public utilities and ground transportation)—
this is an area where SOEs are heavily present
around the world.

For their SOEs to be successful, many countries
will need to strengthen the link between SOEs and
public sector goals, improve firm-level incentives, and
enhance governance institutions. Some countries, for
example, the Nordics (Online Annex 3.7), have built
strong SOE frameworks that encompass these ele-
ments with the aim of ensuring they deliver value for
taxpayers money.

Aligning SOE Activities with Public Sector Goals

Consistency between SOE activities and general
government policies is important to prevent the
two parts of the public sector from working at cross
purposes. For example, if SOEs accumulate significant
debt when the rest of the public sector is aiming at
fiscal adjustment, the government’s efforts to reduce
its borrowing costs may be undermined. Coverage
of SOE: in the public accounts and provision of the
right incentives for SOEs allow for better alignment
of SOE actions and performance with overall govern-
ment objectives.

CHAPTER 3
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Figure 3.20. Fiscal Coverage beyond the Central Government

in Sub-Saharan Africa
(Number of countries)
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Source: IMF staff survey of 45 countries in sub-Saharan Africa.

Consistency with the Broader Public Sector Goals

SOE financial operations and assets and liabilities
should be fully integrated into the financial statements
of the public sector. Applying such a public sector
balance sheet approach would enhance transparency
of SOE financial performance and relations with
other parts of the public sector (October 2018 Fiscal
Monitor). Some countries or regions already imple-
ment a public sector balance sheet approach (Australia,
New Zealand, United Kingdom) or partially reflect
SOESs’ main financial indicators in the public accounts
(for example, Latin America). But many others do
not, as is the case in sub-Saharan Africa (Figure 3.20)
and most of Europe.?? Fully integrating SOEs into a
public sector accounting framework will likely require
an incremental approach in some countries. In the
meantime, countries that currently report information
only on central or general government fiscal results
(revenue, expenditures, budget balance, and debt)
should complement this reporting with memorandums
that summarize government guarantees to SOEs (in
addition to the recommended SOE financial disclosure
practices outlined in the transparency section below).

Given that SOEs use public resources and pursue
policy goals, it is important to ensure that they collec-
tively operate consistently with the country’s broader
macro-fiscal objectives. Those objectives are often
embedded in fiscal targets, such as the overall budget

23Based on IMF’s Fiscal Transparency Evaluations since 2014,
around 90 percent of the countries evaluated did not publish com-
prehensive information on the public sector.
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balance or gross debt, that are set at levels to support
macroeconomic goals—economic growth, inflation,
and stability. Including nonfinancial SOEs in the

fiscal targets would create greater incentives for fiscal
discipline and transparency because (1) governments
will likely exercise greater oversight over SOEs’ overall
borrowing and (2) governments” options to circumvent
fiscal targets would be more limited. Inclusion would
ensure that the broader fiscal policy goals are consistent
across the public sector, for example, in keeping total
public debt at safe levels.

The preference is to include nonfinancial SOEs in
fiscal targets. Many governments in Latin America
already include most nonfinancial SOEs in the fiscal
targets and rules. At a minimum, governments should
ensure comprehensive coverage in fiscal targets of at
least nonfinancial SOEs that pose significant fiscal risks
and for which the government is a majority share-
holder (IMF 2007).2425 If this is not feasible, an SOFE’s
debt should be included in public sector debt when
the SOE poses a fiscal risk.

When considering the need for macroeconomic
stabilization, it is appropriate to limit the use of SOEs
and use more direct, transparent measures instead.
Using SOEs to support employment during economic
downturns is less efficient than monetary or fiscal pol-
icy tools. Likewise, forcing public banks to boost credit
as the economy weakens could ultimately deteriorate
the quality of their loan portfolio and increase risks. A
case could be made for using public banks in situations
of severe economic deterioration as part of a broader,
and exceptional, policy action (as during a major
global financial crisis). This approach requires fully

transparent objectives and costs.

24SOEs have public mandates that imply that their finances and
operations will likely deviate from commercial interests making the
commercial orientation of an SOE ill-suited as a selection crite-
rion. Past analysis by IMF staff finds that SOEs did not behave
commercially because there was always some government-imposed
mandate or constraint (for example, on setting prices or employment
policies) (IMF 2005).

25Public banks are better kept outside fiscal targets given the
nature of their financial operations. It is also important to keep
close track of the performance of SOEs that routinely turn
profits—as might be the case, for example, for a highly profitable
national oil company—to ensure that such SOEs remain efficient
and to recognize that such profits will ultimately accrue to the
state. The case for inclusion of such SOEs in the fiscal targets
needs to be counterbalanced against the possibility that they could
obscure the underlying financial performance of the rest of the
public sector.
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Getting Incentives Right at the Firm Level

Governments must give SOEs the right incentives to
deliver value for taxpayers’ money. This is more chal-
lenging, but also more necessary, when SOEs operate
in sectors with limited competition or when there are
significant externalities (for example, when provision
of a good is important for economic growth) or social
mandates. To promote efficiency and a sustainable
business model,

o Gerting the pricing policy right is key. Pricing rules
should be transparent and depoliticized (for exam-
ple, published rules specifying how domestic fuel
prices will adjust automatically to changes in the
cost of supplying fuel). Preferably, prices should
be set to ensure cost recovery (including to cover
investment expenditure). The pricing policy in
sectors with negative externalities (for example, fossil
fuels that lead to pollution and health problems)
should also be adjusted, protecting more vulnerable
households.?¢ If this is not possible—for example,
because a large share of the population is poor and
there is no social safety net—governments should
appropriately compensate the SOE in a timely and
transparent manner. Conversely, it is important
to prevent excessively high prices if the SOE has
monopoly power because high prices may lead to
inefficiencies.

o [ndependent regulatory agencies need to balance dif-
ferent interests, ensuring that government and firms
operate according to transparent and well-defined
rules, especially when private investors are involved.
For example, regulators can ensure tariffs in public
utilities are set to balance affordability with the need
to cover costs. In low-income countries, pooling
resources in a single regulator overseeing several
sectors can help build capacity.

o Professional managers and the independence of mana-
gerial decisions are required to ensure the firm operates
efficiently. Firms need to have corporate governance
structures that promote sound hiring, wage, and
procurement policies. The next section discusses
in greater detail some of the important features,
including a professional board and a high degree of
transparency.

26In some cases, a better approach would be to have a
broader strategy, under which firms can charge prices that reflect
costs with the government directly providing subsidies to the
poorest households.
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Other strategies that have been adopted to improve
the SOE incentives include corporatization and allow-
ing for participation of private minority shareholders.
In OECD countries, most SOEs are incorporated
according to company law and are generally subject to
the same laws and regulations as private companies.?’
About half of those companies by value are listed on a
national stock exchange (OECD 2017). Mixed own-
ership has been adopted by many countries to some
degree over the past decades (for example, Brazil and

China as well as European countries).

Strengthen Institutions

The starting point is a clear and comprehensive
ownership policy aiming to get value for taxpayers’
money out of SOEs (Allen and Alves 2016). Own-
ership policies should clearly state (1) the mandates,
objectives, and a dividend policy for SOEs; (2) the
approach to achieving professional boards of direc-
tors; (3) the functions carried out by the government
as owner of the SOE and its coordination with fiscal
risk oversight functions; and (4) the way the govern-
ment exercises its ownership rights. To assess SOEs
effectiveness in achieving value for money, it is also
important to distinguish and disclose commercial and
noncommercial activities (policy mandates). Moreover,
governments must develop the capacity to properly
oversee the operations of the company while avoid-
ing excessive intervention of public officials; enforce
transparency requirements; and establish a sound SOE
corporate governance framework. Implementation of
anticorruption strategies to prevent the use of SOEs

for private gain is also critical.

Effective Financial Oversight and Ownership

A strong oversight and control agency can yield
better performance from SOEs (Musacchio and Pineda
Ayerbe 2019). A centralized model provides the best
potential for ensuring consistency between the owner-
ship (for example, representation on company boards,
strategic direction of firm) and financial oversight
functions. A centralized model could take the form
of an autonomous agency or holding company (as in

Finland, France, Kenya, Malaysia, Peru, and Singapore).

27At the same time, company laws do not specifically address the
relationship between the state and SOEs. The legal framework for
SOEs must therefore consist of an additional layer, that could be an
SOE law, that governs such a relationship.
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Holding companies exhibit advantages when managers
have professional expertise and they protect SOEs from
undue political interference.

It is critical to have one government unit respon-
sible for the financial oversight of SOEs even when a
holding company is in place. One unit makes over-
sight activities more coherent, while pooling experts
from different areas. A central element of the oversight
function is to identify, disclose, and mitigate fiscal
risks. Fiscal risk assessments can be made for individual
companies and for the SOE portfolio. The latter allows
for evaluation of the combined risks for the govern-
ment.?8 Oversight units can be located within minis-
tries of finance (France) or public companies (such as
UK Government Investments). The former model has
the advantage of better integrating SOE risk oversight
in the budget process and facilitating a broader assess-
ment of fiscal risks. Moreover, SOE oversight units
should be accountable to an institution representing
the interests of the public (for example, parliament).

SOEs’ investment plans, because of their direct fiscal
costs and impact on growth, deserve special scrutiny.
Government assessment of large investment (infrastruc-
ture) plans of SOEs should be informed by technical
and economic appraisals based on standardized criteria.
Furthermore, when projects involve direct budget-
ary costs—for instance through capital injections or
on-lending to SOEs—they should be subject to a
selection process to ensure the consistency of aggregate
investment plans with medium-term fiscal objectives
and the degree of fiscal risk. The effectiveness of the
process requires close cooperation among the ministry
of finance, SOEs, and line ministries, who are often
tasked with the design of sectoral investment strategies.
However, line ministries should not be given excessive
control over ownership arrangements or strategic deci-
sions because this might undermine SOE efficiency.

Several approaches exist to contain potential risks
from the SOE sector. One possibility is to explicitly
commit to a no-bailout clause. This approach has been
used mostly in transition countries, such as Poland and
Ukraine. A recommended approach is to subject SOEs
to effective insolvency procedures such as those for pri-
vate firms. For example, bankruptcy legislation in Italy,
Korea, the Netherlands, Sweden, and the United King-
dom has the same insolvency procedures for SOEs as

28IMF staff have supported the development of SOE risk analysis
templates in several countries during the past decade, most recently
in Armenia (2015), Namibia (2018), and Serbia (2019).
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for private companies.?’ Providing SOE management
with incentives to manage risks (such as performance
contracts and benchmarking) can help too. However,
the latter approach is often difficult to implement.

Countries should also regularly review their SOE
portfolios to assess whether the policy case for an SOE
remains valid. For example, technological changes may
mean the reason for the government intervention no
longer exists (for example, it is possible that competitive
mobile phone networks have undermined the need for
state ownership in telecommunications). Several Euro-
pean countries conduct these reviews, either periodically
or on an ad hoc basis (such as when a need arises to
analyze an SOE). For example, Germany conducts a
biennial review of its SOE portfolio during which each
SOE’s continued existence must be justified (OECD
2018a). In general, if the SOE is no longer relevant,
options for freeing government resources for better uses
include (1) selling the assets and closing the firm—with
appropriate protection to workers and communities—if
the business plan is not viable, and (2) privatizing the
firm if the appropriate institutional preconditions are in
place and the business plan is viable (Box 3.1).

Transparency

The financial and operational performance of the
SOE along with its financial relations with the govern-
ment must be disclosed. This can reduce the likeli-
hood that SOEs will be used as vehicles for off-budget
spending and borrowing, political patronage, or
corruption. Unfortunately, financial information on
SOEs in many countries is sparse. This is especially
the case for NOCs, which manage large assets, par-
ticularly in the Middle East and sub-Saharan Africa
(NRGI 2019).

Disclosure of SOE financial statements is the
prevailing practice in advanced economies, whereas in
emerging market economies disclosure is often restricted
to listed SOEs. SOE financial statements should be
audited by the national audit office or private audit
firms approved by the national audit office. Finland,
France, Ireland, New Zealand, and Sweden also publish
performance assessments of at least their largest SOEs.

An annual report with detailed information and
analysis of the performance of the SOE sector at the
aggregate, sectoral, and company levels can be an

2However, in some cases, countries still shield the firms from
bankruptcy invoking national interest.
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effective communication tool. Countries such as India,
Paraguay, the Philippines, and Sweden publish reports
on the aggregate performance of the SOE sector.
Brazil, Ghana, India, Korea, and Sweden also provide
information at the individual SOE level. As high-
lighted earlier, ultimately, SOE financial data should
also be integrated into a public sector balance sheet to
provide a comprehensive view of the public finances.
Transparency is also needed on the financial interac-
tions between the general government and SOEs. Gov-
ernment mandates to SOEs should be clearly defined,
transparently disclosed in the budget, and compensated
if needed.39 Fiscal risks associated with SOEs, both at
the public sector level and at the firm level, when rele-
vant, should be regularly reported (including contingent
liabilities). The assessment of SOE risks and the mitiga-
tion measures should be disclosed. Fiscal risk statements
are a good vehicle for doing this, as in Austria, Georgia,
and the Philippines. In South Africa, the budget review
discloses the financial position and prospects of the larg-
est loss-making nonfinancial SOEs (in addition to other
SOEs) and describes ongoing risk mitigation measures.

SOE Corporate Governance

Governments should establish and enforce SOE cor-
porate governance standards in line with good interna-
tional practice.?! The composition of SOE boards plays
a significant role in the quality of corporate governance.
At a minimum, governments should promote profes-
sional boards that can help ensure proper accountability.
In some countries, some or all of the members of the
boards of directors are required to be independent of
the government (for example, Canada, Germany, the
Netherlands, and Switzerland). Appropriate regulation
of SOE:s is another important element of corporate
governance. In Chile, the Netherlands, Norway, and
Sweden, at least the largest SOEs are subject to the same
regulatory framework as listed private companies. A
third attribute of good corporate governance is regularly
assessing SOE management performance. This can be
difficult but is possible. For example, New Zealand has a
sound and effective performance contracting framework
within which SOEs goals are informed by risk oversight

30The IMF’s Fiscal Transparency Handbook recommends the disclo-
sure of quasi-fiscal activities, including the rationale for undertaking
them through SOEs rather than through the budget and the mech-
anisms used to compensate SOEs for any resulting deterioration in
their financial positions.

3'The OECD Guidelines on Corporate Governance of SOEs
(OECD 2015) are an example of good standards.
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Figure 3.21. Gearing SOE Oversight to Capacity
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Source: IMF staff.
Note: SOE = state-owned enterprise.

and fiscal objectives. Implementing high corporate gov-
ernance standards remains challenging in many low-in-

come developing countries.

Transition to Better Oversight and
Management of SOEs

Implementing a system for overseeing SOEs that meets
all the requirements discussed previously takes time and
resources. Some of these reforms may not be possible in
the short term in low-capacity countries. In such cases,
this argues for a risk-based and sequenced approach to
building an oversight regime for SOEs with a focus on
monitoring mainly SOEs that involve higher risks.

Figure 3.21 illustrates the three main pillars of
reform. First, governments need to know their SOEs,
as many countries do not have a firm grasp of the
number or size of the SOEs they own. This will also
allow regular reviews to determine which SOEs are
still relevant. The second pillar focuses on building
oversight with a strong emphasis on controlling fiscal
risks. Third, policies and procedures need to incentivize
government officials and SOE boards and management
to strive for SOE efficiency. In some cases, it may be
possible to pursue elements of different pillars simul-
taneously. The feasibility and speed of reforms will
depend on country circumstances, including political

economy considerations.

Being a Good “Global Citizen”

As SOEs have grown in scope and size, their
drawbacks have spilled over to other countries, leading
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to calls for protectionist measures. As discussed
previously, concerns that government support can pro-
vide SOEs with competitive advantages are growing.3?
As such, SOEs’ activities may distort international
markets (for example, aluminum, semiconductors,
airlines, and steel), including when they are shielded
from foreign competitors in their domestic markets.
Another concern is that SOE expansion abroad is not
always based on commercial objectives but may reflect
other home country goals, such as control of natural
resources, acquisition of technology, or political or
diplomatic objectives. Moreover, SOEs are a major
conduit for foreign bribes, with available data suggest-
ing SOE officials received 80 percent of total bribes

in foreign bribery cases (OECD 2014). SOEs in the
power sector (generation of electricity) account for

a substantial quantity of greenhouse gases (OECD
2018c¢), more than their private peers, and NOCs can
have a significant impact on the environment in coun-
tries where they operate (for example, by polluting
water or abandoning oil fields without cleaning them).
Addressing these drawbacks can deliver domestic and
global benefits.

The main benefits are domestic. Well-governed,
transparent, and efficient SOEs that compete on a
level playing field support productivity growth, better
use public resources, and reduce local pollution. These
benefits could also generate positive spillovers to
other countries. Indeed, SOEs can play their part in
the pursuit of global public goods, such as protecting
the environment (for example, by moving toward
cleaner sources of energy in the power sector, or by
minimizing environmental damage when conducting
oil and gas exploration). Likewise, SOEs can play a
positive role in the global fight against corruption if
governments improve general governance at home
and impose effective anticorruption strategies, includ-
ing when SOEs operate abroad.?? Multilateral efforts
would complement these domestic reforms.

Some advanced economies have taken

steps toward fostering a level playing field

32The legal framework for state aid in the European Union pro-
vides an example of how some of the concerns could be addressed. It
also contains a working definition: government support is a concern
if it confers an advantage to certain firms and the advantage is selec-
tive, distorts competition, and affects trade between member states.

33Similarly, source countries need to enforce legislation against
foreign bribery (as envisaged, for example, under the OECD anticor-
ruption convention—see April 2019 Fiscal Monitor) to prevent their
private firms from paying bribes to foreign SOE officials.
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(i.e., competitive neutrality).3* The EU and Australia Figure 3.22. Competitive Neutrality: Some Basics

have some of the most comprehensive approaches. For Concept
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example, Australia requires SOEs to make compensa-

* What type of policy mandates should be
compensated?
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tory payments to the national treasury for regulatory
or debt-financing advantages (OECD 2016b). Other
advanced economies have made a commitment to
competitive neutrality, and most have laws and regula-

Market = consistent rate
of return

Debt neutrality

tions that address potential uneven treatment of SOEs
and private firms (OECD 2018a). Several countries
have sought to address some elements of competitive
neutrality across borders.?> Multilateral institutions

have also established disciplines (World Trade Organi-
zation) or guidelines (OECD 2015) that touch on the
issue of competitive neutrality to varying degrees.

A more cooperative solution would be a multilat-
eral agreement on general principles to ensure a level
playing field between SOEs and private firms. These
principles would guide SOE international behavior and
recipient-country responses, which would build mutual
trust. An approach akin to the Santiago Principles for
sovereign wealth funds (International Working Group
of Sovereign Wealth Funds 2008) may be worth
considering, with appropriate adaptation to SOEs.
The principles could cover areas such as transparency
on mandates and the type and size of government
support. They could also promote nondiscriminatory
treatment. Adoption of the principles could be volun-
tary, at least initially.

Establishing effective principles would require
significant technical work and political desire across
countries. Detection and satisfactory resolution of
SOE competitive advantages requires information that
is frequently lacking on explicit and implicit govern-
ment support for SOEs, the cost to the SOE of its

34Competitive neutrality is usually defined as a situation in which
no entity operating in an economic market is subject to undue
competitive advantages or disadvantages (OECD 2012; UNCTAD
2019). Competitive neutrality concerns are not limited to SOEs;
they may also apply to nonprofit entities that are active in the mar-
ketplace or to private entities receiving government support.

35For example, the Australia—United States Free Trade Agreement
contains specific obligations on anticompetitive practices by SOEs.
At the sectoral level, recent agreements between the United States
and several Gulf countries and a revised EU directive on airline com-
petition (EU 2019) have sought to address concerns about unfair
SOE competition in the global airline industry. At the regional level,
the Comprehensive and Progressive Agreement for Trans-Pacific Part-
nership, the agreement between the EU and Japan for an economic
partnership (EU-Japan EPA), and the agreement between the United
States, Mexico, and Canada each contain a chapter on SOEs that
establishes rules to promote fair competition and prevent market
distortion by governments.
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Similar tax, regulatory, and

procurement rules benefits such as free land?

Sources: OECD 2018a; and IMF staff.

noncommercial mandate (if any), SOE and comparator
company finances, and the broader regulatory and legal
environment in which the firms operate. Figure 3.22
highlights some of the issues that would need to be
addressed to foster competitive neutrality. For example,
the costs of an SOE’s commercial and noncommercial
mandates would need to be identified, separated, and
disclosed, using a methodology to be agreed upon.
Another important aspect would be to ensure that

an SOE’s cost of capital (interest on debt and return
on equity) is similar to its private sector competitors,
which would require benchmarking competitors’ costs
of capital and requiring the SOE to make compen-
satory payments to the budget if the SOE’s cost of
capital is lower than the benchmark. Challenges to
establish common methodologies can be overcome,
and an agreement on common principles would yield
benefits domestically and globally by supporting trade
and foreign direct investment.

Conclusion

SOEs have major economic and fiscal effects in
many countries. SOEs are among the largest compa-
nies in the world and are now global players. At the
same time, many SOEs are struggling. SOEs generally
have low productivity, distort competition, and can
be plagued by corruption. SOEs have fallen short,
particularly in developing countries, in providing basic
services, such as access to safe water, sanitation, and
reliable electricity, to the entire population. Many
have been a significant drain on the government
budget and in some cases have contributed to eco-

nomic and fiscal crises. Concern about the activities
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of multinational SOE:s is growing, which could fuel
protectionist measures.

The model for using and managing SOEs should be
strengthened in many countries. The stakes are high
because SOEs provide core economic services and
could be an important vehicle for achieving the Sus-
tainable Development Goals. International experience
provides lessons on how to move foward. Governments
should not waste public resources in areas where
intervention is not needed. The case for SOEs is weak
when markets are competitive and private firms pro-
vide goods and services efficiently. Where SOEs play
a dominant role, such as public utilities, improving
their performance and achieving a sustainable business
model are priorities. Governments will also need to
find ways to attract private investment to complement
the activities of SOEs, which are unlikely to be able to
satisfy all development goals.
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Governments need to set appropriate incentives
and build sound institutions to ensure SOEs operate
efficiently and fiscal costs are contained. A strong
framework would include a clear and comprehensive
ownership policy supported by appropriate government
oversight and good corporate governance. Transparency
of SOE activities and their relations with the govern-
ment is critical to bolster accountability.

In view of the growing presence of SOEs in global
trade and investment, ensuring a level competitive
playing field is important to foster economic effi-
ciency at home and to address international spillovers.
Several countries have adopted rules with this aim.
Some of these issues are also flagged in international
trade and investment treaties. However, there is room
for a more coordinated international approach that
could benefit from setting global principles for multi-
national SOEs.
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Box 3.1. Experience with Privatization

Privatization, done right, can mean improved firm
performance, healthier public finances, and positive
macroeconomic effects (Estrin and Pelletier 2018;
Estrin and others 2009; Megginson and Netter 2001).
‘The literature suggests that privatized firms outperform
SOEs but underperform firms that have always been
in private hands (Harrison and others 2019; Shitley
and Walsh 2000). So, how can privatization be “done
right” and what happens if necessary, conditions
are not met?

Privatization has disappointed when complementary
institutional and market reforms, as well as equity
goals, are not pursued with equal vigor. The existence
of a competitive market, the protection of property
rights, and the privatization method are important to
the outcome of the privatization (Hanousek, Kocenda,
and Svejnar 2008; Havrylyshyn and McGettigan
1999). In Russia and Ukraine, for example, rapid mass
privatization within a framework of weak governance
and regulation often led to bid rigging and limited,
if any, efficiency improvements (Rose-Ackerman and
Palifka 2016). Estache and Trujillo (2008) find signif-
icant productivity gains after pre-2000 privatization
in Latin American countries but point to employment
loss and unequal distribution of privatization rents,
especially for noncompetitive activities. Privatization
reversals are also common where regulation is not
effective. Power sector privatizations were reversed in
the Dominican Republic, the Indian state of Odisha,
and some African countries when tariffs remained too
low or the utility was not yet functioning at a basic
level (Foster and Rana 2020).

Sector dynamics are also relevant for privatization
success. Take, for example, water supply; a natural
monopoly. There could be a tension between ensuring
affordable provision of water and adequate profits by
the private firm. In Guinea, private participation in
the sector increased access to water by 10 percent from
1986 to 1997 but made the price of water 40 times
more expensive (Nellis 2008). Privatization was reversed
in 2003.! Similarly, in California in the 1990s electricity
generation was privatized in a push for higher efficiency
and lower prices. Lobbying for deregulation, subsequent
fraudulent behavior, and the search for higher company

1See also Kirkpatrick and others (2006) and Tan (2012) for
mixed results of private participation in the water sector.
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stock values resulted in several problems and a hike in
electricity prices (Rose-Ackerman and Palifka 2016;
Tillman 2009). Similar arguments against privatization
have been raised for other sectors, including electricity
transmission and other infrastructure (such as roads
and railways).

Popular concerns about the impact of privatization
have not always been warranted. Employees and labor
unions oppose privatization because of the threat of
layoffs (Andrews and Dowling 1998; Boix 1997; Chong,
Guillenand, and Lépez-de-Silanes 2011), as in Nicaragua
and Argentina in the 1990s. However, privatization can
lead to employment gains even if employment and wages
in the former state firm fall (Davis and others 2000;
Earle and Shpak 2019; Estache and Trujillo 2008). After
Zambia Airways was liquidated, two new private airlines
emerged, leading to higher employment in the sector
(Kikeri 1998). McKenzie and Mookherjee (2003) find
that utility prices, on average, fell by 50 percent in some
Latin American countries after privatization, and in
countries where prices rose, access to previously unavail-
able goods and services did too.

Realizing the benefits of privatization requires
certain preconditions to achieve success: a solid
regulatory framework, including a well-functioning
legal system, an effective and independent regulator
and strong property rights; and relatively low levels
of corruption to permit a transparent sale process and
prevent embezzlement of SOE assets in the run-up to
privatization.> Moreover, privatized firms will be more
likely to be efficient and to serve the public if there is
sufficient competition in the underlying market or an
independent regulator at the onset of privatization.
Frequent renegotiation of contracts in the public
services sector after privatization in Latin America
indicates the failure of efforts to achieve competition
in markets with too few bidders for the auctioned
firms (Estache and Trujillo 2008). Low barriers to new
domestic firm entry and openness to foreign direct
investment can remedy this problem.

2See, for example, Balza, Jimenez, and Mercado (2013);
Estrin and Pelletier (2018); Gasmi and others (2013); Jomo
(2008); Kikeri and Kolo (2005); Kikeri and Nellis (2004);
Rose-Ackerman and Palifka (2016); and Zhang, Parker, and
Kirkpatrick (2008) for discussions on the different preconditions
and consequences of their absence.
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Box 3.2. State-Owned Banks

Public banks comprise two broad categories: com-
mercial banks, which provide competitive banking
services, and development banks, which provide credit
for development-related projects, usually at subsi-
dized rates, with funding coming from the budget
or with government guarantees. In practice, the two
types are hard to differentiate given that both have
public mandates. One common stated objective is to
finance socially valuable but financially unattractive
or highly risky projects, such as lending to young,
small, and innovative firms (for example, the Business
Development Bank of Canada). Another is to finance
capital-intensive infrastructure projects (for example,
the Development Bank of Southern Africa).

Public banks have struggled to achieve their
socioeconomic mandates. Studies have shown that
greater state ownership of banks is associated with
lower levels of financial development, weaker eco-
nomic growth, and higher financial instability (Barth,
Caprio, and Levine 2004; Beck and others 2008; La
Porta, Lopez-de-Silanes, and Shleifer 2002). There is a
concern that the state presence politicizes credit alloca-
tion (including lending to connected entities or other
SOEs). For example, in Ukraine’s state-owned banks,
politically motivated lending led to massive losses
in recent years and repeated recapitalizations by the
state (Repko 2019). But public banks can also play a
positive role. For example, Mexico's NAFIN is credited

STATE-OWNED ENTERPRISES: THE OTHER GOVERNMENT

for fostering financial development, innovation, and
inclusion (de La Torre, Gozzi, and Schmukler 2017).
The empirical evidence on financial performance is
mixed. Public commercial banks operating in developing
economies tend to have lower profitability and interest
margins, higher overhead costs, and higher nonperform-
ing loans than private banks, whereas no significant
performance differences are found in advanced economies
(for instance, Berger, Hasan, and Zhou 2009; Iannotta,
Nocera, and Sironi 2007; Micco, Panizza, and Yanez
2007). A sample of more than 4,000 banks in 125 coun-
tries over the past two decades shows that public commer-
cial banks are less profitable and cost-efficient than their
private counterparts (see Online Annex 3.3), not even
accounting for the substantial guarantees, subsidies, and
preferential treatment that public banks enjoy. Comparing
the decades before and after the global financial crisis,
however, the findings suggest that the performance differ-
ences have narrowed between public and private commer-
cial banks in emerging market and developing economies
but widened in advanced economies (Figure 3.2.1).
For emerging market and developing economies, one
hypothesis is that greater government support for public
commercial banks after the global financial crisis boosted
their profitability. In advanced economies, the ultra-loose
monetary policy after the crisis tended to have a dispro-
portionate effect on public commercial banks because
they lend more locally than their private peers.

Figure 3.2.1. Financial Performance of Public Relative to Private Commercial Banks
30-
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Note: Regressions control for several factors, including other bank characteristics. ***, **, and * indicate statistical
difference from zero at 1, 5, and 10 percent significance level, respectively.
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