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Introduction

Over the past two decades, governments have paid substantial attention to improving the
process of allocating resources through the government budget as well as establishing
institutions and rules to improve decision-making regarding the fiscal balance. Public and
market scrutiny is also commonly focused on the annual budget and the level of public debt.
Relatively little attention, however, has been paid to the management of government asset
holdings. Indeed, Nobel Laureate Michael Spence noted recently that “The asset side of
states’ balance sheets remain largely invisible”. Similarly, the Economist magazine observed

that “governments often barely grasp the value locked up in [their assets]”.!

Just as a company focuses on its balance sheet as well as its profit and loss statement, so too
governments can benefit from a structured examination of their portfolios of assets. For one
thing, these asset holdings can be very substantial. The International Monetary Fund (IMF)
reports that government assets are commonly between 50-100 per cent of GDP across many
of the large, developed and emerging economies, and often significantly higher. To illustrate,
productivity gains of just 1 per cent across the asset portfolio would lead to ongoing gains of
around 1 per cent of GDP—which would have a significant effect on improving the structural
fiscal balance.

The way in which government assets are managed therefore has significant consequences
for both economic and fiscal performance. The ability to efficiently manage a large portfolio of
assets will have a substantial impact on productivity and GDP, as well as on the fiscal balance
and the government’s borrowing requirements. This is particularly important at this pointin
time, when many governments are facing significant fiscal and economic challenges. This

is why we believe that the focus on government balance sheets will be central to the next
generation of fiscal policy innovation.

We suggest that the governments consider three balance sheet-focused initiatives that have
the potential to unlock significant amounts of value. First, employ a more focused approach
to improving capital productivity (i.e., the return on capital invested) across the government’s
asset portfolio in order to generate a fiscal improvement independent of spending cuts and
taxincreases. Second, continue to review government asset ownership positions with a view
toidentifying further opportunities to release or recycle capital to its best use. Third, develop
amore structured approach to the identification and management of key financial risks in the
government’s asset portfolio in order to strengthen fiscal resilience. Many governments have
undertaken some activities across these three areas, but the scale of the current fiscal and
economic challenges mean that additional efforts are now appropriate.

In this paper, we provide an overview of the size and composition of the assets on government
balance sheets and outline how focus on the balance sheet can add value by helping
governments address key economic and fiscal policy challenges. Further, we describe
practical options for strengthening the management of government asset portfolios: tools

to enhance the capital productivity of government assets; a process for the ongoing review

1 Michael Spence, ‘Rebalancing the State’s Balance Sheet’, Project Syndicate, 18 February 2013 [www.project-syndicate.
org]; Economist, ‘State-owned assets: Setting out the store’, 11 January 2014. [http://www.economist.com/news/
briefing/215693458-advanced-countries-have-been-slow-sell-or-make-better-use-their-assets-they-are-missing].



of government asset ownership positions; and better financial risk management of exposures
associated with government assets. Governments need to build capabilities to successfully
implement these initiatives as well as prioritise the various actions identified.

Government assets and liabilities

Although only some governments produce formal, comprehensive balance sheets on a regular
basis, all governments have substantial portfolios of assets and liabilities. This section provides a
sense of the materiality and composition of government asset portfolios.

The size of government balance sheets

The IMF, the Organisation for Economic Co-operation and Development (OECD) and others
provide data on government holdings of assets and liabilities.? Although these data have
limitations and are not perfectly comparable because of national differences in coverage and
methodology, it is clear that government balance sheets are large. For example, the Japanese
central government has non-financial assets of 120 per cent of GDP, and the US and French
governments have non-financial assets of about 70 per cent and 90 per cent of GDP, respectively.
For the countries that the IMF has been able to collect data, government holdings of non-financial
assets, on average, are 67 per cent of GDP (with a very wide distribution in the size of asset
holdings).

These reported numbers include both central government assets, as well as asset holdings

at a sub-national level (e.g., regional and state governments). The IMF notes that sub-national
governments often hold more than half of the government’s total non-financial assets. The share of
assets held by regional and local governments, for instance, is much higher in federal states, such
as Canada, Germany, and the US.

Financial assets can also be very substantial. On average, across the advanced economies,
government-held financial assets are in excess of 40 per cent of GDP. Taking financial and
non-financial assets together, governments have substantial asset holdings. The New Zealand
government reports total asset holdings of about 100 per cent of GDP. And many government
balance sheets will likely be much larger; for example, it is likely that the Singapore government
has total assets of several hundred per cent of GDP with its substantial holdings of commercial
and financial assets.

Exhibit 1 notes the scale of financial and non-financial assets, and also shows that total
government asset holdings are commonly equal to or exceed the level of gross debt. This
suggests that the nature of the government balance sheet is an important element of
understanding a country’s overall fiscal sustainability. It is not enough to simply look at public debt.

Making precise cross-country comparisons is problematic because of significant differences in
accounting treatment and the coverage of reporting. The IMF notes that stocks of non-financial
assets tend to be higher for economies with more comprehensive coverage. The variationin
asset holdings across governments is as much due to valuation and measurement issues as

it is to substantive choices about the level of assets to hold. Itis likely that reported numbers of
governments are often underestimated.

The data coverage for government assets and liabilities is better for advanced economies. But it is
clear that many emerging market governments also have sizable balance sheets. This is certainly
true for many Asian governments that have sizable holdings of commercial assets, as well as
official reserves. In the Middle East, countries like the UAE and Saudi Arabia have substantial
holdings of both financial assets and commercial assets. State capitalism and sovereign wealth
funds have become prominent features of the global economy.

2 ElvaBovaetal., Another Look at Governments’ Balance Sheets: The role of non-financial assets, IMF Working Paper 13/95, May
2013.
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Exhibit 1
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There is also some evidence that government balance sheets have been expanding recently
in many countries (Exhibit 2). Some of this increase in asset values over time is also due
toincreased valuations of land and buildings, as well as increases in the value of natural
resources (e.g., oiland gas reserves, minerals).

Exhibit 2

Available data suggests that government balance sheets are expanding
over time
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Following a couple of decades of privatisation in many developed countries, many governments
have increased their holdings of commercial assets (for example, as a consequence of the
nationalisation of financial institutions during the financial crisis). Many governments have
established pre-funding schemes for future fiscal liabilities associated with an aging population.
In the developing world, many governments are investing heavily in infrastructure assets
(among other asset classes), suggesting that a wide range of asset categories on government
balance sheets will be growing. Expanding government balance sheets mean that effective
management of the balance sheet becomes even more important for economic and fiscal
outcomes.

Composition of the government balance sheet

Governments commonly own a very broad range of assets and liabilities. These assets include
financial assets, commercial assets, as well as a range of physical assets (from schools and
hospitals to transport infrastructure like roads and rail, and defence assets). On the liability side,
there are obvious items in terms of public debt. But governments also have contingent liabilities;
for example, guarantees and indemnities offered to various parties.

Recent analysis by the IMF provides some visibility on the key asset classes across a range of
countries. Asillustrated in Exhibit 3, buildings and other structures are often the single, largest
non-financial asset class, followed by land.

Exhibit 3
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Key elements of government balance sheet management

Over the past 20 years, significant efforts have been made to strengthen the processes around
annual budgetary decisions as well as to manage the overall fiscal position. There is now a
growing body of evidence based on McKinsey research that links the quality of budgetary

and fiscal outcomes to the quality of the institutions that have been put in place. Governments
with high quality fiscal institutions are better able to exert control over their budgets, both at an
aggregate level as well as in terms of allocating resources in the desired way.
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Similarly, we believe that adopting a balance sheet perspective also has the potential to
generate substantial value. There are opportunities from better managing specific assets, as
well as from adopting a structured approach to the management of the overall asset portfolio.

Currently, governments around the world face serious challenges in terms of fiscal
sustainability and generating sustained economic growth. Many governments are currently
focused on balancing the need for fiscal consolidation and stimulating growth, while also
trying to promote longer-term growth through various structural reforms.

Addressing these challenges requires serious, concerted policy action on a variety of
fronts. We believe that a balance sheet perspective offers a series of additional insights that
will provide new opportunities for governments to address these challenges. In particular,
we have identified three focus areas that will make a strong contribution to both fiscal and
economic outcomes.

Capital productivity: Government investment dollars are scarce, and governments are
trying to reduce their borrowing requirement, which means that strengthened productivity of
their asset bases is becoming even more vital. It isimportant that all government assets are
subject to a structured and disciplined management approach. How can governments be
sure that the capital they have invested is being managed as efficiently as possible and that
their asset portfolio is providing the maximum return or contribution that it can? Improving
the government’s fiscal position through capital productivity initiatives will enable public debt
to be reduced without tightening fiscal policy through reducing spending and increasing

tax revenues. And strengthened public sector capital productivity will also make a direct
contribution to national productivity and income growth.

Reviewing ownership: Capital productivity initiatives are likely to reveal government assets
that are no longer appropriate for governments to hold. This may be either because these
assets are surplus to those required for efficiently delivering public services, or because

the government is not the best owner. Although this process of reviewing government
ownership needs to be approached carefully, we believe there are opportunities to release
or acquire further capital that will be identified through undertaking a structured review of the
government’s asset portfolio. We also believe that a broad focus is required, which examines
the government’s overall asset ownership position beyond the government’s holdings of
financial and commercial assets. An overall portfolio review can deliver additional value. This
area is particularly important at the moment given the scale of the current fiscal and economic
challenges.

Financial risk management: Governments need to navigate an increasingly turbulent
economic environment in which shocks can have large, adverse effects on the government’s
financial position. Many of the most material financial risk exposures that governments face
come from the balance sheet, as asset and liability values shift. These exposures can quickly
undo serious efforts at fiscal consolidation, and can also reduce the government’s ability

to act as an economic manager in times of crisis. It is therefore important that governments
develop the ability to understand and appropriately manage the full set of financial risk
exposures. A structured approach to identifying and managing key financial risk exposures on
the government balance sheet is likely to lead to strengthened economic and fiscal outcomes.
This willinvolve a review of the risk properties of the overall asset portfolio, in addition to the
risk exposures associated with individual asset classes.

There are examples of best practice across these three areas from different governments, but
we believe that there is much potential for many governments—both in the developed world
and in emerging markets—to capture increased value. The following three sections describe
these three areas in more detail, outlining the specific actions that governments could take to
capture additional value. This discussion draws from international experience of governments,
and what has been seen to work, as well as best practice in the private sector.
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Capital productivity

Improving capital productivity is an increasingly important issue for governments. Given

the size of the government asset portfolio, improvements in the productivity of the capital
stock will likely have a material impact on both the fiscal position (now and in the future) and
on the economy. In the context of the large size of many government portfolios, a 1 per cent
productivity improvement achieved across the asset portfolio is likely to generate annual
gains of around 1 per cent of GDP in terms of direct financial returns or areduced investment
requirement. The way in which these government assets are managed is also likely to have a
meaningful impact on national level capital productivity and on economic performance.

To make real progress in this regard, it isimportant to have a working system for recording the
government’s holdings of assets. Understanding what the government owns is the first step in
effective asset management. Specific agencies need to be able to understand what they are
accountable for managing. In some governments, there is not much clarity on what is owned
and who is responsible for managing various types of assets. Measuring and reporting assets
makes it more likely that they will be managed well, both by the Ministry of Finance as well as
by the specific agencies.

To structure this discussion, we consider three classes of assets: fixed assets, commercial
and financial assets, and working capital. For each of these asset types, we have examined
the tools that governments can use to improve capital productivity.

Fixed assets

This class of assets includes land and buildings (hospitals, schools, and office buildings),
transport infrastructure (roads, rail), defence assets, research infrastructure, and so on. From
Section 3, we know that these assets represent a substantial share of the government balance
sheet (and of GDP). Fixed assets are commonly around 40—-60 per cent of GDP in many
developed countries; for example, the IMF reports that the US has fixed assets of 66 per cent
of GDP, the UK has 49 per cent and Germany has 43 per cent. And these numbers will often
be under-estimates of the actual value of the holdings.

Many of these fixed assets will not produce a direct financial return, but are held to deliver
various types of public services (for example, the provision of health and education services
or to enable efficient transportation). But it is important that these assets produce the relevant
returns or outcomes in an efficient manner, and that only capital that is required to efficiently
produce or deliver the outcomes is held. Surplus capital can be sold down, and released into
other uses—reducing the government’s overall borrowing requirement.

This discussion describes three approaches that can be used to drive improved capital
productivity with respect to government holdings of fixed assets.

Asset management

Governments that deliberately act to get the most out of their existing assets can expect to
extract significant savings in terms of a reduced requirement to borrow to fund new fixed
assets. For example, MGl analysis estimates that making better use of existing infrastructure
assets can reduce the investment required in infrastructure by about 15 per cent, a substantial
saving for governments that are trying to lower public debt.® On average, annual infrastructure
spending is about 3 per cent of GDP in the developed world and about 5 per cent of GDP

in the emerging world—leading to possible efficiency savings of about 0.5-0.75 per cent of
GDP ayear. The improvement in capital productivity from such measures has the potential to
exceed the fiscal benefits from standard measures of fiscal discipline.

Some of the ways in which these savings can be achieved include through an optimised
maintenance plan or through active demand management.

Maintenance planning considers the total cost of ownership over the lifetime of an asset,
and finds the optimal balance between short-term maintenance and the costs of investing in

3 McKinsey Global Institute, Infrastructure Productivity: How to save USD ftrillion a year, 2013.



Beyond budgeting: Capturing value from the government’s asset portfolio 11
J {=) t=] t=}

upgrading or replacing the asset. This requires the integration of decision-making with respect
to capital and operating expenditure.

The Public Sector Accounting Board in Canada, for example, requires municipalities and
utilities to report all tangible capital assets and to develop plans for replacement and renewal
that overcome infrastructure funding deficits. In Denmark, the cost of road maintenance has
reduced by over 10 per cent as a consequence of applying this approach. Similarly, the Indian
Government has relied on renovation and modernisation of existing power plants to deliver
more electricity at a lower cost than would be required if new plants had to be built.

Another approach is to adopt more sophisticated demand management (e.g., congestion
pricing to smooth road use). Optimising the use of existing fixed assets is likely to mean that
more value can be extracted from existing assets without having to invest further in new
assets. Deploying an intelligent transportation system, therefore, may be a much less costly
choice than upgrading or expanding an existing road asset

Exhibit 4
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Incentives

In addition to the discipline provided by capital benchmarking, capital productivity can be
strengthened by providing the correct finance incentives to local decision-makers to identify
and capture value opportunities through efficient asset management.

One common technique is the imposition of a capital charge, so that ‘owners’ of the assets
face the cost of holding that capital (e.g., a 10 per cent charge on fixed assets). This charge
creates incentives for the more efficient allocation of capital; at least a portion of the capital
charge amount is often retained in the baseline funding of the agencies if the capital invested
is reduced, creating an incentive to enhance capital productivity. Capital charging regimes
are now used in many central governments, including the UK and New Zealand, as well asin
agencies like the National Health Service (NHS) in the UK.

There are a variety of issues that need to be considered in the design of a capital charge
regime. These include:
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= Anagreed valuation framework for establishing asset valuations. The approach to valuing
assets needs to be objective so that individual agencies value their assets in an independent
way, and in a way that is consistent between agencies.

= Adecision onthe charge rate to be applied that captures either the cost of capital or the social
rate of time preference. In New Zealand, for example, an 8 per cent capital charge rate is
currently used.

= The extent to which the asset manager retains the financial gain from a reduced capital
base. Allowing the agency to retain a portion of the reduction in capital charge after they
sell an asset, which they can use for other purposes, creates an incentive for the agency to
be efficient in their deployment of capital. However, if the agency retains all of the gain, the
government is less likely to get a return on the capital that it has invested—and this may even
create an incentive to under-invest.

= Governments will need to ensure that they do not create overly sharp financial incentives to
reduce capital, so that public sector institutions under-invest in capital to the detriment of
achieving their mission over the medium-term.

Some governments have successfully employed a less comprehensive form of capital charge.
In Finland, for example, the State Real Property Authority charges rent to government ministries
and agencies and in doing so captures some of the benefits of a capital charging regime, butin a
less complicated way.*

Capital benchmarking

A powerful technique to improve capital productivity is capital benchmarking, which measures
the amount of capital invested in various assets to deliver particular services, or to generate
outcomes, compared to other locations. This benchmarking can be done within a country,

to assess how productivity varies across locations (e.g., is capital productivity higher in some
hospitals than in others) or across countries. Such benchmarking is often done for government
spending, in the context of formal spending reviews, but not commonly for government capital
investment.

Capital benchmarking is done routinely in the private sector, and it may be possible for
governments to use some private sector benchmarks. Indeed, experience suggests that this
benchmarking can be a powerful tool for driving productivity improvements in companies.
Understanding and then applying best practice can lead to substantial productivity
improvements, and will likely reduce the amount of capital investment required by governments.

Theidea of capital benchmarking in the public sector is gradually gaining traction. A Multilateral
Development Bank Working Group on Infrastructure has proposed a Global Infrastructure
Benchmarking Initiative to establish baselines for infrastructure performance and regular
reporting of data on global infrastructure.

The UK Government recently performed a benchmarking exercise through the High Performing
Property Initiative with a target of achieving GBP 1 billion—1.5 billion in savings. Each government
property provides data on property costs and occupancy which are then compared across
government and private sector estates. Savings from rationalising office property by recycling
existing space have more than doubled over three years and further savings are expected from
reducing the amount of office space occupied (GBP 625 million per year) and improving space
utilisation (GBP 518 million per year).’

Once the comparative data has been obtained from the benchmarking exercise, work can

be done to better understand the sources of the variation—and to identify ways in which
improvements can be made, with a particular focus on locations where capital productivity is
low. As one example, New Zealand has recently benchmarked the use of real estate and office

4 McKinsey Global Institute, Infrastructure Productivity: How to save USD 1trillion a year, 2013.
5 National Audit Office (2007), “Improving the Efficiency of Central Government’s Office Property”, Report by the Comptroller and
Auditor General, HC 8 Session 2007-2008.
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space across government agencies. This data was used to create baselines that provide
formal guidance for agencies in terms of appropriate use of office space, and has reduced the
amount of office space that is required. In many cases, this surplus accommodation has been
sold or repurposed for other uses.

Financial and commercial assets

Many governments have substantial holdings of financial and commercial assets, despite the
privatisation processes that some governments have undertaken over the past few decades.
The OECD recently reported that OECD governments hold about USD 3 trillion in commercial
assets (employing about 6 million people), with a further USD 1 trillion in stakes in listed
companies where they exert effective control.®

The performance of these assets is generally relatively straightforward to benchmark,
because these assets are expected to earn private sector returns. The expectation should be
for commercial enterprises in public ownership to generate comparable returns to their private
sector peers.

Indeed, over the past decades, significant improvements have been made in the quality

of management of financial and commercial assets in government ownership. Financial
assets are more often governed in ways that reflect good practice in the private sector, and
are managed by professionals with private sector experience, and state-owned enterprises
(SOEs) are frequently given commercial mandates. This process of improvement has led to
substantial fiscal and economic gains being made. SOEs have often moved from being a net
fiscal drag, requiring capital injections from the government, to paying sizable dividends to the
governments, and financial asset portfolios have increasingly produced strong risk-adjusted
returns.

Many governments have also developed institutions to ensure that SOEs face ongoing
financial discipline, and that they have appropriate governance arrangements. These often
involve holding company type arrangements, in which the portfolio of commercial assets

is monitored—and sometimes governed—by a single shareholder organisation. Examples
include Temasek in Singapore, Khazanah in Malaysia, and the Shareholder Executive in the
UK. These arrangements also include transparency and reporting, so that the performance of
these firms can be readily benchmarked against similar firms in the private sector.

Not all governments have moved down this path, and there is scope forimprovement in
applying some of these approaches to inefficient portfolios. In general, the experience has
been that SOEs can be run in a manner very similar to private firms, even where they are
involved in providing some public goods and services (e.g., postal services).

Similarly, the professional management of government financial asset portfolios can lead to
substantial improvements in the returns that these funds generate. In turn, this performance
willcommonly have a large impact on the fiscal position given the size of many of these funds.
Developing a professional, non-political approach to investment in these financial institutions
will likely deliver better returns—which will directly contribute to the government’s fiscal
position.

There is an emerging consensus on the characteristics of best practice in the management of
these financial portfolios. For example, there should be clear benchmarks, transparency, and
it should be arms-length from government in terms of operational decision-making. Exhibit 5
describes some of these practices.

6  Christiansen, H. (2011), “The Size and Composition of the SOE Sectorin OECD Countries”, OECD Corporate Governance
Working Papers, No. 5.



Exhibit 5

Becoming a “best practice” active state owner is about getting the
ambitions, structure, people, and processes right

Clarify your starting
point and ownership
ambitions

= Establish an overview
of your company/asset
portfolio

= Decide on overall
ownership ambition and
obtain a clear political
mandate

= Clarify your ownership
rationale for each asset
and classify assets
based on ownership
rationale

Get a feasible
governance structure in
place

Consolidate ownership
to achieve scale
advantages

Reduce short-term
political influence by
organising yourself as
a separate entity (if
feasible)

Define the organisation
structure, roles, and
responsibilities based
on your overall
ownership ambitions

Get the right people
in place

Right-size your
organisation to enable
delivery against your
ambitions

Ensure competitive
terms to attract and
retain the best people

Build and maintain a
pool of strong board
members through active
recruiting and a
coherent learning and
team building

Get the right processes
in place

Continuously update
your strategic view on
portfolio companies

Establish clear targets
and monitoring
processes

Ensure efficient
stakeholder commun-
ication processes

Build good processes for
board member
inauguration, evaluation,

= Understand quality of programme and renewal
current ownership Adapt dynamic portfolio
processes management processes
* Identify key L]

Institutionalise good
processes for M&A,
equity investments, and
divestments

improvement levers

SOURCE: McKinsey analysis

Working capital

Working capital includes cash and other short-term financial instruments, as well as accounts
receivables and accounts payables. Working capital is a more substantial component of the
balance sheet than is often recognised. In New Zealand, for example, accounts receivables
and advances (e.g., student loans) account for about 15 per cent of the government’s total
assets, with cash holdings accounting for another 3—4 per cent. In Australia, advances and
accounts receivables account for about 25 per cent of total reported government assets. The
use of best practice management practices with respect to these assets can generate sizable
savings.

The aim of working capital management is to be efficient in the way that these assets are
managed to ensure that they generate the maximum return (or that they allow for less to be
borrowed). For many governments, the largest accounts receivables will be associated with
tax revenues. There will also be other receivables such as student loan repayments, fines
and so on. ldentifying ways in which to bring this money in more rapidly, and to reduce the
incidence of bad debts, may have a significant effect on the fiscal position.

McKinsey’s work with tax authorities identified major financial benefits from the more

active management of the tax receivables amount. The ‘tax gap’ is consistently estimated

at between 10-20 per cent of tax collections (about 40-60 per cent of this is from under-
reported income by small business and self-employed taxpayers). Exhibit 6 describes some
of the major elements of this approach.

There are many practices that can be adopted with respect to the better management of
cash. These efforts typically start with the implementation of a Treasury Single Account which
pools all government cash into a single account, rather than having it sitting in the various bank
accounts of each government agency. This lowers the overall need for cash in the government
and can also reduce banking costs and back-office headcount.

After the implementation of the Treasury Single Account, there is potential for more aggressive
cash management strategies. These include the joint management of government cash
and debt so that cash is raised from the market only when required. What is more, this joint
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management of cash and debt allows for more sophisticated cash investment strategies that

increase the returns earned on these funds.

In addition, management of working capital extends to the way in which accounts payable are

managed. A powerful tool in working capital management that government leaders should
consider is the centralised payments and debts offset program. The conceptis to build a
central body and IT system, most likely in the Finance Ministry, to ensure that government
payments do not go out to individuals or businesses when they have existing debts with
the government. Centralisation is key because payments and debts are often generatedin

completely different agencies across the government, for example tax refunds versus unpaid

court fees.

One example of this is the US Treasury Offset Program (TOP). In 2012, the US Treasury used

TOP as the primary tool to collect USD 6.2 billion in delinquent debts owed to federal and state

agencies by offsetting outgoing tax refunds and non-tax payments.

By creating a centralised IT system to ‘bounce’ payments against existing debt information
such as atax ID before disbursement, the government can reduce its debt balances directly
without the added work of trying to collect receivables. This practice also supports good

government principles of squaring an individual’s balance sheet with the government directly.

For governments looking to set up a programme, it will be important to consider which types

of payments and debts qualify for offsets, the financial IT system, and the communication with

citizens and businesses around their payments.

Exhibit 6

Tax receivables are a large asset for many governments

USD billion

Submissions 2

All activities involving the receiving of
returns/withholding of income; includes

Examinations

45

All activities that seek to validate and
verify the balance due of a taxpayer
(e.g., data checking, auditing, calculating

The processing of collecting balance due
from delinquent taxpayers; typically will
include correspondence, phone, and field

questions on filing, collections, audits,
etc., through comprehensive outreach
and education programmes, call centres,

Improvement in effectiveness percentage
of due revenue collected would drive

Collections 43
activities
Taxpayer 2
service
websites, and tax admin. offices
Aggregate 93
majority of the gains

SOURCE: McKinsey analysis

Reviewing ownership of assets

Over the past few decades, many governments—particularly in the developed world—have
undertaken significant programmes to privatise commercial enterprises. Exhibit 7 describes
the substantial privatisation receipts between 1990 and 2001 across a range of OECD

countries.

B Efficiency
B Effectiveness

Typical levers

Demand management:
pro-active initiatives
including dynamic pay-
as-you-earn system
and pre-due date
contact

Taxpayer segmenta-
tion: differentiated
treatment strategies to
prioritise resources

Debt settling
strategies: flexible
payment arrangements
through taxpayer
understanding

15
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Exhibit 7

Historically, privatisation processes have been a significant source of

funding
Privatisation proceeds 1990-2001, share of GDP

Per cent
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SOURCE: OECD estimates

Governments have also found other ways to release capital from their balance sheets, such

as securitisation of income streams, auctioning spectrum rights, and selling holdings of gold.
This has often been motivated by a combination of economic and fiscal reasons—a sense that
private ownership of commercial assets would generate better economic outcomes, as well
as allowing governments to pay down public debt more rapidly.

However, the fiscal pressures suggest that these options should be investigated further.

The 2013 IMF Fiscal Monitor identifies government holdings of assets as one of a handful of
measures that can be pursued to supplement fiscal consolidation efforts.” Many governments
hold some assets that are capable of being sold, and a systematic review of these asset
holdings is likely to identify additional opportunities to release capital. In a similar way to

the rigorous spending review processes that many governments have launched to identify
budgetary savings, it seems appropriate to undertake an equally rigorous review of the
government’s capital ownership position.

The extent of the potential gains will likely vary significantly. Some governments have already
undertaken substantial privatisation programmes, and may not have many commercial—or
other—assets from which value can be realised. And, of course, selling assets will generally
lead to a reduced income stream in the future—so care should be taken to ensure that the
exercise is financially positive. Governments also need to ensure that privatisation occurs

in the context of an appropriate regulatory and market environment, so that the process
generates economic and financial gains. Questions of government ownership should be
approached in a structured, disciplined manner. It is not a quick fix.

But given the current fiscal context, a systematic review of the government’s asset ownership
position is likely to be appropriate. And examining the full range of asset holdings may

identify opportunities that were not previously considered. Governments hold assets for a
wide range of policy reasons, and different governments adopt different attitudes towards
ongoing ownership. There is no one-size-fits-all approach that can be applied across

all governments—but governments should all be very clear that their asset holdings are
appropriate given their particular context.

7 IMF, Fiscal Adjustment in an Uncertain World, Fiscal Monitor, April 2013.
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Different governments have developed various approaches for reviewing their ongoing
ownership positions. As one example, the Swedish Government specified five criteria that it
uses in determining whether the government should remain a long-term owner of any given
asset:

= That the asset fulfils a social interest that cannot be solved in the private sector;
®  That aclear national interest exists from ongoing government ownership;
= That continued ownership is required to generate long-term value for the government;

®m  That continued ownership is required to preserve competition (e.g., in natural monopoly
situations);

= That continued ownership is required to preserve employment.

Different governments will specify these criteria in different ways. But the key point is that
there should be a clear, explicit financial interest and/or policy objective that is served through
continued government ownership. Governments should undertake comprehensive portfolio
reviews, involving structured analysis of the assets that are owned to determine the extent to
which they satisfy the criteria for ongoing ownership. This process should provide guidance
in terms of the most likely opportunities for the government to review its ongoing ownership
position.

Exhibit 8

This initial sovereign balance sheet will provide a guide as to CORPORATE
where capital might be released EXAMPLE

Strategic impact and risk Size indicates estimated cash generated
High | Other capex Business
(‘core’ assets) reduction Invéntory unit spin-off
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; Redundant
Project capex reduction inventories
' disposal
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(non-core & negative property
P&L impact) | disposal | AP/AR
. reduction
77777777777777777777777777777777777777777777 . Commercial -
. Int'l offices property
dispoal disposal
Low
(non-core & positive Local Aesrs e b
P&L impact) offices and lonse. L?nd
disposa disposal
back
Short- to medium-term/ Easy Long-term/ Difficult

Time to release/ Ease of implementation

SOURCE: McKinsey analysis

This ownership review process should be comprehensive. As noted earlier, governments
have very substantial asset holdings outside of commercial and financial assets. Adopting a
broad focus for this exercise allows for the identification of additional opportunities that would
otherwise be missed. For example, the British Government is considering options to monetise
its student loan debt portfolio. And the French Government is currently in the process of selling
a substantial portfolio of property, as well as some of its extensive wine cellar—and at least
part of the proceeds from these sales will be directed to paying down debt.
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This ownership review process, particularly if it is framed in broad terms and supported by
comprehensive and accurate financial information, is likely to identify additional opportunities
to release capital. This will support efforts at fiscal consolidation, allowing for debt to be repaid
more rapidly than otherwise (or for debt reduction targets to be achieved, with a smaller
contribution required from tight fiscal policy).

One useful example is the New Zealand Government’s Investment Statement, which provides
a structured assessment of the overall asset and liability portfolio. It is intended to provide
transparency on the changing shape of the asset portfolio, identify emerging challenges and
opportunities, and frame the key policy choices.

This process of ownership review is also likely to generate indirect benefits. A review of the
full balance sheet will provide a better sense of the true state of fiscal sustainability, which
may not be apparent from just looking at the public debt position. This will better enable the
government to calibrate its fiscal policy and the speed of the fiscal consolidation that it needs
to deliver. Better visibility on realisable assets is useful for government decision-making

with respect to fiscal policy decision-making. And it is also one part of communicating with
financial markets and rating agencies in terms of fiscal sustainability. Governments that have
substantial asset holdings may be able to tell a better story to investors, and may be able to
secure better borrowing terms.

Exhibit 9

New Zealand publishes a structured assessment of the government’s
portfolio of assets and liabilities every four years

o

New Zealand 2014 Investment Statement Example assessment
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* Size, composition, trends in portfolio of * Auckland has a shortage of social hogsing, while the
assets and liabilities rest of NZ has too many houses relative to demand

* Forecasts on composition and size for the . Christc.:hurch housing stock requires significant
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= Assessment of utilization of assets and Recommendation:
effectiveness in facilitating delivery of policy = Rationalise asset base in smaller towns and cities to
outcomes align with expected demand

* Review of financial and commercial = Use capital to develop areas with greatest supply
portfolio performance shortage and remedial needs

SOURCE: New Zealand 2014 Investment Statement, http://www.treasury.govt.nz/government/investmentstatements/2014

However, although undertaking an ongoing review of ownership can generate value, the
reality is that governments plan to hold many assets on a long-term basis. The IMF notes that
only a small proportion of government holdings of non-financial assets will be realisable. Policy
(and sometimes political) considerations mean that many government assets should not or
cannot be sold. And, indeed, many government balance sheets are currently expanding. This
means that the tasks of improving capital productivity of existing assets as well as managing
financial risk exposures should be undertaken in parallel with an assessment of the particular
government’s asset holdings.
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Financial risk management

After a sustained period of relatively strong fiscal outcomes and reducing levels of public debt
in many countries, the global financial crisis had a large, negative effect on fiscal positions as
tax revenues reduced and government spending increased. Primary fiscal balances across
the OECD worsened by an average of 5-6 per cent of GDP between 2007 and 2009.

In addition to this direct fiscal impact, substantial financial impact from shock also comes
through the balance sheet channel. Examples include a failure of a major commercial asset,
the loss in value of financial assets, or anincrease in the public sector employee pension
liability. So although a great deal of attention is paid to the exposure of the government’s
budget position to shocks, the exposure of the balance sheet to shocks should also be
considered in a structured way.

The value of many government assets and liabilities were adversely affected in value by the
crisis. The IMF notes that the value of government-owned financial assets reduced by over
USD 1 trillion during the financial crisis. Some of this has since been regained, but holes

have been left in governments’ ability to finance future obligations. These shocks have

also had an impact on the ability of governments to undertake appropriate counter-cyclical
macroeconomic policy (since governments are less able to stabilise the economy when it is hit
by shocks).

Financial risk management will become increasingly important for governments in a global
economic environment that is likely to be characterised by ongoing economic turbulence.
And this is particularly important in the context of tight fiscal policy; shocks can cause the
unwinding of fiscal positions, and reverse the effects of fiscal consolidation—and potentially
require further tightening of fiscal policy, which also has negative economic effects. So there
is substantial economic and fiscal value to be gained from acting to protect the government’s
financial position against sudden shocks.

In some cases, it may be that the government can ‘look through’ the short-term volatility
because of its unusually long-term horizon. But this is not always the case, and depending

on the shock and the government’s financial position, it may be that the shock has fiscal
implications. For example, the effects of the crisis are likely to be enduring, causing a structural
deterioration in the fiscal positions of many governments (because of the structuralimpact on
the economy).

Understanding the full set of financial exposures, and adopting policies to manage or mitigate
these risks, can generate substantial value. This area is also becoming increasingly important
because government balance sheets are becoming increasingly complicated, with many
more risks and contingent liabilities on them. And the consequences of a negative shock are
likely higher than has been the case because of fragile fiscal positions.

Financial risk management is commonly done well with respect to public debt management,
and there is a relatively well-developed sense of what best practice looks like. However, this
is much less the case for the overall management of the government’s portfolio of assets—
and we believe that there is value from extending best practice risk management to the
government’s overall asset portfolio.

Governments can respond in two ways. First, by ensuring that those responsible for managing
specific portfolios of assets and liabilities are guided by well-designed risk management
policies. For example, guidelines that constrain their individual abilities to create financial risk
exposures by borrowing or by entering into derivatives contracts. Most Ministries of Finance
will have policies that reflect their respective government’s risk appetite, and that constrain
individual risk exposures. To the extent that such policies or guidelines do not exist—or are

not followed—governments should take action to ensure that the risk exposures created are
appropriate.

The second response is to take an overall approach to the government’s aggregate financial
risk exposure. In addition to ensuring that the risks of individual assets and liabilities are
understood and managed, governments need to think about the risk profile of the overall
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balance sheet. When all of the financial risk exposures attaching to specific government
assets are aggregated into the overall government balance sheet, what is the nature of the
overall financial risk exposure—and is this appropriate given the government’s preferences
and circumstances? And how do the risks on the asset side of the balance sheet correspond
with risks on the liability side of the government balance sheet?

The correlations between the assets matter—ifimportant assets move together in response
to shocks, it may be that the Ministry of Finance should be more concerned than if the asset
values move in different directions. For financial risk management purposes, the interest isin
the risk properties of the overall balance sheet not just the risk properties of individual assets
and liabilities.

The complexity and scale of financial risk exposures on government balance sheets

makes this a complicated exercise. But there are some governments that have made some
progress, notably New Zealand, and there is increased interest in approaching financial risk
management in a structured way—partly because of the growing size of the financial asset
portfolios on government balance sheets.

Inthe firstinstance, it is better to see this exercise as an attempt at informing an ongoing
process of structured conversation and decision-making. This is primarily about ensuring
that key risk exposures are identified and an appropriate response is developed. Exhibit 10
provides a stylised description of the process. This is a process that should be led by the
Ministry of Finance, on the basis of comprehensive information about the overall government
balance sheet.

The first step is to understand the key sources of risk exposure. This will involve an
examination of the exposures associated with major classes of assets and liabilities (including
contingent liabilities, such as deposit insurance or bank guarantees). There will likely be

some common shocks that impact multiple classes of assets; for example, GDP shocks,
movements in the exchange rate or interest rate, financial market movements, and so on. This
process will allow for the identification of the key risk exposures against which the government
needs to manage, and where these exposures are located on the balance sheet.

Exhibit 10

Balance sheet risk exposures can be systematically mapped and
stress-tested
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This analysis should be designed to support a process of discussion and decision-making.
Is the government comfortable with the aggregate risk exposures that it faces? And are the
major risk exposures being appropriately managed? What are the priorities for action?

Once the key risks have been identified, governments can take appropriate actions to
respond. There are a variety of ways in which this can be done. Some of the more common
include:

Actively reduce risk exposure. This could involve transferring specific risks to another party,
by selling some risky positions. This is one reason that is often given for selling down risky
commercial assets. It could also involve specifying a lower risk tolerance for financial and
commercial asset portfolios.

Mitigate risks through more active management. This could be done through regulation
(e.g., of the financial industry, to contribute to lowering the risk of triggering deposit insurance
guarantees) or through other policy measures. It may also involve changing the terms of

risk sharing between the government and individuals or the private sector, reducing various
guarantees, or requiring that individuals or corporations increase their resilience to the shock.

Creating offsetting positions. This should be carried out in positions where governments
have a specific liability (e.g., pension payments for public sector employees), creating a
dedicated asset portfolio that is constructed to move in ways that offset changes in the value
of the liability. This can provide a natural hedge on the balance sheet for specific classes of
liabilities or exposures.

Governments can choose to absorb risks. Governments have long-term horizons, and

a better ability to borrow, and so may choose to accept the risk exposures that they face.
However, governments still need to be thoughtful about absorbing risks despite these
advantages. For example, the extent of the aggregate balance sheet risk exposure will inform
the extent to which fiscal buffers are required, and the appropriate level of debt to aim for.
Different governments will be differently placed in terms of their ability to absorb risk. Small
country governments, for example, may have a lower ability than larger country governments
with larger economies and balance sheets.

Animportant part ofimplementing a financial risk management approach is to establish

an appropriate set of institutional arrangements. Many of the actions described involve
acomprehensive balance sheet approach to financial risk management. This requires
developing some guiding policies for the risk characteristics of the balance sheet. So, in
addition to appropriately allocating decision-making rights to individual asset managers, there
is also a need to ensure that there is an appropriate macro-level decision-making systemin
place. The Ministry of Finance needs to have adequate oversight of the key elements of the
government balance sheet, and to be able to specify the parameters or guidelines within
which different parts of the balance sheet are managed—so that decisions are consistent at
an aggregate level.

Although government balance sheet financial risk management is at a relatively early stage of
development, there is much that can be learned from the experiences of other governments
and from the way in which large corporations manage their balance sheets. Indeed, financial
risk management by large corporations will tend to be more sophisticated than is the case for
governments, and insights and guidance can be obtained from private sector practices and
technologies.

Building capacity

Given the uneven nature of progress in government balance sheet management in many
countries, itis important to consider what capabilities are needed in order for governments to
extract significant value from better management of their assets and liabilities. Our hypothesis
is that the best approach is a measured, graduated process. Specifically, we suggest that
governments structure their approaches around three sets of priority actions.

21
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Collecting financial information

Animportant first step in being able to efficiently manage government assets is to have
quality information on the assets that are owned. For some governments, developing this
understanding is still work in progress. For example, several OECD countries are currently
unable to report comprehensive valuation data on the ownership of SOEs, an important
asset class, which likely means that there has been incomplete reporting on other classes of
government assets and liabilities as well. Developing quality financial information may seem
like a daunting prospect for some governments and one that will require very substantial
investments. However, if this is approached in a measured way, it is realistic for most
governments.

In the first instance, the focus should be on developing a working inventory of assets and
liabilities. Over time, the quality of this information can be improved. In many cases, at least
some of this information will already exist—the task is to collate it, and to ensure that the
financial reporting is done in at least an approximately consistent way. It isimportant to note
that the aspiration need not necessarily be to committing to prepare a fully comprehensive,
integrated balance sheet, but it must at least be to collect financial information that supports
and informs policy decisions.

To the extent that there are gaps, and additional financial information is required, the
investment in improving the coverage and quality of government financial reporting should
focus on the largest asset classes on the government balance sheet. Governments should
ensure that they have good quality data on the most material asset classes, and that there are
systems in place to capture large assets. And the financial information that is collected should
be directly aimed at supporting policy and management decision-making (rather than for
accounting or compliance purposes). There needs to be a practical focus to these efforts.

The Ministry of Finance has an important leadership role in ensuring that increasingly high
quality, relevant and comprehensive financial information about the government’s balance
sheet is being collected. This should include providing guidance on accounting standards,
valuation methods, and so on (that can build on international standards), ensuring that
individual government agencies are complying with requirements, and prioritising areas for
focus.

Technical capacity

Investments also need to be made in technical capacity in both individual government
agencies, and in the Ministries of Finance to ensure that appropriate financial reporting can
be undertaken, that assets can be managed in an efficient manner, and that high-quality
decisions about the asset portfolio can be made. For example, there are some technical skills
relating to financial risk management and in areas such as working capital management that
may need to be developed over time.

The choice in terms of where to invest in capacity should be driven by a judgement as to
where there is most potential value at stake. The Ministry of Finance should play an overall
leadership role in ensuring that there are appropriate levels of capacity throughout the system,
and leading efforts to build this capacity. Part of this may involve the Ministry of Finance being
directly involved in working with agencies, and performing a hands-on advisory and support
role, rather than relying on the individual efforts of government agencies.

Institutional ownership and accountability

In addition to ensuring that the technical aspects relating to financial reporting and decision-
making are addressed, it is also important to develop clarity as to the location of ownership of
different assets, the responsibilities of different agencies, and where decision-making rights
are located. In particular, itis important that there is clarity with respect to the relationship
between the Ministry of Finance and the individual agencies. To make the balance sheet
approach work effectively, the Ministry of Finance will need to have a stronger role than simply
a standard-setter and compiler of financial information.
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The Ministry should have the ability to monitor and review the financial performance and
decision-making of agencies, and to make decisions (or recommendations) with respect

to the overall shape and characteristics of the overall portfolio of government assets and
liabilities. It isimportant that the Ministry of Finance has sufficient authority to be able to ensure
that the assets are being managed appropriately. This will likely involve ensuring that the
Ministry of Finance is given appropriate legal authority (and accountability). Institutional and
decision-making clarity is vitally important to successful balance sheet management.

In a softer sense, it is also important that governments develop ‘a balance sheet culture’ in
which agencies think about the asset side of the balance sheet explicitly and as a priority. At
the moment, it is more of a secondary consideration and it needs to be elevated. The asset
portfolio should be a key part of financial conversations within agencies, and between the
Ministry of Finance and agencies.

Prioritising government action

This paper has described three areas for action: capital productivity; financial risk
management; and reviewing ownership. This section focuses on how governments might
determine which of these are the priority areas, and how best to get started. The actions
suggested in the previous section (such as assembling financial information) are ‘no regrets’
investments to make, and governments should begin to make moves in this direction.

In order to prioritise, we suggest that governments think about two relevant dimensions:
materiality and complexity.

Materiality

The financial materiality of the various actions depends on the size of the asset portfolio that
is affected by the action, and the quality of the current approach to managing these assets.
This assessment will be guided by a diagnostic of the existing asset portfolio. It may be for
example, that there is opportunity to release substantial amounts of capital from the asset
portfolio—and that these gains are more substantial than the ongoing gains from improved
management of specific asset classes. Or it might be that an assessment suggests that there
are big gains to be had from improving governance of large financial asset portfolios. There is
also atime dimension: if the fiscal challenge is immediate, it may be that the preference is to
place more weight on the quick wins.

Complexity

There is variation in the difficulty associated with these various initiatives: some are more
demanding than others in terms of requirements for comprehensive, quality financial
information. This paper has described the initiatives in order of complexity: the capital
productivity initiatives require asset specific information (working capital, SOEs) and involve
targeted actions to improve the performance of these individual asset classes. This compares
to aspects of the ownership review and financial risk management actions that involve a
‘whole of balance sheet’ approach, requiring information on the full asset portfolio—a more
demanding task. For this reason, many governments have adopted a sequenced approach,
commencing with the more targeted initiatives and moving over time to actions that consider
the balance sheet in more expansive terms.

Conclusion

We believe that developing a structured approach to managing the government’s portfolio
of assets is increasingly important for Ministries of Finance. In addition to running a tight
budget process, governments should act to improve the productivity of the assets they
own, undertake a structured review of their asset portfolio, and take a more comprehensive
approach to managing the government’s financial risk exposures.

Ensuring that the balance sheet is efficiently structured, and that financial risk exposures
and the balance sheet are appropriately managed, is a vital element of public sector financial
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and economic management. This is particularly true as many governments balance sheets
increase in size and complexity, and as fiscal pressures grow.

Considering the importance of the balance sheet, we believe that many governments have not
invested as much as they should in institutions and tools for managing it effectively. However,
this also means that there is value that can be captured. The way in which governments
approach this process will vary according to their circumstances and capacity. Developing the
ability to implement government balance sheet policy will likely require sustained investment,
butit is possible and is likely to be a source of substantial economic and fiscal value. Al
governments can benefit from starting or continuing on this journey.

The authors would like to thank their McKinsey colleagues Kenneth Chua, Emma Dudley,
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this paper.
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