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Reform beyond the Crisis
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What is the link between exit
from the crisis and structural
reform?

Structural reform in a time of cri sis

The world economy continues to grapple with the aftermath of the deepest and
most widespread recession in over half a century. The collapse of world trade
and the sharp output contraction recorded in almost all OECD countries, allied
to a major slowdown in the major non-OECD economies, are without precedent
since the Great Depression. The policy response in most countries has largely
focused on fiscal and monetary easing and, in some countries, on the
stabilisation of banking systems disrupted by the financial crisis that helped
trigger the recession. Given the severity of the downturn, it is hardly surprising
that the salience of structural policy has receded somewhat. However, it is
important that the current focus on the “fire-brigade” tasks of macroeconomic
management does not lead to a sustained neglect of structural priorities. Long-
term goals must be kept in view when navigating a course out of the current
crisis. While the crisis has clearly had an impact on immediate policy priorities,
focusing attention on the need for better regulation of financial markets, in
particular, it has done nothing to diminish - and in some cases has increased -
the major reform challenges that governments already faced prior to the crisis,
in a range of domains, from pensions to environmental policy.

Structural policy should thus been seen as part of an overall strategy for exit
from the crisis. Efforts to enhance the flexibility of OECD economies are needed
not only in order to offset the negative effects of the recession, but also to raise
potential output growth over the longer term and to help address the
deterioration in public budgets caused by the recession. Moreover, many
structural and fiscal emergency measures adopted in 2008-09 in an effort to
cushion the immediate impact of the crisis could undermine long-term growth
if they are retained over the medium-to-long term. Strategies are needed for
unwinding such measures once the recovery is assured. While the increased
government presence in the financial sector in many countries is the most
obvious example, an array of extraordinary product- and labour-market
interventions will also need to be phased out. If prolonged, they risk delaying
needed adjustment and weakening any future recovery. Finally, it is important
to note the potential of the current crisis to act as a catalyst for reforms aimed
at ensuring that the recovery and future economic growth are consistent with
sustainable development.

The challenges involved in adopting and implementing these and other
structural reforms are tremendous: even well designed reforms may be
thwarted if those with a vested interest in the status quo have the power to
block them. That is why the OECD has in recent years intensified its work on
the “political economy” of reform and increased its support for governments in
their reform efforts. This note presents, in a very preliminary form, some of the
findings that emerge from on-going OECD work within the context of the
OECD’s “Making Reforms Happen” (MRH) project. Its principal aim is to see how
an understanding of past reform experiences may be of use to policymakers
seeking to design, adopt and implement reforms in the wake of the present
crisis.

Will the crisis make reform
harder or easier?
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Seizing the moment: Criss as reform opportunity and reform
challenge

A large body of research on policy reform suggests that crises can create
significant reform opportunities, both by demonstrating the unsustainability of
the status quo and by disrupting the interest coalitions that have previously
resisted reform. The Secretariat’s work broadly confirms the importance of this
crisis-reform link. However, it also suggests that sound public finances tend to
be associated with more reform - a particularly relevant concern, given the
recent deterioration in many OECD countries’ public budgets. While pressure on
public finances often constitutes an important motivation to attempt structural
reforms, it can make reforms harder to adopt and implement. Many reforms
involve up-front fiscal costs, while the benefits are realised only later. A severe
fiscal squeeze may make it harder to assume these costs, even if the reform is
projected to save money in the long run. In addition, a weak fiscal position
makes it harder to find resources to provide adequate compensation or
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transition arrangements for those who will lose from reform. Finally,
governments with limited political capital may opt to focus on fiscal
consolidation rather than structural reform.

The link between healthy public finances and structural reform progress is one
of the most robust findings to emerge from recent work. The impact of the
present crisis on prospects for reform is thus ambiguous: the crisis may
strengthen the case for pursuing some reforms, but the fiscal situation may
constrain governments’ ability to do so. As and when recovery takes hold,
many OECD governments will be under enormous pressure to pursue fiscal
consolidation in order to address concerns about long-term debt sustainability.
Such pressures will constitute a powerful argument in favour of reforms to
public pension systems and other entitlements, as well as healthcare; however,
governments will have to show considerable ingenuity in creating the fiscal
space needed to bear the short-term costs of such reforms. Reforms will also
need to be presented as desirable on long-term, structural grounds and not
merely as unavoidable cuts in public expenditure. Experience of past reform
attempts in OECD countries suggests that reforms justified chiefly as responses
to fiscal pressure may be difficult to sustain when that pressure eases.

There is, moreover, one iotentialli imiortant resiect in which the current
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