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PREFACE

The projections included in this issue of the Fiscal Monitor are based on the same database used for the
April 2013 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 projec-
tions are based on officially announced budgets, adjusted for differences between the national authorities and
the IMF staff regarding macroeconomic assumptions. The medium-term 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 medium-term projections are those under the arrangement. In cases in which the IMF staff
has insufficient information to assess the authorities’” budget intentions and prospects for policy implemen-
tation, an unchanged cyclically adjusted primary balance is assumed, unless indicated otherwise. Country-
specific assumptions are detailed in the Methodological and Statistical Appendix.

'The Fiscal Monitor is prepared by the IMF Fiscal Affairs Department under the supervision of Carlo
Cottarelli, Director of the Department, and Philip Gerson, Deputy Director. This issue is coordinated
by Martine Guerguil. Principal contributors include Marialuz Moreno-Badia, Priscilla Muthoora, Anna
Shabunina, and Yuanyan Sophia Zhang. Nathalie Carcenac, Petra Dacheva, and Raquel Gomez Sirera pro-
vided outstanding research assistance. In addition, contributions were provided by Bernardin Akitoby, Ariel
Binder, Elva Bova, David Coady, Till Cordes, Xavier Debrun, Malin Hu, Deniz Igan, Laura Jaramillo Mayor,
Mariusz Jarmuzek, Alvar Kangur, Tidiane Kinda, Takuji Komatsuzaki, Goesta Ljungman, Jimmy McHugh,
Seokgil Park, Tigran Poghosyan, Rafael Romeu, Andrea Schaechter, Mauricio Soto, Jose Torres, James Walsh,
Anke Weber, Jacjoon Woo, and Asad Zaman. Maria Delariarte, Nadia Malikyar, and Liza Prado provided
excellent administrative and editorial assistance. From the IMF External Relations Department, Nancy Mor-
rison and Michael Harrup edited the issue, and Michael Harrup managed its production.

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 Institute for Capac-
ity Development, Monetary and Capital Markets Department, Research Department, Statistics Department,
and Strategy, Policy, and Review Department. 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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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” refer 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.




EXECUTIVE SUMMARY

ontinued progress in reducing advanced

economy deficits and a gradually

improving external environment have

lowered short-term fiscal risks, but global
prospects nevertheless remain subdued, and many
advanced economies face a lengthy, difficult, and
uncertain path to fiscal sustainability. Deficits in
advanced economies fell by some % percent of
GDP in cyclically adjusted terms last year and are
projected to decline at a somewhat faster pace in
2013. Thanks to steady consolidation following the
peak of the crisis in 2009, many advanced econo-
mies are now close to achieving primary surpluses
that will allow them to stabilize their debt ratios.
Although this is an important milestone, it is only
a first step. High debt—even if stable—retards
potential growth, constrains the scope for future
discretionary policy, and leaves economies exposed
to further market shocks. Sharp increases in public
debt have not yet provoked a surge in interest rates
in many advanced economies, but lower rates are
unlikely to persist indefinitely, especially as they
reflect in part very relaxed monetary conditions that
must eventually be reversed. Moreover, structural
changes in sovereign debt markets may gradually
erode some of the special status countries like Japan
and the United States currently enjoy. Furthermore,
with financial sector reform still proceeding slowly,
the potential for contingent liabilities to materialize
from future financial sector disturbances remains
sizable. For all these reasons, merely stabilizing
advanced economy debt at current levels would be
detrimental to medium- and longer-term economic
prospects.

Sustained consolidation efforts to reduce debt
ratios to more appropriate levels are therefore
essential, although in practice it is difficult to pin-
point what constitutes a prudent amount of public
debt. Several advanced economies are now within
about 1 percentage point of a primary surplus
that, if maintained, would bring their debt ratios
to 60 percent of GDP by 2030. But even main-

taining these surpluses over time may be difficult.
Altogether, about one-third of advanced econo-
mies—representing some 40 percent of global
GDP—still face major fiscal challenges. Most of
these countries have never experienced debt levels
similar to the current ones, and certainly not for
decades. They will need to undertake unprec-
edented fiscal efforts to bring their debt ratios to
traditional norms, even if this is to occur only over
a relatively long horizon.

While achieving sufficiently large primary sur-
pluses and then maintaining them for an extended
period will be difficult, there are no alternative
quick fixes. High inflation aimed at eroding the
real value of the debt or a debt restructuring
would entail substantial and long-lasting economic
and social costs, and thus these are not options
to be entered into lightly. Privatization of gov-
ernment assets can contribute to the adjustment
process, but the stock of salable assets in most
advanced economies is insufficient to substantially
reduce the debt. The amount of fiscal adjustment
that each advanced economy requires depends on
its initial conditions, its ultimate objectives, and
the macroeconomic conditions that will prevail in
the interim. But to make rapid progress in bring-
ing down debt ratios, it will be critical to maintain
the minimum possible differential between the
interest rate on public debt and the growth rate
of the economy. In most cases, there is scope for
structural reforms to raise potential growth, which
would help lower the debt-to-GDP ratio more
quickly both by buoying the fiscal balance and
through denominator effects. Of course, faster
growth will likewise help reduce the social costs
of fiscal consolidation and enhance its political
sustainability. And to keep interest rates low, it
will be essential that highly indebted advanced
economies continue to undertake policies that will
maintain market confidence.

The key elements of the required policy package
are well known: foremost among them is setting

International Monetary Fund | April 2013 vii
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out—and implementing—a clear and credible plan
to bring debt ratios down over the medium term.
The continued absence of such plans in Japan and
the United States remains a significant concern,
particularly given the introduction of new short-term
stimulus in Japan (even though temporary) and insuf-
ficient progress on measures to restore medium-term
fiscal sustainability, including entitlement reform, in
the United States. Such a plan could also allow the
United States to avoid the excessively large tightening
in fiscal policies that would result if the sequestering
of expenditure that began in March were to continue
beyond the current fiscal year. In conducting near-
term policy, authorities in the advanced economies
should focus on structural balances and, if financing
allows, let the automatic fiscal stabilizers operate fully,
to avoid procyclical policies that would accelerate any
downturn in growth (while also ensuring that any
upside growth surprises would be used to pay down
debt more rapidly). However, some advanced econo-
mies in which private demand has been chronically
disappointing should consider smoothing the pace of
consolidation if they have the fiscal policy room for
maneuver to do so.

Debt dynamics have remained relatively posi-
tive in most emerging market economies and

International Monetary Fund | April 2013

low-income countries, thanks to a negative inter-
est rate—growth differential, and these countries
generally allowed automatic stabilizers to oper-
ate fully last year while pausing the underlying
fiscal adjustment process. Most of them plan

to continue to do so this year. Those with low
general government debt and deficits can afford to
maintain a neutral stance in response to a weaker
global outlook. But countries with relatively high
or quickly increasing debt levels are exposed to
sizable risks, especially once effective interest
rates rise as monetary policy normalizes in the
advanced economies and concessional financing
from advanced economies declines. Many Arab
countries in transition have exhausted their fiscal
buffers and need to contain rising deficits and
debt levels. The widespread use of energy subsi-
dies makes commodity prices an additional source
of vulnerability in many emerging market and
low-income economies. Subsidy reform, higher
revenue from consumption taxes, and broaden-
ing of tax bases would help support consolida-
tion efforts. Commodity exporters also need to
strengthen non-resource revenue and establish
fiscal frameworks to limit short-term volatility
and ensure long-term fiscal sustainability.



FISCAL ADJUSTMENT IN AN UNCERTAIN WORLD

1. Recent Fiscal Developments and
the Short-Term Outlook

Deficits will continue falling in nearly all advanced
economies this year, at a slightly faster overall pace than
in 2012.

Fiscal deficits narrowed on average by some
% percent of GDP last year, both in headline and in
cyclically adjusted terms (Table 1). The average pace
of consolidation is projected to increase to about 1%
percent of GDP this year. Deficits will be somewhat
larger than previously projected in many advanced
economies, offset by better outturns in a few others
(Figure 1).

The largest deviation from previously projected
2013 outturns is expected in Jazpan, where the
authorities have introduced a new stimulus package
amounting to 1% percent of GDP over 2013-14,
including “shovel-ready” investment projects and con-
tributing to an increase of about 1 percent of GDP
in the 2013 deficit forecast relative to earlier projec-
tions. Stimulus spending and increasing social security
outlays are expected to keep the cyclically adjusted
deficit above 9 percent of GDP in 2013, more than
twice the advanced economy average. This will mark
the fifth consecutive year in which the cyclically
adjusted deficit has increased, although this reflects in
part reconstruction spending following natural disas-
ters. Implementation of the 2014-15 consumption
tax increases, if confirmed, would reverse the trend
but would still be insufficient to put Japan’s debt on
a downward trajectory, and measures to lower the
deficit over the medium term are lacking.

In Spain, the revision to the fiscal forecasts
mainly reflects nonfiscal factors. The estimate of
the 2012 deficit (excluding financial sector costs)
of 7 percent of GDP is in line with the October
2012 Fiscal Monitor’s projection. Financial sector
support amounted to approximately 3% percent of
GDBP, bringing the overall deficit to 10% percent.
The underlying consolidation was nevertheless very

sizable: an improvement in the cyclically adjusted

primary balance of about 3 percent of GDP (exclud-

ing financial sector support) in the face of a large

output contraction. Further substantial consolidation
is projected for 2013, though the deficit forecast has
been revised up by over ¥2 percent of GDP since the

October 2012 Fiscal Monitor, reflecting the worse

unemployment outlook and the lack of specified

medium-term measures.

The United States, despite having averted the “fiscal
cliff,” is set for a decline of 134 percent of GDP in its
cyclically adjusted primary deficit in 2013, almost
V5 percent of GDP more than in 2012, largely
reflecting the automatic spending cuts (the so-called
sequester) that went into effect on March 1. Currently
projected at 6%2 percent of GDP in 2013, the head-
line deficit will fall this year to about half its level at
the peak of the crisis in 2009, although some of this
decline is due to reduced financial sector support. The
overall fiscal tightening is one of the largest in recent
decades and is clearly excessive in light of cyclical
considerations. Uncertainty about this years outturn
remains. The debt ceiling will need to be raised soon,
as it has been suspended only until May (pushing
the effective deadline to midsummer, assuming the
Treasury again resorts to the available extraordinary
measures). Insufficient progress has been made toward
an agreement on entitlement reforms and other
much-needed measures to control the debt path over
the medium term.

Adjustment is expected to continue in most
other advanced economies this year largely in line
with earlier projections, notwithstanding the weak
economic recovery:

o In France, a structural adjustment of 1% percent-
age points of GDP is projected, mostly focused—as
in previous consolidation efforts—on selective tax
increases (with an emphasis on high-income indi-
viduals). The deficit is projected to decline to about
3Y2 percent of GDP in 2014.

o In the Netherlands, the 2013 deficit is projected at
3V percent of GDP, slightly above the authorities’

International Monetary Fund | April 2013



Table 1. Fiscal Balances, 2008-14

Difference from October 2012

Projections Fiscal Monitor
2008 2009 2010 2011 2012 2013 2014 2012 2013 2014
Overall balance (Percent of GDP)
World 2.2 7.4 -6.0 -4.5 -4.3 -3.5 -3.0 -0.1 0.0 -0.2

Advanced economies -3.5 -9.0 7.8 —6.6 -59 4.7 -3.8 0.0 0.1 0.1
United States -6.7 -13.3 -111 -10.0 -8.5 -6.5 -5.4 0.2 0.7 0.1
Euro area 2.1 —6.4 —6.2 —4.1 -3.6 -2.9 2.6 -0.3 —0:3 -0.5

France -3.3 -7.6 71 -5.2 -4.6 =37 =315 0.1 -0.2 -0.6
Germany 0.1 -3.1 —4.1 -0.8 0.2 -0.3 -0.1 0.5 0.1 0.2
Greece -9.9 -15.6 -10.7 -9.4 -6.4 4.6 -3.4 1.1 0.1 0.1
Ireland? =74 -13.9 -30.9 -13.4 =17 =74 4.5 0.6 0.0 0.4
Italy 2.7 5.4 —4.3 -3.7 -3.0 —2.6 =213 -0.3 -0.7 -0.7
Portugal? -3.7 -10.2 -9.8 -4.4 -4.9 5.5 4.0 0.1 1.0 1.6
Spain’ -4.5 -11.2 -9.7 -9.4 -10.3 -6.6 -6.9 -3.3 -0.9 —2.3
Japan —4.1 -10.4 -9.3 -9.9 -10.2 -9.8 -7.0 0.1 -0.8 0.2
United Kingdom 5.1 -11.4 -10.1 -7.9 -8.3 -7.0 6.4 0.1 0.3 -0.6
Canada -0.3 -4.8 -5.2 -4.0 -3.2 -2.8 -2.3 0.6 0.2 0.0
Others 2.6 -0.8 -0.1 0.4 0.4 1.1 1.5 -0.1 -0.2 -0.1

Emerging market economies 0.0 -4.6 -3.1 -1.7 2.1 2.2 2.2 -0.3 -0.5 -0.6

Asia -2.3 -4.3 -2.9 —2.6 -3.2 —3.2 -3.0 -0.4 -0.7 -0.7
China -0.7 -3.1 -1.5 -1.3 2.2 -2.1 -1.8 -0.9 -1.2 -1.2
India -8.6 -10.1 -8.7 -8.4 -8.3 -8.3 -84 1.2 0.8 0.4

Europe 0.6 6.1 -3.9 0.0 -0.7 =2 =8 0.0 -0.3 -0.4
Russian Federation 49 -6.3 -3.4 15 0.4 —0.3 -1.0 -0.1 -0.6 -0.4
Turkey -2.3 -5.6 -2.3 -0.4 -1.5 —2.2 2.3 0.3 -0.2 -0.6

Latin America -0.8 -3.6 -2.8 -2.4 -2.5 -1.6 -1.8 -0.5 0.0 -0.1
Brazil -1.4 -3.1 -2.7 2.5 -2.8 =72 =17 -0.6 0.4 0.3
Mexico -1.1 -4.7 4.4 -3.4 -3.7 —3.1 -3.0 -1.3 -1.0 -0.9

Middle East and North Africa -4.9 -55 -7.0 -8.7 -9.7 -9.2 7.2 -0.2 -1.0 -1.0

South Africa -0.4 -55 5.1 -4.0 -4.8 -4.8 4.2 0.2 0.0 0.0

Low-income countries -0.4 4.2 2.0 -17 -3.3 -3.2 -3.1 0.1 -0.2 -0.3

Qil producers 7.3 -2.4 -0.5 3.3 2.3 1.4 0.8 -0.6 -0.9 -0.9

Cyclically adjusted balance (Percent of potential GDP)

Advanced economies -3.7 -6.2 -6.3 -5.5 -4.7 =316 -2.9 0.1 0.1 0.0
United States? -5.1 -8.1 -85 =17 -6.4 4.6 =319 0.4 0.9 0.3
Euro area -3.1 -4.6 -4.8 -3.4 -2.4 =13 =13 -0.4 -0.2 -0.4

France -3.1 5.1 5.1 -3.9 -3.1 -1.9 -1.8 0.1 0.0 -0.3
Germany -1.3 -1.2 -3.5 -1.0 0.1 0.0 0.1 0.6 0.3 0.3
Greece -14.2 -19.1 -12.2 -8.2 -2.7 0.2 0.8 1.8 1.3 1.1
Ireland?® -11.9 -10.3 -8.7 7.0 -6.0 =515 =37 0.2 0.1 0.1
Italy -3.6 -3.4 -3.4 -2.8 -1.2 -0.2 -0.2 -0.7 -0.9 -0.9
Portugal? -4.3 -9.4 -9.7 -3.6 -3.0 -3.0 -2.0 0.1 -0.7 -1.0
Spaind -5.6 -10.2 -8.3 7.6 5.1 4.2 -5.1 -0.5 =0 -2.4

Japan -3.5 7.5 -7.9 -8.5 -9.3 95 -6.9 -0.2 -0.8 0.1

United Kingdom -7.3 -9.7 -8.6 -6.5 -5.4 -4.3 -3.4 0.0 -0.3 -0.5

Canada -0.6 -3.3 -4.4 -3.6 -2.8 -2.1 -1.7 0.4 0.2 0.0

Others 0.1 2.0 -1.6 -1.5 -1.3 -0.5 -0.1 -0.2 0.1 0.1

Emerging market economies -1.7 -3.7 -2.8 -1.9 2.1 -2.0 -2.0 -0.3 -0.4 -0.4

Asia -2.4 -3.9 —2.6 -1.9 2.3 2.4 2.2 -0.4 -0.7 -0.6
China -0.5 —2.6 -0.9 -0.2 -0.9 -0.9 -0.7 -0.9 —1.1 -1.0
India -10.4 -10.5 -95 -9.2 -8.8 -8.8 -8.9 14 0.7 0.6

Europe -0.3 -3.9 -2.9 -0.3 -0.6 =1 -14 0.3 0.0 -0.1
Russian Federation 3.9 -3.2 -1.8 2.0 05 -0.4 —1.2 0.1 -0.3 -0.4
Turkey 2.7 -3.2 -1.7 -1.1 -1.6 —2.0 -1.9 0.4 -0.1 -0.3

Latin America -1.6 -2.7 =31 -3.0 -2.7 -1.7 —1.9 -0.7 -0.2 -0.2
Brazil -2.1 -2.3 -3.3 -3.0 -2.7 -1.2 =7 -1.0 0.1 0.2
Mexico -1.3 -3.8 -3.9 -3.2 -3.7 =311 -3.0 -1.3 -1.0 -0.9

South Africa 2.2 -5.3 -4.8 -4.0 -4.6 -4.5 —-4.0 -0.2 -0.4 -0.3

Memorandum items:

World growth (percent) 2.8 -0.6 52 4.0 32 3.3 4.0 -0.1 -0.3 -0.1

Source: IMF staff estimates and projections.

Note: All fiscal data country averages are weighted by nominal GDP converted to U.S. dollars at average market exchange rates in the years indicated and based on data availability. Projections are based on IMF

staff assessment of current policies.

TIncluding financial sector support, estimated for Spain at 0.5 percent of GDP in 2011 and 3.3 percent of GDP in 2012.

2The substantial upward revision in the 2012 fiscal outturn by the National Institute of Statistics, owing to reclassification of several large transactions, is not yet reflected in the data.

3Excluding financial sector support.



1. RECENT FISCAL DEVELOPMENTS AND THE SHORT-TERM OUTLOOK

Figure 1. Revisions to Overall Balance and Debt-to-GDP Forecasts since the Last Fiscal Monitor

(Percent of GDP)
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Source: IMF staff estimates and projections.

Revision to 2012 forecast

Note: “Revision to 2013 (2012) forecast” refers to the difference between the fiscal projections for 2013 (2012) in the April 2013 Fiscal Monitor and those for 2013

(2012) in the October 2012 Fiscal Monitor.

"In the April 2013 Fiscal Monitor forecast, for Portugal, the substantial upward revision in the 2012 fiscal outturn by the National Institute of Statistics, owing to
reclassification of several large transactions, is not yet reflected in the data. For Spain, the forecast includes financial sector support measures estimated at

3.3 percent of GDP in 2012.
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target. The recapitalization of SNS REAAL will
have a budgetary cost of about 0.6 percent of
GDD, but this is expected to be fully offset by an
increase in revenue from an auction of broadcast
spectrum rights.

e In [taly, the pace of underlying consolidation
will slow to 1 percent of GDP! a little less than
projected earlier, but enough to broadly balance
the budget in structural terms. The 2012 deficit is
projected to have been at the 3 percent threshold,
allowing Italy to exit the EU Excessive Deficit
Procedure.?

e In the United Kingdom, the 2013 deficit forecast
has been revised down by about % percent of
GDP, mostly reflecting the transfer of Bank of
England profits to the Treasury from January
2013 (1 percentage point of GDP), partly offset
by projected lower revenue collections. Despite
headwinds, the government will undertake contin-
ued consolidation to reduce the cyclically adjusted
deficit by another 1 percent of GDP in 2013.
Some deficit-neutral measures have been intro-
duced to support growth.

o In Ireland, the 2012 fiscal outturn was better
than expected. Additional tightening is forecast
this year, underpinned by measures amounting
to 2.1 percent of GDP. These include reforms in
property taxes and welfare services, as outlined in
the 2013 budget. Financial transactions associ-
ated with the liquidation of the state-owned Irish
Bank Resolution Corporation and the associ-
ated exchange of promissory notes for long-term
government bonds will result in annual interest
savings of about 0.6 percent of GDP?

o In Portugal, fiscal consolidation is projected to
continue in 2013, largely through increases in
personal income and property taxation. The deficit
target has, however, been revised upward from 45
percent of GDP to 5% percent of GDP in 2013
given the weak growth and employment outlook.

!Projections do not include the impact of the government’s
proposal to clear payment arrears.

2The large change in the cyclically adjusted balance series rela-
tive to the October 2012 Fiscal Monitor reflects a revision in the
potential output series agreed between Italy and the European
Union.

3Cash flow benefits in 2013 will be lower because of transac-
tion costs.
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e In Greece, continued adjustment and a renewed
institutional reform agenda (with a focus on
revenue administration and expenditure controls)
are expected to bring the primary balance to zero
in 2013. The overall deficit is expected to fall to
4Y5 percent of GDP this year, below the advanced
economy average and 11 percentage points lower
than its 2009 peak.

However, a few advanced economies facing limited

fiscal pressures are adopting more neutral stances:

o In Germany, the cyclically adjusted fiscal balance
strengthened by 1 percent of GDP in 2012 on the
back of buoyant revenue and lower interest pay-
ments. The cyclically adjusted balance is expected
to be largely unchanged this year, with the overall
deficit widening by %2 percent of GDP in 2013 as
a result of the operation of the automatic stabiliz-
ers. The authorities remain on track to meet the
requirements of the domestic debt brake rule.

e In Canada, the gradual withdrawal of fiscal
stimulus is continuing and consolidation plans
are being implemented, at both the federal and
provincial levels, though at a more modest pace in
a number of provinces.

Despite the brisk pace of fiscal consolidation

in advanced economies as a group, debt ratios are

projected to continue to increase in 2013, with the

average ratio peaking only in 2014 (Table 2, Fig-

ure 2). This average masks significant disparities across

countries: about one-half of advanced economies cur-

rently have cyclically adjusted primary balances that
are less than 2 percent of GDP below debt-stabilizing
levels. However, about one-third of the countries

have debt ratios peaking only after 2014. In most

cases—especially in European countries under market

pressure—this is due to a high interest rate—growth
differential (» — g), but in Japan and the United States,
persistent large primary deficits are the main factor. In

a few instances, financial sector support is also playing

a role, including in Slovenia and Spain.

The fiscal stance is neutral in emerging market
economies and low-income countries

With growth decelerating but gross debt declining
in most regions thanks to a still-negative interest

rate—growth differential, emerging market economies



1. RECENT FISCAL DEVELOPMENTS AND THE SHORT-TERM OUTLOOK

Table 2. General Government Deht, 2008-14

(Percent of GDP)
Difference from October 2012
Projections Fiscal Monitor
2008 2009 2010 2011 2012 2013 2014 2012 2013 2014
Gross debt
World 65.7 75.8 79.5 79.7 81.1 79.3 78.6 -0.2 —2.2 -1.9
Advanced economies 81.3 94.9 101.5 105.5 110.2 109.3 109.5 -0.3 =113 =l.7f
United States 75.5 89.1 98.2 102.5 106.5 108.1 109.2 -0.7 -3.6 4.7
Euro area 70.3 80.0 85.6 88.1 92.9 95.0 95.3 -0.8 0.1 0.6
France 68.2 79.2 82.3 86.0 90.3 92.7 94.0 0.3 0.7 1.1
Germany 66.8 74.5 82.5 80.5 82.0 80.4 78.3 -1.1 -1.1 -1.3
Greece 1125 129.3 147.9 170.6 158.5 179.5 175.6 -12.2 24 4.7
Ireland 445 64.9 92.2 106.5 1171 122.0 120.2 -0.6 2.7 1.8
Italy 106.1 116.4 119.3 120.8 127.0 130.6 130.8 0.6 2.8 3.5
Portugal 71.6 83.1 93.2 108.0 123.0 122.3 123.7 3.9 -1.4 0.1
Spain 40.2 53.9 61.3 69.1 84.1 91.8 97.6 —6.6 5.1 2.4
Japan 191.8 210.2 216.0 230.3 237.9 245.4 244.6 14 0.4 =16
United Kingdom 52.2 68.1 79.4 85.4 90.3 93.6 971 1.6 0.3 1.1
Canada 71.3 81.4 83.0 83.4 85.6 87.0 84.6 -1.9 -0.7 0.1
Emerging market economies 33.5 36.0 40.3 36.7 35.2 34.3 33.6 0.7 1.5 2.1
Asia 31.4 314 40.8 344 322 31.0 30.0 0.4 1.3 2.2
China? 17.0 17.7 335 255 22.8 21.3 20.0 0.7 1.7 2.7
India 73.3 75.0 68.5 66.4 66.8 66.4 66.7 -0.7 0.3 1.1
Europe 23.6 29.5 29.1 27.8 26.1 25.9 26.4 0.0 0.8 1.1
Russian Federation 79 11.0 11.0 1.7 10.9 10.4 11.8 -0.1 0.6 0.9
Turkey 40.0 46.1 42.4 39.2 36.4 35.5 35.4 -1.3 -1.2 -1.0
Latin America 50.5 53.5 51.9 51.7 52.4 50.9 50.3 2.3 2.9 3.4
Brazil 63.5 66.9 65.2 64.9 68.5 67.2 65.9 44 6.0 6.9
Mexico 431 445 429 43.7 43.5 43.5 439 0.4 0.3 0.7
Middle East and North Africa 62.3 64.9 66.8 70.1 74.9 78.8 774 1.0 3.6 3.8
South Africa 27.8 31.3 35.8 39.6 423 42.7 43.7 1.0 -0.6 -1.3
Low-income countries 40.7 43.6 423 414 425 42.0 1.7 -0.7 -0.1 -0.9
QOil producers 22.2 24.8 23.9 221 22.2 22.4 22.8 -0.5 0.0 0.1
Net debt
World 36.8 44.2 459 47.8 493 48.7 485 0.6 0.2 0.1
Advanced economies 519 62.4 67.5 72.7 774 78.1 79.1 1.0 0.1 —0.2
United States 54.0 66.7 75.1 82.4 87.9 89.0 89.7 4.1 14 0.4
Euro area 54.0 62.3 65.5 67.8 71.9 73.9 74.5 -1.5 -0.9 0.3
France 62.3 72.0 76.1 78.8 84.1 86.5 87.8 0.3 0.7 1.1
Germany 50.1 56.7 56.3 55.3 57.2 56.2 54.7 -1.2 -1.3 -1.5
Greece 112.0 128.9 146.9 168.3 155.4 176.1 172.2
Ireland 23.0 41.8 745 94.9 102.3 106.2 107.5 -0.7 -15 -1.2
Italy 88.8 97.2 99.2 99.7 103.2 105.8 106.0 0.1 1.8 2.4
Portugal 67.4 79.0 88.8 97.5 111.6 115.0 116.5 -1.6 -4.5 2.8
Spain 30.8 425 49.8 57.5 719 791 84.7 6.7 =53 2.7
Japan 95.3 106.2 1131 127.4 134.3 143.4 146.7 -1.1 -1.3 21
United Kingdom 481 63.2 729 777 82.8 86.1 89.6 -0.9 -2.1 =13
Canada 22.4 27.7 29.7 323 34.6 35.9 36.6 -1.3 —1.6 -1.4
Emerging market economies 23.2 27.9 28.1 26.7 24.7 23.6 22.9 0.7 1.3 1.8
Asia 55.2 57.6 58.2 57.0 58.8 60.8 61.4 -0.3 1.1 3.1
Europe 22.2 27.7 289 28.0 25.7 24.8 24.7 -0.8 -0.1 0.0
Latin America 31.2 34.8 33.9 324 3141 30.0 29.2 -0.1 0.2 0.7
Middle East and North Africa 52.9 55.2 57.6 61.6 66.8 716 7141 0.8 358 3.7

Source: IMF staff estimates and projections.

Note: All fiscal data country averages are weighted by nominal GDP converted to U.S. dollars at average market exchange rates in the years indicated and based on data availability.
Projections are based on IMF staff assessment of current policies.

1 Up to 2009, public debt data include only central government debt as reported by the Ministry of Finance. For 2010, debt data include subnational debt identified in the 2011 National
Audit Report. Information on new debt issuance by the local governments and some government agencies in 2011 and 2012 is not yet available, hence debt data reflect only amortization
plans as specified in the 2011 National Audit Report. Public debt projections beyond 2012 assume that about 60 percent of subnational debt will be amortized by 2013, 16 percent over
201415, and 24 percent beyond 2016, with no issuance of new debt or rollover of existing debt.
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FISCAL MONITOR: FISCAL ADJUSTMENT IN AN UNCERTAIN WORLD

Figure 2. Fiscal Trends in Advanced Economies

Fiscal adjustment is continuing in most advanced economies, but bringing down debt ratios remains a challenge for a meaningful number of them.
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Source: IMF staff estimates and projections.

Note: For country-specific details, see "Data and Conventions" in the Statistical and Methodological Appendix.
'The cyclically adjusted primary balance (CAPB) needed to stabilize debt at 2012 levels.
%Real expenditure growth is calculated using nominal expenditure growth deflated by the GDP deflator.
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1. RECENT FISCAL DEVELOPMENTS AND THE SHORT-TERM OUTLOOK

Figure 3. Fiscal Trends in Emerging Market Economies

Fiscal consolidation is on hold in most emerging market economies, yet debt buildup remains modest given negative interest rate—growth differentials.
However, caution is needed given rapid spending growth and looming future demands.
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Source: IMF staff estimates and projections.

Increase in pension expenditure, 201 1-30

Note: For country-specific details, see “Data and Conventions” in the Statistical and Methodological Appendix. Real expenditure growth is calculated using nominal

expenditure growth deflated by the GDP deflator.

generally allowed automatic stabilizers to operate
fully last year. Most of them plan to continue to do
so this year (Figure 3). Although relatively low debt
and deficits afford many emerging market economies
the scope to pause the fiscal adjustment process,
many still have work to do to restore policy buffers
and address other medium-term concerns: the aver-

age overall balance remains some 2 percentage points

of GDP weaker than precrisis levels, controlling
expenditure will require politically difficult mea-
sures (for example, slowing the growth of the public
wage bill in South Africa and addressing subsidies
in India), and spending pressures are rising in many
countries (for example, infrastructure and social
benefit spending in China and age-related spend-
ing in many emerging market economies). In some
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FISCAL MONITOR: FISCAL ADJUSTMENT IN AN UNCERTAIN WORLD

Figure 4. Energy Subsidies in Emerging Market Economies and Low-Income CGountries, 2011
(Percent of total revenue)

_1. Emerging Market Economies

2. Low-Income Countries
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Source: IMF (2013a).
Note: Pretax subsidies arise when energy consumers pay a price below the cost of supply. Tax subsidies arise when consumers pay a price below the cost of
supply plus an efficient tax that reflects both revenue needs and internalization of the negative externalities arising from energy consumption.

cases medium-term consolidation plans are absent or imply a tightening of about 1% percent of GDP

are not well formulated. Moreover, many emerging in cyclically adjusted terms. However, the primary
market economies and low-income countries have surplus target could be reduced by up to 0.9 per-
been reluctant to adjust their domestic energy prices cent of GDP to support investment.

to international levels, resulting in significant fiscal e In /ndia, subsidy reduction measures, other spend-
ing cuts, and tax administrative measures recom-

costs (Figure 4):

e In the Russian Federation, the 2013 overall deficit mended by the government-appointed Kelkar

is expected to increase by ¥4 percent of GDP
relative to previous projections, as a result of the
decline in oil prices. The country’s new oil-price-
based fiscal rule mandates only a moderate fiscal
tightening for 2013-14.

In China, the cyclically adjusted primary surplus
declined by % percent of GDP in 2012 and is
expected to remain unchanged in 2013. Recorded
gross debt and deficits remain low, though they
exclude the actual and contingent liabilities arising
from local government operations (see below).

In South Africa, where the deficit still hovers at
about 5 percent of GDP, the medium-term bud-
get policy statement has reaffirmed the commit-
ment to fiscal consolidation but with the onset of

Commission will contribute to a reduction in the
projected 2013 deficit of about 3% percent of GDP
relative to previous forecasts, which would leave
the deficit almost unchanged from its 2012 level in
headline and cyclically adjusted terms.

In the Middle East and North Africa, amidst
political instability and volatile oil prices, fis-

cal vulnerabilities are on the rise. Pressures from
public sector wages (for example, in Libya) and
on subsidies have caused a deterioration of the
fiscal balances of most oil importers and non—
Gulf Cooperation Council oil exporters. Many oil
importers have exhausted their fiscal buffers.
Fiscal deficits are also still larger than precrisis

levels in most low-income countries, suggesting that
tightening delayed by a year, which translates into fiscal buffers should be restored when the environ-
a neutral stance for this year. The authorities are ment allows. Compared to 2012 levels, the fiscal
aiming to deliver about half of the future adjust- performance of petroleum importers is projected to
ment through containment of the wage bill, but remain stable or even improve this year and next in
additional measures are not yet defined. most countries, although Ethiopia, Mozambique, and
¢ In Brazil, the authorities are targeting a primary Uganda are exceptions. Lower revenue will lead to a

surplus of 3% percent of GDP, which would deterioration of the medium-term fiscal positions of
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Figure 5. Fiscal Trends in Low-Income Countries

1. RECENT FISCAL DEVELOPMENTS AND THE SHORT-TERM OUTLOOK

Fiscal consolidation is also on hold in most low-income countries. Strong spending growth, due in many cases to large increases in public investment, is
pushing up debt ratios markedly in a few countries, despite negative interest rate—growth differentials.
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Source: IMF staff estimates and projections.

Note: Real expenditure growth is calculated using nominal expenditure growth deflated by the GDP deflator.

some petroleum exporters like Cameroon and Chad.
Fiscal outcomes in some fragile states (Cote d’Ivoire,
Haiti, and Sudan) are expected to improve in 2013
because of higher revenue mobilization. Despite a
favorable interest rate—growth differential, debt ratios
have increased significantly in some countries (e.g.,
Ghana and Senegal) since the mid-2000 debt relief
on account of higher investment expenditure but also
rapid current spending growth (including on subsi-
dies) not matched by revenue increases (Figure 5).
This situation will need to be monitored carefully.

Fiscal institutional reforms are gaining momentum

To buoy the credibility of their adjustment efforts, a
growing number of advanced and emerging market
economies have improved their fiscal institutions
over the past year. For example, Ireland and Portugal
have begun to strengthen their medium-term budget
frameworks by introducing enforceable expenditure
ceilings, Sweden has established a parliamentary
committee to evaluate the budget process, and Peru
has set up an expert committee to propose reforms

that would strengthen the macro-fiscal framework.
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But the operational contours of the most ambitious
reforms often have yet to be clarified.
e In Europe, the European Commission blueprint

and the Philippines). In addition, some commod-
ity exporters are refining their fiscal rules and are
facing their own design issues. The Russian Fed-

and the Report by the President of the European
Council spell out proposals to strengthen fiscal
integration. The Fiscal Compact entered into force
in early 2013, and some countries have already
adapted national legislation accordingly.* For
example, both France and Italy have adopted the
legal basis for the introduction of a structural bud-
get balance rule at the general government level,
together with provisions for an “automatic” cor-
rection mechanism in case of slippages. Concrete
implementation of these measures poses significant
technical and operational challenges, particularly
regarding the timely estimation of structural bal-
ances and the effective coordination of fiscal policy
across various government levels. Most challenging
is the design of automatic correction mechanisms:
the Fiscal Compact leaves member states with con-
siderable leeway to define these mechanisms, but
practical experience is limited.

Ongoing reforms in Europe assign an important
role to fiscal councils in fostering fiscal discipline.
These councils are independent institutions
expected to raise the reputational costs of unde-
sirable policies through ex ante analyses of fis-

cal plans, ex post economic assessments of fiscal
performance, and objective studies of long-run
sustainability (Box 1). A draft European regulation
(part of the so-called two-pack which was voted
by the European Parliament in March) stipulates
that independent bodies, in addition to monitoring
compliance with the structural balanced-budget
rule, should produce—or at least assess—budgetary
forecasts. However, the absence of well-established
guidelines for the design and modus operandi of
fiscal councils creates a risk that some countries
could opt for superficial compliance.

Many emerging market economies and low-
income countries are also seeking to strengthen
their fiscal institutions. For example, a number of
countries are now publishing reports that discuss
fiscal risks (for example, Chile, Indonesia, Mexico,

“The Fiscal Compact (part of the Treaty on Stability, Coordina-

eration adopted a new oil-price-based fiscal rule at
the end of 2012 to help protect the budget from
volatile oil price movements. However, the rule is
being phased in only gradually, and its effective-
ness could still be undermined, including through
off-budget state guarantees. Pressures to loosen
key parameters of the rule for expanding the
expenditure envelope also remain to be contained.
Elsewhere, a number of emerging market econo-
mies and low-income countries (Croatia, Kenya,
South Africa, Tanzania, and Uganda) have enacted
or are considering establishing fiscal councils to
provide independent oversight of the budget and
strengthen transparency and accountability.

Fiscal vulnerabilities remain elevated, although some
key short-term risks have fallen

Notwithstanding continued fiscal adjustment and
institutional reform, underlying fiscal vulnerabili-
ties remain elevated in many advanced economies,
reflecting, to varying degrees, large and still-rising
debt ratios and the inadequacy of clear medium-term
consolidation plans, including to address challenges
in age-related spending (Table 3). In emerging market
economies, vulnerabilities are generally more moder-
ate, although deficits persist in many, and age-related
spending pressures remain to be addressed in most.
Short-term risks have declined almost across the
board—particularly in Europe (Figure 6)—thanks to
strong policy action and improved market conditions:
o Downside risks to debt dynamics have diminished
in most advanced economies (Table 4) as fiscal
tightening has proceeded and financial market
conditions have improved. Sovereign spreads in the
euro periphery have dropped noticeably, and long-
term bond placements increased after the European
Central Bank announced its Outright Monetary
Transactions program (see the April 2013 Global
Financial Stability Report). In emerging market
economies, debt dynamics remain favorable because
of low interest rate—growth differentials, although

tion and Governance) entered into force in January 2013. For
more details on the compact, see the April 2012 Fiscal Monitor.
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lower growth prospects have raised risks in a couple
of cases (India, South Africa).



Table 3. Assessment of Underlying Fiscal Vulnerabilities over Time

1. RECENT FISCAL DEVELOPMENTS AND THE SHORT-TERM OUTLOOK

Fiscal Monitor Viintages

Nov. 2009 May 2010

Nov. 2010 April 2011

Sept. 2011 April 2012 Oct. 2012

April 2013

Advanced economies

Australia
Austria
Belgium
Canada
Denmark
Finland

France
Germany
Greece
Ireland
Italy
Japan

Korea

Netherlands

Portugal
Spain

United Kingdom
United States

Emerging market economies

Argentina
Brazil
Chile
China
India
Indonesia
Malaysia
Mexico

Pakistan
Philippines
Poland

Russian Federation

South Africa

Thailand
Turkey

__

Sources: Bloomberg L.P; Consensus Economics; Thomson Reuters Datastream; and IMF staff estimates and projections.

Note: To allow for cross-country comparability, a uniform methodology is used to assess vulnerability. In-depth assessment of individual countries would require case-by-case analysis using a broader set
of tools. Based on fiscal vulnerability indicators presented in Table 4, red (yellow, blue) implies high (medium, moderate) levels of fiscal vulnerability. The methodology used to estimate the composite fiscal
vulnerability indicator has been modfied relative to the October 2012 Fiscal Monitor, with a reduction in the weight assigned to shocks and a matching increase in the weight assigned to underlying fiscal

vulnerabilities.

o The risks associated with contingent liabilities
from the banking sector have declined in many
advanced and emerging market economies, but
have risen in others. These developments high-
light the sizable fiscal risks that persist as long
as bank balance sheets remain impaired amid

incomplete financial sector reform (see the April

2013 Global Financial Stability Report). Several
European countries have been facing fiscal pres-
sures as a result of bank recapitalization needs.
In Spain, where financial sector reforms are well

underway, four banks were recently restructured
at a fiscal cost of 3 percent of GDP (Table 5);

further fiscal outlays in 2013 are expected to be
small (% percent of GDP). In the Netherlands,
the fourth-largest bank is expected to receive a
capital injection—with a cost to the state of

0.6 percent of GDP—in addition to public
loans and guarantees amounting to 1 percent of
GDP. In Slovenia, an asset management com-
pany has been set up and is authorized to issue
up to €4 billion (11% percent of GDP) this year
in bonds backed by government guarantees to
finance nonperforming asset purchases. In some
countries, concerns about the quality of finan-

cial sector assets and of banks’ balance sheets
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Figure 6. Underlying Fiscal Vulnerability Index by

Region, 2002-13
(Scale, 0-1)
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Sources: Baldacci and others (2011); and IMF staff calculations.

Note: 2009 GDP weights at purchasing power parity are used to calculate
weighted averages. Larger values of the index suggest higher levels of fiscal
vulnerability.

have grown, including in China, given the rapid
expansion of borrowing channeled to finance
investment.

o Although still large, gross financing needs in
advanced economies have declined, mainly reflect-
ing lower deficits (Table 6). Financing require-
ments have been reduced significantly in Greece
with the debt buyback and increased concessional-
ity from European partners (including through
maturity extensions) and in Ireland thanks to a
promissory note exchange. Financing needs are set

to increase in many emerging market economies
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in 2013 because of higher levels of maturing debt.

Gross financing needs are particularly high in

Egypt, Pakistan, Jordan, and Hungary, reflecting

short maturities and, in some cases, high deficits

(Table 7).

Opver the past year, some progress has also been
made in addressing longer-term challenges, although
in many countries these remain formidable. Age- and
health-related spending is expected to rise over the
next 20 years by more than 4 percent of GDP in
advanced economies and by 3 percent of GDP in
emerging market economies. Recent reforms in the
Czech Republic, Greece, Latvia, and Poland should
enhance the sustainability of their public pension
schemes. In Colombia and France, recently adopted
measures could increase spending, although in
France this would be offset by higher social security
contributions. Containing the increasing costs of
health care remains the greatest challenge, as illus-
trated by the case of the United States, where the
expected savings from the Affordable Care Act are
small because increased revenues will largely be spent
on expanding coverage. This holds true even after
a recent Supreme Court decision that allows states
to opt out of extending coverage is accounted for.>
Although the recent agreement on measures to avoid
the fiscal cliff in the United States is welcome, there
has been insufficient progress in defining the longer-
term fiscal adjustment path, including necessary
entitlement reforms and other measures to restore
medium-term fiscal sustainability.

Remaining fragilities still call for further,
appropriately paced fiscal consolidation in many
countries.

e Short-term adjustment should be calibrated to the
size of the fiscal imbalance, cyclical conditions, and
financing constraints (Box 2). From that perspec-
tive, the pace of structural fiscal adjustment under
baseline scenarios for 2013 in advanced economies
is broadly appropriate, but with some caveats: in

> Significant uncertainty surrounds the estimates of savings, and
health care cost growth has been surprisingly sluggish in recent
years, yet there is no guarantee that this favorable trend will
continue.



Table 4. Assessment of Underlying Fiscal Vulnerabilities, April 2013

Baseline Fiscal Assumptions? Shocks Affecting the Baseline

Gross Interest Cyclically Increase in health
financing rate-growth adjusted and pension Interest Contingent
needs? differential®  primary deficit* ~ Gross debt® spending, 2011-306 Growth? rated liabilities®

Advanced economies

Australia 2
Austria
Belgium
Canada
Denmark
Finland

France
Germany
Greece
Ireland
Italy
Japan

Korea
Netherlands
Portugal

Spain

United Kingdom
United States

Emerging market economies

Argentina
Brazil
Chile
China
India
Indonesia
Malaysia
Mexico

Pakistan
Philippines

Poland

Russian Federation
South Africa
Thailand

Turkey

Sources: Bloomberg L.P; Consensus Economics; Thomson Reuters Datastream; and IMF staff estimates and projections.

Note: To allow for cross-country comparability, a uniform methodology is used for each vulnerability indicator. In-depth assessment of individual countries would require case-by-case analysis using
a broader set of tools. Fiscal data correspond to IMF staff forecasts for 2013 for the general government. Market data used for the Growth, Interest rate, and Contingent liabilities indicators are as of March
2013. A blank cell indicates that data are not available. Directional arrows indicate that, compared to the previous Fiscal Monitor, vulnerability signaled by each indicator is higher (AN), moderately higher
(#), moderately lower (), or lower (¥). No arrow indicates no change compared to the previous Fiscal Monitor.

"Red (yellow, blue) implies that the indicator is above (less than one standard deviation below, more than one standard deviation below) the corresponding threshold. Thresholds are from Baldacci,
McHugh, and Petrova (2011) for all indicators except the increase in health and pension spending, which is benchmarked against the corresponding country group average.

2 For advanced economies, gross financing needs above 17.2 percent of GDP are shown in red, those between 12.9 and 17.2 percent of GDP are shown in yellow, and those below 12.9 percent of GDP
are shown in blue. For emerging market economies, gross financing needs above 20.6 percent of GDP are shown in red, those between 16.3 and 20.6 percent of GDP are shown in yellow, and those below
16.3 percent of GDP are shown in blue.

3 For advanced economies, an interest rate—growth differential above 3.6 percent is shown in red, one between 0.3 and 3.6 percent is shown in yellow, and one below 0.3 percent is shown in blue. For emerging
market economies, an interest rate—growth differential above 1.1 percent of GDP is shown in red, one between —4.4 and 1.1 percent of GDP is shown in yellow, and one below —4.4 percent of GDP is shown in blue.

4 For advanced economies, cyclically adjusted deficits above 4.2 percent of potential GDP are shown in red, those between 1.8 and 4.2 percent of potential GDP are shown in yellow, and those below
1.8 percent of potential GDP are shown in blue. For emerging market economies, cyclically adjusted deficits above 0.5 percent of potential GDP are shown in red, those between —1.3 and 0.5 percent of
potential GDP are shown in yellow, and those below —1.3 percent of potential GDP are shown in blue.

5 For advanced economies, gross debt above 72.2 percent of GDP is shown in red, that between 56.9 and 72.2 percent of GDP is shown in yellow, and that below 56.9 percent of GDP is shown in blue. For
emerging market economies, gross debt above 42.8 percent of GDP is shown in red, that between 29.4 and 42.8 percent of GDP is shown in yellow, and that below 29.4 percent of GDP is shown in blue.

6 For advanced economies, an increase in spending above 3 percent of GDP is shown in red, one between 0.6 and 3 percent of GDP is shown in yellow, and one below 0.6 percent of GDP is shown in
blue. For emerging market economies, an increase in health and pension spending above 2 percent of GDP is shown in red, one between 0.3 and 2 percent of GDP is shown in yellow, and one below
0.3 percent of GDP is shown in blue.

7 Risk to real GDP growth is measured as the ratio of the downside risk to the upside risk to growth, based on one-year-ahead real GDP growth forecasts by market analysts included in the Consensus
Forecast. It is calculated as the standard deviation of market analysts’ growth forecasts below the Consensus Forecast mean (downside risk, or DR), divided by the standard deviation of market analysts’ growth
forecasts above the Consensus Forecast mean (upside risk, or UR). This ratio is then averaged over the most recent three months. Cells are shown in red if downside risk is 25 percent or more higher than
upside risk (DR/UR > 1.25), in yellow if downside risk is less than 25 percent higher than upside risk (1 < DR/UR <= 1.25), and in blue if downside risk is lower than or equal to upside risk (DR/UR <= 1).

8Risks to the financing cost underpinning the fiscal projection are measured as the difference between the current 10-year sovereign bond yield and the long-term bond yield (LTBY) assumption
included in the Fiscal Monitor projections. Cells are shown in red if the current bond yield is above or equal to the LTBY, in yellow if the current bond yield is 100 basis points or less below the LTBY, and
in blue if the current bond yield is more than 100 basis points below the LTBY.

9 Fiscal contingent liabilities are proxied by banking sector uncertainty, measured as the conditional volatility of monthly bank stock returns, using an exponential generalized autoregressive conditional
heteroskedastic (EGARCH) model which allows asymmetric volatility changes to positive versus negative shocks in stock returns. The rationale is as follows: bank stock returns capture market expectations
of banks’ future profitability and therefore—indirectly—banks’ ability to maintain required capital. Higher volatility of bank returns can create uncertainty with respect to banks” ability to safeguard capital
(see Sankaran, Saxena, and Erickson, 2011), increasing the probability that banks will need to be recapitalized, thereby resulting in contingent liabilities for the sovereign. Cells are shown in red if current
volatility is more than two standard deviations above the historical average for January 2000—December 2007, in yellow if it is above the historical average by up to two standard deviations, and in blue if
it is below or equal to the historical average.
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Table 5. Selected Advanced Economies: Financial Sector Support

(Percent of 2012 GDP, except where otherwise indicated)

Impact on gross public

Impact on gross public Recovery debt and other support
debt and other support to date after recovery
Belgium 7.4 1.5 59
Cyprus 10.0 0.0 10.0
Germany' 12.8 2.0 10.8
Greece 19.7 43 15.4
Ireland? 40.5 4.4 36.1
Netherlands 14.6 10.0 4.6
Spain3 7.3 29 44
United Kingdom 6.7 1.5 52
United States 4.8 4.2 05
Average 7.0 3.7 3.3
$US billions 1,729 914 815

Sources: National authorities; and IMF staff estimates.

Note: Table shows fiscal outlays of the central government, except in the cases of Germany and Belgium, for which financial sector support by subnational governments is
also included. Data are cumulative since the beginning of the crisis—Iatest available data up to February 2013. Data do not include forthcoming support.

T Support includes here the estimated impact on public debt of liabilities transferred to newly created government sector entities (about 11 percent of GDP), taking into
account operations from the central and subnational governments. As public debt is a gross concept, this neglects the simultaneous increase in government assets. With this
effect taken into account, the net debt effect amounted to just 1.6 percent of GDP, which was recorded as deficit.

2 The impact of the direct support measures is mainly on net debt, as significant recapitalization expenses were met from public assets. Direct support does not include
asset purchases by the National Asset Management Agency (NAMA), as these are not financed directly through the general government but with government-guaranteed bonds.

3 Direct support includes total capital injections by the Fondo de Reestructuracion Ordenada Bancaria (FROB) and liquidity support.

Japan, where the stimulus being undertaken
will support the short-term recovery but (even
though it is temporary) further increase fiscal
vulnerabilities, and in the United States, where
the automatic spending cuts (sequester) that

came into effect on March 1 will result in a con-

solidation that—at 2 percent of GDP in head-
line terms—is both excessive and inefficiently

structured, owing to the across-the-board nature
of the automatic cuts. In addition, in the United

Kingdom, where the recovery is weak owing
to lackluster demand, consideration should be

given to greater near-term flexibility in the fiscal

adjustment path.

o Although separating cyclical from structural
factors remains a challenge, especially in the
still-uncertain economic environment in many

advanced economies, fiscal policy should focus on

structural rather than nominal balances, since a
single-minded focus on headline targets—where
not mandated by hard financing constraints—
could lead to procyclical policies that would
accelerate any downturn. This risk is particularly
high in the euro area, where the current nominal
targets under the Excessive Deficit Procedure
would imply excessive adjustments in the
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Netherlands and Spain. Direct recapitalization of
banks through the European Stability Mechanism
would be key to severing definitively the perverse
feedback loops between banks and sovereigns in
the euro area.

In higher-debr countries, notably Japan and the
United States, specific medium-term plans are
urgently needed to put debt ratios on a firm
downward trajectory. A mix of entitlement
reforms and revenue-raising efforts (for example,
through widening of bases and increases in energy
taxation) could provide a basis for defining clear
targets and explicit paths (ideally in cyclically
adjusted or structural terms) for reaching them
within a specific time frame. In the United States,
there has been progress on fiscal consolidation
through discretionary spending caps and modest
tax increases, but more remains to be done. Other
high-debt advanced economies could benefit from
more specificity in their medium-term plans.
Credible commitments to long-term fiscal consoli-
dation, possibly supported by binding numerical
fiscal rules, enhanced transparency, tighter budget
procedures, and greater independent oversight

of the budget, are critical to address the risks of
eroding confidence and avoid a surge in interest



1. RECENT FISCAL DEVELOPMENTS AND THE SHORT-TERM OUTLOOK

Table 6. Selected Advanced Economies: Gross Financing Needs, 2013-15

(Percent of GDP)
2013 2014 2015
Total Total Total
Maturing Budget financing Maturing Budget financing Maturing Budget financing

debt deficit need debt! deficit need debt! deficit need
Japan 49.2 9.8 59.0 51.6 7.0 58.6 49.0 5.8 54.8
Italy 25.3 2.6 27.8 25.8 2.3 28.2 26.2 2.1 28.3
United States 18.6 6.5 25.2 20.3 5.4 25.8 19.9 41 24.0
Portugal? 17.5 5.9 23.0 17.8 4.0 21.8 17.8 2.5 20.3
Spain 141 6.6 20.7 15.3 6.9 22.2 16.3 6.6 22.9
Greece 14.9 4.6 19.5 19.2 34 22.5 13.5 2.2 15.7
Belgium 15.8 2.6 18.4 16.2 21 18.3 15.9 1.7 17.6
France 13.4 3.7 17.1 141 35 17.6 15.6 2.6 18.1
Canada 13.3 2.8 16.1 14.3 2.3 16.5 15.2 1.7 16.8
Ireland? 5.0 8.3 13.2 6.2 5.1 11.3 3.8 2.6 6.4
United Kingdom 6.1 7.0 13.0 6.6 6.4 12.9 8.5 5.6 14.1
Netherlands 8.6 34 12.0 9.1 3.7 12.8 12.2 858 15.6
Slovenia 5.0 6.9 11.8 5.7 4.3 10.0 9.1 41 13.3
Czech Republic 8.4 2.9 11.3 8.9 2.8 1.7 9.8 2.6 12.5
Slovak Republic 7.9 3.2 1.1 6.0 3.0 9.0 5.9 2.9 8.8
Denmark 7.3 2.8 10.1 7.8 2.3 10.0 9.0 1.9 10.9
New Zealand 7.9 1.9 9.7 8.3 05 8.7 7.9 -0.3 7.6
Austria 6.3 2.2 8.4 6.5 1.5 8.0 5.8 1.1 6.9
Germany 7.9 0.3 8.2 7.9 0.1 8.1 5.5 0.0 5.5
Finland 5.8 2.0 7.9 6.1 1.3 7.4 6.4 0.7 71
Iceland 6.6 1.3 7.8 6.7 0.6 7.3 1.3 -0.6 0.7
Sweden 34 0.8 43 3.6 0.5 4.0 6.2 —1.2 5.1
Australia 3.1 1.1 4.2 3.3 0.2 3.4 3.2 -0.3 2.9
Switzerland 35 -0.2 83 35 -0.5 3.1 3.0 -0.7 2.3
Korea 3.1 -2.4 0.7 3.1 -2.6 0.4 3.0 -2.7 0.3
Norway 4.3 —12.3 -8.0 4.3 =111 -6.8 4.0 -10.0 -6.0
Average 17.9 4.8 22.7 19.1 3.9 23.0 18.7 3.0 21.8

Sources: Bloomberg L.P; and IMF staff estimates and projections.
Note: For most countries, data on maturing debt refer to central government securities. For some countries, general government deficits are reported on an accrual basis (see Table SA.1).

TAssumes that short-term debt outstanding in 2013 and 2014 will be refinanced with new short-term debt that will mature in 2014 and 2015, respectively. Countries that are projected to have budget
deficits in 2013 or 2014 are assumed to issue new debt based on the maturity structure of debt outstanding at the end of 2012.

2Maturing debt is expressed on a nonconsolidated basis.
3Jreland’s cash deficit includes exchequer deficit and other government cash needs and may differ from official numbers because of a different treatment of short-term debt in the forecast.

rates with a negative impact on the economy and deficits call for more immediate fiscal action to

on debt dynamics. safeguard against adverse debt dynamics should

e The stronger fiscal position of most emerging

market economies has allowed them to pause fiscal

adjustment in the context of slowing growth,

but many of these economies should return to
rebuilding policy space when the environment
allows. Reform priorities vary across countries.

o In some cases (including Egypt, India, and

Jordan), high public debt ratios and high

the interest rate—growth differential become
less favorable, for example, because of a lower
growth potential or the rising cost of private
or official financing (the latter a sizable risk
for low-income countries). Further structural
reform, including subsidy reform, higher rev-
enue from consumption taxes, and broader tax

bases, would facilitate faster consolidation.
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Table 7. Selected Emerging Market Economies: Gross Financing Needs, 2013-14

(Percent of GDP)
2013 2014
Total Total
Maturing Budget financing Maturing Budget financing

debt deficit need debt deficit need

Egypt 26.1 11.3 374 25.1 8.7 33.8
Pakistan 26.2 7.0 33.2 24.7 7.1 31.9
Jordan 27.0 4.8 31.8 25.8 5.3 3141
Hungary 17.9 3.2 21.0 16.6 3.4 20.0
Brazil 15.9 1.2 171 15.4 1.7 17.2
Ukraine 12.2 4.5 16.6 9.6 5.4 15.0
Morocco 10.2 5.8 15.7 11.0 42 15.1
India 4.4 8.3 12.7 4.3 8.4 12.7
South Africa 7.3 4.8 12.0 7.3 42 11.5
Romania 9.5 2.1 11.6 9.2 1.7 10.9
Poland 8.2 34 11.6 71 2.9 10.0
Mexico 7.7 3.1 10.8 7.8 3.0 10.8
Malaysia 6.2 4.0 10.2 6.1 3.7 9.8
Turkey 7.2 2.2 9.4 8.7 2.3 11.0
Argentina’ 6.0 2.7 8.7 6.5 2.4 9.0
Lithuania 6.0 2.6 8.6 4.5 2.3 6.8
Thailand 5.5 2.7 8.2 6.4 3.4 9.8
Philippines 6.7 0.8 7.5 6.9 0.9 7.8
China! 41 2.1 6.2 5.3 1.8 5.1
Bulgaria 2.5 1.4 3.9 1.2 0.6 1.8
Colombia 2.8 1.0 3.8 3.3 0.9 4.1
Indonesia 0.8 2.8 3.7 0.9 2.2 3.1
Latvia 1.9 1.3 3.1 6.6 0.8 74
Russian Federation 1.2 0.3 1.6 1.1 1.0 2.1
Chile 1.0 -0.1 0.9 1.1 0.1 1.2
Peru 2.2 -1.8 0.4 2.1 -1.6 0.5
Kazakhstan 2.0 —4.9 2.9 1.9 -4.5 2.5
Average 6.1 2.6 8.8 57 2.5 8.3

Source: IMF staff estimates and projections.

Note: Data in table refer to general government. For some countries, general government deficits are reported on an accrual basis (see Table SA.2).

T For details, see "Data and Conventions" in the Methodological and Statistical Appendix.

@)

Commodity exporters (e.g., Algeria, Iraq,
Libya) must strengthen nonresource revenue
and establish fiscal frameworks to limit short-
term volatility and ensure long-term fiscal
sustainability (IME 2012b).

In most low-income countries, revenue mobili-
zation should be stepped up to keep pace with
expenditure growth, for example, by improving
customs and tax administration, eliminating
exemptions, and implementing broad-based value-
added and corporate income taxes (IME 2011b).
In many emerging market economies and low-
income countries, reforms to energy subsidies

are needed urgently, as subsidies aggravate
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fiscal imbalances; crowd out priority spend-
ing like investment, education, and health;
distort resource allocation; reinforce inequal-
ity (as they are typically captured mostly by
higher-income households); and exacerbate
global warming and worsen local pollution by
promoting overconsumption of fuel products.
Although there is no single recipe for success-
ful subsidy reform, country evidence suggests
that a combination of phased price increases,
targeted measures to protect the poor, and
institutional reforms that depoliticize energy
pricing can lead to successful outcomes

(Appendix 1).



2. Medium-Term Fiscal Adjustment in
an Uncertain World

Almost all advanced economies have implemented
significant fiscal adjustment since 2010. Nevertheless,
their current fiscal positions differ significantly, primar-
ily reflecting uneven starting conditions and differences
in the impact of the crisis on their fiscal accounts, rather
than variations in the extent of postcrisis adjustment.

Broadly speaking, advanced economies can be
classified into three groups (Figure 7, left panel). The
first group comprises countries that have relatively
low debt-to GDP ratios; most of them have already
stabilized or even lowered them compared to 2007.
The second group includes those countries where the
debt ratio has recently peaked or is still rising, but
remains at a fairly contained level. These countries
will require further adjustment, but should be able
to generate positive debt dynamics with a fairly
contained fiscal effort. The third group consists of
10 countries where the debt ratio is high (above 90
percent of GDP) and rising, reflecting still-large
deficits (on average about 5% percent of GDDP). It is
within this group that most fiscal vulnerabilities are
concentrated, and these are therefore the countries
where the focus of fiscal adjustment will be in the

2. MEDIUM-TERM FISCAL ADJUSTMENT IN AN UNCERTAIN WORLD

coming years. Although these countries are few in
number, they account for more than 40 percent of
global output, meaning the success or failure of their
efforts will have profound implications for the world
economy.

Emerging market economies have, as a group,
come out of the crisis in better fiscal shape than
many advanced economies. As a result, their future
adjustment needs are typically smaller, even if
one accepts that their historically more volatile
financial environment suggests more prudent
benchmark debt levels than those used for advanced
economies (Figure 7, right panel). Although only
three emerging market economies fall in the high-
debt group (debt ratios in excess of 70 percent of
GDP), those emerging market economies in the
middle category (i.e., those with still-rising but fairly
contained debt ratios) might still have relatively large
adjustment needs because of their high deficits.

This section takes a fresh look at the medium-
term fiscal adjustment needs in advanced and
emerging market economies, underscoring the high
current uncertainty, particularly in those advanced
economies in which public debt has reached its
highest level since the immediate post—World War
IT period, when the outlook was in many respects
more supportive of fiscal adjustment than now:

Figure 7. Country Groups According to Debt Level and Trend

(Percent of GDP)
1. Advanced Economies 2. Emerging Market Economies
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Source: IMF staff projections.

Note: Figure shows gross general government debt, except in the cases of Australia, Canada, Japan, and New Zealand, for which net debt ratios are used. For
advanced economies, Group 1: Debt less than 60 percent of GDP; Group 2: Debt between 60 and 90 percent of GDP; Group 3: Debt greater than
90 percent of GDP. For emerging market economies, Group 1: Debt less than 40 percent of GDP; Group 2: Debt between 40 and 70 percent of GDP; Group 3: Debt

greater than 70 percent of GDP.
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cuts in military spending provided an easy way to

consolidate, labor force and output growth prospects

were strong (in contrast, the labor force is now
projected to decline in many advanced economies),
and interest rate caps and restrictions on bank assets
kept sovereign borrowing costs relatively low. The
current environment is much less friendly and carries
potentially high, although uncertain, risks. There are
three major sources of uncertainty:

o The debr consolidation targer. Should debt ratios
just be stabilized at their currently historically high
levels or should they be brought down (and by how
much)? Should strategies target a specific debt level,
or would it be preferable to target a specific fiscal
balance (for example, a balanced budget)?

o The projected interest rate—growth differential: For a
given debt stock, higher interest rates mean that a
larger share of public resources needs to go toward
paying interest, leaving fewer resources to pay
down the debt. In contrast, faster growth brings
down debt ratios more quickly, by increasing the
denominator in the debt-to-GDP ratio and by
making it easier to run larger primary balances.
But with the crisis, the dispersion of interest rate—
growth differentials across countries has increased.
Not all countries are recovering at the same speed,
and while the interest rate has risen sharply in
countries under market pressure, it has fallen
in countries benefiting from safe-haven flows.
Predicting the future path of the interest rate—
growth differential is thus not easy. The incidence
of cyclical versus structural factors in account-
ing for the decline in output after 2007 remains
unknown, resulting in large revisions of potential
growth projections in advanced economies while
bond yields have fluctuated widely.

o The feasibility of implementing large, sustained fiscal
adjustment: An increase in the primary balance
can bring the debt ratio down and avert a painful
debt restructuring or monetization of an other-
wise unsustainable debt. But what constitutes a
politically and socially acceptable pace of fiscal
adjustment, and for how long can large primary
surpluses be maintained before pressures to raise
spending or reduce taxes become overwhelming?
Opverall, the empirical evidence suggests that in

some countries, either the size of the improvement
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in the primary fiscal balance needed to bring the
debt ratio to a more sustainable level, or the period
over which such an improvement would need to be
maintained, would be unprecedented.® This does
not mean that the task is impossible, but it does
underscore the need to use many levers to facilitate
the adjustment. Keeping interest rates low over an
extended period and boosting potential growth will
be key to successful debt reduction efforts. There is
evidence that markets are forward looking, attach-
ing importance not just to the level of the debt but
also to the direction in which it is moving (see the
October 2012 World Economic Outlook), suggest-
ing that once investors are confident that the debt
ratio is safely on a downward path, a virtuous cycle
of lower interest rates and higher growth can be
triggered. But for this to occur, the credibility of the
fiscal adjustment path is critical.

The costs and risks of high debt
What should be the ultimate objective of fiscal

adjustment? Stabilizing the public debt ratio has intui-
tive appeal, as it means the government will be able to
finance its operations and remain solvent over time.”
However, there are many reasons why merely stabiliz-
ing public debt at high levels would not be optimal. A
large body of research, summarized in previous issues
of the Fiscal Monitor, concludes that high public

debt leads to higher interest rates and slower growth

(Table 8).8 Most studies find that high debt levels

¢An updated guidance note on debt sustainability is under
preparation. See IMF (2011a).

7When the interest rate—growth differential is positive, stabiliz-
ing the debt-to-GDP ratio ensures that the intertemporal budget
constraint (or, equivalently, the non—Ponzi game condition) is
met (see Escolano, 2010); this means that the net present value of
future primary surpluses (the government’s main asset) is equal to
the debt stock. With assets fully covering liabilities, the govern-
ment is technically solvent and the debt is sustainable as long as
the corresponding primary balances can be sustained.

8See, for example, Baldacci and Kumar (2010), Poghosyan
(2012), Kumar and Woo (2010, 2013), Caner, Grennes, and
Koehler-Geib (2010), Cecchetti, Mohanty, and Zampolli (2011),
Baum, Checherita-Westphal, and Rother (2012), and Ursua and
Wilson (2012) on debt and interest rate and debt and growth
and Reinhart, Reinhart, and Rogoff (2012) for a survey of the lit-
erature on public debt and growth. A notable exception, Panizza
and Presbitero (2012), does not find a causal relationship between
high debt and lower growth.
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(above 80-90 percent of GDP) have a negative effect
on growth (some 0.15-0.20 percent per 10 percent-
age points of GDP). High debt also makes public
finances more vulnerable to future shocks, because it
constrains governments’ ability to engage in counter-
cyclical policies and because the larger the initial debt
ratio, the bigger the increase in the primary surplus
required to stabilize that ratio after an adverse shock
to growth or interest rates. Indeed, when debt is high,
there is a risk of falling into a bad equilibrium caused
by self-fulfilling expectations (high debt is unsustain-
able because markets believe it is so and set interest
rates accordingly).

The ease with which the surge in public debt
ratios has been financed in most countries may sug-
gest that the risks arising from high debt levels are
overstated. As noted, the lower is the interest rate—
growth differential, the higher is the amount of debt
that can be sustained over time. After spiking in
2009, that differential has declined in most advanced
economies and remains below the precrisis average
in spite of higher debt. The failure of market interest
rates to respond to rising sovereign indebtedness
(except in some euro area countries) could be taken
to suggest that many advanced economies have little
to fear from high public debt. There are reasons to
believe that this trend will not persist, however, and
that high debt will expose countries to larger risks in
the future.

The exceptionally low borrowing costs enjoyed by
some high-debt countries reflect, in addition to still-
weak economic activity, the influence of institutional
investors—pension, mutual, and insurance funds—
as well as national and foreign central banks (Box
3).? The importance of some of the factors that have
helped insulate many countries from debt-related
vulnerabilities may gradually diminish, and borrow-
ing costs could increase or become more volatile as
a result:

o First, the capacity of domestic investors to absorb
public debt is likely to decline over time for some

Another factor contributing to low sovereign interest rates
is the ongoing private sector deleveraging, which has resulted
in higher net private savings—a natural source of demand for
government paper. As this process will run its course at some
point, interest rates will rise unless governments wind down their

deficits.
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countries. For example, the aging of the popula-
tion is expected to reduce savings in Japan, curb-
ing the growth of nonbank financial institutions.
Chinese central bank holdings of U.S. Treasury
bonds may also decline owing to diversification
away from U.S. dollars or as a consequence of
smaller current account surpluses.

e Central bank purchases of government debt have
continued in the largest advanced economies
in 2012. But as market conditions in advanced
economies normalize and demand for base
money declines, domestic central banks, to avoid
inflationary pressures, may choose to unwind
their asset purchases undertaken for purposes of
monetary policy. As a result, the share of public
debt they hold would decline.

e In many emerging market economies, debt
dynamics are benefiting from spillovers from
accommodative monetary policies abroad, as well
as from a combination of regulatory constraints
and the relative shallowness of domestic finan-
cial markets. These factors are likely to decline
in importance as monetary policies normalize
in advanced economies and as domestic finan-
cial intermediation deepens, easing financial
repression.

e The gap between market and concessional rates in
emerging market economies is about 4%2 percent-
age points. The share of official lending provided
to these countries is already declining and is likely
to continue doing so, pushing up their interest
rate—growth differentials as official financing is
replaced with more expensive market borrowing.
In addition, fiscal risks are affected not only by

what is already in the government’s balance sheet but

also by what could potentially be there.!? In other
words, looking only at current debt ratios may result
in understatement of the fiscal risks a country faces
because it does not take account of contingent liabili-

ties. Explicit government guarantees for a representa-

19An additional source of fiscal risks is the data shortcomings in
some countries. As discussed in IMF (2012a), despite concerted
efforts to develop a set of internationally accepted standards for
fiscal transparency and to monitor and promote the implementa-
tion of those standards at the national level, understanding of
governments’ underlying fiscal position and the risks to that posi-
tion remains inadequate in many cases.



tive sample of advanced economies are estimated at
2V percent of GDP—with some variations across
countries—mostly related to public enterprises.
Implicit guarantees could be far larger, as preliminary
IMF staff estimates put the outstanding debt of these
enterprises at about 16%2 percent of GDP on average
(Figure 8).!" Of course, contingent liabilities are not
exclusive to advanced economies, as implicit and
explicit guarantees—for example, related to subna-
tional governments and the financial sector—can also
be found in emerging market economies (Box 4).12

In practice, about one-fifth of the largest unex-
pected increases in general government gross debt
during 2007-10 were due to government support to
the financial sector and hidden or implicit obligations
to public corporations and public-private partner-
ships outside the general government perimeter.!3
Experience suggests that countries with large or
quickly expanding financial sectors or with sizable
state-owned enterprises may find that current debt
and deficit levels are an imperfect indicator of risks to
their fiscal positions. For example, Iceland and Ireland
saw their government debt ratios increase by 60-70
percent of GDP, despite seemingly safe precrisis bud-
get positions, as a result of outsized financial sectors
that eventually needed massive public support.

In sum, high debt significantly increases a
country’s fiscal vulnerabilities. These vulnerabilities
may rise in the future as the result of changes in the
investor base and other structural factors. And the
risks in some countries may already be higher than
they appear because of contingent liabilities that are
not recorded in debt statistics. When the certainty
of medium-term spending pressures associated with
population aging (see Clements and others, 2013;
IME 2010b; and Statistical Tables 12a and 12b) is
added to this, it makes a compelling case for high-

'The actual debt may well be higher, as the estimate includes
only bonds issued by government-owned or government-related
institutions but excludes bank loans, which may be an important
funding source.

2Data on guarantees and other contingent liabilities for emerg-
ing market economies are scant. Nevertheless, as discussed in Box
4, monitoring is warranted, highlighting the need to strengthen
reporting requirements.

13The impact of the unexpected fall in output was even larger
(about one-quarter). For more details, see the October 2012 Fiscal
Monitor.
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Figure 8. Net Consolidated Government and
Central Bank Debt, Outstanding
Government-Guaranteed Bonds, and Debt of

Government-Related Enterprises
(Percent of GDP)
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Sources: Dealogic; and IMF staff estimates.

Note: Amounts for some countries are likely to be underestimated given data
constraints. See Statistical Table 15 for details on net consolidated government
and central bank debt.

'Outstanding government-guaranteed bonds correspond to bonds that are
issued by private and public banks and financial institutions and carry state
guarantees. Short-term debt is not included.

2Bonds issued by government-owned or government-related institutions;
includes both financial and nonfinancial institutions, subject to data availability.
For the United States, includes mortgage-backed securities and other
guarantees of government-sponsored enterprises.

debt countries to continue the process of gradual but
sustained deficit reduction that began in 2010, or to
get onto that path without delay, aiming not just at
stabilizing the debt ratio but at reducing it.

The magnitude of the required adjustment

By how much should public debt be lowered,
and over what time frame, and what would it take
in terms of spending cuts or tax increases—that is,
improvement in the primary balance—rto lower it?
As noted above, there is no straightforward answer
to these questions.

First, although the economics literature can
provide guidance about the costs associated with
high debt, it is less helpful in identifying what an
ideal debt ratio would be.'* Empirical studies yield

1¥The literature on public debt thresholds has attempted to pin
down both the optimal and safe debt levels; the optimal-debt con-
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a wide range of debt objectives depending on the
approach used to identify them. In practice, many
countries have adopted debt ceilings in their fiscal
responsibility laws or in the context of supernational
agreements (for example, the EU’s Economic and
Monetary Union and the Eastern Caribbean Cur-
rency Union) that are close to or below 60 percent
of GDP (IME, 2011a), although these levels are usu-
ally motivated as being prudent rather than optimal.
'The standard Fiscal Monitor long-term adjustment
needs scenario has used benchmark debt ratios of
60 percent of GDP for advanced economies and
40 percent of GDP for emerging market econo-
mies, in both cases close to the precrisis median for
these country groups.'> But the appropriate debt
target need not be the same for all countries. If the
investor base is such as to allow countries to finance
themselves at low rates, it will be easier for them to
sustain a higher debt level. Volatility in the interest
rate—growth differential is also important: because
high public debt and high volatility in growth and
interest rates may be a particularly toxic combina-
tion, countries subject to relatively large shocks to
growth and interest rates may want to be conserva-
tive in choosing debt targets. In addition, contingent
liabilities have proven very important for certain
countries, although they are not typically embed-
ded explicitly in debt benchmarks. The implication
is that to the extent that policies can diminish the
degree of uncertainty, they can also allow countries
to target a higher level of debt.

Second, once a long-term debrt target has been
identified, the required pace of primary adjustment
will still depend on the length of the adjustment

cept has remained at a fairly abstract level, whereas the safe-debt
concept has focused largely on empirical applications. The litera-
ture on safe debt levels can be divided into three main strands
(Jarmuzek and Miao, 2013). The initial focus was on the concept
of the long-run debt that would be consistent with the solvency
condition, abstracting from debt distress (Blanchard and others,
1990; Buiter, 1985). The two later strands have taken certain
positions on the probability that debt distress occurs. The first has
focused on identifying debt thresholds beyond which the risk of
debt distress increases rapidly (Baldacci and others, 2011; Ghosh
and others, 2011), whereas the second has focused on identifying
debt thresholds encompassing safety margins that ensure resilience
to various kinds of shocks with a high degree of probability (Men-
doza and Oviedo, 2004; Cottarelli and others, 2013).

15The benchmark has been to stabilize debt at the end-2013
level if it is below the 60/40 percent benchmark.
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period and on interest rate—growth differential
assumptions. Countries with high debt and a high
interest rate—growth differential may prefer more
front-loaded adjustment over a shorter period. But
here again, the credibility of the adjustment process
is critical: as noted, markets are likely to be more
tolerant of high debt levels if they are convinced
that those levels are being put on a downward path,
resulting in a lower interest rate—growth differential
and allowing a longer adjustment duration, and in
both cases lowering primary adjustment targets. Box
5 illustrates how different assumptions can result in
a wide range of estimated adjustment needs in the
case of the United States.

Given these uncertainties, this Fiscal Monitor pres-
ents not only a baseline medium-term fiscal adjust-
ment scenario, but also alternative scenarios based
on different debt targets and interest rate—growth
differential assumptions. As in the past, the baseline
scenario targets a reduction in the debt ratio to
60 percent by 2030 (40 percent for emerging market
economies), with the primary balance rising to the
required level by 2020 (the “primary surplus bench-
mark”) and then remaining at that level for another
decade. The projected interest rate—growth differen-
tial remains at relatively low levels until 2018, in line
with the World Economic Outlook forecast of a slow
recovery, and then follows a model-based simulation
reflecting the assumed normalization of monetary
policy, in which differences in interest rate-growth
differentials across countries reflect variations in debt
levels and their projected paths (see Statistical Tables
12a and 12b).'¢ Alternative scenarios gauge the
magnitude of the adjustment challenges in advanced
economies under different hypotheses:!” using a debt
target of 80 percent rather than 60 percent, adopting
a balanced-budget target rather than a debt target,
and employing sensitivity analyses in which the

16Previous medium-term scenarios assumed an earlier align-
ment of the interest rate—growth differential with model-based
levels. The current approach incorporates a longer cyclical effect
over the coming five years. Also, the analysis does not take into
account the effect of fiscal multipliers on fiscal adjustment. How-
ever, in practice, the adjustment needs could be underestimated in
the early years, particularly where multipliers are high.

17Sensitivity analyses were not conducted for Greece, as it is
expected to remain off market for a large part of the adjustment
horizon.
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Figure 9. CAPB in 2020-30 and Required Adjustment Needs, 2013-30, across Different Scenarios
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Note: For selected advanced economies (seven scenarios for each country), the figure plots the average 2020-30 cyclically adjusted primary balance (CAPB)
against the residual adjustment need under various scenarios. Triangles illustrate scenarios with a benchmark level of debt of 60 percent by 2030, circles illustrate
scenarios with a benchmark level of debt of 80 percent by 2030, and squares illustrate scenarios with no indicative debt benchmark by 2030, but in which countries
reach at most overall budget balance. Baseline interest rate—growth differential assumptions are shown in blue; risk scenarios with interest rate—growth differentials
100 basis points above the baseline are shown in red; and favorable interest rate-growth differentials that are 100 basis points below the baseline are shown in green.

Thus, the blue triangles correspond to the numbers reported in Statistical Table 13a.

interest rate—growth differential is 100 basis points
higher or lower than under the baseline. For emerg-
ing market economies, the interest rate—growth
differential is assumed to converge gradually from
its current (in most cases negative) level to 1, the
average estimate of the future interest rate—growth
differential.!®

Statistical Tables 13a and 13b update the base-
line adjustment needs. Despite steady consolidation
in advanced economies over 2011-13, the average
additional adjustment required to meet primary
surplus benchmarks by 2020 is still substantial, at
5 percent of GDP!Y With many emerging market
economies having paused adjustment efforts, and

18See Abiad and Ostry (2005). The caveat that appropriate
country-specific estimates vary applies here too, for example,
because of differences in potential growth which could also feed
back into investor confidence and risk premiums.

9By comparison, the required improvement in the cyclically
adjusted primary balance simply to stabilize the debrt at its current
level would be about 2¥2 percent of GDD.

with their borrowing costs relatively low, their resid-

ual adjustment needs (i.e., the required improvement

in the cyclically adjusted primary balance between

2013 and 2030) are broadly unchanged from Octo-

ber 2012 estimates, and quite small.

Figure 9 presents the results of the various sce-
narios for the group of advanced economies with the
largest adjustment needs. In most of these countries,
residual adjustment needs differ significantly under
alternative scenarios (for most, the range of residual
adjustment needs equals 2-3 percentage points of
GDP across scenarios), but some clear differences
across the countries also emerge.

e Three countries (Belgium, France, and Italy) have
already undertaken a large share of the adjust-
ment needed to bring their debt ratios down to
safer levels over time and, assuming the 2013
projections materialize, would need to increase
their cyclically adjusted primary balances only by
relatively small amounts (between 1 and 3 per-
centage points of GDP). For Italy, the scenarios

International Monetary Fund | April 2013

23



FISCAL MONITOR: FISCAL ADJUSTMENT IN AN UNCERTAIN WORLD

suggest that little or no further adjustment is
required. However, owing to its higher debt level,
Italy would need to maintain much larger primary
surpluses than France or Belgium over the next 10
years.

o A second group—comprising Ireland, Portugal,
Spain, the United Kingdom, and the United
States—still has some way to go in terms of the
residual adjustment (close to 5% percent of GDP,
unweighted average). Once this consolidation
is achieved, all these countries would need to
maintain large primary surpluses over the medium
term. In the absence of entitlement reforms, pro-
jected increases in age-related spending mean that
additional measures will still be needed over time,
however, to keep the primary surplus constant,
particularly in the United States.

o The largest consolidation requirement is in Japan
(close to 16 percentage points of GDD, in order
to reach a primary surplus of about 7 percent
of GDP). Japan’s large residual adjustment need
reflects both its very high public debt ratio and
the fact that its cyclically adjusted primary deficit
is still very large (in part because of the impact of
natural disasters) (Figure 10). Clearly, this implies
that a longer time horizon will be required to
bring public debt down to the scenario levels.

Figure 10. Advanced Economies with Largest
Adjustment Needs: Required Changes in the
Cyclically Adjusted Primary Balance

(Percent of GDP)
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Source: IMF staff estimates and projections.

Note: Figure shows the advanced economies with the 10 largest illustrative
adjustment needs between 2011 and 2030, based on the Fiscal Monitor
baseline scenario. The red bars show the adjustment expected to take place
between 2011 and 2013. For details, see “Data and Conventions” in the
Methodological and Statistical Appendix.
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Daunting as these adjustment needs are, in
many cases they are little different from those that
would be required to balance countries’ budgets in
cyclically adjusted terms, something many observ-
ers endorse as an appropriate medium-term policy
objective. Indeed, balancing the budget would
put half of the high-debt cases (Belgium, France,
Spain, the United Kingdom, and the United States)
within close distance of the benchmark debt ratio
by 2030. Although merely balancing the budget
would leave debt ratios above 60 percent of GDP
by 2030 in other high-debt countries, it is reason-
able to expect that markets would easily tolerate the
higher—but still steadily declining—debrt ratio that
would follow from such a policy. A commitment
to maintain balanced budgets might also be more
palatable politically than one that involves larger and
larger headline budget surpluses over time, as would
emerge if primary balances were constant and inter-
est payments declined in line with debt.

In most emerging market economies, the bench-
mark primary surpluses under the baseline illustra-
tive scenario are significantly lower than among
advanced economies. However, in Egypt, Hungary,
and Jordan, the target exceeds 3 percent of GDP,
reflecting high debt (80 percent of GDP or more),
compounded by the projected gradual increase in
interest rates in the context of a normalization of
the economic environment. In Egypt and Jordan,
more than 5 percent of GDP in adjustment will be
needed to achieve the benchmark primary surpluses.
India has large adjustment needs too (6% percent
of GDP), but it does not have to maintain as high
a target cyclically adjusted primary balance, partly
thanks to a very favorable interest rate—growth
differential.

The adjustment needed to achieve debt-stabilizing
primary balances is relatively small in low-income
countries, given a negative interest rate—growth dif-
ferential and low levels of debt (see Box 6). In many
sub-Saharan African countries, the primary balance
gap, or the difference between the projected primary
balance and the primary balance that would stabilize
debt at its current level, is relatively small, the major
exception being in some fragile states (Figure 11).
In countries with small primary gaps but high debt
ratios, an additional consolidation effort aimed at
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Figure 11. Sub-Saharan Africa: Average Primary Balance Gap, 2012-17
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Note: The interest rate—growth differential used to calculate the debt-stabilizing primary balance is based on medium-term projections (201317 average) for the
nominal interest rate on public debt (from each country’s debt sustainability analysis) and nominal GDP growth rate. A positive primary balance gap indicates a
tendency of the debt-to-GDP ratio to increase over time unless fiscal policies are tightened. The actual need for tightening will be country specific and will depend on,

among other factors, the initial debt level.

reducing rather than just stabilizing debt should be
considered. Countries with primary surpluses that
are currently higher than those required to stabilize
debt may want to lock in surpluses by rebuilding
their liquid-asset buffers.

Historical evidence on fiscal adjustments

The fiscal effort required to lower debt ratios
to more prudent levels remains substantial by any
metric for the 10 advanced economies in which debt
is high and still rising. It is thus natural to wonder
about possible historical precedents. History is not
destiny: several countries among the 10 may not have
run large primary surpluses in the past because they
did not need to, as their debt was much lower. This
does not mean that they will not be able to run large
primary surpluses in the future. Nevertheless, a look
at historical precedents can illustrate the scale of the
present challenge. The following analysis is based on
a new fiscal balances historical database covering 55
advanced and emerging market economies and devel-

oping countries dating back to 1800 in some cases.*’

20For a detailed description, see Mauro and others (2013). See
also the Public Finances in Modern History Database (htep://

Historical evidence suggests that high primary
surpluses may be easier to achieve than to maintain.
Large sustained postwar debt reductions have typically
involved a combination of high primary surpluses
and other policies.?! Since the 1950s, the distribu-
tion of the maximum annual primary surplus shows
a median of about 6% percent of GDP for advanced
economies and 6% percent for emerging market
economies, albeit with a greater dispersion for the
latter group.?? Using 5-year moving averages, the
median falls to 3%2—4 percent of GDP; it declines
steadily as the length of the moving average window
increases, to only 2%-3% percent of GDP over a

www.imf.org/external/np/fad/histdb/index.htm). For the purpose
of this analysis, the sample has been restricted to 43 countries (24
advanced and 19 emerging market economies). For related work
based on more limited databases, see Tsibouris and others (2006),
Abbas and others (2010), Zeng (2013), and the October 2012
Fiscal Monitor.

2I'These include, for exampl