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ABSTRACT

Causing substantial declines in output and living standards, the COVID-19 pandemic
is having devastating effects on economies and societies. Governments reacted swift-
ly at the onset of the crisis to enhance public health care capabilities and help workers
and firms withstand the shocks and adverse economic effects of confinement. The
health emergency now appears to be easing, and confinement measures are grad-
ually being scaled back. This policy brief identifies the main areas where policy sup-
port will be needed in the near term to buttress the recovery and address the likely
longer-term scars from the crisis arising from business failures and hysteresis in labor
markets.
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CHALLENGE

The COVID-19 pandemic is taking a substantial toll on economies and societies. At the
pandemic’s onset, governments worldwide imposed stringent measures to contain
the spread of the virus. These measures resulted in significant short-term economic
disruption and job loss, compounded by falling confidence and tighter financial con-
ditions. Emergency measures were put in place in some countries, including health
care capacity expansion, preservation of the incomes of workers and companies
during confinement, and large-scale guarantees of private debt (see the Appendix
for more details). Monetary policy was eased, with interest rate cuts, enhanced asset
purchase programs, and targeted interventions in financial market segments under
extreme stress. Financial market regulations were eased to support credit provision
by financial institutions.

The health emergency is now easing, and confinement measures are being gradually
scaled back. Nevertheless, the outlook for the global economy is particularly uncer-
tain. In a “single-hit” scenario (where the spread of the virus is contained), the Organi-
sation for Economic Cooperation and Development (OECD) projects global output to
fall by 6% in 2020, with the pre-crisis level almost regained at the end of 2021. Even so,
in many advanced economies, the equivalent of five years or more of per capita real
income growth could be lost by 2021 (Figure 1).

A. Per capita incomes B. Net productive investment
in the median OECD economy in the median OECD economy
Index 2019 = 100 Constant prices o of GOP Constant prices
105 9
/ °
100 ‘ s /\
.\~ \
95 / \ / A4
/ V 5
4 \
a0 /M \
\/ 3 /
v
a5 / m— Novermnber 2019 projections 2
/ - Single-hit.scenari? w— Single-hit scenario
Double-hit scenario Double-hit scenatio
DIIIIIIIIIIIIIIIIIII B I WS N TN N TN [ N U S N N SN N SN S N U U _—_—— —
2003 2005 2007 2009 2011 2013 2015 2017 2019 2021 1998 2001 2004 2007 2010 2013 2016 2019

Figure 1: The pandemic will leave a long-lasting legacy

Note: November 2019 projections are from the November 2019 OECD Economic Outlook. Net
investment is gross investment less depreciation. Productive investment is total investment
excluding housing investment.

Source: OECD Economic Outlook 107 database, OECD Economic Outlook 106 database, and

OECD calculations.
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The recovery could be interrupted by another coronavirus outbreak if targeted con-
tainment measures, notably test, track, and trace (TTT) programs, are not implement-
ed or prove ineffective. Should a second outbreak occur toward the end of this year,
global GDP is projected to decline by 7.6% in 2020 and remain well below its pre-crisis
level at the end of 2021. In this “double-hit” scenario, real per capita income in the
median OECD economy would decline in 2020 by 9.5%. Even with some recovery in
2021, real per capita income in the median economy would only reach the 2013 level.

The crisis is also likely to have longer-term economic effects. Unemployment is being
pushed well above pre-crisis levels, increasing the risk that many people will become
trapped in joblessness for an extended period. The scars from job losses are likely to
particularly affect younger workers and lower skilled workers. This direct impact on
people's livelihoods is particularly severe among the most vulnerable groups in so-
ciety, including workers with low pay or nonstandard contracts and in occupations
where teleworking is more difficult (OECD, 2020a, 2020b). Moreover, the pandemic
is set to further weaken investment. Even prior to the outbreak, net productive in-
vestment was weak; further declines increase the risk that weak output growth will
become entrenched. When the global economy eventually recovers, it will be neces-
sary to restore the sustainability of public finances in a way that does not undermine
economic growth and other public policy objectives.
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PROPOSAL

A. Macroeconomic policies to support the recovery

Policymakers will face macroeconomic challenges to support the recovery. Govern-
ment budget deficits are currently elevated, and public debt is set to rise to excep-
tionally high levels in many countries. In the double-hit scenario, 2021 government
debt-to-GDP ratios are projected to be around 20 percentage points higher than prior
to the crisis. Interest rates have been reduced to zero or below, and central bank bal-
ance sheets have expanded dramatically.

Extensive fiscal, monetary and financial policy responses will help underpin house-
hold incomes, employment, and firm cash flows and minimize longer lasting eco-
nomic scars. However, policies will need to be flexible and agile because of differ-
ences across sectors in the duration of shutdowns and recoveries, the possibility of
additional shutdowns and financial instability, economic uncertainty about structural
changes to demand and supply, and the risk that the associated economic costs will
be long lasting.

Many emerging market economies and developing countries face particularly acute
macroeconomic policy challenges because of the reduction in commmodity prices in-
duced by the pandemic, which compounds the negative COVID-19 shock. In addition,
many of these economies have become vulnerable in recent years due to the high
buildup in private and public debt. Emerging market economies and developing
countries with credible macroeconomic policy frameworks, including flexible ex-
change rate arrangements, strong foreign asset positions, and manageable expo-
sure to foreign-currency-denominated debt, can accommodate the current shocks
through a combination of monetary and fiscal policy easing. In contrast, countries
with weaker macroeconomic fundamentals may have no choice but to limit mac-
roeconomic policy support, which will have negative implications for domestic de-
mand. Further action may be needed to deal with large capital flow reversals, should
they reemerge, including extending OECD central bank swap lines with emerging
market economies to relieve global funding pressures and recourse to capital flow
management.! Moreover, while the G20 DSSl is an important achievement, it may not
be sufficient to ensure debt sustainability in many developing countries, and further
assistance in the form of debt restructuring or relief may be needed.

j—

. Capital outflow controls may be introduced, especially in countries that exhaust their foreign exchange
reserves, but only as a last resort device. There, too, cooperation is important. The OECD assesses the
effectiveness of capital flow measures and identifies best practices, including ways to avoid negative
spillovers. The OECD encourages G20 countries that have not yet adhered to the Code on capital flows
to do so, following the call made in the G20 Finance and Central Bank Governors Communiqué in 2017.
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B. Structural policies for strong post-recovery performance

Policymakers face exceptional challenges in sustaining growth and reducing inequal-
ities after the crisis. In particular, it may have scarring effects related to a permanent
reduction in potential output caused by prematurely scrapping capital, which is likely
to accompany more bankruptcies and hysteresis in labor markets, as longer unem-
ployment periods may result in higher structural unemployment.

In the aftermath of the pandemic, the scars in labor and product markets, the need
to reallocate some workers and capital across sectors, and the significantly ad-
verse impact of the crisis on living standards emphasize the urgent need for re-
newed and well-targeted structural policy reforms in all economies. In particular:

1. Governments are using a broad mix of labor market policies and corporate
support schemes to protect the incomes of workers and businesses during
the shutdown. Policy responses will need to remain flexible and agile for
some time, given the differences in the pace at which various containment
measures are being relaxed and the possibility of renewed virus outbreaks.
Activity in certain sectors, such as aviation and tourism, may be significantly
lower for some time to come. Consumer preferences could also permanently
change, accentuating the digital transition toward greater use of e-commerce
and digital delivery of services.

2. Policymakers will need to find ways to identify and support viable jobs in
the near term, while allowing sufficient flexibility for the gradual realloca-
tion needed across sectors to minimize long-term scarring and restore pro-
ductivity growth. Short-term work schemes are effective for preserving exist-
ing jobs but may be less efficient for facilitating post-crisis adjustment across
sectors. Gradually raising employers’ financial contributions in these schemes
could be one way to identify businesses that expect to remain viable over an
extended period (OECD, 2020a, 2020c). In countries where generous unem-
ployment benefits are being used to support incomes, the challenge will be
to find ways to restore pre-crisis job matches that become viable again after
containment measures have ended and activity starts to recover. This could
involve financial incentives for firms to only temporarily layoff employees or
rehire former ones. More broadly, active labor market programs and enhanced
vocational education and training are needed to create opportunities for all,
facilitate possible job reallocation after containment measures are lifted, and
prevent erosion of human capital. Providing enhanced childcare and improv-
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ing the efficiency and targeting of tax and transfer policies must also be inte-
gral parts of well-designed policy packages to increase participation and labor
market inclusivity.

3.Minimizing long-term scarring and paving the way for productivity growth
after the crisis also requires reallocation of capital over time to sectors and
activities with growing productive potential. Government support for com-
panies through wage subsidies, tax deferrals, and guarantees will need to be
gradually phased out as containment measures are eased to ensure that non-
viable firms are not supported for an extended period (OECD, 2020a, 2020d).
One option is to convert tax deferrals into public equity stakes, although care
should be taken to ensure this does not distort competition and that transpar-
ent and clearly defined conditional exit strategies exist for such investments
(OECD, 2020e). Reforms to streamline insolvency procedures may also be
needed in some countries to spur productivity enhancing capital reallocation
in the course of the recovery (McGowan, Andrews and Millot 2017).

4. In the medium term, reforms to address infrastructure shortages and
reduce policy uncertainties about the longer-term challenges of climate
change, digitalization, and globalization will also strengthen incentives for
businesses to invest. It will be important to balance the need for resilience
with the potential reduction in efficiency from policy measures designed to
induce businesses to restructure supply chains and reduce inputs from effi-
cient but distant providers (see below).

5. Government efforts to support the economic recovery also need to incor-
porate the necessary actions to limit the long-term threat of climate change.
Existing environmental standards should not be rolled back during the recov-
ery, and, where possible, sector specific financial support measures should be
conditional on environmental improvements, such as stronger environmental
commitments and performance in pollution intense sectors that are particu-
larly affected by the crisis (OECD, 2020f). The potential for an extended period
of substantially lower fossil fuel prices than previously expected exacerbates
the urgent need to introduce effective incentives for firms’ investments in en-
ergy efficient technologies.
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Policies are needed to avoid forfeiting the benefits of globalization. In particular:

1. To thwart the mounting threat of a reversal in globalization, coordinated
action is needed to maintain the free flow of trade and investment. Cooper-
ation in lowering trade tensions and removing tariffs and additional costs for
firms and consumers is essential to mitigate the damage to activity and avoid
further income losses for households and companies already struck by the cri-
sis. Similarly, governments should refrain from introducing export restrictions
on essential goods as this could undermine confidence in global markets, lead
to panic buying and price volatility, and harm import dependent countries
(OECD, 20209).

2. The current crisis has put a strain on international supply chains, and their
resilience should be regularly stress tested to identify weaknesses. More-
over, companies and governments should ensure resilience by developing
strategic stocks and upstream agreements to reconvert assembly lines
during critical times. Investment policies should foster broader adoption of
digital infrastructure and facilitate transport; this will help bridge distances,
reduce trade costs along production chains, and resolve disruptions in face-to-
face processes. Governments can support upgrades in businesses’' industrial
strategies through regulatory flexibility to help promote innovation and sup-
ply diversification and through extending credit support programs designed
to improve logistic efficiency.

3. Preserving cross-border trade is particularly important for poor countries
that are susceptible to food and medical supply shortages. Therefore, coop-
erative agreements for regional stockpiling and health emergency assistance
in advanced economies should have inclusive designs that also consider the
needs of the most vulnerable countries. It is particularly important to ensure
that emerging market economies and developing countries are not cut off
from the global value chains that improve their growth prospects by providing
access to international markets, human capital, and knowledge.

Once economic recovery has been attained, the health of public finance will have
to be restored in ways that do not undermine long-term sustainable economic
growth, as has often happened in past fiscal consolidations. In particular:
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1. To ensure public debt sustainability, countries must strengthen their fis-
cal positions by finding ways to contain public spending pressures and in-
crease tax revenues, while meeting the challenges of digitalization, climate
change, and population aging.

2. Thorough reviews of all government expenditures will help create room in
public budgets for new spending on the high priority areas, such as health,
education, and childcare, that positively impact the economy and wellbe-
ing. An early start on such reviews is important given the usual time required
to reorient spending levels across government. Well designed fiscal rules and
a reformed budget process that strengthens the incentives and provides the
information necessary for prudent long-term planning will help shape these
decisions.

3. Stronger public investment is urgently needed in many countries after
the prolonged period of restrained spending following the global financial
crisis. With long-term interest rates close to zero in many advanced econo-
mies, the social rate of return on public investment is likely to exceed financ-
ing costs for many projects. Investment is particularly needed in areas with
large positive externalities for the rest of the economy and where underin-
vestment might otherwise occur due to market failures, including health care,
education, and digital and environmental infrastructures.

4. Public revenue levels and tax structures may also need to be adapted after
the pandemic to support debt sustainability, enhance tax system progressive-
ness, and help tackle longer term structural challenges (OECD, 2020h). Op-
tions include finding new sources of revenue, broadening existing tax bases,
and modifying the tax mix. Higher carbon taxes and lower fossil fuel subsidies
would raise revenue while helping foster the structural changes required to
meet climate change challenges. However, compensating measures will be
required to mitigate the impact of these changes on household and small
business incomes. Addressing the tax challenges produced by the economy’s
digitalization and ensuring that multinational enterprises pay a minimum tax
would yield additional revenues and contribute to fair burden sharing. More
generally, revenue-raising efforts should focus on enhancing yields from taxes
that are the least detrimental to growth, including recurrent immovable prop-
erty taxes and general consumption taxes.
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5. International tax cooperation, notably through the G20/OECD Inclusive
Framework on Base Erosion and Profit Shifting, will remain an essential
part of the efforts to enhance tax transparency, strengthen the fairness of
tax systems, and improve dispute resolution and prevention mechanisms.
Through a combination of financing and providing expertise and information,
international support can also help emerging market economies and devel-
oping countries increase their tax revenues and provide new and sustainable
sources of financing needed for long-term resilience.
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Disclaimer
This policy brief was developed and written by the authors and has undergone a peer

review process. The views and opinions expressed in this policy brief are those of the
authors and do not necessarily reflect the official policy or position of the authors’

organizations or the T20 Secretariat.
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APPENDIX

Government responses to the pandemic crisis
Governments have taken the following main actions in response to the pandemic
(Figure Al):

1. On the spending side, other than extra spending on healthcare, the most
common measures directly impacting budget balances focus on helping
preserve incomes and employment via short-termm work schemes and wage
subsidies for laid off workers and those self-employed; extended unemploy-
ment benefits (including benefits for the partially unemployed), sick leave,
and other types of leave (e.g., via expanding eligibility criteria or duration); and
by supplying additional support for child or other care needs. Governments
are also providing additional transfers to households, the self-employed, and
firms, and topping up spending on public services other than health (e.g., ac-
tive labor market policies or education). In most countries, spending measures
account for the bulk of direct budget changes.

2.0ntherevenueside, many countries have temporarily reduced taxes or social
security contributions, either directly or by relaxing the rules that determine
firms’' tax bases (e.g., by extending loss carryback or depreciation allowanc-
es). Many countries have also deferred taxes and social security contributions
for individuals and firms, and some have advanced liability payments, such as
tax credits, to households and firms to support liquidity. A few countries have
made pension withdrawals easier (e.g., early withdrawal, lower thresholds) or
made borrowing from them possible (e.g., the United States, Australia). While
according to national accounting rules, deferred payments will not directly
impact government balances, they will temporarily increase public borrowing
requirements.

3. Furthermore, most governments announced extensive off-budget support
in the form of loans and recapitalizations (provided either directly by the gov-
ernment or state-dependent development banks and special support funds),
and loan guarantees.? In fact, the largest part of the stimulus in many econo-
mies is accounted for by large state loan guarantees (around 15% of GDP in the
United Kingdom and over 25% of GDP in Germany).

2. Governments in some countries have also encouraged private companies to grant moratoria on pay-
ments such as debt service and interest, rents, or utility bills. However, these measures are not included
in public finance.
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APPENDIX

4. To support the hardest-hit sectors (e.g., tourism, hospitality, aviation, culture,
exporters, and automotive), several countries have implemented a wide vari-
ety of measures, including some programs applied to the entire economy with
specific amounts singled out for certain sectors and others with more tailored
forms. For example, Italy extended its social safety net to seasonal tourism and
entertainment workers and granted a special one-off compensation to those
who lost their jobs due to the pandemic. Several countries have set up special
loan and/or guarantee programs for the hardest hit industries, such as Finland,
Norway, and Sweden (aviation) and Canada (agricultural and food processing
businesses). Other governments temporarily waived or reduced certain pay-
ments in specific industries (e.g., ground lease rents for airports in Canada,
taxes on hospitality in the United Kingdom and Iceland, temporarily lower VAT
for restaurants in Germany). Countries including Finland, the Netherlands, and
Portugal have also provided direct subsidies to agricultural businesses, restau-
rants, or cultural providers. Support for tourism has included subsidized holi-
day vouchers for employees (e.g., in the Czech Republic) and marketing cam-
paigns promoting the country as a tourist destination (e.g., in Iceland). Some
countries combined the pandemic response measures with other long-term
goals, such as environmental transition. For instance, in France, a planned in-
crease in consumer bonus and car scrapping subsidies aims not only to help
the hard-hit automotive sector, but also to lower pollution and promote elec-
tric vehicle usage. Besides programs for specific industries, almost all coun-
tries have set up programs (providing grants, loans, and/or guarantees) target-
ing SMEs (OECD, 2020j; OECD Covid tracker).

Number of countries adopting indicated measures
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Figure Al: Frequency of government measures in response to the pandemic crisis
Note: Non-OECD countries include Brazil, China, Costa Rica, India, Indonesia, Russia, and
South Africa.

Source: OECD Covid tracker; IMF Covid tracker; and national sources
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