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New Approaches to Economic Challenges [B1]
New approaches to analysing multi-dimensional 
well-being: trade-offs and synergies

Theme of The projecT

Achieving higher economic growth is a means 
rather than an end in itself…

The financial crisis of 2008 precipitated a glob-
al economic crisis and lengthy periods of re-
cession across the OECD. A number of factors 
led to the crisis. Significant global capital flow 
imbalances added to asset price instability. Es-
pecially the growing funds of institutional in-
vestors contributed global imbalances and the 
shadow banking industry helped to transform 
these flows into a housing bubble. This was 
alleviated by substantial moral hazard on part 
of many actors (such as credit rating agencies, 
risk-taking investment banks and short-term 
investors) and by institutional failures of weak 
regulatory policy. 

…as growth without progress in well-being and 
improvement in living standards is not sustain-
able

Policies that deliver growth but do not improve 
the well-being of the majority of members in 
a society will not be sustainable over the long 
term in both political and economic terms. For 
example, the lack of improvement in well-be-
ing outcomes for the median person may have 
contributed to the crisis through higher con-
sumption, higher debt, vulnerability and finan-
cial instability. 

resulTs of The work sTream

Assessing the policy determinants of various 
well-being dimensions

The core of this project is to estimate well-be-
ing functions for different dimensions of the 
Better Life Initiative. Some of these dimensions 
are modelled as a function of the other out-
comes and of important contextual (and proxy) 
variables (such as the rate of GDP growth). The 
analysis is conducted at the level of both ag-
gregate well-being outcomes for different 
countries (cross-sectional and over-time) and 

for measures of inequalities in the distribution 
of these outcomes across the population. 

Discussing policy trade-offs

Policy trade-offs may exist between several di-
mensions of well-being and require to measure 
gains in well-being in a common (monetary) 
scale to evaluate the optimal policy packag-
es for promoting Inclusive Growth. The mon-
etisation of non-material dimensions, such as 
health or employment, will be completed us-
ing various methodologies. 

Identifying the main drivers of well-being

Another aspect linked to the monetisation of 
well-being dimensions is to identify the most 
important drivers of Inclusive Growth over 
both the long and short run. For instance, pre-
liminary results show that progress in longevi-
ty is at least as important as growth of house-
hold income from a well-being perspective.

New approaches 

Changing the conversation: putting Inclusive 
Growth at the core of policy discussions

The project helps moving Inclusive Growth to 
the centre of the policy radar, by measuring 
people’s preferences between various life do-
mains that correspond to specific areas of pol-
icy intervention (e.g. education, jobs, health, 
and others). Taking stock of the methodolog-
ical framework and policy discussion described 
in the OECD (2014) report “All on Board: Making 
Inclusive Growth Happen”, these measures may 
inform policy by suggesting, along with other 
criteria, what are the key issues in a country 
and the related priorities for action. At a later 
stage, these measures will also enable analysis 
to identify and quantify the impact of differ-
ent policies on multidimensional living stand-
ards for distinct population groups, which will 
in turn allow for policies to be judged on the 
extent to which they can contribute to making 
growth more inclusive.  

polIcY ImplIcaTIoNs

Shaping an Inclusive Growth agenda

Revising economic policy from the 
perspective of maximising Inclu-
sive Growth rather than productivity 
growth raises several important issues: 
i) the existence of trade-offs between 
several dimensions of well-being (e.g. 
increasing tax wedge can reduce in-
come inequalities but at the same time 
slow down economic growth); ii) trade-
offs and optimal policies may differ 
across population groups; iii) local in-
stitutions and policies may have some 
influence on the set of optimal poli-
cies. The set of inclusive growth meas-
urements and indicators is ultimately a 
key tool to be used in assessing all are-
as of economic policy research and ad-
vice in light of these three issues. The 
project intends to provide an integrat-
ed policy agenda that would improve 
the framework presented in the OECD 
(2015) report “All on Board: Making In-
clusive Growth Happen in China”.

Project PaPers

• Murtin, F., Boarini, R., Cordoba, J., and Ripoll, M. (2015), Beyond GDP: Is 
There a Law Of Shadow Price?, OECD Statistics Directorate Working Paper, 
forthcoming.

• Boarini, R., Fleurbaey, M., Murtin, F., and P. Schreyer (2015), From Subjec-
tive Well-being to Living Standards Measurement, OECD Statistics Directorate 
Working Paper.

• Diaz, M. and F. Murtin (2015), Socio-economic Inequality in Living Standards, 
OECD Statistics Directorate Working Paper, forthcoming.

• OECD (2014), All on Board: Making Inclusive Growth Happen, OECD Publishing, 
Paris.

• OECD (2015), All on Board: Making Inclusive Growth Happen in China, OECD 
Publishing, Paris.

Assessing well-being policies will highlight 
political feasibility 

Another aspect linked to well-being pol-
icies is political feasibility. Policies that 
aim to improve economic efficiency but 
significantly reduce people (subjective) 
well-being may not be feasible from a po-
litical perspective. The project sheds light 
on the acceptance of policy reforms from 
the people’s perspective by looking at the 
subjective well-being cost of reforms.
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New Approaches to Economic Challenges [B2]
Measuring and assessing job quality

Theme of The projecT

The jobs people hold are a crucial determinant 
of well-being  

The job a person holds is one of the most pow-
erful determinants of well-being, as most peo-
ple spend a substantial part of their time at 
work and are employed for a significant part of 
their life. Broadly speaking, job quality reflects 
a combination of several dimensions of work-
ing life including labour earnings, work-related 
economic security and the quality of the work-
place. Job quality not only affects individual 
well-being and that of the households in which 
they live, but also labour force participation, 
productivity and aggregate economic perfor-
mance. It thus supplements the traditional fo-
cus on assessing labour market outcomes by 
considering not just quantity (i.e. the number 
of jobs created) but also the quality of jobs. 

resulTs of The work sTream

Job quality focuses on three key dimensions… 

1. Earnings quality refers to the extent to 
which employment contributes to the material 
living standards of workers and their families.

2. Labour market security captures the risk of 
job loss and its consequences for workers and 
their families. 

3. Quality of the working environment 
captures non-economic aspects of job quality 
and includes factors such as the nature and 
content of work performed, working-time 
arrangements and workplace relationships. 
Demanding jobs that are characterised by time 
pressures or physical health risks, combined with 
insufficient resources to accomplish specific 
duties, undermine the well-being of workers. 

…with new data on job quality across the OECD…

There is plenty of variation amongst OECD 
countries across the three dimensions of job 
quality. There are countries (such as Denmark, 
Finland, Germany, Luxembourg, the Neth-
erlands, New Zealand, Norway, Sweden and 
Switzerland), which do well on at least two of 
the three indicators. Others (Australia, Austria, 
Belgium, Canada, the Czech Republic, France, 
Ireland, Israel, Italy, Japan, Korea, Mexico, Slo-
venia, the United Kingdom and the United 
States) display average performance. Another 
group of countries do relatively poorly on at 
least two dimensions (Estonia, Greece, Hunga-
ry, Poland, Portugal, the Slovak Republic, Spain 
and Turkey).

…as well as across socio-demographic groups 

Looking at job quality across socio-demo-
graphic groups provides new insights on la-
bour market inequalities by shedding further 
light on the nature and depth of the disadvan-
tages faced by some population groups. It ap-
pears that young and low-skilled workers score 
less well on all three dimensions of job quali-
ty especially when compared to highly-skilled 
workers. For women, a gender gap exists in 
terms of earnings quality and employment, 
but there are no significant differences in la-
bour market security and women tend to work 
in better quality work environments than men.

There appears to be no trade-off between job 
quality and job quantity 

Across countries it does not appear to be the 
case that better job quality is achieved at the 
cost of fewer jobs. Countries that perform 
well in terms of overall job quality also tend 
to perform well on job quantity (as measured 
by the employment rate), and vice versa. It is 
less clear cut for countries with intermediate 
performance in overall job quality.

Project PaPers

• Hijzen, A., Saint-Martin, A., Fal-
co, P., Inanc, H., Menyhert, B., 
(2014), ‘‘Chapter 3 – How good is 
your job? A framework for meas-
uring and assessing job quality?’’, 
OECD Employment Outlook, [DEL-
SA/ELSA/WP5(2014)3]

• Hijzen, A., Garnero, A., (forth-
coming), ‘’Chapter 4: The qual-
ity of working lives: Earnings 
mobility, labour market risk and 
long-term inequality’’, OECD Em-
ployment Outlook, [DELSA/ELSA/
WP5(2015)4]

• Cazes, S., Falco, P., (forthcom-
ing), ‘’Chapter 5: Enhancing job 
quality in emerging economies’’, 
OECD Employment Outlook, [DEL-
SA/ELSA/WP5(2015)5]

New approaches / polIcY ImplIca-
TIoNs

The concept of job quality is increasingly recog-
nised … 

Despite the importance of job quality, the de-
bate on jobs and employment has most often 
focused on quantity measures, with less atten-
tion paid to job quality per se. Where job qual-
ity measures were developed in the past, they 
reflected the mutli-dimensional nature of the 
issue by having too many indicators, which ren-
dered them unusable in a policy setting.  OECD 
has gone further in developing a clear concep-
tual framework with policy-making in mind. 

… as an important dimension of labour market 
performance and well-being 

Although the concept of job quality is intrinsi-
cally related to the concept of workers’ well-be-
ing, measurement efforts on job quality and 
people’s well-being have developed in parallel 
rather than in an integrated fashion. The key 
contribution of the OECD work on job quality is 
to integrate these agendas in a consistent con-
ceptual framework for defining and measuring 
job quality. In order to ensure that indicators 
of job quality are conceptually sound and rel-
evant for policy, the framework provides three 
guiding principles. These are to: i) focus on out-
comes experienced by workers as opposed to 
drivers of job quality; ii) derive indicators from 
data on individuals which enable the examina-
tion of the distribution of outcomes rather than 
just averages, and iii) emphasise the objective 
features of job quality. 

Therefore, policy-makers should focus more sys-
tematically on job quality  

The difficulty of pursuing job quality in policy 
work is partly due to its multidimensional char-
acter. This means that it can be conceptualised 
in many different ways, with varying defini-
tions and approaches to measurement. OECD 
has taken a pragmatic approach that focuses 

on those aspects of job quality that are most 
important for well-being and policy and has at-
tempted to measure the concept in a compara-
ble way across individuals and across countries. 
While there remain methodological and meas-
urement challenges and policy uncertainties, 
policy makers need to consider job quality as a 
viable policy outcome, especially because pre-
liminary OECD work suggests that job quality 
is consistent with and does not compromise job 
quantity. 
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New Approaches to Economic Challenges [B3]
Assessing the effects of distribution of skills and 
key related institutional variables on multi-
dimensional well-being outcomes

Theme of The projecT

Educational attainment is linked to income and 
inequality 

Human capital (or endowments in skills and 
knowledge) has long been recognised as a cru-
cial factor determining the growth potential of 
the economy. Human capital is strongly linked 
to individuals’ income, particularly via formal 
tertiary education. The importance of human 
capital for economic performance will only 
grow in future years, as knowledge and skills 
drive innovation, productivity and ultimately 
growth. 

But skills-biased technological change is also a 
major driver of inequality. This is not only be-
cause specialised skills are scarce and attract 
higher pay, but also because the returns to for-
mal education and generic skills may differ rel-
ative to their associated productivity improve-
ments. 

OECD’s PIAAC survey sheds light on these links

The Programme for the International Assess-
ment of Adult Competencies (PIAAC) Survey 
provides essential data to analyse the connec-
tions between labour income (as measured by 
wages) and educational attainment, as well as 
literacy and numeracy proficiency. 

resulTs of The work sTream

The relationship between skills and inequality is 
complex…

As the share of highly-educated individuals in 
the labour market expands, inequality may in-
itially increase but eventually it will likely di-
minish, as the share of low-educated workers 
declines thus boosting their relative wages.

The returns to skills or education vary along 
the skills distribution. Indeed, one explanation 
for rising earnings inequality is that techno-
logical change has been skill-biased, causing a 
larger increase in the returns to education in 
the upper part of the skills distribution. A more 
dispersed range of skills can lead to a more 
stratified distribution of earnings, assuming 
remuneration keeps pace with productivi-
ty (and to the extent that skills increase pro-
ductivity). At the same time, the link between 
skills (or productivity) and earnings is mediat-
ed by labour market institutions, and associat-
ed factors such as minimum wages, the degree 
of unionisation, and the rules governing wage 
bargaining.

with small returns to general skills proficiency…  

The PIAAC survey provides data on the dis-
tribution of skills proficiency and wages. The 
data indicate that general skills attract small 
rewards in the jobs market. 

…and high returns to specialist knowledge ac-
quired through formal education 

On the contrary, formal education commands 
a large premium due to a signaling effect. Fur-
thermore, in countries with more rigid labour 
markets, wages increase mechanically with age 
and seniority, contributing to the persistence 
of wage inequality. 

Formal education thus has a significant im-
pact on inequality. Returns to education are 
in general much higher at the top than at the 
bottom of the educational attainment distri-
bution. The labour market rewards specialised 
skills obtained through tertiary and graduate 
education. 
 

Project PaPers

• Paccagnella, M., (2015), “Skills 
and wage inequality”, OECD Educa-
tion working paper, No 114. [EDU/
WKP(2015)3

• Van Damme, D., (2014), ‘How closely 
is the distribution of skills related to 
countries’ overall level of social ine-
quality and economic prosperity?’’ 
OECD Education working paper, No 
105, [EDU/WKP(2014)4]

New approaches

PIAAC data enables an examination of the con-
nections between skills and inequality

PIAAC surveys assess the availability of some 
of the key skills for knowledge-based and 
technology-driven economies. Not only does 
the survey provide details on the formal ed-
ucational attainment of individuals, but also 
their literacy, numeracy and problem-solving 
skills. Combing such disaggregated data from 
PIAAC with additional household income data 
makes it possible to establish the distribu-
tion of skills and wage inequalities and any 
relationships that may exist between them. 
Such relationships can be observed across the 
entire set of distributions, which can provide 
evidence in support of policies that promote 
educational attainment at the bottom ver-
sus the top end of the distribution, or formal 
educational attainment versus general skills 
proficiency, in terms of generating skills for 
growth as well as for income equality.   

polIcY ImplIcaTIoNs

In more unequal countries, family background 
influences adult outcomes…

Both skills and wage dispersion differ a great 
deal across countries in the PIAAC sample. 
The relationship between the different meas-
ures of skills and wage inequality is general-
ly weak. At the same time, a strong positive 
correlation (for both proficiency and wages) 
is found between the extent of inequality 
and the strength of the parental educational 
gradient, suggesting that family background 
exerts a larger impact on adult outcomes in 
more unequal countries. This finding should 
be a cause for concern. However the strength 
of the relationship differs widely across coun-
tries. 

…while in all countries higher returns to tertiary 
education increase income inequality… 

Increasing years of education tend to increase 
inequality because the returns to education 
are much higher at the top than at the bottom 
of the distribution. The inequality-enhancing 
effects of education are present only when 

the increase in education takes place through 
a rise in the share of tertiary-educated indi-
viduals. The returns to proficiency, in contrast, 
are smaller, and tend to flatten out above the 
median, which implies that an increase in the 
average level of proficiency does not lead to 
higher overall wage dispersion.

Consistent with previous findings in the lit-
erature, differences in the way personal char-
acteristics are rewarded in the labour market 
account for a large share of the observed 
cross-country differences in wage dispersion. 
Differences in completed years of education 
and in returns to education, matter much 
more than differences in skill endowments.

…which indicates that labour market institu-
tions play a role in explaining international dif-
ferences in earnings inequality 

It is beyond the purpose of this project to di-
rectly assess the relative role of institutions 
versus market forces in explaining wage in-
equality. However, the fact that, even after 
controlling for direct measures of proficien-
cy, the returns to formal education continue 
to play a very prominent role, suggests that 
labour market institutions are a crucial factor 
in explaining the observed international dif-
ferences in earnings inequality by affecting 
the way in which particular sets of skills are 
rewarded.
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New Approaches to Economic Challenges [B4]
Do policies that increase GDP per capita also 
increase median income

Theme of The projecT

Using different measures of income… 

GDP per capita is the most widely used meas-
ure of living standards, as well as a target 
headline indicator for policy-oriented analysis. 
Yet, on its own GDP per capita falls short of 
accurately measuring people’s wellbeing, even 
from a narrow material living standard per-
spective. For example, over the last two dec-
ades, GDP per capita has in most OECD coun-
tries grown faster than households’ disposable 
income per capita. Analysis of household dis-
posable income data enables a better assess-
ment of households’ economic resources, on 
average and across the distribution.   

…can help document income disparities… 

Income inequality has been steadily widening 
in most OECD countries during the past dec-
ades. According to a traditional measure, the 
Gini coefficient, income inequality has risen by 
3 percentage points on average across coun-
tries from the mid-1980s to the late 2000s. 
Furthermore, the ratio of the top-to-bottom 
income decile, another conventional metric, 
reached a three-decade high in 2010. 

However, developments in income inequality 
have not been uniform across countries. In fact, 
between the mid-1990s and the late 2000s, 
OECD countries experienced “inequality con-
vergence”: inequality in household disposable 
income has tended to fall in the most unequal 
countries and to rise in the most equal ones. 

…and illustrate the distributional consequences 
of pro-growth policies

With household-level data, it is possible to em-
pirically assess the effects of structural policies 
not only on economic growth but also on in-
come inequality. It is therefore possible to de-
sign policies while considering the trade-offs 
and complementarities between growth and 
equity. 

resulTs of The work sTream

There are many factors which drive income 
disparities … 

The divergence of GDP from aggregate 
household income can be explained by a 
decline in the progressivity of tax and benefits 
systems, a rising share of GDP being distributed 
in the form of profits (as opposed to wages) 
and a growing share of profits being saved by 
corporations and re-distributed in the form of 
capital gains rather than interest or dividends.

The trend toward more inequality is largely 
driven by skills-biased technological change. 
This drives up wages of high-skill workers 
relative to medium and low-skill workers, 
inducing higher wage inequality and job 
polarisation. Such trends are likely to persist in 
the future. 

…and some pro-growth policies may affect 
inequality

Some pro-growth policies that raise GDP 
through faster productivity may contribute 
to technology-driven inequality. For instance, 
reforms that boost innovation widen the 
wage distribution among employed workers. 
Other policies that promote labour force 
participation and job creation also widen 
the wage dispersion. However, because they 
contribute to raising employment – not least 
among lower-skilled workers – such reforms 
can have a neutral effect on the dispersion of 
household disposable income, or even reduce 
such dispersion. Finally, a number of reforms 
unambiguously reduce wage dispersion and 
household income inequality. 

New approaches 

Household-level data exposes evolving 
inequality trends…

Relying on a richer array of household income 
micro-based indicators allows for producing 
new evidence of the various patterns of 

Project PaPers

• Causa, O., S. Araujo, A. Cavaciuti, 
N. Ruiz and Z. Smidova, (2014), 
“Economic growth from the household 
perspective: GDP and income 
distribution developments across 
OECD countries”, OECD Economics 
Department working paper, No 1111.

• Causa, O., A. de Serres and N. Ruiz, 
(2014) “Can pro-growth policies lift all 
boats? An analysis based on household 
disposable income”, OECD Economics 
Department working paper, No 1180.

• OECD (2015), “Growth and Income 
Inequality: Trends and Policy 
Implications,” OECD Economics 
Department Policy Notes, No. 26, April 
2015.

differences in income distributions across 
countries and over time For example, this 
reveals the extent to which stability in overall 
income inequality masks compensating changes 
between e.g. the lower and upper halves of 
the income distribution. Also, it allows for 
highlighting whether contracting inequalities 
coexist with increasing poverty. 

…enabling an assessment of the distributional 
effects of pro-growth policies 

Focusing on the effects of policies not only 
on growth and employment but also on the 
income distribution is a new way of evaluating 
and designing pro-growth policies.  With this 
assessment of potential policy trade-offs and 
complementarities, different countries can 
implement tailored policy reforms, taking into 
account societal preferences and aversion to 
inequality as well as short-term budgetary and 
political constraints. 

A number of pro-growth structural policies 
have been shown to boost long-term levels 
of GDP per capita and consequently via this 
channel, household disposable income. There 
is limited evidence that growth-enhancing 
policies raise inequality of disposable incomes 
in the long run. In fact a limited number of 
these policies are found to potentially reduce 
inequality, suggesting that there may be policy 
synergies and growth and equality objectives 
can be achieved simultaneously. 

However, little is currently known on the short 
run the effects of pro-growth policies on 
inequality. More work is needed in the area. In 
the short-run, there could be policy trade-offs 
between growth income equality. 

polIcY ImplIcaTIoNs

Well-designed policies which aim to promote 
competition and remove labour market frictions 
can foster complementarities…

Many pro-growth policies are found to deliver 
stronger income gains for households at the 
lower end of the distribution, hence to curb 
income inequality. Such is the case of reducing 
regulatory barriers to domestic competition, 

trade and FDI, stepping-up job-search support 
and activation programmes and tightening 
unemployment benefits for all categories of 
jobseekers.   

…while trade-offs exist elsewhere between 
growth and equity objectives 

Conversely, a tightening of unemployment 
benefits for the long-term unemployed only 
is found to lift GDP per capita and average 
household incomes but also to reduce 
disposable incomes at the lower end of the 
distribution, an indication that it may raise 
inequality. Reducing minimum wages relative 
to median wages could also raise concerns as 
this depresses disposable incomes on average 
and for the median household, though not 
necessarily for households at the lower end of 
the distribution. 

Given the need in many countries to tackle rising 
inequalities, priority should be given to policy 
packages which both reduce income dispersion 
and boost growth. It is particularly important to 
raise the earnings potential of the low-skilled 
and promote the labour force participation of 
women and marginalised groups. 
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New Approaches to Economic Challenges [B5]
Assessing the transitional costs and distributional 
consequences of structural reforms 

Theme of The projecT

Growth in GDP per capita has not fully trickled 
down to household incomes … 

On average across OECD countries and be-
tween the mid-1980s and the late 2000s, 
growth in GDP per capita has not fully trickled 
down to household incomes. It has also been 
unequal, as growth in household disposable 
incomes has been weaker at the lower end of 
the income distribution. Aside from statistical 
issues, these trends could be due to economic 
factors reflected in increasing income transfers 
from the household to the corporate and pub-
lic sectors. Measurement limitations include 
under-reporting of top incomes as well as 
non-inclusion of capital gains in available sur-
vey-based household income data. Econom-
ic factors include a trend decline in the pro-
gressivity of tax and transfer systems, a rising 
share of GDP being distributed in the form of 
profits (as opposed to wages) and a growing 
share of profits being saved by corporations 
and re-distributed in the form of capital gains 
rather than interest or dividends.

… in this respect income distribution effects of 
pro-growth policies are important 

Growth-enhancing reforms can be distin-
guished according to whether they are found 
to generate an increase or a reduction in dis-
posable income inequality, in addition to 
boosting average GDP growth.

resulTs of The work sTream

Many structural reforms have complementary 
results with regards to growth and equity objec-
tives… 

The long-term gains in average household in-

come from reforms are generally close to those 
in GDP per capita. This reflects the fact that 
GDP per capita is a key driver of average house-
hold disposable income in the long term. There 
is little evidence of policy trade-offs between 
efficiency and equity in the long run, and even 
relatively frequent occurrences of policy syner-
gies. These results may reduce concerns asso-
ciated with potential negative reform effects 
on household material living standards and in-
equality. 

… but some reforms present short term trade-
offs between growth and income distribution 
especially at the lower end

A number of reforms have a differential im-
pact on household income and GDP per capita 
– especially those at the lower end of the dis-
tribution. Short-run effects may deviate from 
long-run complementary equilibrium effects 
identified in this project, which calls for assess-
ing the dynamic effects of reforms on house-
hold disposable incomes and income inequali-
ty. In the short-run, some reforms are likely to 
increase income inequality even if this would 
vanish or even revert in the long-run. Associat-
ed welfare implications may need to be taken 
into account in the reform process. 

New approaches

Considering distributional effects represents a 
fundamental shift in thinking about the effects 
of structural reforms . 

The central income concept used throughout 
the project has been that of household real 
disposable income, as this is the best proxy of 
households’ economic resources comparable 
internationally and across the income distribu-
tion. Broadening the policy perspective from 
GDP per capita to household incomes allows 
for tracing the distribution effects of structur-
al policies on households incomes, in addition 
to their economic growth enhancing proper-

Project PaPers

• Causa, O., A. de Serres and 
N. Ruiz, (2015) “Structural re-
forms and income distribu-
tion”, OECD Economics Policy 
Papers, No 13

ties. This represents a fundamental shift in 
thinking about and assessing the outcomes 
of structural policies. 

polIcY ImplIcaTIoNs

Complementarities exist when policies deliver 
returns to the poor and middle class that are 
higher than average economic growth …
 
The project results point to several cases 
of long-term policy synergies between the 
growth and equity objectives, such as reduc-
ing regulatory barriers to domestic competi-
tion, trade and FDI, stepping-up job-search 
support and activation programme. These 
structural reforms are indeed found to deliv-
er stronger income gains for households at 
the lower end of the distribution compared 
with the average household and can thus be 
viewed as helping to narrow inequality in 
disposable incomes. 

… while policies with trade-offs achieve the 
opposite and may result in higher inequality

Shifting from income taxation to property 
and consumption taxes, boosting ICT invest-
ment and tightening unemployment bene-
fits for the long-term unemployed are found 
to lift incomes of the lower-middle class by 
less than GDP per capita – the latter reform 
is even found to reduce disposable incomes 
of the lower-middle class, a clear indication 
that it may raise inequality. Reducing min-
imum relative to median wages could also 
raise concerns as it is found to depress dis-
posable incomes on average and for the me-
dian household, though not for households 
at the lower end of the distribution. 
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New Approaches to Economic Challenges [B6]
Closing the loop: how inequality affects 
economic growth and social cohesion

Theme of The projecT

Economic theory suggests inequality can affect 
economic growth in ambiguous ways

With inequality increasing in most OECD coun-
tries over the last years, assessing its economic 
impact has clear policy relevance. Theoretical-
ly, inequality might affect economic growth in 
both positive and negative ways. On the one 
hand, larger income disparities generate an in-
centive to work harder, study longer, and take 
greater risks, all of which can lead to more eco-
nomic activity and growth. In presence of bor-
rowing constraints, however, more inequality 
means that the wealthy are better able to take 
advantage of economic opportunities than the 
poor. Poor children may be unable to spend as 
long in education, thereby harming their fu-
ture earnings potential. Poor people may also 
find it difficult to invest in new opportunities. 
As a result, inequality acts as a drag on growth.

resulTs of The work sTream

Higher inequality can lower economic growth… 

Econometric analyses based on new data for 
the OECD suggest that income inequality has 
a negative and statistically significant impact 
on subsequent (medium-term) growth. The 
evidence indicates that what matters most is 
the income gap between lower-income house-
holds and the average. The negative effect of 
inequality on growth is driven not just by the 
poorest income decile but actually by the bot-
tom 40% of income earners. The analysis also 
provides little backing for the claim that re-
distributive policies result in lower economic 
growth, although, not all redistribution is nec-
essarily equally good for growth.

..via the human capital accumulation channel… 

 The analysis evaluates one prominent channel 

through which inequality is supposed to affect 
growth: the human capital accumulation theo-
ry. According to this theory, inequality under-
mines education opportunities for disadvan-
taged individuals, lowering social mobility and 
slowing human capital accumulation. Analysis 
based on micro data from the Programme for 
the International Assessment of Adult Compe-
tencies (PIAAC) Survey shows that increased 
income disparities within countries depress 
skills development among individuals with 
poorer parental education backgrounds, both 
in terms of the quantity of education attained, 
and in terms of its quality (i.e. skill proficien-
cy). Educational outcomes of individuals from 
richer backgrounds, however, are not affected 
by inequality.

New approaches / polIcY ImplIca-
TIoNs

Tracing the human capital channel through 
which inequality affects growth…

Income inequality undermines growth by lim-
iting investment opportunities, particularly 
in education, for those at the bottom of the 
income distribution. By weakening skill-acqui-
sition, inequality lowers a country’s growth 
potential. Moreover, it creates a vicious circle 
where limited educational opportunities trans-
form into limited job opportunities and low 
lifetime earnings which perpetuate income 
disparities lowering social mobility. The case 
for limiting or – ideally – reversing the long-
run rise in inequality is not only that our socie-
ties will become less unfair, it is also that they 
will become richer and more mobile.

…can suggest appropriate “win-win” policies.

The policy strategy for tackling rising ine-
qualities while promoting economic growth 
and social mobility requires a policy package). 
One policy avenue involves reforms to tax and 
benefit policies to prevent low-income house-
holds from falling further back in the income 

Project PaPers

• Cingano, F. (2014), “Trends in In-
come Inequality and its Impact on 
Economic Growth”, OECD Social, 
Employment and Migration Work-
ing Papers, No. 163, OECD Publish-
ing. http://dx.doi.org/10.1787/5jxr-
jncwxv6j-en

distribution, while maintaining the right 
incentives to work and invest. Another 
one requires improving access to public 
services, such as high-quality childcare 
and education and training, particular-
ly by young and adult individuals from 
low-income groups, or access to health.

Promoting inclusive employment and ac-
cess to public services will guarantee the 
“double dividend”.
 
Another important element of the poli-
cy tool kit is active promotion of inclu-
sive employment. Increasing employ-
ment can contribute to sustainable cuts 
in income inequality while promoting 
growth, provided that employment 
gains occur in jobs that offer career 
prospects. A key policy challenge there-
fore is to facilitate and encourage access 
to employment for under-represented 
groups, such as youths, older workers, 
women and migrants. 

… as policies that enhance access to op-
portunities to youth and over the work-
ing life  

Successful policies therefore need to 
take account of the fact that in unequal 
societies low socio-economic groups are 
likely to have underinvested in formal 
education. Accordingly, strategies to 
foster skills development should include 
improved job-related training and ed-
ucation for the low-skilled (on-the-job 
training) and better access to formal ed-
ucation over their working lives.
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New Approaches to Economic Challenges [B10]
Environmental policies and economic performance

Theme of The projecT

Environmental policies contribute to long-term 
well-being …

Environmental policies address well-being and 
sustainability objectives in the long run, affect-
ing firm and household behaviour. The purpose 
of such policies is to achieve environmental 
objectives that markets fail to deliver, by mak-
ing environmental externalities more costly in 
order to change both producer and consumer 
behaviour. Thus more stringent environmental 
policies imply higher costs for environmental-
ly-harmful behaviour. 

but can have ambiguous effects in the short term

A number of design features of environmen-
tal policies, such as stringency, predictability, 
flexibility, competition-friendliness, matter 
for economic outcomes. Theory, however, sug-
gests the effects on economic performance are 
ambiguous.

… with more empirical evidence required to in-
form the debate

The empirical evidence on the impact of en-
vironmental stringency is sparse and con-
text-specific. This has made it difficult to draw 
firm policy conclusions.  

resulTs of The work sTream

New indicators highlight rising environmental 
policy stringency… 

The OECD has developed a new composite in-
dicator of environmental policy stringency, in 
the form of a quantitative index.  While only 
a proxy under further development, it enables 
comparisons of stringency between countries, 
across time, as well as between policy instru-
ments. 

The new data suggests that environmental 
policy stringency has increased significantly 
in the OECD over the past two decades. Coun-
tries tend to opt for similar policy instruments 
but there are differences in the stringency of 
groups of market and non-market based in-
struments. While the United Kingdom, Poland 
and Australia tend to employ more stringent   
market-based instruments, Finland, Germany 
and Austria resort to relatively more stringent 
non-market based environment policies. 

… with little or no permanent effect on multi-
factor productivity in the long run…

Environmental policy tightening has no per-
manent effect, positive or negative, on multi-
factor productivity growth (MFP). In fact, ev-
idence suggests that all productivity effects 
tend to disappear within five years or less. 

No lasting harm to productivity levels is found 
at the macroeconomic, industry or firm levels. 
On the contrary, a tightening of environmen-
tal policies is followed by a temporary increase 
in productivity, leading to an overall improve-
ment in production efficiency for a large share 
of manufacturing industries. 

At the macro level, the anticipation of an en-
vironmental policy tightening may also tem-
porarily slow productivity growth – possibly 
due to increased investment in preparation for 
an expected policy change. Productivity levels 
subsequently rebound due to the temporary 
acceleration of growth rates. 

The temporary effects on productivity growth 
are not conditional on the stringency of envi-
ronmental policies already in place, but may 
depend on the flexibility of the environmental 
policy instruments. In particular, market-based 
instruments tend to have a more robust posi-
tive effect on productivity growth.

Project PaPers

• Albrizio, S., Botta, E., Kozluk, T., 
Zipperer, V., (2014), ‘’Do environ-
mental policies matter for produc-
tivity growth? Insights from new 
cross-country measures of envi-
ronmental policies’’ [ENV/EPOC/
WPIEEP(2014)3/FINAL]

… but with some potential efficiency-enhancing 
effects at the firm level in the short run

While on average the effect of policy stringen-
cy is neutral, there is evidence for productivity 
changes between and within economic sec-
tors. Most advanced sectors and firms gain in 
productivity, while less productive firms expe-
rience negative effects. This may be because 
larger and more productive firms can adapt 
more easily to a changing policy environment. 
They have more advanced technologies and 
more resources to invest in changing produc-
tion technology. They may, however, also out-
source environmentally harmful or less effi-
cient production.  

New approaches 

This is a first attempt to systematically measure 
environmental policy stringency… 

To fill the gap of reliable comparative meas-
ures of environmental policy stringency (EPS), 
selected environmental policy instruments, 
primarily related to climate and air pollution, 
are scored and aggregated into composite 
EPS indexes. Two EPS indexes are created, one 
for the energy sector and an extended one to 
proxy for the broader economy. They cover 
most OECD countries from the1990s to2012, 
the first-series of its kind. 

…  and to think about  the productivity implica-
tions of environmental policies

The indicators simplify the multidimensional 
reality of environmental policy, as they only 
relate to climate and air pollution. This is, how-
ever, a first step to measuring the stringency 
of policies internationally and to consider their 
implications for productivity. In this respect 
such measures and the way they are employed 
represent a significant advancement to the 
academic and policy literature on the topic to 
date.  
 

polIcY ImplIcaTIoNs

Policy stringency can improve productivity if 
policies provide incentives for an efficient real-
location of capital

The design of environmental stringency poli-
cies is crucial. Such policies should be pursued 
together with measures that lighten regulato-
ry and administrative burdens and in this way 
both environmental and economic objectives 
can be achieved.  

Stringent environmental policies can enhance 
productivity if policies are coupled with meas-
ures to allow a swift reallocation of capital to-
wards more productive firms. To this end, pol-
icies that encourage competition and reduce 
barriers to entry and exit should be pursued.

The Burdens on the Economy due to Environ-
mental Policies (BEEP) indicator provides evi-
dence on the anti-competitive bias of some 
aspects of environmental policies. The indica-
tor highlights that the economic effects of en-
vironmental policies vary considerably across 
countries, not all of which is related to the 
stringency of those policies. 
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New Approaches to Economic Challenges [B11]
Trade-offs and synergies between environment 
and inequality

Theme of The projecT

Removing energy subsidies enhances economic 
efficiency and environmental outcomes 

Energy subsidies are not only harmful to the 
environment, because they encourage greater 
use of fossil fuels, but they are also costly and 
they distort the production structure and the 
consumption decisions of households.

Equity outcomes can be achieved if flanking poli-
cies make the reform progressive…

Fossil fuel subsidies are often justified as a 
redistributive form of support for the poor. 
However subsidies are a poorly targeted in-
strument for achieving this objective. This is 
because energy subsidies are either directed at 
energy sources that the poor do not consume, 
for instance gasoline, or sources the poor have 
no access to, i.e. electricity.

Removing energy subsidies presents an efficien-
cy-equity trade-off because it is detrimental to 
poor households 

In absolute terms in Indonesia, middle and 
high-income households receive a larger pro-
portion of subsidies than low-income house-
holds. In relative terms, however, poor house-
holds receive greater monetary benefit, as 
energy subsidies are more evenly distributed 
than income. Consequently, the direct effect 
of the subsidy phasing out is to exacerbate in-
come inequality.

Redistribution schemes of varying degrees of ef-
ficiency can ameliorate this…

The phasing out of energy subsidies was sim-
ulated under three stylised redistribution 
schemes: direct cash payment on a per house-
hold basis, support to labour incomes, and 
subsidies on food products. While there are 
other possible public uses of the savings from 

subsidy removal, such as deficit reduction, ed-
ucation and healthcare funding, these affect 
income redistribution indirectly and thus were 
not considered in the simulations. 

…to improve both GDP and welfare…  

The modelling results indicate that if Indone-
sia were to remove its fossil fuel and electricity 
consumption subsidies, it would achieve real 
GDP gains of 0.4% to 0.7% in 2020, depending 
on the redistribution scheme applied. Direct 
cash transfers perform best in terms of GDP 
gains. The aggregate gains for consumers in 
terms of welfare are higher, with a range from 
0.8% to 1.6% in 2020. This result is derived from 
the gains from trade if the subsidy abolition is 
multilateral.

… as well as environmental outcomes

In addition to income and welfare gains, re-
moving energy subsidies is projected to signif-
icantly reduce harmful emissions in Indonesia, 
by over 10% by 2020 in the scenarios consid-
ered. 

New approaches

A novel analytical framework examined the dis-
tribution effects of multiple scenarios …

This project featured a modelling approach in 
which three strands of effects were studied 
– macroeconomic, environmental and distri-
butional. It is therefore illustrative of the mul-
tidimensional frameworks that the OECD is 
beginning to exploit in its analysis. A comput-
able general-equilibrium model simulates the 
interactions between economic activities, in-
cluding energy-related activities across sectors 
and regions. The model also incorporates the 
links between economic activities and green-
house-gas emissions while a specific module 
assesses the consequences of policy shocks for 
different household groups. 

Project PaPers

• Durand-Lasserve, O., et al.  
(2015), “Modelling of distribu-
tional impacts of energy subsidy 
reforms: an illustration with Indo-
nesia”, OECD Environment Work-
ing Papers, No. 86, OECD Pub-
lishing, Paris. DOI: http://dx.doi.
org/10.1787/5js4k0scrqq5-en

… utilising household-level budget survey 
data

The data used in the model covers more 
than 10,000 Indonesian households, each 
with its own preferences. The baseline 
consumption level and income patterns of 
each household are based on a household 
budget survey, in this case the 2007 Indo-
nesia Family Life Survey. 

polIcY ImplIcaTIoNs

Economic, environmental and social objec-
tives can be pursued simultaneously…

A multidimensional modelling strategy 
to assess the effects of policies reveals a 
number of important distributional ef-
fects. Energy subsidy removal and the re-
sulting redistributive mechanisms affect 
not only economic growth and environ-
mental pollution, but also income inequal-
ity. 

… but care must be taken to carefully de-
sign redistributive schemes 

The simulations suggest that poor house-
holds bear the brunt of energy subsidy 
removal. To counteract this, direct cash 
transfers or to a lesser extent, food subsi-
dies are an efficient redistributive scheme. 
However, redistributive policies such as 
compensatory payments proportional to 
labour income disproportionately benefit 
higher income households, because such 
schemes exclude the poorer households 
who depend on earnings from the infor-
mal sector.
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New Approaches to Economic Challenges [B12a]
Increasing the resilience of economies to external 
shocks (Micro resilience)

Theme of The projecT

Growth-promoting policies can influence mac-
roeconomic instability …

Growth-promoting policies can play a role in 
shaping the vulnerability and resilience of an 
economy. Such policies can affect the vul-
nerability of an economy, amplify or dampen 
shocks, and influence the persistence of their 
effects. For instance financial openness and 
deepening are a source of transmission and 
propagation of shocks.

… but the welfare implications can be understood 
by looking at microeconomic instability

The true welfare costs of economic instabili-
ty can only be understood at the micro level 
by assessing the impact of shocks on firms, 
households and individuals. The project trac-
es the type and size of volatility of micro-lev-
el variables and looks at policy trade-offs be-
tween growth, microeconomic instability and 
income inequality.

resulTs of The work sTream

This study examines microeconomic stability … 

Microeconomic volatility affects households 
and firms directly, lowering on average life 
satisfaction. Furthermore, volatility is much 
higher at the micro than at the macroeconomic 
level. 

… at the household level …

Aggregate level data obscures the effect of 
higher economic instability on household-level 
disposable income. Household-level instability 
has many underlying causes. For instance, dur-
ing the Great Recession, many countries that 
suffered large macro-shocks experienced little 
increase in micro-level instability, at least ini-
tially.

In general, household-level instability tends to 
be greater in more unequal countries. A possi-
ble cause is that the tax and benefits system 
help to ameliorate both inequality and volatil-
ity.  

… at the firm level …

Firm-level instability can indirectly generate 
welfare-reducing costs, but it can also reflect 
healthy processes of resource reallocation, 
which underpin creative destruction and eco-
nomic growth. Firm-level instability is in gen-
eral greater in countries with lower levels of 
employment protection, stronger contract en-
forcement and lower levels of public owner-
ship. 

… and at the individual level 

Employee-level economic instability can take 
the form of changes in jobs, both in and out of 
employment, working-time or hourly earnings. 
All these forms of economic instability vary 
considerably across countries.  

New approaches

Three measures of volatility utilise different lev-
els of data disaggregation 

Volatility can be measured in three differ-
ent ways at the micro level. A rolling window 
measure allows fluctuations around average 
growth to be measured for each individual. In-
cidence of large changes counts the proportion 
of individuals who are subject to significant 
change. Cross-sectional measures can be used 
to evaluate the dispersion of individual chang-
es around the average. All three methods are 
highly correlated with each other and are test-
ed in an econometric investigation against pol-
icy indicators and other relevant factors. The 
individual-level data used in this study cover 
26 countries from 1994 to 2010. 

Project PaPers

• Cournède, B., P. Garda, P. Hoeller and V. Ziemann (2015), “Effects of pro-growth 
policies on the economic stability of firms, workers and households”, OECD Economic 
Policy Papers, No. 12, OECD Publishing.

• Cournède, B., P. Garda and V. Ziemann (2015), “Effects of economic policies on 
microeconomic stability”, OECD Economics Department Working Papers, No. 1201, 
OECD Publishing.

• Garda, P. and V. Ziemann (2014), “Economic policies and microeconomic stability: a 
literature review and some empirics”,  OECD Economics Department Working Papers, 
No. 1115, OECD Publishing.

polIcY ImplIcaTIoNs

Microeconomic volatility and inequality are 
tightly connected …

Microeconomic volatility strongly affects eco-
nomic welfare. Changes in the economic situ-
ation of individuals, which are difficult to pre-
dict, reduce welfare because most people are 
risk-averse. Furthermore, household dispos-
able income tends to be less volatile in more 
equal countries. This may be explained by 
policies such as progressive taxes and trans-
fers, which reduce both inequality and volatil-
ity. These two issues are intertwined because 
compressed earnings distributions restrain the 
extent to which individual income can rise or 
fall in the face of shocks or opportunities. 

Growth-enhancing policies can heighten vola-
tility and income inequality …

Pro-growth reforms, such as expanding active 
labour market programmes, reducing employ-
ment protection for regular workers and lim-
iting unemployment insurance, tend to boost 
growth for a given level of instability. 

Some pro-growth reforms can exacerbate in-
come inequality and potentially micro level 
volatility if their design pays insufficient at-
tention to their distributional consequences . 
Reductions in progressive taxes and transfers 
are an important category of pro-growth re-
forms that raise trade-offs between growth, 
inequality and volatility. By contrast, reforms 
that make labour and product markets very 
fluid reforms improve stability and income in-
equality as well as long-term growth. 

Specific structural reforms have an impact on 
individual-level volatility … 

Relaxing employment protection legislation 
for regular workers and product market reg-
ulation from very tight to moderately tight 
restrictions increases worker-level economic 
instability. However, deeper reforms which re-
sult in highly flexible labour markets and very 
competitive product markets bring greater in-
dividual-level economic stability (in addition 
to stronger growth).

More spending on active labour market poli-
cies reduces gross worker flows, presumably 
by improving the matching process in hiring.

Centralised and decentralised wage-bargain-
ing systems bring greater worker-level stabil-
ity in hours worked and hourly earnings than 
intermediate, sector-level arrangements.

Higher levels of unemployment benefits are 
associated with greater worker-level volatili-
ty in hours worked and hourly earnings. This 
link may reflect that stronger unemployment 
insurance facilitates risk taking in the labour 
market.

and more progressive taxes can dampen large 
economic shocks for individual earners 

Progressivity in income taxation can dampen 
the transmission of large changes in labour 
earnings to household disposable income. 
Social transfers also reduce the transmission 
of shocks from labour earnings to disposable 
household income, but to a lesser extent than 
taxes. Changes in labour earnings by other 
household members are also an important 
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New Approaches to Economic Challenges [B12b]
Increasing the resilience of economies to external 
shocks (Finance and Resilience) 

Theme of The projecT

The substantial expansion of the financial sector

The financial sector has expanded considera-
bly in the OECD countries since the 1970s and 
especially in the United States. Credit provid-
ed by bank and other financial intermediaries 
has reached almost 200% of GDP in the United 
States and 110% in the OECD on average. Econo-
metric investigations indicate that, while fi-
nancial expansion is an engine of growth when 
starting from low or moderate levels, further 
expansion from the high levels observed in 
OECD countries generally harms growth.

has imposed significant costs on the real economy

Excess credit, mispricing of risky financial in-
struments, and lax regulation led to the deep 
financial crisis of 2008 and the subsequent re-
cession. The impact on the real economy has 
been severe. Unemployment rose through-
out the OECD and economic growth fell while 
flows of new lending and borrowing dried up. 
Weak investment in the medium to long term 
can lead to secular stagnation.

… and necessitates a reconsideration of the fu-
ture role of finance

Widespread bank difficulties since 2008 re-
quired large bailouts with taxpayers’ money 
while the need to fight the recession following 
the financial bust also proved very costly for 
public finances. These costs for governments 
as well as the economic hardship associated 
with the recession have raised questions about 
the future role of finance and its institutions 
(bank, non-banking savings and credit institu-
tions, sovereign wealth funds, private invest-
ment funds and others).

resulTs of The work sTream

A healthy financial system will avoid excesses …

An appropriately run financial system will have 
strong capital buffers to reduce the need for 
costly government intervention in a time of 
low liquidity. The Basel III framework was de-
veloped with this in mind; but further work 
remains necessary in particular to reduce gov-
ernments’ implicit support for too-big-to-fail 
institutions.

The financial regulatory environment requires 
reform. Financial supervision needs to take a 
more comprehensive approach. Systemic risks 
need to be monitored better, as well as distri-
butional effects from credit expansion.

The high wage premium in the financial sector 
contributes to income and gender-pay inequal-
ity. Compensation reforms will be important to 
counter this.

… and favour a balanced composition of finan-
cial instruments

OECD countries have currently tax systems that 
encourage corporate funding through loans 
rather than equity. This creates a debt-bias in 
firm financing. Excess in debt funding creates 
instability and can be bad for growth. An ex-
pansion in equity financing has a positive as-
sociation with growth in the long run. These 
results apply on average across the OECD and 
to most countries individually.

A well-functioning financial system relies on 
trust in the economy due to the illiquid nature 
of banking assets and the presence of lever-
age. Trust in turn requires accountability and 
transparency. An important element to creat-
ing trust in finance is to end policies that create 
moral hazard, such as implicit guarantees for 
large institutions deemed too-big-to-fail. This 
limits financial excess and eventually restores 
efficient credit provision and investment.

Project PaPers

• Cournède, B., O. Denk and P. 
Hoeller (2015), “Finance and in-
clusive growth”, OECD Economic 
Policy Papers, No. 14, OECD Pub-
lishing.

• Cournède, B. and O. Denk (2015), 
“Finance and economic growth in 
OECD and G20 countries”, OECD 
Economics Department Working 
Papers, No. 1222, OECD Publishing.

• Denk, O. and B. Cournède (2015), 
“Finance and income inequality in 
OECD Countries”, OECD Economics 
Department Working Papers, No. 
1223, OECD Publishing.

• Denk, O. (2015), “Financial sector 
pay and labour income inequali-
ty: evidence from Europe”, OECD 
Economics Department Working 
Papers, No. 1224, OECD Publishing.

• Denk, O. and A. Cazenave-La-
croutz (2015), “Household finance 
and income inequality in the euro 
area”, OECD Economics Depart-
ment Working Papers, No. 1225, 
OECD Publishing.

• Denk, O., S. Schich and B. 
Cournède (2015), “Why implic-
it bank debt guarantees matter: 
some empirical evidence”, OECD 
Journal: Financial Market Trends, 
Vol. 107.

New approaches

Considering the distributional effects of fi-
nance is a novel approach

The work re-assesses the contribution 
of finance to growth and stability, but it 
makes important contributions to our un-
derstanding of the effects of finance on 
growth and income distribution, as well 
as highlighting reforms of financial reg-
ulation and other policy areas for a bet-
ter-performing financial sector.

polIcY ImplIcaTIoNs

Short term trade-offs need to be consid-
ered to ensure long-term stability …

Ultimately, there is no trade-off be-
tween a sound financial sector and robust 
growth in the long-term. In the short-
term, however, some measures to curb 
financial growth and potential financial 
excesses can have negative implications 
for growth. Their judgement needs to be 
balanced against the long-term benefits 
for growth, stability and income distribu-
tion.

Econometrically, financial expansion has 
been positively associated with increases 
in economic inequality. The high level of 
pay in the financial sector is an important 
factor behind this link. Similarly, signifi-
cant gender imbalances at the top of fi-
nancial institutions contribute to widen-
ing gender pay differences. This means 
that the gender imbalance in the sector 
needs to be addressed, compensatory 
policies need to be put in place and the 
size of the financial sector needs to be 
regulated. 

Evidence from this work suggests that even relative to disposable income, low-income house-
holds have less credit than higher-income households. In this way the uneven distribution of 
credit in financial systems unable or unwilling to lend to low-income customers contributes to 
income inequality.
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New Approaches to Economic Challenges [B13]
OECD @ 100

Theme of The projecT

The legacy of the Great Recession lingers…

More than seven years since then 2008 crisis 
the global economy is still running in a low 
gear. Global growth has been more than 1 per-
centage point below the 2000-07 period, un-
employment is set to stay above pre-crisis lev-
els in many economies, while private business 
investment is still just idling along. 

… and long-term challenges are becoming more 
salient

In addition, challenging trends that pre-dated 
the crisis and likely to continue into the future. 
There are tensions and potential imbalances 
that can emerge from developments in a num-
ber of areas such as demography, technology, 
skills requirements, and increasing integration 
in the context of fiscal constraints, rising envi-
ronmental pressures and threats to economic 
stability. 

resulTs of The work sTream

Future growth rates will likely be lower… 

In the period to 2060, global growth prospects 
will be mediocre compared to the past -- re-
flecting ageing, slower human capital accu-
mulation and decreasing scope for catch up by 
non-OECD countries as their living standards 
converge towards those of the OECD. GDP in 
the OECD and the emerging G20 countries will 
likely grow on average by 2.7% in 2010-2060, 
compared to 3.4% in 1996-2010. Global GDP is 
expected to grow by 3% per annum 2010-2060. 
Faster growth in the emerging world will con-
tinue to shift the global economic balance. To 
sustain this lower, but still significant growth 
rate, deepening of human capital and a great-
er focus is needed on productivity driven by 
skilled-biased technical change. 

… the global economy will be more integrated… 

Global trade integration will continue and 
deepen, albeit at a slower pace than in the 

past. Non-OECD countries will capture a grow-
ing part of global trade and the trade and in-
dustrial specialisation of emerging countries 
will look increasingly like those of the OECD. 
Economic convergence will alter patterns of 
economic migration towards OECD countries 
with the risk of drying up a possible source of 
offset to ageing labour forces.

… and inequality will be higher … 

The growing importance of Knowledge Based 
Capital (KBC) will exacerbate income dispar-
ities based on skills. Earnings disparities may 
continue to rise sharply if well-designed redis-
tributive policies are not implemented and pri-
vate or public investment in higher education 
is not stepped up. 

… leading to  fiscal challenges …

Greater demands on tertiary education, so-
cial insurance and pension systems, as well as 
health care from increasing demand for skills 
and ageing populations, may threaten fiscal 
stability.

… and environmental pressures will intensify

Without decisive action, environmental deg-
radation will prove to be a critical challenge 
in the medium to long term and may hamper 
growth before 2060. The impact of environ-
mental damages may reduce global GDP by 
1.5% and by as much as 5% in South and South-
East Asia. 

New approaches

An integrated modelling approach to develop-
ing long-term scenarios 

The OECD@100 used a novel/multifaceted 
modelling approach to project current and pro-
spective future threats to the global economy. 
Forward-looking scenarios are constructed us-
ing a set of interacting modules, each describ-
ing one or several key variables (this includes 
growth, emissions, climate and environmen-
tal damage modules, trade and specialisation 
module and a wage inequality module) and 

feeding into the others, under a common set 
of growth trajectories. While this approach is 
still largely based on the extrapolation of past 
trends, it has produced greater awareness and 
insights into the various policy linkages of an 
inter-connected global economy. 

polIcY ImplIcaTIoNs

The projected changes in the world econo-
my help structure thinking about the future 
and the consequent demands on policies. Of 
course, many of the crucial issues of the past 
and present will likely remain in the period to 
2060. For instance, policies that enhance pro-
ductivity, support equity, ensure robust public 
finances, and discourage overuse of natural 
resources, will be just as important in the fu-
ture as they are today. Similarly the need to 
strengthen and enhance economic and politi-
cal institutions will remain. 

The changing economic environment spurs the 
need for innovative policies …
A changing economic environment and un-
certainty around future developments will 
likely shift the way economic policies should 
be pursued. For instance, as growth is in-
creasingly driven by knowledge and skills, the 
growth process itself may generate tensions 
such as inequalities. At the same time, the 
scope for domestic policy to address such is-
sues may be reduced, as the fiscal domain is 
squeesedsqueezed, and traditional redistribu-
tive policies become more costly and difficult 
to implement because of increasingly mobile 
tax bases and cross-country spill-overs. 

… to support more inclusive growth … 
Policies to encourage growth in a knowl-
edge-intensive economy should involve re-
viewing intellectual property rights approach-
es and appropriate product and labour market 
settings that facilitate firm entry and exit. 
Furthermore, these reforms need to be com-
plemented with focused education policies 
that generate high social returns and encour-

age life-long learning in the context of age-
ing societies. Better-targeted redistribution 
through the tax and benefits system, in addi-
tion to policies that promote equality of op-
portunity, reflecting the changing structure of 
the workforce, can potentially improve equity 
outcomes. 

… address the rising costs of climate change  
Front-loaded environmental policies can re-
duce the future costs of environmental dam-
ages. While deeper international integration of 
trade and investment can improve risk-shar-
ing of potential climate damages. 

… and ameliorate fiscal pressures …
Future uncertainties related to demographic 
changes and productivity trends, suggest fis-
cal systems need to be made more resilient to 
shocks. Efficiency-boosting structural reforms 
and diversifying funding sources away from 
public finance will lessen the pressure on the 
treasuries of OECD countries. There is a dilem-
ma in reforming the tax system. Taxes need to 
be levied increasingly on immobile tax bases, 
as the cost of taxing mobile intangible inputs 
increases. However this is at odds with the 
increasing size and role of intangibles in the 
future economy.

… all with better international cooperation in 
an increasingly multipolar world
The need for improved and enhanced interna-
tional policy cooperation and coordination un-
derpins the majority of the above policy areas. 
Economic challenges (including among others 
research efforts, intellectual property rights 
protection, productivity spillovers, mobile 
taxable assets, environmental degradation) in 
the future will not be constrained by political 
borders. Therefore, boosting cooperation in 
a wide number of areas will be crucial, even 
though the shift towards a multipolar world is 
likely to make cross-country cooperation more 
challenging in view of differences in priorities 
and preferences in the global economy.
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New Approaches to Economic Challenges [B15]
Ensuring productivity growth and innovation 
in the long run

Theme of The projecT

Productivity growth has slowed in many OECD 
countries …

The recent financial and economic crisis has 
amplified a general slowdown of productivi-
ty since the beginning of the 21st century. In 
addition, the slowdown in knowledge-based 
capital accumulation and the decline in busi-
ness start-ups have been notable. 

… raising concerns of a structural slowdown … 

The debate on the future of productivity has 
manifested itself in two polar views. A pes-
simistic view suggests that the slowdown is 
permanent that recent technological develop-
ments (i.e. ICT) are trivial compared to those 
that took place earlier in the 20th century 
(i.e. electrification; see Gordon, 2012). By con-
trast, technological optimists argue that the 
underlying rate of technological progress has 
not slowed and that the IT revolution still has 
a long way to run (Brynjolfsson and McAfee, 
2011).

that can be traced at the sectoral and firm level 

Aggregate growth accounting (Section 2) can 
help describe productivity developments but 
sheds only a little light on the economic forces 
that shape them. More insightful approaches 
utilise more granular, but harder to come by 
data at industry of firm level. For the very long 
run, long-term projections and scenarios can 
identify relevant issues for the future of inno-
vation and productivity. 

resulTs of The work sTream

Micro data shed light on the drivers of produc-
tivity … 

The economic forces shaping productivity 
developments can be better understood by 
distinguishing between: the globally most 

productive firms, national frontier firms and 
laggard firms. 

… which highlights a rising gap between firms at 
the technological frontier and others …

Productivity growth at the global frontier has 
remained relatively robust in the 21st century, 
despite the slowdown in average productivi-
ty growth. Labour productivity at the global 
frontier, for instance, increased at an average 
annual rate of 3.5% in the manufacturing sector 
over 2000s, compared to an average growth in 
labour productivity of 0.5% for non-frontier 
firms. This rising gap raises questions about 
how policies shape:

1. the ability of national frontier firms 
to adopt new technologies developed at the 
global frontier; and

2. the diffusion of existing technologies 
from the national frontier to laggards. 

… necessitating interventions in innovation, 
market environment, and skills development 

Three policy areas appear to be of key impor-
tance: i) foster innovation at the global fron-
tier and facilitate the diffusion of new tech-
nologies to firms at the national frontier; ii) 
create a market environment where the most 
productive firms are allowed to thrive, thereby 
facilitating the more widespread penetration 
of available technologies; and iii) reduce skill 
mismatches.

 Policies to sustain productivity growth include:

- Improvements in public funding and the or-
ganisation of basic research, which provide the 
right incentives for researchers, are crucial for 
moving the global frontier and to compensate 
for inherent underinvestment in basic research. 

- Rising international connectedness and the 
key role of multi-national enterprises in driving 
frontier R&D imply a greater need for global 
mechanisms to co-ordinate investment in ba-

sic research and related policies, such as R&D 
tax incentives, corporate taxation and IPR re-
gimes.

- Productivity growth via the diffusion of in-
novations at the global frontier to national 
frontier firms is facilitated by trade openness, 
participation in global value chains (GVCs) and 
the international mobility of skilled workers. 
- Well-functioning product, labour and risk 
capital markets as well as policies that do not 
trap resources in inefficient firms – including 
efficient judicial systems and bankruptcy laws 
that do not excessively penalize failure – help 
firms at the national frontier to achieve a suf-
ficient scale, enter global markets and benefit 
from innovations at the global frontier.

- A competitive and open business environ-
ment that favours the adoption of superior 
managerial practices and facilitates efficient 
firm exit facilitates the diffusion of technolo-
gies in general.

- Framework policies that reduce barriers to 
firm entry and exit and improve the efficien-
cy of matching in labour markets can improve 
productivity performance by reducing skill 
mismatch.

New approaches

Micro data at the firm level …

While growth accounting techniques have 
been widely used to account for productivi-
ty changes, they restrict our understanding to 
trends of averages. The truly new empirical un-
derpinnings of the project utilise cross-coun-
try, industry- and firm- level data to explore 
the structural dimensions of productivity and 
the multiple channels through which policies 
can affect it. To distinguish the firms’ produc-
tivity performance and their characteristics, a 
harmonised, cross-country firm-level dataset 
was built. In addition, to observe firm and em-

ployment dynamics, a novel methodology was 
used to construct aggregates of confidential 
firm-level data from OECD member countries 
sources. Novel, individual data from the OECD 
PIAAC survey was used to explore nature and 
consequences of skills mismatch.  

polIcY ImplIcaTIoNs

… suggests novel policy recommendations on 
firm entry and exit … 

Such data has enabled new policies to emerge 
that aim to support the creation and growth 
of young innovative firms, while allowing 
small but old and stagnant firms to exit the 
market. For instance, appropriate judicial and 
bankruptcy laws can help release resources 
trapped within inefficient firms thus support-
ing flow of resources will be towards more 
productive firms.

… on correcting skills mismatch and knowledge 
dissemination …

Reforms to policies that restrict worker mobil-
ity and amplify skill mismatch (e.g. high trans-
action cost on buying property and stringent 
planning regulations) will enhance the diffu-
sion of frontier innovations and the growth 
of productive firms. Reducing skill mismatch 
via these policies plus funding for lifelong 
learning will become increasingly necessary to 
combat slowing growth and rising inequality. 

… and improving on R&D incentives and IPR 
protection

Innovation policies, including fiscal incentives 
for R&D, collaboration between firms and re-
search institutions, and IPR protection, should 
be designed in a way so that they do not ex-
cessively favour applied vs basic research and 
incumbents vs young firms.
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