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Going for Growth was launched in 2005 as a new form of structural surveillance
complementing the OECD’s long-standing country and sector-specific surveys. In line with
the OECD’s 1960 founding Convention, the aim is to help promote vigorous sustainable
economic growth and improve the well-being of OECD citizens.

This surveillance is based on a systematic and in-depth analysis of structural policies and
their outcomes across OECD members, relying on a set of internationally comparable and
reqularly updated indicators with a well-established link to performance. Using these
indicators, alongside the expertise of OECD committees and staff, policy priorities and
recommendations are derived for each member. From one issue to the next, Going for
Growth follows up on these recommendations and priorities evolve, not least as a result of
governments taking action on the identified policy priorities.

Underpinning this type of benchmarking is the observation that drawing lessons from
mutual success and failure is a powerful avenue for progress. While allowance should be
made for genuine differences in social preferences across OECD members, the uniqueness of
national circumstances should not serve to justify inefficient policies.

In gauging performance, the focus is on GDP per capita, productivity and employment. As
highlighted in the past and again in this issue, this leaves out some important dimensions
of well-being. For instance, while a high GDP per capita tends to make for better health and
education outcomes, it is not sufficient to ensure social cohesion, even if higher employment
helps. However, for economic policy purposes, GDP per capita and employment measure
well-being better than any other available indicators.

Going for Growth is the fruit of a joint effort across a large number of OECD Departments.

www.oecd.org/economics/goingforgrowth
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EDITORIAL

Editorial

Shifting gears

OECD countries seem poised for a modest, uneasy, yet much-welcome recovery. This prospect was
far from granted a year ago, and owes a great deal to the exceptional monetary, fiscal and financial
policies that policymakers across the OECD and beyond have implemented over the past 18 months.
However, the recession has left deep scars that will be visible for many years to come. The crisis has
lowered living standards and employment on a durable basis, and at the same time, endangered the
sustainability of public finances in many OECD countries. Yet there is still time to minimise these
scars through appropriate policy action.

A more positive economic outlook means policymakers should increasingly phase out some of
the exceptional policy initiatives that they took in a crisis context, while at the same time
maintaining or reinforcing other measures, launching new reforms and resisting protectionist and
Malthusian temptations in international trade and labour markets. Candidates for gradual removal
include the exceptional government support to automotive and other industries, public funding for
new infrastructure projects, and crisis-related increases in unemployment benefits where these were
already fairly high. By contrast, areas where reform efforts could be strengthened include reductions
in anti-competitive product market regulations to boost activity and job creation, increased use of
price instruments in green growth policies, and active labour market policies, which will need to cope
with the sizeable recent and prospective rise in unemployment better than they did in past
downturns. It also makes sense to maintain recent tax support to private R&D and targeted labour
tax cuts as long-term growth support measures, but only where these can be financed. Indeed
restoring fiscal sustainability will be a daunting task for most OECD governments in the years
ahead. Fulfilling this task, while protecting long-term growth, will require reaping efficiency gains on
spending, especially in the areas of education and health, and avoiding large increases in harmful
labour and capital taxes. These areas have been addressed in previous volumes of Going for
Growth.

So far, so good. OECD countries have avoided the major structural policy mistakes of certain
past crises, such as the protectionist spiral of the 1930s or the misquided labour market policies of
the 1970s. In fact, the lead chapter of this year’s edition of Going for Growth finds that in line with
last year’s recommendations, many of the measures taken in the areas of R&D, infrastructure, labour
taxes and active labour market policies will help to contain the long term damage of the crisis for
welfare.

There is no room for complacency, however. Our in-depth assessment of reform progress over
the past five years across the OECD (Chapter 2) shows that reforms are more incremental than
radical in nature and they infrequently address the thorniest issues. It is not at all clear that
structural reform has accelerated since the start of the crisis, as policymakers have understandably
focused on the most pressing macroeconomic issues. But with the nadir of the crisis now behind us,

4 ECONOMIC POLICY REFORMS: GOING FOR GROWTH © OECD 2010



EDITORIAL

the time has come to move away from crisis management mode towards speeding up the recovery
and laying the ground for a more sustainable and fairer economic future. In this spirit, the country
notes in this year’s edition of Going for Growth (Chapter 3) highlight for each OECD country those
policy priorities which we think would be most urgent to address at the current juncture.

Structural reform in financial, product and labour markets has to be part of the cure. This is
fairly obvious for financial market regulation, whose past deficiencies have been a major force
behind this crisis and where the crisis response has left new challenges in the form of moral hazard
and weak competition. It may seem less obuious at first glance for product and labour market
reforms. Indeed, with this crisis having shaken our thinking on financial market regulation, one
might naturally wonder whether longstanding policy prescriptions in these other areas should be
revisited as well. The broad qualified answer has to be No. As dramatic as they have been, recent
events have not radically altered the large income per capita gaps that prevail across the OECD,
which a wealth of empirical evidence traces back to cross-country differences in education systems,
labour market institutions, product market requlations or the design of tax and welfare systems,
among a broad range of factors. In fact, the damage of the crisis on income levels and public budgets,
and to some extent the need to address global current account imbalances, have if anything
strengthened the case for reform. This of course does not imply that there is a single road to Rome,
and indeed different countries can, and often do, opt for different but still efficient trade-offs between
growth, risk and equity objectives.

Given the centrality of financial markets to the origins of the crisis, regulators across the OECD
need to step up ongoing efforts to strengthen financial market regulation. On this front, our recent
analysis summed up in Chapter 6 brings some good news: outside a few specific areas of regulation,
there is no evidence of any conflict between banking sector stability and competition objectives. It
should thus be possible to strengthen regulatory frameworks while preserving the benefits from
competition, in terms of access to and price of financial services. This is a very encouraging message
and a call for action, at a time when reform efforts may risk being watered down or even stalled.

With the crisis having revealed the disproportionate gains that high-income households have
enjoyed in recent years, income distribution and equity issues, which were already a major policy
concern, have moved to centre stage. One key dimension of equity within our societies is
intergenerational social mobility, which promotes equal opportunity for individuals and enhances
growth by putting all of society’s human resources to their best use. OECD work points to major
cross-country differences in this regard, and links them to education and income distribution policies
(Chapter 5). In a number of OECD countries, there appears to be quite some room for enhancing
intergenerational mobility at no cost or even at a benefit through education reform, including by
increasing enrolment in early childhood education, avoiding early tracking of students and improving
the social mix within schools.

Finally, this year’s edition of Going for Growth looks for the first time at the long-term
prospects and challenges for Brazil, China, India, Indonesia and South Africa to catch up to OECD
living standards (Chapter 7). Taken together, the “BIICS” — with which the OECD has established a
relationship of “enhanced engagement” — have been an important engine for world growth through
this crisis, and they account for a growing share of global output. At the same time, notwithstanding
major improvements in human capital that bode well for future productivity trends, our analysis
highlights a number of policy areas where reform will be needed to sustain strong growth going
forward. With some differences across the BIICS, challenges include moving towards more
competition-friendly product market regulation, strengthening property rights and contract
enforcement, deepening financial markets and adopting multi-faceted strategies to reduce the size of
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EDITORIAL

informal sectors. Our Going for Growth exercise is an evolving process, and this chapter is a
stepping stone towards mainstreaming the “enhanced engagement” countries in future editions,
along with the incorporation of OECD accession countries.

Pier Carlo Padoan
Deputy Secretary-General and
Chief Economist, OECD
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Executive Summary

The OECD countries experienced a major financial crisis that led to the deepest
recession since the Great Depression. Governments and central banks swiftly took
unprecedented steps to save the financial system, and a wide range of policy measures
were undertaken that overall seem to have set the stage for a gradual recovery.

As the recovery takes hold, the swift actions that were taken in response to the crisis
will need to be reassessed as to whether they help support sustainable growth going
forward. In last year’s report, principles were enounced for policies that could support
demand in the short term, while at the same time help to ensure robust long-term growth.
The lead chapter (“Responding to the Crisis”, Chapter 1) examines in detail the actual
policy responses in all OECD countries. Three main conclusions stand out:

e OECD countries have so far avoided the major structural policy mistakes of some past
crises, such as imposing severe protectionist measures or highly damaging labour
market policies like early retirement schemes. Other measures were taken that will help
to contain the long-term damage of the crisis for material living standards and welfare,
such as in the areas of R&D, infrastructure, labour taxes and active labour market
policies.

e Going forward, significant risks remain, however. With unemployment likely to remain
high for some time, governments will face pressures to maintain or introduce labour
market measures which, if entrenched, coulddurably reduce labour utilisation. Likewise,
depending on the magnitude and composition of adjustment in taxes and spending, the
much-needed consolidation of public finances could affect long-term income levels.

e The urgency of structural reform has in general been reinforced by the crisis. This
especially holds for the need to revamp financial regulation. Reforms are also needed in
other areas, such as labour and product markets, where they could speed up the
recovery, help consolidate public finances in a way that protects long-term growth and,
in some cases, contribute to reducing current account imbalances.

Against the background of a strong need for reform in the wake of the crisis, the
overview of reforms (Chapter 2) assesses the progress that each country has made over the
past five years in a broad range of structural policy areas where government action could
boost long-term growth. The country notes (Chapter 3) in this year’s edition also highlight
those priorities that seem most urgent to address during the recovery. Despite the depth
and extended nature of the crisis, differences in per capita GDP have not changed much,
and can to a large extent be explained by structural policy factors that are the basis on
which structural policy priorities are identified in Going for Growth. The main reform
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patterns that emerge from the stocktaking exercise carried out over the period 2005-
2009 are the following:

e OECD countries have followed up on Going for Growth policy priorities since 2005. Two-
thirds of them took some legislative action in at least one of their priority areas each year.

e Atthe same time, reforms have been typically incremental rather than radical in nature,
and most have not been ambitious enough to warrant a removal of corresponding Going
for Growth priorities. Furthermore, the pace of structural reform seems to have slowed
recently.

e There is broad variation among the countries that have been most active in structural
reform since 2005 in terms of geography, size and income levels, although a majority are
small OECD economies.

e Experience with past reforms reviewed in this chapter confirms that they are easier to
undertake where they entail only benefits and little or no short-term cost, and harder to
carry out where they may hurt the short-term interests of specific groups, such as
incumbent investors, farmers or labour market “insiders”.

This issue of Going for Growth also contains special topical chapters on
intergenerational social mobility, prudential regulation and competition in banking, as well
as an application of the Going for Growth methodology to Brazil, China, India, Indonesia and
South Africa.

The chapter on intergenerational social mobility (“A Family Affair”, Chapter 5)
examines how policy reforms can remove obstacles to social mobility and thereby promote
equality of opportunities across individuals. Such reforms can both improve equity and
enhance economic growth by facilitating the allocation of human resources to their best
use. The following main conclusions emerge from the analysis of recent cross-country
patterns in intergenerational social mobility and their links to public policies:

e Parental or socio-economic background influences descendants’ educational, earnings
and wage outcomes in practically all countries for which evidence is available, but cross-
country differences are wide. Mobility in earnings across pairs of fathers and sons is
particularly low in France, Italy, the United Kingdom, and the United States, while
mobility is higher in the Nordic countries, Australia and Canada.

e The substantial wage premium associated with growing up in a better-educated family,
and the corresponding penalty from growing up in a less-educated family, also vary
across European OECD countries. They are particularly large in Southern European
countries as well as in the United Kingdom.

e The influence of parental socio-economic status on students’ achievement in secondary
education is particularly strong in Belgium, France and the United States, while it is
weaker in some Nordic countries, as well as in Canada and Korea.

e Inequalities in secondary education are likely to translate into inequalities in tertiary
education and subsequent wage inequality.

Education policies, such as promoting early childhood education and social mixity in
schools, or avoiding early tracking of students found to play a key role in explaining
observed differences in intergenerational social mobility across countries. Redistributive
and income support policies are also associated with greater intergenerational social
mobility.
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The chapter on prudential regulation and competition in banking (“Getting it Right”,
Chapter 6) explores the existence of possible tradeoffs between stability and competition
in the financial sector. The recent financial crisis has illustrated the importance of banking
sector stability, while potential gains from competition are well established. In the current
proposals and actions to strengthen prudential regulation, attention needs to be paid not
only to stability but also to preserving the well-established benefits from financial market
competition. The main findings are as follows:

e Relationships between the indicators of prudential regulation and summary measures of
competition in banking do not point to prudential regulation as having adverse effects
on the strength of competition. There may thus be no general trade-off between
financial sector stability and competition objectives.

e Some areas of prudential regulation, most notably the strength of the banking
supervisor, even appear to have been associated with greater competition in banking,
possibly because strong supervision helps to level the playing field across all
competitors.

e Only in a few specific areas, such as entry and ownership restrictions, do measures to
strengthen prudential regulation appear to weaken competition.

e The effect of prudential regulations on competition in banking seems to depend on the
strength of supervision. For example, it seems that strong supervisors mitigate the anti-
competitive effects of stringent entry and ownership regulations.

A final chapter (Chapter 7) applies the OECD’s Going for Growth framework to Brazil,
China, India, Indonesia, and South Africa - collectively referred to here as the “BIICS” -
which are the largest economies in their respective regions. The focus of the chapter is on
how to achieve or sustain high growth rates and thereby ensure a catch-up in living
standards relative to the OECD area over the long term. The analysis in the Chapter
suggests a number of common areas for ongoing reform across the BIICS:

e Rapid improvements in access to education have resulted in secondary school
attainment rates that are similar to OECD countries for younger cohorts (though less so
for India), which bodes well for sustained productivity growth over the coming decades.
In contrast, most aspects of product market regulation are less conducive to competition
in the BIICS compared with the upper half of OECD countries.

e The persistence of large informal sectors in most of the BIICS and extremely low labour
utilisation in South Africa justifies a multifaceted strategy with emphasis on facilitating
formal sector employment. Important policy reforms in this regard include enhancing
human capital and labour market flexibility, simplifying the tax system and reducing
burdensome product market regulation.

e Property rights and legal institutions could be strengthened in the BIICS, especially in
China and Indonesia. There is also considerable room for strengthening the framework
for policy enforcement in these two countries as well as in Brazil and Indonesia.

e Financial markets are typically shallower in the BIICS than in the upper half of OECD
countries, implying low levels of financial inclusion and a more limited role for financial
intermediation. Policies directed at financial deepening, including improved regulation,
could boost firm size, capital accumulation and productivity.

The application of the Going for Growth framework to the BIICS is more difficult than for
OECD countries since the full range of policy and performance indicators are currently not
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available across all of these countries. In addition, with their extensive differences vis-a-vis
some of the OECD economies, the BIICS’s incorporation into Going for Growth increases the
heterogeneity of country coverage. Nevertheless, the exercise illustrates the flexibility and
robustness of the Going for Growth framework, that will be refined as part of the full
integration of new countries into the exercise in subsequent years.
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PART I

Chapter 1

Responding to the Crisis while
Protecting Long-term Growth

OECD countries have taken a wide range of measures in response to the crisis,
notably in the areas of infrastructure investment, taxes, the labour market,
regulatory reforms and trade policy. This chapter assesses the expected effects of
these measures on long-run income levels, and examines structural policy
challenges to deliver strong and sustainable growth going forward. The main
conclusions are that OECD countries have so far avoided major mistakes — in
particular concerning trade and labour market policies — but some risks remain. The
crisis has in general reinforced the need for structural reforms. These reforms could
help to speed up the ongoing recovery, strengthen public finances while protecting
long-term growth and, in some cases, contribute to the resolution of global current
account imbalances.
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I.1. RESPONDING TO THE CRISIS WHILE PROTECTING LONG-TERM GROWTH

The OECD experienced a major financial crisis that led to the deepest recession since the
Great Depression. GDP fell by four percentage points during 2009, industrial production
and global trade shrank drastically before starting to recover from depressed levels in the
second half of the year, and unemployment has risen into double digits in many OECD
countries. Fortunately, governments and central banks swiftly took unprecedented steps to
save the financial system, and thus avoid a complete economic collapse as in the 1930s. In
addition, most governments adopted major fiscal stimulus packages, and the operation of
automatic stabilisers also offered support. A wide range of other policy measures were
undertaken that overall seem to have set the stage for a gradual recovery.

Although the worst may have been avoided, past experience with financial crises
indicates that GDP and income levels are unlikely to return any time soon to their initially
projected path. Recent OECD estimates put the permanent GDP loss at about three
percentage points on average across the OECD, because of a long-lasting elevation of risk
premia that will raise the cost of capital, as well as persistently higher structural
unemployment (OECD, 2009b). There is a considerable amount of country-specific
heterogeneity, mostly on the unemployment side (see Box 1.1), as well as large

Box 1.1. The effect of the crisis on potential output over the long term

Recent OECD analysis estimates that even as economies eventually recover, the crisis
could well reduce medium-term potential output by about 3% in the OECD area compared
with levels that would have prevailed otherwise, with much of the reduction occurring
already by 2010 (see OECD, 2009b). As shown in the table below, there is a large cross-
country variation in the expected impact of the crisis on potential output, reflecting partly
differences in the size of the shock as well as structural policies. While the crisis will leave
OECD countries poorer than they would otherwise have been, growth may not be affected
by the crisis in the long term. It is nevertheless expected to slow (from the 2-2% per cent
per annum achieved over the seven years preceding the crisis to around 13% per cent per
annum on average in the long term) owing to unrelated reasons, not least slower growth in
potential employment due to ageing populations.

Overall, two-thirds of the OECD-wide decrease in potential output is projected to come
from a permanently higher cost of capital with the remainder coming from lower potential
employment. Sharp falls in investment and higher capital costs - reflecting in part a
permanent return to the higher levels of risk aversion that prevailed before the credit boom of
the 2000s — have led to weak or negative growth in capital services in many countries. Among
the G7 countries, growth in capital services over 2009-10 period is, for instance, about 2-
3 percentage points per annum less than the average post-2000 growth rate.

Long-term unemployment and its associated “hysteresis” effects are expected to lower
potential employment, particularly in European countries where response of long-term
unemployment to poor economic conditions has traditionally been larger than in most
other OECD regions. The expected decrease, based on historical relationships is, however,
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I.1. RESPONDING TO THE CRISIS WHILE PROTECTING LONG-TERM GROWTH

Box 1.1. The effect of the crisis on potential output over the long term (cont.)

Steady-state effects of the crisis on potential output’

Countries Employment effect Cost of capital effect Total effect of the crisis
Australia -0.5 2.1 -2.6
Austria -0.9 -1.7 —2.6
Belgium -1.8 -1.9 =3.7
Canada -0.5 -1.9 -2.4
Denmark -0.7 2.0 2.7
Finland -0.8 -1.9 -2.8
France -0.9 -1.9 —2.8
Germany -1.7 —2.2 -39
Greece -1.0 -2.6 -3.6
Ireland? -9.8 -2.0 -118
Italy -1.9 -2.1 —41
Japan -0.4 -1.7 —2.1
Netherlands -1.8 —2.0 3.7
New Zealand 0.0 —2.4 —2.4
Poland -2.0 -2.5 -4.5
Portugal -1.2 -1.4 2.7
Spain? -8.4 -2.1 -10.6
Sweden -11 -1.9 -3.0
United Kingdom -11 -1.8 -2.9
United States -0.4 —2.0 —2.4
Simple average -1.8 2.0 -3.9
Weighted average -11 —2.0 =31

1. The effects of the crisis on potential output are calculated through two distinct channels (see OECD, 2009b
for further details): i) a fall in potential employment, which is mainly due to a rise in structural
unemployment as a result of hysteresis-type effects; ii) the negative effect of a permanently higher cost of
capital through higher risk premia on the long-term capital-labour ratio and thereby on productivity. The
calculation of the effect of lower potential employment on potential output includes a “scaling” effect as
other factors of production (capital) are reduced by the same proportion, so that an x% fall in potential
employment also reduces capital inputs — and thereby potential output - by x%. Some OECD countries are
excluded from the table as a full breakdown of the components of potential output is lacking, usually
because data for capital services are not available.

2. For Ireland and Spain, the negative effect of the crisis on potential employment includes a substantial
reduction in the labour force mainly resulting from a reversal of net immigration flows.

Source: 2009 OECD estimates.

surrounded by considerable uncertainty: it may be overestimated, as many countries have
implemented important labour and product market reforms in the recent past that may
belie historical relationships, but it could also be higher given the size of the shock. For
Ireland and Spain, there is an additional negative impact on potential employment from a
reduction in the labour force mainly due to a reversal of net immigration flows.

In addition, impacts on potential output via total factor productivity (TFP) and labour
participation can also affect potential output, although they may be partially offsetting
since both participation rates and total factor productivity are affected by opposing forces
during downturns.” The overall effect of the crisis is therefore very uncertain, and the final
impact on output will notably depend on structural policy responses.

* The long-term unemployed may cease actively searching for employment due to discouragement;
conversely a loss of family income may induce those previously outside the labour force to seek
employment. Likewise, productivity may rise in the aftermath of recessions as a result of the shutdown of
the least efficient activities, of a reallocation of resources towards more productive uses, or because job
losers may improve their human capital by seeking further education or training. It may also decline
because of a loss of skills of long-term unemployed or a cut in R&D expenditures that could prematurely
terminate promising research or cause a loss of project-specific human capital.
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uncertainties regarding the estimates, particularly insofar as the response to the crisis has
included a range of structural policy measures that could either amplify or mitigate
expected long-term output losses.

Against this unprecedented cyclical background, which affected different countries to
varying degrees, it is important to emphasise that the pre-existing differences in per capita
GDP changed only little and that the differences remain very large. For instance, the
average GDP per capita for the lower half of OECD countries is 37% below that of the
average of the upper half (see Figure 2.1 in the Chapter 2). And for some countries, the gaps
are much larger — around 60% for the five lowest-income OECD countries. Much of these
differences in income can be explained by structural policy factors that have been explored
in past OECD studies and previous editions of this annual benchmarking report. Those
factors are the basis on which structural policy priorities are identified in Going for Growth.
As a consequence, despite the seriousness of the crisis, most of the policy priorities
previously identified in the Going for Growth exercise remain highly relevant. The relevance
of the structural policy priorities in the context of large adverse economic shocks is further
discussed in Box 1.2 of this chapter, as well as in the introduction to the country
notes featured in Chapter 3.

Nevertheless, the crisis has deeply affected policy thinking in a range of areas, two of
which are especially important in the context of Going for Growth: i) the role that regulation
plays in financial markets, which has long been identified as a missing area of coverage in
this exercise, but has not been fully explored so far for lack of data and empirical analysis;*
and, ii) the issue of whether the effects of the structural reforms advocated in Going for
Growth - and hence, their importance — may vary under the new economic environment
created by the crisis.

As the recovery takes hold, the swift actions that were taken in response to the crisis
will need to be reassessed as to whether they help support sustainable growth going
forward. In last year’s report, principles were enounced for policies that could give support
to demand in the short term, while at the same time help to ensure sustainable long-term
growth. This chapter examines the actual policy responses. Three main conclusions stand
out:

e OECD countries have so far avoided the major structural policy mistakes of some past
crises, such as the protectionist response of the 1930s or the Malthusian labour market
policies of the 1970s. Many of the measures taken to stimulate R&D, boost infrastructure
spending, lower the tax burden on low-income earners, scale up and strengthen active
labour market policies and promote green growth, will help to contain the long-term
damage of the crisis for material living standards and welfare.

e Going forward, some risks remain, however. With unemployment likely to remain high
for some time, governments will face pressures to maintain or introduce labour market
measures which, if entrenched, could permanently reduce labour utilisation. Likewise,
depending on the magnitude and composition of adjustment in taxes and spending, the
much-needed consolidation of public finances could affect long-term income levels.

e The urgency of structural reform has in general been reinforced by the crisis. This
especially holds for the need to revamp financial regulation, which will require
international co-ordination. But reforms are also needed in other areas where they could
speed up the recovery, help consolidate public finances in a way that protects long-term
growth and, in some cases, contribute to reduce current account imbalances. Such

ECONOMIC POLICY REFORMS: GOING FOR GROWTH © OECD 2010



I.1. RESPONDING TO THE CRISIS WHILE PROTECTING LONG-TERM GROWTH

reforms include, for instance, relaxing anti-competitive regulations in product markets,
enhancing the efficiency of health and education spending, strengthening the job-
search incentives and skills of the long-term unemployed through active labour market
policies and unemployment benefit system reform, and reducing access to de facto early
retirement pathways.

Last year, action in four broad policies was suggested, for which follow-up is reviewed:
infrastructure investment, tax reforms, active labour market policies and regulatory
reforms. Priorities for revamping the financial market regulation that contributed to the
financial crisis are taken up first. Governments also took action in a number of other policy
areas which either seems to have been inappropriate (e.g. trade barriers), or may have
provided short-term economic stability but will need to be unwound going forward as the
economy recovers (e.g. state ownership in banks). These policies are reviewed in the first
half of the chapter.? The second half discusses the potential impact of the policies, the
looming challenge of how to return to fiscal sustainability in a way that does not harm
long-run growth and living standards, as well as the extent to which structural reforms
could help address current account imbalances going forward.

Growth-enhancing structural policy responses to the crisis
Financial market measures

Financial systems provide an important role in facilitating the efficient allocation of
capital, monitoring investments, diversifying risk, mobilising savings, and easing market
transactions. To this extent, they promote better economic performance. However, with
the growing complexity and sophistication of financial markets, the appropriate set of
competitive regulations is not easy to identify. The recent financial crisis has revealed
major weaknesses in the operation of financial regulatory and supervisory frameworks
including ones that contributed to the build-up of leverage and risk appetite, and
ultimately contributed to the recession (OECD, 2009a).

Emergency interventions were necessary and appropriate to stem the spread of
systemic damage during the crisis, and to help restore normal functioning of financial
markets. Virtually all OECD countries engaged in expansions of deposit insurance,
guarantees of bank debt and injections of capital (Table 1.1). The gross value of this
financial intervention amounted to over 50% of GDP for four countries (Ireland, Sweden,
United Kingdom and the United States) and more than 10% of GDP for about half of the
OECD countries (OECD, 2009b). While some of these measures do not necessarily imply
actual spending and the net value of this intervention has been low so far, the long-term
cost can be substantial for many countries. Some countries went so far as to de facto
nationalise some banking activities, including Iceland,? Ireland, the Netherlands, Portugal,
the United Kingdom, and the United States. Moves to purchase and/or ring-fence toxic
assets were undertaken or announced by Germany, Ireland, Korea, Switzerland, the United
Kingdom and the United States. The rapid response to financial market distress has helped
minimise the costs of the crisis in terms of lost output, since delays could have resulted in
further deterioration of asset quality and an even larger recession.

Yet such interventions have also come with downsides, since durable state direct
involvement in financial markets could harm competition, distort pricing of risk and delay
required re-structuring, and thereby reduce longer-term growth. Therefore, the elaboration
of exit strategies and the clarification of the longer-term regulatory framework are
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Table 1.1. Financial market measures taken

Government financial

Increase deposit Nationalised banking Plan to purchase toxic Ban or restrict
Country support for the

financial sector insurance activities assets short-selling
Australia X X X
Austria X X X
Belgium X X X
Canada X X
Czech Republic
Denmark X X
Finland X X
France X Already high X
Germany X X X X
Greece X X
Hungary X X
Iceland X X X
Ireland X X X X
Italy X X X
Japan X X
Korea X X
Luxembourg X X
Mexico
Netherlands X X X X
New Zealand X
Norway X Already high X
Poland X X
Portugal X X X X
Slovak Republic X
Spain X X X
Sweden X X
Switzerland X X X
Turkey X
United Kingdom X X X X
United States X X X X X

Source: OECD (2009), Economic Outlook No. 86 and OECD (2009i).

essential, although implementation of certain elements will have to follow the restoration
of the banking sector to health. Moreover, the removal of financial support to the sector
and the implementation of better regulations should be co-ordinated across countries to
ensure a smooth exit and minimise regulatory arbitrage.

While many decisions are still to be made, the contour of the coming regulatory
landscape is emerging as a variety of prudential regulatory reform proposals that have
been put forward to strengthen financial stability without a priori stifling competition, from
national governments, the Financial Stability Board (FSB), the IMF, the BIS and the EC. The
overall consensus of these plans focuses on a broad set of principles that are needed to
ensure that the precursors to the recent crisis do not re-emerge. These measures include
(see in particular FSB, 2009 and OECD, 2009i, 2009n):

e Strengthening the global capital framework. New rules are needed that require a step-up in
the amount and quality of capital that the financial system as a whole needs to carry, so
that banks holding minimum required capital levels will be more viable in a future crisis,
and confidence in the system as a whole will be maintained. This includes revising the
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Basel II capital framework to specify, on a cyclical basis, the type and level of capital that
financial institutions are required to maintain, so that larger buffers are available to
cushion downturns.* Since holding capital is costly, some cross-country co-ordination
will ultimately be needed at least for internationally active firms. In the short term
however, the implementation of new stricter rules may have to be differentiated across
countries to ensure a smooth provision of credit.

e Making global liquidity more robust. Just as a strong capital base is a necessary condition for
banking system soundness, so too is a strong liquidity base. Banks’ resilience to system-
wide liquidity shocks needs to be significantly increased and management of this risk
strengthened. At the international level, new minimum global liquidity coverage ratios
set by the Basel Committee could be applied by supervisors to global banks to ensure
that cross-border liquidity problems do not reappear.

@ Reducing moral hazard posed by systemically important institutions. Special measures should
be taken to strengthen requirements on firms that raise greater systemic risks which are
therefore more susceptible to moral hazard. Institutions need to be mandated to
internalise the impact of risk-taking behaviour such as maturity timing mismatches on
the overall stability of the financial system, through the use of additional charges such
as greater capital and liquidity requirements and higher deposit insurance premiums. A
requirement that such institutions provide plans as to how their complex financial
structures will be resolved in the event of default, as well as transparent procedures for
an orderly wind-down of systemically important non-depositary financial institutions,
would also mitigate systemic risks. Though difficult, outright limitations on firm size
may also be used.

e Expanding oversight of the financial system. All systemically important activity should be
subject to appropriate supervisory oversight and co-ordinated for internationally active
firms. Initiatives to expand the perimeter of regulation need to be effectively and
consistently implemented across all key jurisdictions. International co-operation is also
helpful on issues such as cost sharing in the resolution of international banks’ failures
and the resolution of disputes.

e Strengthening the robustness of the derivatives market. Efforts need to be made to reduce
systemic risks in the over-the-counter (OTC) derivatives market. These include
strengthening capital requirements to reflect the risks of OTC derivatives, sharing
information, and co-ordinating legal and standardisation efforts to move toward more
centrally cleared contracts and collateralisation.

e Strengthening accounting standards. The International and US Financial Accounting
Standards Boards have been considering approaches to improve and simplify financial
instruments accounting, provisioning and impairment recognition, and off-balance
sheet standards. These standards have not yet converged but they need to agree on
simpler and more comparable rules that use a broad range of credit information, so as to
recognise credit losses in loan portfolios at an earlier stage while mitigating pro-
cyclicality of losses. This would also facilitate the development of comparable capital
requirements across major jurisdictions.

e Improving compensation practices. Action should be taken to ensure that financial firms
structure their compensation schemes in a way that does not incentivise excessive risk
taking, including ensuring that the governance of compensation is effective, and that
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payout schedules are in line with the time horizon of risks. Principles that have been
issued by the FSB offer such guidelines.

Other forms of government intervention in financial markets, such as bans or
restrictions on short-selling, have also been undertaken in about half of OECD countries.
Where still in place, these measures need to be gradually withdrawn in order to allow for
financial market’s pricing mechanisms to work effectively, and resume their normal role in
promoting efficient allocation of capital. Financing assistance such as broad credit
guarantees to firms has also been introduced in a majority of OECD countries. Countries
should re-evaluate such specialised lending measures as they exit from the crisis, starting
at least with large firms which benefit most initially from the improvement in credit
conditions. While such interventions may have been justifiable during the crisis given the
very severe credit constraints that arose, they will need to be reviewed as credit conditions
normalise and be scrapped unless they deal with previously unaddressed market failures.

Infrastructure measures

Last year’s Going for Growth volume recommended introducing infrastructure projects
that could be brought on stream quickly as a response to the crisis, and more broadly to
improve the quality of existing capital structures, in areas that can enhance growth or
welfare, such as education, health and “green” investments. Government expenditure on
physical investment, much of which is carried out by local governments, has considerable
potential to support short-term economic growth. Recent analysis suggests that short-run
fiscal multipliers for investment are strong, possibly exceeding 1, and likely exceed those
for most other types of fiscal stimuli (OECD, 2009a).

The impact on long-term growth is more uncertain, and depends on the
appropriateness of the investment, which in turn depends on the amount of infrastructure
already in place and the quality of the regulatory framework. In the past, the efficiency of
infrastructure investment has varied widely. For example, for those OECD countries which had
comparatively poorly developed energy and telecommunications networks in earlier periods,
the efficiency impact in these areas has been high. Yet infrastructure provision levels are
relatively high in nearly all OECD countries at present, meaning that there may be far fewer
opportunities to obtain as large an impact as observed in the past (see Going for Growth 20009).
Systematic cost-benefit analysis to screen projects, though time-consuming, helps deliver
good returns and reduces the chance of waste. As well, countries with policies that support a
competitive environment, bolstered by greater independence of regulators and transparent
decision making, have been found to realise more efficient infrastructure investment.

Virtually all countries have increased infrastructure investment in the context of the
crisis. As an indication, public investment in the typical OECD country has increased by
shout 1/3 per cent of GDP compared with its recent average (Table 1.2).° These figures
include infrastructure and other public investment introduced as a part of stimulus
packages as well as what was introduced outside of packages. A few countries were
however forced to substantially cut infrastructure investment because of the severity of the
crisis and the resulting lack of fiscal space.

Several types of infrastructure measures were implemented by OECD countries
(Table 1.3):

e Transportation infrastructure measures were introduced by virtually all countries. Such
projects include high-speed rail links, airports, ports, waterways and major efforts to
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Table 1.2. Government investment as a share of GDP

o Government investment as a share of GDP (%) Gap from 2000-07 average (percentage points)
ountey 2000-07 2008 2009 2010 2011 2008 2009 2010 2011
Australia 2.4 2.7 2.9 33 34 0.4 05 1.0 11
Austria 1.2 1.1 1.2 1.2 1.2 0.1 0.0 0.0 0.0
Belgium 1.7 1.7 1.8 1.8 1.9 0.0 0.1 0.1 0.2
Canada 25 3.3 3.9 4.0 39 0.7 1.3 15 14
Czech Republic 4.4 5.0 5.4 5.5 5.4 0.6 11 1.1 1.0
Denmark 1.8 1.8 2.2 2.4 2.3 0.0 0.4 0.6 0.5
Finland 26 2.6 2.8 2.7 2.8 0.1 0.2 0.1 0.2
France 3.1 3.2 3.2 3.3 3.3 0.1 0.1 0.2 0.2
Germany 15 1.5 1.7 19 1.6 0.0 0.2 0.4 0.0
Greece 3.3 29 2.8 3.0 3.1 -0.4 -0.5 -0.3 -0.2
Hungary . . . . . . . . .
Iceland 3.9 4.4 3.4 2.1 1.8 0.6 -0.5 -1.7 -2.1
Ireland 3.9 54 52 47 47 15 1.3 0.8 0.8
Italy 3.0 3.0 3.3 3.0 3.0 0.0 0.3 0.1 0.0
Japan 5.4 40 4.4 4.0 3.7 -1.4 -1.0 -1.4 -1.7
Korea 5.3 5.0 5.7 5.7 5.8 -0.3 0.4 0.4 0.5
Luxembourg
Mexico . . . . . . . . .
Netherlands 3.3 35 3.8 39 3.7 0.1 0.5 0.6 0.4
New Zealand 45 47 55 6.3 6.4 0.2 0.9 1.7 1.9
Norway 2.8 3.1 35 3.7 3.7 0.2 0.7 0.9 0.9
Poland . . . . . . . . .
Portugal 3.1 2.2 3.0 2.6 2.6 -1.0 -0.2 -0.5 -0.6
Slovak Republic " . . " . . . . .
Spain 35 3.8 43 41 3.8 0.3 0.8 0.6 0.3
Sweden 2.7 341 3.5 3.6 3.6 0.3 0.8 0.9 0.8
Switzerland 2.3 1.9 21 2.1 2.0 -0.5 -0.3 -0.3 -0.3
Turkey 3.7 3.9 4.0 3.5 3.1 0.1 0.3 -0.2 -0.6
United Kingdom 15 2.5 3.1 3.2 3.1 1.0 1.6 1.7 1.6
United States 3.2 34 3.6 3.6 3.6 0.3 0.5 0.5 0.4
0ECD 31 3.2 3.4 3.4 3.3 0.1 0.4 0.3 0.3

Source: OECD, Economic Outlook 86 Database.

improve road infrastructures (e.g. Australia, Canada, Czech Republic, Mexico, the Slovak
Republic, Spain, Switzerland, the United States) or the quality of the public transport
service (e.g. Italy). Most countries have relied on direct public investment, though a
variety of other approaches has been taken, including the use of public-private
partnerships and various types of regulatory incentives.

More than half of countries have invested in telecom infrastructure, including improving
access to broadband and other types of ICT infrastructure that have important synergies
for R&D and innovation (especially Australia, Austria, Canada, Finland, France, Germany,
Japan, Luxembourg, Portugal, the United Kingdom and the United States).

A somewhat smaller but still substantial number of countries have invested in public
utilities, notably energy and water, including Canada, Finland, France, Greece, Japan,
Korea, New Zealand, Poland, Portugal, the Slovak Republic, Spain and the United States.

Beyond network infrastructure, almost two-thirds of OECD countries raised

investment spending on education and health, in line with recommendations made in last
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Table 1.3. Infrastructure measures

Country Transport Telecom Energy Water Health Education Defense ) Green 1
investment

Australia X X X X X

Austria X X X

Belgium X X X

Canada X X X X X X

Czech Republic X X

Denmark X X

Finland X X X X

France X X X X X X X X

Germany X X X X X

Greece X X

Hungary

Iceland General cut

Ireland General cut

Italy X X X

Japan X X X X X X X X

Korea X X X X X X X

Luxembourg X X

Mexico X

Netherlands X X X X

New Zealand X X X

Norway X X X

Poland X X X X X

Portugal X X X X

Slovak Republic X X X

Spain X X X X X X X

Sweden X X X

Switzerland X X

Turkey X X

United Kingdom X X X X

United States X X X X X X

1. This column indicates whether the infrastructure investments announced in one or more of the seven sectors are
intended to contribute to green growth.
Source: OECD (2009a), OECD (2009m), OECD (2009j), Responses to the European Commission questionnaire.

year’s Going for Growth. Such investments have the potential to boost human capital, with
large positive effects on long-term growth. In addition, investments in “green”
infrastructure and technologies can also have positive effects on welfare (see Section 1.5),
and complement tax-related measures that are discussed next.

Tax measures

The tax take has been reduced in many countries, with declines amounting to more
than one percentage point of GDP in cyclically adjusted terms, including both the effects of
specific tax measures and other unrelated factors such as the disappearance of the
exceptional revenue buoyancy of the pre-crisis period (Table 1.4).° There is a large degree of
heterogeneity, however. Declines in cyclically adjusted tax receipts of more than 2% per cent
of potential GDP are estimated for 2008 to 2011 in Canada, France, Iceland, Ireland,
Luxembourg, New Zealand, the Slovak Republic, Sweden and the United States, while
Hungary, Italy, Korea, Japan and Portugal are expected to have higher tax revenues (as a share
of potential GDP), although not all of these countries necessarily modified their tax policies.
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Table 1.4. Total tax revenue as a share of GDP, cyclically adjusted’

o Total tax revenue as a share of GDP (%) Gap from 2000-07 (percentage points)
ountry 2000-07 2008 2009 2010 2011 2008 2009 2010 2011
Australia 30.8 30.2 28.5 28.1 284 -0.5 -2.3 -2.7 -2.3
Austria 44.6 441 433 434 431 -0.5 -14 -1.2 -15
Belgium 45.6 45.3 44.6 44.6 44.9 -0.3 -1.1 -1.0 -0.7
Canada 33.4 315 30.9 30.7 30.8 -1.9 24 2.7 -2.6
Czech Republic 35.7 35.8 35.4 35.6 35.8 0.1 -0.3 -0.1 0.1
Denmark 49.6 48.4 481 475 48.0 -1.3 -15 -21 -1.6
Finland 43.9 42.6 425 424 419 -1.3 -15 -1.6 -2.0
France 44.6 44.0 417 415 415 -0.7 -2.9 -3.1 -3.1
Germany 40.5 40.1 40.5 39.6 39.4 -0.4 0.0 -1.0 -1.1
Greece 341 34.6 33.2 34.4 344 0.5 -0.9 0.3 0.3
Hungary 38.0 40.0 411 40.9 40.2 2.0 3.1 2.8 22
Iceland 38.1 36.5 31.7 34.8 36.9 -1.6 -6.4 -33 -1.2
Ireland 31.2 30.1 27.6 28.8 29.2 -11 -3.6 -2.4 -2.0
Italy 4141 42.5 42.6 42.8 425 1.4 15 1.7 13
Japan 27.6 28.6 28.0 27.9 28.1 1.0 0.4 0.2 0.4
Korea 24.4 26.6 25.4 25.2 25.3 2.2 1.0 0.7 0.9
Luxembourg 38.2 35.7 36.2 35.2 345 -2.5 -2.0 -3.1 =37
Mexico " . . . . . . . .
Netherlands 38.4 38.9 37.2 38.5 38.7 0.5 =11 0.2 0.3
New Zealand 35.2 35.9 33.3 32.4 324 0.7 -1.9 =27 -2.8
Norway 46.1 447 429 43.8 45.0 -1.4 -3.1 2.2 -1.0
Poland 33.0 34.2 31.9 30.7 30.0 1.2 -1.1 -2.3 -3.0
Portugal 35.6 37.5 36.5 36.7 36.6 1.9 1.0 1.1 1.1
Slovak Republic 31.8 29.2 29.0 28.3 28.2 -2.5 -2.8 -35 -3.6
Spain 35.4 337 33.1 35.6 35.9 =1.7 2.3 0.3 0.5
Sweden 49.4 47.5 47.3 45.6 454 -1.9 2.1 -3.8 4.1
Switzerland 29.1 28.5 27.9 27.9 27.7 -0.7 -1.2 -1.2 -1.4
Turkey . . . . . . . . .
United Kingdom 36.7 36.7 34.9 36.0 36.6 0.0 -1.8 -0.7 -0.1
United States 271 25.8 234 243 25.2 -1.3 -3.6 -2.8 -1.9
OECD 371 36.8 35.7 35.8 35.9 -0.4 -1.4 -1.3 -1.2

1. Total tax revenue includes direct taxes, indirect taxes, and social security contributions.
Source: OECD, Economic Outlook 86 Database.

Automatic fiscal stabilisers led to even larger declines in actual (non cyclically adjusted) tax
receipts and provided further support to economic activity, especially in high-tax countries.

In last year’s edition of Going for Growth, it was recommended that tax cuts focus on
reducing the income and social security tax burden on low-income workers, as a way to
both boost short-term spending - as this target group is more likely to spend rather than
save additional net earnings — as well as lower the cost of labour and hence cushion
employment levels. The extent of labour taxation can have substantial effects on labour
supply and demand, especially in the long run. According to the conclusions of the OECD
Jobs Strategy reassessment in 2006, a permanent one-percentage point reduction of the
average tax burden on labour would increase the employment rate by about 0.4 percentage
points in the typical country over the long run.”

Reflecting such considerations, tax measures in the dozen OECD countries that made
significant use of tax cuts included reductions of the tax burden on low-income earners
(Table 1.5). These include targeted tax measures, such as cuts in marginal income tax rates,
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increases in exemption levels, and decreases in social security contributions on low-wage
workers. Provided they are adequately financed and thereby sustainable, such measures
should help boost both short and long-term employment. Countries that cut taxes but did
not take such measures included Italy, Japan, Luxembourg, Mexico, Netherlands, Norway,
and Turkey.

Aside from the level of taxes, changes in a country’s tax composition might also affect
long-run economic efficiency and growth. Recent work at the OECD suggests that corporate
and labour taxes may be more damaging for economic efficiency than taxes on consumption
and immovable property (Johansson et al., 2008). So, measures taken in response to the crisis
may also yield longer-term effects on growth insofar as they enhance the tax structure.

Virtually all countries undertook at least some action in the area of business or corporate
taxation, generally reducing taxes, except in the case of Italy, which raised them. Tax cuts on
business may have had little immediate impact, given the weak current profitability of most
companies. However, they might be expected to enhance growth over the longer term.

About half of OECD countries cut their consumption taxes in the context of the crisis,
a shift in tax composition which if announced as permanent may have relatively limited
short-term stimulus effect, and may not be very beneficial to long-term growth insofar as
it entails a shift towards other more distortive taxes (permanent consumption tax cuts
have been announced in the cases of Austria, Finland, France, Korea, the Netherlands,
Sweden and Switzerland and temporary ones, which may bring forward consumption and
may thus be more cost-effective, in Belgium, Germany, Greece, Italy, Luxembourg, Mexico
and the United Kingdom). Furthermore, about half of the countries that cut their VAT rates
targeted specific sets of goods or services, an approach which may create distortions in the
tax system, especially if this reflects primarily lobbying by special interest groups.

Only six countries have made any change to their property taxes, with Italy, Korea and
Portugal cutting real estate taxes and Spain eliminating its wealth tax (since 2008),
whereas Hungary has introduced a new country-wide real estate tax and the United States
will allow its inheritance taxes to resume after 2010 (with an exemption level of USD
1 million). While the ongoing fragility of the housing sector suggests that it is too early to
consider raising property taxes to offset tax cuts on income and consumption, this is an
option countries should strongly consider as they seek to return to sustainable fiscal policy.

Measures directed at stimulating innovation

In light of the crisis, three-quarters of OECD countries took action in the area of tax
support for R&D (see Table 1.5), which as a complement to sound framework conditions
(and high-quality ICT infrastructure, already mentioned) can help to stimulate innovation
and improve long-term economic growth (see Going for Growth 2006 and OECD, 2009c).
Regulatory measures in support of R&D and innovation were also taken by Japan, Korea
and the United States (see Table 1.9). In the short term, the growth impact of such
measures is small, but by stimulating short-term demand for researchers and ensuring the
continuity of projects, it can reduce the loss of human capital that might otherwise occur.

Countries were fairly evenly split between those that increased R&D tax credits and
those that provided additional direct grants for private R&D, with some countries carrying
out both measures (France, Japan, Norway, Portugal, Slovak Republic and the United
States). A smaller number of countries also increased direct funding for public R&D.
However, some types of public R&D support have been shown to have a crowding-out effect
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on private R&D, possibly reducing the marginal return to government support. Thus, it is
important that the policy measures are designed carefully in order that they provide strong
incentives to augment innovation investments that have high social returns (Jaumotte and
Pain, 2005).

Tax and spending measures to promote green growth

Many of the measures countries have taken to address the crisis have aimed to foster
green growth, notably in the areas of infrastructure and taxation. Green growth has been
put forward as a new paradigm to achieve simultaneously strong economic growth and a
shift towards a cleaner economy, with particular emphasis on low carbon emissions.
In 2009, OECD Ministers adopted a Green Growth Declaration with the aim of pursuing a
shift towards sustainable low-carbon growth (OECD, 2009d).

In the area of capital structures, a range of efforts have been made to enhance the
energy efficiency of buildings as well as to upgrade transport systems. Two-thirds of OECD
countries (Australia, Belgium, Canada, the Czech Republic, Denmark, Finland, France,
Germany, Italy, Japan, Korea, the Netherlands, Norway, Poland, Portugal, Spain, Sweden,
Switzerland, the United Kingdom and the United States) have made investments that are
intended to contribute to green growth (see Table 1.3). While most of these projects are in
transport, such as high-speed rail and public transit, renewable energy generation projects
were also an important focus. Some governments have devoted large parts of their
stimulus to such efforts (notably Australia, Japan and Korea), and sought to stimulate the
development of a new range of jobs related to cleaner production through tax incentives.
However, unless used as a complement to more cost-effective policies - typically involving
the pricing of environmental externalities and narrowly targeted (e.g. green R&D) subsidies,
public spending on green investment and emission-reducing subsidies would prove to be
relatively costly ways to lower emissions in the long term.

Green policy initiatives in the area of taxation have complemented investment
measures. Efforts have been undertaken in half of OECD countries (Belgium, Canada, the
Czech Republic, Denmark, France, Germany, Italy, Japan, Korea, the Netherlands, Portugal,
Spain, Sweden, the United Kingdom and the United States) to promote cleaner energy
consumption and the development of cleaner technologies through tax policy
(see Table 1.5). This type of initiative includes tax subsidies on environment-related R&D,
as well as taxes on pollution and energy consumption, that could help to achieve existing
and future emission reduction objectives at a lower cost.

Some measures taken have uncertain environmental outcomes, such as car scrapping
schemes, which help to remove less efficient vehicles from the roads, but may also
encourage greater material consumption, vehicle use and ultimately increased emissions.
Some industry support schemes have sought to have more environmentally-neutral effects
by tying support to the development of less polluting vehicles. Such schemes should be
carefully evaluated however, as there are often cheaper ways to achieve similar
environmental objectives. More broadly, a cost-effective green growth strategy would
primarily price pollutant emissions and use other policy instruments such as R&D support
policies, regulations and standards or infrastructure spending to address other specific
market failures. In the area of climate change mitigation, co-ordination across countries
would also greatly lower the overall cost of meeting environmental objectives (OECD,
2009e). In the future, especially as a follow-up to the 2009 United Nations Framework
Convention on Climate Change Conference in Copenhagen, broader use of environmental
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taxes and other market-based instruments, such as cap-and-trade schemes with
auctioned permits, could also contribute to fiscal consolidation and improve the overall
efficiency of the tax system from a broad perspective including environmental
considerations.

Labour market measures
Active labour market policy measures

Labour market policies can help to mitigate the negative employment effects of the
crisis in the short term and to reduce the hysteresis that can result from a prolonged
downturn over the longer run. Active labour market programmes (ALMPs) can help
workers acquire new skills and in turn facilitate job transitions. While evaluations show
highly variable - and in some cases even negative — returns (see OECD, 2006), the pay-off
from ALMPs may be larger in the current situation since crises lengthen the expected
duration of employment spells. This may for instance be the case for training programmes,
as the need for job losers to change industry and upgrade skills is often larger, and the
opportunity cost of training lower, in the wake of major recessions.2 Compulsory training
programmes have also been found to facilitate the take-up of new jobs. It is also important
to scale up ALMP expenditures as unemployment rises, in order to avoid the inefficient
cuts in spending per unemployed that have typically been seen in past downturns. In
terms of allocating ALMP spending, policies that can help reduce long-term
unemployment at the current juncture include devoting greater resources not only to
training programmes but also to helping workers search for employment, as well as
targeting ALMPs on particular groups of workers that may be especially vulnerable to
withdrawal or have difficulties entering or re-entering the workforce, such as youths or
older workers (OECD, 2009f).

Resources devoted to enhancing and introducing new ALMPs during the crisis varied
considerably across countries. Several countries dramatically increased their expenditure,
most notably Korea, Japan, Mexico, Poland, Spain and the United Kingdom, although from
a relatively low base (overall, about 0.6% of GDP on average). These countries all increased
their spending by more than a quarter, with Spain’s expenditure on such programmes
reaching over 1% of GDP. More qualitatively, over two-thirds of countries made adjustments
to their job search assistance programmes, with all but three of the remainder
strengthening activation requirements to help the unemployed to find work (Table 1.6).

A strong emphasis has been put on training programmes for the unemployed.
Virtually all OECD countries have made some efforts to expand and/or strengthen training,
despite concerns about the feasibility of scaling up such programmes very quickly to meet
the sharp increase in need while still retaining their effectiveness. Some programme
design features need to be examined, since for instance, very few of these new
programmes appear to be compulsory, weakening their potential positive effect on return
to work through job-search incentives. In addition, some training through ALMPs is being
offered to existing (employed) workers as well, and its effectiveness has not been clearly
demonstrated and needs to be carefully monitored.

Many countries have also developed special measures dedicated to youths and others at
the margin of the workforce. Such measures may be valuable in helping the transition of these
vulnerable groups into the workforce, as well as from unemployment into employment (OECD,
2009f). They include training programmes, special job search assistance, apprenticeships and
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Table 1.6. Measures taken in the area of ALMPs

_Activation ng search Training Training . _ .
Country requirements tolhelp asmstapce and programmes to.help for existing Apprenticeship Short-time work
unemployed find matching for unemployed find schemes measures
work unemployed work workers
Australia X X X X X
Austria X X X X X
Belgium X X X
Canada X X X X X
Czech Republic X X
Denmark X X X X
Finland X X X X X X
France X X X X X
Germany X X X X
Greece X X X
Hungary X
Iceland X X X X
Ireland X X X X X
Italy X X X X
Japan X X X
Korea X X X X
Luxembourg X
Mexico X X X
Netherlands X X X X X
New Zealand X X X X X
Norway X X X
Poland X X X X X
Portugal X X X X X X
Slovak Republic X X
Spain X X X X X
Sweden X X X
Switzerland X
Turkey X X X
United Kingdom X X X X X
United States X X X X

Source: OECD (2009f), OECD (2009Kk).

job subsidies. More than three-quarters of countries have implemented some type of
programme dedicated to youth and most of the remainder have targeted other vulnerable
groups, such as low-skilled workers, temporary workers and small businesses.

Short-time work schemes

An overwhelming majority of OECD countries have responded to the recent crisis by
introducing or expanding short-time work schemes, which aim to reduce the labour costs
of companies in temporary distress, cushion the incomes of workers and preserve jobs that
would be viable in the long run (Table 1.6). Measures undertaken consist in extending the
coverage of existing schemes to workers or firms not previously eligible (e.g. Belgium,
France, Germany, Italy, Japan, Portugal), as well as in increasing the compensation paid to
short-time workers (e.g. Belgium, France, Korea, Portugal and Turkey) and/or the maximum
duration of benefits/subsidies (e.g. Austria, Canada, Finland, France, Germany, Luxembourg,
Portugal, Switzerland, Turkey). Short-time work schemes have good resilience properties
as they tend to limit hysteresis effects (Box 1.2). They should therefore be preferred to
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Box 1.2. How do structural policies affect the reaction of economies
to macroeconomic shocks?

Many policy priorities identified in Going for Growth influence not only long-term
material living standards but also how economies react to various macroeconomic shocks.
Structural policy settings are likely to affect economic resilience, i.e. the ability of an
economy to contain output losses in the aftermath of shocks. Resilience reflects both the
size of the impact of the shock and its subsequent persistence. Because structural policy
settings may have conflicting effects on these two dimensions of resilience, their overall
impact is ambiguous a priori. For example, strict job protection may mitigate lay-offs and
thereby dampen the short-term impact of adverse shocks, but by impeding the wage and
employment adjustment process it can depress labour demand and delay the return of
employment and output to their initial levels (Blanchard and Summers, 1986). Likewise,
high and long-lasting unemployment benefits and other social transfer programmes may
support short-term aggregate demand and the economy, while at the same time reducing
job-search intensity (Machin and Manning, 1999) and willingness to accept job offers. At a
broader level, there is some recent theoretical evidence to suggest that more rigid
structural policy settings may lead to smaller but more persistent output reactions to
certain shocks (Cacciatore and Fiori, 2009). This may hold especially for policies or
institutions that increase wage or price stickiness (e.g. stringent EPL, high coverage of
collective agreements bargained between unions and firms, and restrictive PMR), as these
should trigger smaller but longer-lived responses of central banks to shocks (Duval and
Vogel, 2008)." In normal times, provided it is achieved in a way that does not hamper the
stability of the financial system, competition in financial markets may also be an
important determinant of economic resilience to shocks, in particular by influencing the
strength of monetary policy transmission channels. For instance, countries with the most
liberalised financial markets have been found to exhibit larger wealth effects from housing
and financial assets (Catte et al., 2004), thereby facilitating the macroeconomic
stabilisation role of central banks. Given the peculiar nature of the recent crisis, these
financial market transmission mechanisms have not operated as they had in the past.
Their existence nevertheless underlines the need for regulation of securities markets to
strike a delicate balance between stability and competition (see Chapter 6).

OECD empirical evidence finds support for conflicting effects of structural policy settings
on resilience, but suggests that the net impact of more rigid policies may be detrimental
(Duval and Vogel, 2007). As an illustration, some of these recent empirical results are used
here to assess the overall impact of labour and product market regulations (as measured
by a synthetic indicator of product market regulation, employment protection legislation,
the level and duration of unemployment benefits and the wage bargaining system) on two
alternative measures of resilience, namely the time needed for output to return to
potential and the cumulative output loss in the aftermath of a common shock that reduces
GDP by 1% on average in all OECD countries. This analysis abstracts from the possible
effects of shocks on the level of potential output itself. As shown on the figure below, the
initial impact of such a shock is estimated to be almost twice as large on average in a group
of countries with relatively flexible labour and product markets (Canada, Great Britain,
New Zealand, United States) than in counterparts with more stringent regulations
* However, not all policy settings necessarily entail a trade-off between mitigating the impact of shocks and

its persistence. For instance, the short-time work schemes implemented or reinforced by many OECD

countries as a response to the recent crisis may cushion the initial impact of shocks, but unlike EPL they may

have limited detrimental impact on subsequent wage adjustment and thereby may allow quicker return to
potential.
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Box 1.2. How do structural policies affect the reaction of economies
to macroeconomic shocks? (cont.)

Structural policy influences on resilience to macroeconomic shocks

I Flexible labour and product market regulation (1st quartile average)
[ Strict labour and product market regulation (4th quartile average)

A. Initial impact of shock
(following a one-percentage point negative common shock to output gaps)

0.5

0.0

B. Time needed for output to return to potential
(in years, following a one-percentage point negative common shock to output gaps)

C. Cumulative output loss
(as a percentage of output, following a one-percentage point negative common shock to output gaps)

3.0

2.5

2.0

1.5

1.0

0.5

0.0
Source: OECD estimates based on Duval et al. (2007).

Statlink sz http://dx.doi.org/10.1787/786563271873
(Austria, France, Netherlands, Portugal). But despite this, the cumulative output loss
appears to be somewhat smaller in less regulated countries, as it takes over a year and half
less for output to get back to potential, compared with more regulated counterparts. In the
current context, this implies ceteris paribus that comparatively stringent policy settings
may have dampened the initial impact of the crisis in most continental European
countries, but could now delay economic recovery and possibly lead to larger cumulative
output losses overall than in more flexible English-speaking and Nordic countries. Such a
pattern was observed for instance in the aftermath of the 2000-2001 global economic
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Box 1.2. How do structural policies affect the reaction of economies
to macroeconomic shocks? (cont.)

downturn. It should however be noted that the effects of structural policies on resilience
discussed here are of a relatively small scale compared with their impact on long-term
income levels.

Two lines of empirical evidence suggest that structural policy settings may likewise
determine the extent to which unemployment is durably affected by temporary adverse
macroeconomic shocks. First, the long-term unemployed have been found to have less
impact on market wages than their short-term counterparts, implying that increases in
the prevalence of long-term unemployment could raise non accelerating inflation rates of
unemployment (NAIRUSs) (Llaudes, 2005). Second, recent OECD work points to significant
cross-country differences in the response of long-term unemployment to shocks on overall
unemployment, with stringent PMR and high long-term unemployment benefit
replacement rates amplifying the response, and public spending on ALMPs dampening it
(OECD, 2009m).

stringent employment regulation to support employment during a short downturn, as they
allow for a quicker return to potential and are expected to have less adverse effects on
structural unemployment notably by limiting losses of firm-specific human capital.
However, short-time work schemes could also delay economic recovery by hampering the
reallocation of resources towards new and more productive activities. This type of measure
should therefore be temporary, with clear incentives for workers and firms to exit the
scheme as activity recovers, since otherwise it may turn into a permanent reduction in
available labour input.

Labour market support measures

Half of the OECD governments have taken measures with respect to unemployment
benefits in the context of the crisis (Table 1.7). About half of these actions have broadened
eligibility criteria, thereby helping to expand the share of the working-age population
covered by unemployment insurance. If combined with the enforcement of job search
requirements, this will reduce the risk of poverty among some job losers, but also help
them to keep contact with the labour market. At the same time, some countries have
permanently increased benefit duration (France, Spain) and/or replacement rates (Belgium,
Greece, Poland and Turkey). These measures may reduce precautionary saving and
therefore help sustain aggregate demand but could damage long-run labour market
performance, especially where benefit duration and/or levels were already fairly high
(Belgium), since they reduce job-search incentives, unless accompanied by strong
activation policies (OECD, 2006). Recent measures — but also pre-crisis support where
excessive — should thus be re-assessed as the crisis passes to ensure that long-term
unemployment levels do not rise. Temporary measures taken by other countries (Canada,
Japan, Portugal and the United States) have been more consistent with the goal of
maintaining long-run labour market performance. The crisis has also confirmed that
reforms of job protection that promote atypical work patterns through temporary
contracts, rather than addressing the stricter protection awarded on permanent contracts,
not only raise labour market segmentation and insecurity, but also imply the risk of
hardship as temporary workers have often not been covered by unemployment insurance.
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Table 1.7. Labour market measures taken

Eligibility for unemployment Change in duration of

benefits unemployment benefits Change in replacement rate

Country

Australia Temporary easing

Austria

Belgium Permanent rise
Canada Adjusted to unemployment Adjusted to unemployment Temporary rise
Czech Republic

Denmark

Finland Permanent easing Temporary rise
France Permanent easing Proportional to affiliation period

Germany

Greece Permanent rise
Hungary

Iceland

Ireland

Italy

Japan Permanent easing Temporary rise

Korea

Luxembourg

Mexico

Netherlands

New Zealand Temporary easing

Norway Permanent easing Temporary rise

Poland Permanent reduction Permanent rise
Portugal Temporary easing Temporary rise

Slovak Republic

Spain Temporary easing Rise

Sweden Temporary easing

Switzerland

Turkey Permanent rise
United Kingdom

United States Temporary easing Temporary rise Temporary rise

Source: OECD (2009k).

In the context of rising unemployment, there may also be a temptation to open
pathways to early retirement for older workers who lose jobs and to relax criteria for long-
term sickness or disability benefits for job losers with some health problems. Such policies
were pursued and failed in the past - notably in the 1970s and the 1980s - undermining
labour supply and growth for a generation, without creating the job opportunities for
younger workers that were envisioned (Duval, 2003; OECD, 2006). Fortunately, these
schemes have not been expanded so far in the response of OECD countries to the current
crisis, but caution will be needed to ensure that early retirement does not rise de facto via
some relaxation of eligibility criteria to existing social transfer programmes (i.e.
unemployment benefit or disability schemes). Besides, even without any policy change,
damaging early exit from the labour force may occur regardless as a result of early
retirement options that are still in place in many countries.

Regulatory and industry support measures

During a particularly large cyclical shock, some “temporary support” to certain sectors
might help to delay or prevent irreversible capital scrapping and the associated sunk costs
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in otherwise viable firms and industries. However, it is important that such measures be
temporary, do not delay necessary industry restructuring and are not allowed to durably
hamper competition. Otherwise they can reduce the incentives for new firms to enter
markets and prevent resource reallocation throughout the economy, thereby impinging on
productivity growth. Subsidies to particular domestic industries can also represent a form of
trade protectionism insofar as they give domestic firms particular advantages over their
foreign competitors (see e.g. OECD, 2009g).

Direct and indirect subsidies to particular sectors — some of which were already in
place before the crisis — have been frequent, with one-third of OECD countries (Australia,
Canada, France, Germany, Italy, Korea, Portugal, Spain, Sweden, the United Kingdom and
the United States) offering some type of financial support for their automotive industries,
and many countries engaging in activist interventions to forestall plant closure through
managed bankruptcies and government-sanctioned mergers (see Table 1.8). Within the
European Union, the amount of fiscal support for business has been considerable,

Table 1.8. International trade and industry support measures taken

Subsidies for the ~ Subsidies for other
auto industry (or  sectors and export
related sectors) refunds

Tariff barriers and Non-tariff Anti-dumping Procurement

Countr ) -
y tariff rate quotas restrictions' measures measures

Australia X

Austria

Belgium

Canada X X X X

Czech Republic

Denmark

Finland

France

Germany X

Greece

Hungary

Iceland

Ireland

Italy X

Japan X

Korea X X

Luxembourg

Mexico X X

Netherlands

New Zealand

Norway

Poland

Portugal X X
Slovak Republic X
Spain X

Sweden X

Switzerland X
Turkey X X X

United Kingdom X

United States X X X X X
European Union X X X

1. Examples of measures included: import quotas; licensing requirements; safeguard measures; import bans.
Source: Gamberoni and Newfarmer (2009), OECD (2009h) and WTO (2009).
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amounting to a quarter of a per cent of GDP in the median member state during the first
half of 2009, and extending to the construction and tourism industries (EC, 2009a). This
support may have insulated some sectors from the full shock of the crisis, and OECD
investment guidelines, as well as EU and WTO rules, provide for emergency measures in
response to a crisis. However, if these measures are not withdrawn sufficiently rapidly,
they could have long-lasting distorting effects on firm dynamics (entry and exit) and
competition, and thereby significantly hamper the structural changes needed (such as in
the automobile industry, see OECD, 2009]) and reduce long-run productivity levels (OECD,
2003; Going for Growth 2007).

So far, the pressure to take more explicit protectionist measures has mostly been
resisted during the crisis, and OECD countries have generally kept their WTO
commitments to open markets. Besides, several measures have been taken to facilitate
trade and investment following specific commitments of countries in the G20 (OECD-
UNCTAD-WTO, 2009). Nevertheless, there has been a 28% increase in anti-dumping actions
since 2008, after a long period of gradual decline from 2001 to 2007 (WTO, 2009), and a
notable increased use of safeguards since the end of 2008 (EC, 2009b). Only a few OECD
governments have imposed new tariff barriers: Turkey on iron and some cereal and fruit
products, Korea on imports of crude oil, Canada on milk protein substances in the form of
a tariff rate quota (see Table 1.8). Retaliatory duties have also been imposed by the
European Union, Turkey and the United States in response to anti-dumping cases or as
safeguard measures. Besides the European Union (which has decided to extend tariffs on
shoe imports from China and Vietnam), three OECD countries (Canada, Turkey and the
United States) initiated anti-dumping procedures. The United States initially imposed non-
tariff barriers in the form of procurement requirements as part of its stimulus package
(“Buy American”), but these provisions were later watered down. However, it is in the areas
where WTO rules are either weak or non-existent that trade distortive measures may
become more frequent. In particular, some local governments in OECD countries have
imposed procurement requirements that discriminate against non-locally sourced
products. Restrictive actions have been more frequent outside of the OECD though, with
around half of the actions among developing countries involving new import duties
(Gamberoni and Newfarmer, 2009). Any scaling-up of the limited range of restrictive trade
measures taken so far could have serious consequences on growth given the fragility of the
economic recovery (Box 1.3), and could have longer-lasting effects if they undermine
broader efforts at trade liberalisation such as the long-delayed Doha Round.’

More generally, overly stringent product market regulations (PMR) have direct negative
effects on both short and long-run economic performance by inhibiting competition and
stymieing resource reallocation (Conway et al., 2006). In the context of the crisis, entry
barriers to new firms and innovative technologies in particular (e.g. restrictions on
networks that inhibit broadband access) could lower output in the short run, as well as
slow productivity catch-up over the longer term.

In their response to the crisis, about a dozen OECD countries have taken various
measures to reduce anti-competitive PMR (Australia, Belgium, Czech Republic, Hungary,
Italy, Japan, Luxembourg, Mexico, Netherlands, Poland, Slovak Republic, Sweden and
Spain) (Table 1.9). These measures included reduction of entry barriers through
simplification of business start-up procedures, speeding up of administrative procedures,
as well as adaptation of bankruptcy procedures to facilitate rapid restructuring. Such
initiatives should make it easier for new firms to enter existing industries, and improve
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Box 1.3. The possible effects of trade-restrictive measures

Protectionist pressures in OECD countries have so far been largely resisted, and although
a number of G20 countries have used antidumping, safeguard measures and countervailing
duties, these affected less than 0.5% of the total merchandise imports of G20 countries
(Bown, 2009). Furthermore, some existing empirical evidence indicates that (most favoured
nation) international tariff hikes implemented in the aftermath of sharp economic
downturns have typically been small since the mid-1990s (Foletti et al., 2009).

However, a number of factors that might still increase protectionist pressures going
forward call for strong vigilance (Evenett, 2009): fiscal packages have not yet been fully
spent and some of their distorting effects could gradually appear; the temptation of
protectionism could increase as unemployment continues to rise; with the limited room
for manoeuvre of monetary and fiscal policies, governments may be tempted to resort to
trade and industrial policies in case of another weakening of economic activity; a
significant increase in the use of trade-distorting measures by one single major country or
area might trigger a domino effect. For instance, the European Commission estimates that
from October 2008 to October 2009, 223 trade restrictive measures have been reported as
planned or introduced, with a sharp increase in the number of initiations of trade defence
instruments that may be used in a non-WTO compatible way to protect domestic
industries (EC, 2009b). One “gravity”-based measure of implicit trade costs, by Jacks et al.
(2009), suggest that trade frictions, including credit constraints, may have risen much more
than explicit measures indicators suggest.

What could be the impact on international trade and economic growth of a worst-case
scenario? During the Great Depression, world trade was divided by three and it is
estimated that 25% to 50% of this collapse can be attributed to protectionist measures
(Foletti et al., 2009). Feeding these figures into recent OECD growth equations (OECD, 2003;
Boulhol et al., 2008) suggests that a trade collapse similar to that experienced during the
Great Depression could cut long-run GDP per capita levels by between 3% and 6%. This
estimate is however surrounded by considerable uncertainty, and amplifying mechanisms
may imply an even larger reduction in long-run GDP per capita levels in the presence of
such a large trade fall.

More restrictive product market regulations and higher other behind-the-borders
barriers to trade would also be detrimental to living standards. As an illustration, past
OECD work can be used to assess the potential impact of bringing OECD indicators of
product market regulation back to their 2003 levels. Based on estimates in Nicoletti
et al. (2003) and Boulhol et al. (2008), such a scenario could lead to a decrease in
international trade of goods of about 20%, which in turn might lower GDP per capita by
about two per cent in the long run. While they might be seen as fairly large, these
figures do not take into account the effects from possible changes in trade between
OECD and non-OECD countries, such as reduced trade in services, FDI restrictions, or
increases in tariff barriers.

competition, new product innovation and productivity growth, ceteris paribus. These
reforms will need to be maintained over the longer term in order to yield durable benefits
on incomes.
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Table 1.9. Positive product market regulation measures taken

Easing entry barriers and promotion of small Regulatory reforms in support of R&D
Country businesses and entrepreneurship and innovation
Australia X
Austria
Belgium X
Canada
Czech Republic X
Denmark
Finland
France
Germany
Greece
Hungary X
Iceland
Ireland
Italy X
Japan X X
Korea X
Luxembourg X
Mexico X
Netherlands X
New Zealand
Norway
Poland X
Portugal
Slovak Republic X
Spain X
Sweden X
Switzerland
Turkey
United Kingdom
United States X

Source: OECD (2009m), Responses to the European Commission questionnaire.

Sustainable growth after the crisis
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Some of the structural policy measures described so far have helped OECD economies
avoid the worst outcomes, by supporting short-term activity without significantly
compromising longer-term growth or even, in some cases, enhancing it. To this extent,
they have generally been consistent with the recommendations in last year’s edition of
Going for Growth. However, as noted, other policy measures with negative longer-term
repercussions have also been undertaken.

The future structural policy agenda will not only be driven by the desire to raise
incomes in the long run, but also by the need to restore sustainability of government
finances. In particular, the relative magnitude and form of future spending cuts and/or tax
increases will affect growth going forward. This section first discusses the impact of recent
policies and the scope for further growth-enhancing measures, and then examines fiscal
consolidation paths. Overall, the need to consolidate is more urgent than in the past,
increasing the need for reforms. At the same time, the necessary reforms may be easier to
undertake politically in the current crisis situation.
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The impact of crisis policies on long-term growth

The impact of the measures discussed above on trend output is uncertain in the long
term. However, there is some OECD and other empirical evidence to indicate the general
magnitudes of possible impacts of these policy actions:

e Infrastructure investment is an area where the long-run impacts of expenditure on GDP
per capita may be relatively high. Estimates of the size of multipliers for this type of
investment have a wide range, and they can be as high as one meaning that a permanent
increase in investment by 1% of GDP may be able to yield a sustainable additional
increase of up to 1% in GDP per capita. However, the range of outcomes is highly variable,
and may be as low as zero according to some studies, since projects may not always be
chosen carefully and some countries have more developed infrastructure, which could
mean then that fewer positive externalities would be found. Using a multiplier value of
about 0.5 would imply that the 0.4% of GDP infrastructure investment response to the
crisis could, if sustained, yield a long-term additional increase of about 0.2 percentage
points in GDP per capita levels (see e.g. Shanks and Barnes, 2008).

e Tax cuts financed in the future by reductions in less productive public spending may also
have relatively high long-run effects, similar in overall size to infrastructure investment,
and possibly larger in the case of direct taxes. For instance, recent OECD analysis finds
that a permanent cut in the overall tax burden ratio by one percentage point might raise
GDP per capita levels by 0.2% in the long run, although there is wide uncertainty around
this estimate (see Johansson et al., 2008). This is the same order of magnitude as the
average decline in (cyclically-adjusted) tax ratios across OECD countries in the aftermath
of the crisis (OECD, 2009b). However, most crisis-related tax cuts are likely to be of
temporary nature, as they have been implemented to restart the economy and will
probably be removed as countries accelerate the pace of fiscal consolidation in the
coming years (see the next sub-section). Cuts that are left in place will have to be
accompanied by spending decreases in order to be sustainable.

e Innovation incentives such as R&D tax credits and subsidies are likely to boost research
and development in the business sector and thereby long-run GDP per capita levels
(Jaumotte and Pain, 2005). Although there is broad uncertainty in this area, OECD
estimates suggest that a one-percentage point increase in the share of business R&D
expenditures in GDP may increase GDP per capita by around 0.1 per cent in the long run
(OECD, 2003). Much higher estimates have been found using models that allow for
endogenous growth effects of R&D policies (e.g. Roeger et al., 2008).

e Labour market reforms can have substantial effects on GDP per capita levels in the long
run. This may hold for instance for reforms of unemployment benefit systems: a
10 percentage point increase in replacement rates could depress employment rates by
about 2.5 percentage points, amounting to a roughly similar loss in GDP per capita levels,
ceteris paribus (Bassanini and Duval, 2006). However, labour market policies based on
activation principles may provide an offset, with a 10 percentage point increase in ALMP
spending per unemployed as a share of GDP per capita typically associated with a
decline in unemployment of at least % of a percentage point.’® Countries that have
increased the level and/or duration of unemployment benefits without taking such
counter-balancing measures may therefore wish to do so or, alternatively, reconsider the
benefit measures as the economic situation allows.
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Countries could also take advantage of this crisis to amplify long-run growth-
enhancing measures that have remained modest so far:

e Reductions in anti-competitive product market regulation (PMR) can accelerate
productivity convergence. Only modest steps to reduce PMR have been taken so far in
this crisis, but aligning anti-competitive PMR to OECD best practice might raise GDP per
capita levels by as much as 2.5% in the typical OECD country, based on estimates in
Boulhol et al. (2008) that do not factor in possible gains arising further from higher
private R&D spending and increased employment levels. By contrast, continued support
to various industries could distort entry and exit incentives, and thereby de facto worsen
PMR with negative effects on productivity and GDP per capita levels.

e In addition to tax cuts, there is some room within OECD countries to achieve permanent
shifts in the overall tax composition that may have further permanent beneficial effects.
As already mentioned, there is some evidence that a higher reliance on consumption
and property taxes compared with income taxes may be positively related to GDP per
capita. For instance, according to previous OECD work (Arnold, 2008), raising the share of
consumption and property taxes in total tax revenues by one percentage point could
raise long-term GDP per capita by % per cent. Long-run GDP may be further increased if
taxes on corporate revenues were decreased in relative terms compared with those on
other tax bases.

At the same time, a number of downside risks exist. Many of the growth-enhancing
measures have been costly and may be gradually removed as governments consolidate
their public finances. For instance, any interruption of policies to support innovation and
R&D would be of particular concern (Aghion and Marinescu, 2007) if credit constraints were
to persist (Aghion et al., 2008). While non-co-operative protectionist policies (e.g. non-tariff
barriers, barriers to FDI, anti-competitive product market regulations'?)
thus far, history suggests they could get worse especially if the recovery remains subdued
and employment rates fail to recover. Moreover, governments may be more inclined to
implement detrimental policies, such as those that encourage labour market exit, in a
context where unemployment is likely to remain elevated even as the recovery proceeds.

have been limited

Scenarios for returning to sustainable public finances

A major policy challenge faced by virtually all OECD countries in the next several years
will be to restore sustainable fiscal positions. In addition, because the current worsening of
fiscal positions is also due to structural factors (e.g. the disappearance of exceptionally high
tax revenues, higher interest payments, lower potential growth, depending on countries),
consolidation will have to go well beyond a mere removal of recent fiscal stimulus. Given
its scale, this removal will have to occur gradually as economies recover. As countries have
been hit by the crisis and will recover in different ways and also entered the crisis with
different underlying fiscal positions, their fiscal consolidation paths may well differ. This is
unlikely to raise major co-ordination issues, as coordinated fiscal tightening would in fact
have mostly negative international externalities.

Structural policy reforms can raise potential output, and they thereby facilitate
consolidation. In particular, measures raising potential output through higher structural
employment levels will usually have a larger impact on fiscal balances than those raising
potential GDP through higher labour productivity. On the expenditure side, higher
employment reduces public spending on welfare benefits, while such benefits typically
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adjust quickly to productivity gains. The positive impact of higher productivity on fiscal
balances may also be reduced in case of a quick upward adjustment of public sector wages.
On the tax receipts side, higher productivity is expected to increase the return on both
capital and labour, and insofar as the marginal tax rate on capital income is lower than the
one on labour income, the fiscal gain is lower than under a rise in structural employment
that yieds primarily income tax receipts.

Generally speaking, fiscal consolidation may have negative feedback on long-run GDP
per capita levels if achieved through tax increases rather than spending cuts, although this
varies depending on categories of taxes and expenditures (Cournéde and Gonand, 2006).
Given the magnitude of fiscal consolidations required in most countries, both spending
cuts and tax measures are likely to be required. In the current context, priority should be
given to measures on both fronts that are known to be the least harmful to growth. For
example, although the link between public expenditures and potential output is prone to
empirical uncertainty, cutting the most productive public spending, such as in education,
R&D, transport and communication infrastructure or health could damage long-run living
standards, unless such cuts are accompanied by sizeable productivity gains in efficiency.
Improving public spending efficiency in these areas is thus clearly a priority as it would
limit the extent of spending cuts and/or tax increases. Recent OECD estimates point to
sizable potential efficiency gains from adopting best-practice policy settings in education
and health.!? Likewise, on the taxation side, as already mentioned, previous OECD work
suggests that income taxes (and particularly those on corporate income) may be more
harmful than consumption and property taxes.

As an illustration of the potential effects of fiscal consolidation on long-run GDP per
capita, the consolidation scenarios identified in OECD (2009b) to bring government budgets
back into or near balance might entail a permanent loss in GDP per capita of about
one per cent on average across OECD countries if carried out exclusively through tax hikes
(based on estimates derived from OECD growth analysis in Bassanini et al., 2001, and
Arnold, 2008). Nevertheless, these detrimental effects of fiscal consolidation could be
mitigated if governments seized the opportunity to move towards a more growth-friendly
tax structure. Consolidation will also represent a good opportunity to increase the share of
environment-related fiscal revenue.

Addressing global current account imbalances

Another major policy challenge going forward will be to address current account
imbalances so as to further improve global financial and economic stability. While fiscal
consolidation will help reduce the United States’ current account deficit, it will not
contribute to restore external balance in surplus areas such as Japan and some European
countries. In the latter areas, implementing structural reforms could indirectly reduce
external surplus. Indeed, although the primary goal of structural reforms is not to address
global imbalances, and their long-run impact on current accounts would be expected to be
small since they boost both supply and demand, some of them can still have transitory side-
effects by lowering the household saving rate and boosting investment (through an increase
in permanent income and in the return to capital, respectively). In some non-OECD
countries, especially China, structural reforms could also contribute to reduce surpluses.

The current account effects of structural reforms are likely to vary across countries
and types of reforms, however, with financial and product market reforms likely to have
more positive effects than labour market reforms. Financial market size has a significant
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positive impact on investment, while more competitive and complete financial markets
lower saving by lifting household credit constraints. Reforms that increase competition in
financial markets - in parallel with strong prudential regulation — are therefore expected to
weaken current accounts. Greater product market competition stimulates firm entry and
investment, and also increases permanent income and thereby may induce households to
consume more and save less. This latter effect is likely to be especially strong when
financial markets are sufficiently developed and competitive to allow households to
borrow against future income. This further highlights the role of financial market reforms
for magnifying the current account impact of product market reforms in Japan as well as
some non-OECD countries with surpluses. Labour market reforms may not necessarily
reduce the household saving rate and improve current accounts. As suggested for instance
by the German experience with the Hartz reforms, measures such as unemployment
benefit cuts or relaxation of job protection can increase uncertainty and thereby
precautionary saving for a while. Consistent with these theoretical considerations, there is
some tentative empirical evidence (Kennedy and Slgk, 2005) that financial and - to a lesser
extent — product market reforms have a negative impact on current accounts in the short
to medium term, while the effect of labour market reforms is insignificant. Other types of
reforms that directly affect saving may have much bigger effects, such as pension but also
possibly health reforms.

Notes
1. The links between financial market regulation and competition are addressed in Chapter 6.

2. Although some of the measures reviewed in this chapter were planned or implemented before the
crisis with other objectives in mind, the timing of their impact is such that they are considered
here as part of the policy response to the crisis.

3. Iceland also imposed temporary capital controls.

4. There is some cross-country evidence that more stringent prudential financial regulation in some
areas, including stronger capital requirements, has been associated with a lower net expected cost
of financial sector rescue packages during the recent crisis (see Ahrend et al., 2009). Also, provided
supervisors are strong enough, higher capital requirements do not seem to undermine
competition — rather they appear to actually strengthen it (see Chapter 6).

5. Table 1.2 shows the increase (or decrease) in government investment that has been made or is
expected in OECD countries during 2008-11 relative to the 2000-07 average.

6. These estimates are differences from the 2000-07 average in cyclically-adjusted tax and output
measures (Girouard and André, 2005), and should only be considered indicative of the actual size
of fiscal impulse from tax cuts implemented as a response to the recession.

7. Moreover, lower marginal tax rates can induce second earners - usually women - to increase their
hourly participation in the workforce. Recent OECD analysis suggests that a one-percentage point
decrease in the marginal tax rate would typically raise the hours worked by women by around 0.7%
(OECD, 2009c).

8. Whether the returns from training are larger in crisis times is nevertheless uncertain, given the
difficulty in expanding such programmes rapidly (OECD, 2009f). Based on German data, Lechner
and Wunsch (2009) find for example that the negative impact of undergoing training on job search
intensity is smaller, and the positive long-run employment effects are larger when unemployment
is higher. Conversely, McVicar and Podivinsky (2007) find in the context of the UK New Deal for
Young People that ALMPs are less effective when the local unemployment rate is higher.

9. For instance, the European Union re-introduced export refunds for several agricultural goods in
January 2009. This measure goes against the efforts of the Doha Round to reduce such farm
subsidies. Reforms of producer support in agriculture could increase per capita GDP significantly
(OECD, 2009h).

10. This estimate is also based on Bassanini and Duval (2006).
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11. For instance, a reversion of PMR in seven non-manufacturing industries to the level of five years
ago could lower GDP per capita levels by about 0.7% in the long run (based on estimates of Boulhol
et al., 2008).

12. For example, if a typical school (at the primary and secondary levels) moved to OECD best practice,
efficiency could increase by between 20% and 40% (Sutherland et al., 2007), with a budgetary saving
for the average country amounting to close to % per cent of GDP. In health care, a convergence of
the average OECD country to international best performance could raise efficiency by up to one-
third, with a budgetary saving of up to 2% of GDP.
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PART I

Chapter 2

Responding to the Going for Growth
Policy Priorities: an Overview
of Progress since 2005

Against the background of a stronger need for reform in the wake of the crisis, this
chapter assesses the progress that each country has made over the past five years
in a broad range of structural policy areas where government action could boost
long-term growth. Two-thirds of OECD countries have sought to address at least
one of the five policy weaknesses that were identified over the period. However, such
reforms have been mostly incremental rather than radical in nature, and have
seldom fully addressed the underlying policy deficiencies. Reforms have also been
more frequent where they were expected to deliver immediate benefits — such as for
increased spending on active labour market policies or tax cuts — than where they
might have hurt the short-term interests of specific groups — such as with
incumbent investors, farmers and permanent workers under competition policy,
agricultural policy and job protection reforms.




1.2.  RESPONDING TO THE GOING FOR GROWTH POLICY PRIORITIES: AN OVERVIEW OF PROGRESS SINCE 2005

Introduction

Since its inception in 2005, Going for Growth has identified structural policy priorities
for each OECD country and the European Union to raise GDP per capita, an imperfect but
still useful proxy for material living standards (see Box 2.1 for a broad overview of welfare
measures). The priorities have aimed at improving long-term material living standards by
reforming policies that impede efficiency and labour utilisation. Five policy priorities were
first identified in 2005 for each country and the European Union, which were then
reassessed in the 2007 and 2009 editions based on both observed progress in reform and
new evidence. Policy priorities have been mainly concentrated on labour and product
market policies, but have also covered education, health, innovation, housing policies, the
efficiency of public sectors and tax systems, and, very occasionally, the financial sector.

This chapter provides a broad overview of the progress that countries have made on
the identified policy priorities since 2005. Because reform is often a lengthy process, five
years —rather than just one year as in the 2006 and 2008 editions of Going for Growth - is an
appropriate time span to evaluate the extent to which countries acted on their priorities
and to identify broad reform patterns. At the same time, this assessment is subject to a
number of caveats, both conceptual and practical (Box 2.2). While looking at reforms
carried out since 2005, the chapter also covers in detail actions taken over the past year,
including early stages of reforms such as government statements, formal consultation and
draft legislation presented to parliaments.

Progress in reform is assessed at a time when most OECD countries are gradually
recovering from a deep recession.! This crisis has raised new structural policy challenges,
such as reviving economies and consolidating public finances in a way that also fosters
sustainable long-term growth, and avoids non-co-operative, anti-competitive regulatory
and trade measures that could aggravate the effects of the crisis. These policy issues are
analysed in the lead chapter of this year’s edition of Going for Growth. At the same time, as
argued in that same Chapter 1, the structural reform priorities set last year remain by and
large valid, and many of them may have in fact become even more urgent in the current
context. This is particularly true of measures in the areas of active labour market policies,
product market regulation (PMR) or employment protection legislation (EPL) that would
speed up the economic recovery. This is also true of reforms of early retirement schemes
that would prevent the large recent declines in employment from triggering permanent
withdrawals from the labour market. Accompanying country notes highlight the structural
reform priorities that it would be most beneficial to address at the current juncture
(Chapter 3).

The main reform patterns that emerge from the stocktaking exercise carried out over
the period 2005-2009 are the following:

e OECD countries have indeed followed up on Going for Growth policy priorities since 2005.
Two-thirds of them took some legislative action in at least one of their priority areas each
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Box 2.1. A broad overview of welfare measures

A broad examination of measures of well-being was completed in September 2009 by
the Commission on the Measurement of Economic Performance and Social Progress,
which was set up by the French President and led by Joseph Stiglitz, Amartya Sen and
Jean-Paul Fitoussi. The Commission considered a wide range of alternatives to GDP per
capita, including national accounts-type measures, more general quality of life measures,
as well as measures of environmental sustainability.

The numerous weaknesses of GDP per capita as a measure of well-being were
highlighted in the report, many of which were previously discussed in a Going for Growth
chapter on “Alternative Measures of Well-Being” (OECD, 2006). One objection is that as a
measure of material well-being, GDP is less suited than other national accounts-based
measures because it is a gross production concept, whereas an income concept that is net
of international transfers and capital stock depreciation should be preferred. However, as
discussed in OECD (2006), such measures correlate well across countries with GDP per
capita in levels (used in this report), though they show somewhat larger differences in
terms of growth rates. More significantly, and because of measurement issues, GDP also
poorly captures the quality of health or government services, and makes no allowance for
the depletion of natural resources and the degradation of the environment.

Cross-country comparisons of both income levels and growth rates based on GDP per
capita can be significantly altered when household production and/or the value of leisure
time are accounted for. Methods to take account of these differences have been developed,
although they often require substantial imputations.! Accounting for household
production and leisure time could increase by as much as half conventionally measured
GDP in many countries. For instance, including such adjustments to income may nearly
halve the gap in household incomes between France and the United States (Stiglitz et al.,
2009). However, such estimates are surrounded by a considerable degree of uncertainty —
much more than for conventional GDP. Given the high degree of uncertainty in estimating
alternative measures of well-being that are more wide-ranging than national accounts-
based income measures, the Commission concluded that a broad array of indicators is
needed to make robust assessments of well-being.

Income inequality is another factor that may lead cross-country comparisons based on
average income levels to give a skewed impression of well-being (see OECD, 2006). This is
because one currency unit of additional income is generally seen to be worth more to low-
income households than to richer ones. This issue has gained prominence in recent years,
as economy-wide (average) income gains have accrued disproportionately to high-income
households, as illustrated in the table below (OECD, 2009).

Another set of issues relates to the measurement of dimensions of individual well-being
which go beyond material aspects such as income. Measures of the quality of life,
including subjective well-being, are appealing in this regard and they often do not correlate
well with more conventional measures of income, wealth, or even human development,
such as health and life expectancy (OECD, 2006). They may capture other, broader drivers
of well-being such as social attachments or the quality of institutions, although answers to
surveys could also reflect differences in relative well-being within communities. As a result,
such indicators are likely to be most useful as complementary measures rather than as
substitutes to more conventional measures of well-being.
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Box 2.1. A broad overview of welfare measures (cont.)

Trends in real household incomes by quintiles

Average annual change mid-1990s to mid-2000s

Bottom quintile  Middle three quintiles Top quintile Median Mean
Australia 2.4 2.0 19 2.2 2.0
Austria’ -2.1 -05 -0.4 -0.6 -0.6
Belgium1 14 1.3 1.7 1.2 1.5
Canada 0.2 1.2 21 1.1 14
Czech Republic1 0.4 0.6 0.7 0.5 0.6
Denmark 0.6 0.9 15 0.9 1.1
Finland 1.6 25 46 2.5 29
France 0.9 0.7 1.0 0.8 0.8
Germany -0.3 0.5 1.3 0.6 0.7
Greece 3.6 3.0 2.7 2.9 29
Hungary 0.9 1.2 1.0 1.1 1.1
Ireland’ 5.2 7.7 54 8.2 6.6
Italy 2.2 1.0 1.6 1.0 1.3
Japan -1.4 -1.0 -1.3 -1.0 -11
Luxembourg 1.5 1.5 1.7 1.5 1.6
Mexico 0.1 -0.1 -0.6 -0.2 -0.4
Netherlands 1.8 2.0 14 2.0 1.8
New Zealand 1.1 2.2 1.6 2.3 1.9
Norway 44 39 51 3.8 4.3
Portugal’ 5.0 41 44 4.2 43
Spain' 52 51 5.0 5.5 5.1
Sweden 14 2.2 2.8 2.2 2.3
Turkey -1.1 -0.5 -3.2 -0.3 -1.9
United Kingdom 2.4 21 15 21 1.9
United States? -0.2 05 11 0.4 0.7
OECD? 15 1.8 1.8 1.8 1.7

1. Changes over the period mid-1990s to around 2000 for Austria, Belgium, the Czech Republic, Ireland, Portugal
and Spain (where 2005 data, based on EU-SILC, are not deemed to be comparable with those for earlier years).

2. A large discrepancy exists between current population survey and national accounts-based measures of
household income for the United States. A large part of the discrepancy is explained by exclusion from
household measures of income increases in fringe benefits such as employers’ contributions to social
security, pensions and health insurance (see Burtless, 2007).

3. Refers to the simple average for all countries with data.

Source: Growing Unequal? Income Distribution and Poverty in OECD Countries (OECD, 2009).

This report continues to use GDP per capita as its primary aggregate measure of performance
(with a revised numéraire for comparison?), given its timeliness and ready availability. It is also
important to note that Going for Growth uses detailed indicators of productivity and labour
utilisation in order to identify performance weaknesses. Such indicators are clearly not
measures of well-being and as such are less subject to some of the critiques that have been made
for GDP. In the current edition, one narrow but still highly relevant performance measure in the
context of globalisation, namely real gross domestic income (GDI) per capita — a measure that
takes into account income gains and losses through international trade, which in several OECD
countries have been large enough to induce a significant gap between the growth rates of GDP
and broader income measures in recent years - is evaluated in Annex 2.A2.

1. Supplementary “satellite” accounts provide a framework for incorporating into national accounts
measurements activities outside of the conventional GDP production boundary such as the environment
and household activities.

2. The numéraire for aggregate income comparisons has been revised from the United States to be the simple

average of the upper half of OECD countries in each year, which makes comparisons less sensitive to US-
specific factors.
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Box 2.2. Conceptual and practical issues involved in assessing progress
on Going for Growth priorities

Assessing progress on reform priorities involves a number of conceptual and practical
issues, especially when - as in this chapter — quantitative indicators of reform activity are
constructed (see also Annex 2.A1):

® Going for Growth identifies five reform priorities for each OECD country. The assessment
of progress implicitly treats all of them as equally important and assumes their effects
to be linear and independent from one another. In practice, however, pay-offs differ
across fields and may depend on the magnitude of the measures implemented and how
they are combined.

® Three out of the five policy priorities are based on internationally comparable policy
indicators which have been linked empirically by the OECD to various aspects of economic
performance. The other two policy priorities are mostly based on a judgement of the most
binding constraints on material living standards. Although there is a wealth of empirical
analysis linking these other policies to economic performance, it is conceptually
challenging to assess the strength of overall reform activity.

e Even when available, not all OECD structural policy indicators are available on a timely
basis, and some of them necessarily capture reforms with lags, for example when
implementation is spread over several years and/or follows a decision with longlags (e.g.
pension reforms).! For this reason, and also in order to allow for equal treatment of
indicator-based and non-indicator-based priorities, this chapter relies primarily on
more qualitative information to assess the significance of reforms (the matching
between this qualitative information and OECD policy indicators is discussed in Box 2.3).

® Determining whether a priority has been sufficiently addressed is not straightforward. In
principle, if deemed suffiviently radical, action taken is followed by the removal of the
corresponding priority in the subsequent Going for Growth. Yet, Going for Growth is an
evolving process, and changes in priorities may reflect not only measures taken but also a
reassessment of priorities on the basis of new information and empirical analyses, as well
as the emergence of even more urgent priorities.

e Finally, responsiveness to priorities should not necessarily be construed as reform
activity more broadly. This is because reforms in non-priority areas are only loosely
covered in the Going for Growth process, though they matter for economic performance —
especially for countries where, in fact, a large number of areas qualified as potential
priorities but, at most, five of them could ultimately be retained (see Going for Growth
2009).

1. By contrast, some OECD structural policy indicators are forward-looking in the sense that they do not
capture the current but rather the eventual stance of policy, once already enacted legislation is fully

implemented. In particular, OECD estimates of implicit taxes on continued work measure steady-state
financial incentives to retire once all already legislated pension reforms are phased in.

year. Likewise, about a quarter of the countries subject to a priority in a given reform
field acted every year.

e OECD countries have been more responsive to Going for Growth recommendations when
looking over longer time spans. For example, while only one-third of 2005 priorities had
been followed with significant action by 2006, that share increased to two-thirds by 2008,
although it appears to have levelled-off since then.
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e Dramatic reforms are politically difficult to implement. Hence, actual reforms have
typically been incremental in nature. The bulk of the measures taken have not yet been
deemed ambitious enough, in terms of scale and scope, to warrant a removal of the
corresponding Going for Growth priority.

e OECD countries have made more progress in labour productivity-enhancing reform
areas than in those targeted at labour utilisation. Policy responses to priorities aimed at
boosting productivity levels have been strongest in the areas of innovation policy and
public sector efficiency, and weakest for agricultural support policies. Actions taken to
raise labour utilisation have been most widespread in the fields of labour taxation —
including in 2009 as part of the fiscal stimulus packages implemented by many OECD
countries - as well as in active labour market policies and retirement, disability and
sickness support schemes. By contrast, little progress has been achieved on priorities
dealing with employment protection legislation, wage formation, unemployment
benefits, housing policies and health care systems, although some strides have been
made in these areas in a number of countries not subject to priorities.

e Reforms appear to be politically easier to undertake where they entail only benefits and
little or no short term cost (e.g. labour tax cuts, increased spending on active labour
market or innovation policies), and harder to carry out where they may hurt the short-
term interests of specific groups (e.g. farmers under agricultural policy, permanent
workers under job protection reforms, incumbent investors when it comes to
competition reform).

e Countries that have been most active at reforming since 2005 are quite dispersed in
terms of geography, size and income levels, although a majority are small OECD
economies. There is only a weak link between the apparent need for reform and
subsequent reform activity. Those countries that had lower GDP per capita levels and/or
poorer growth performance before 2005 have not necessarily been more responsive to
Going for Growth priorities, while those with higher incomes and/or better performance
were not necessarily less responsive.

Progress in reforming policies to improve labour productivity performance

Since the 2005 issue of Going for Growth, policy priorities aimed at improving
productivity performance have been mainly concentrated on countries with a large gap in
output per hour worked vis-a-vis the most productive OECD economies (Figure 2.1) and/or
weak productivity growth over the past decade (Figure 2.2).2 Such countries have included
some North American and Asia-Pacific member countries, as well as a few of the smaller
European countries and the European Union as a whole. Suggested policy reforms to boost
productivity have included the easing of entry restrictions and controls over business
operations in specific product markets, measures to improve educational outcomes, cuts
in distortionary agricultural support to improve resource allocation throughout economies,
and various other measures. The countries concerned have achieved only mixed progress
since 2005 in the areas of education and agriculture, but have generally followed up to a
greater extent on recommendations in other areas, including product market regulation.

Product market regulation

The easing of unduly restrictive regulations in product markets has been identified as
a priority for most OECD countries — especially those with sub-par productivity
performance - and would help them recover faster from the crisis. The European Union

54 ECONOMIC POLICY REFORMS: GOING FOR GROWTH © OECD 2010



1.2. RESPONDING TO THE GOING FOR GROWTH POLICY PRIORITIES: AN OVERVIEW OF PROGRESS SINCE 2005

Figure 2.1. The sources of real income differences, 2008
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1. Relative to the simple average of the highest 15 OECD countries in terms of GDP per capita, based on 2008
purchasing power parities (PPPs). The sum of the percentage gap in labour resource utilisation and labour
productivity do not add up exactly to the GDP per capita gap since the decomposition is multiplicative.

2. Labour resource utilisation is measured as total number of hours worked per capita.

3. Labour productivity is measured as GDP per hour worked.

4. In the case of Luxembourg, the population is augmented by the number of cross-border workers in order to take
into account their contribution to GDP.

5. The EU19 is an aggregate covering countries that are members of both the European Union and the OECD. These
are the EU15 countries plus the Czech Republic, Hungary, Poland and the Slovak Republic.

Source: OECD, National Accounts Database; OECD, Economic Outlook 86 Database and OECD (2009), OECD Employment

Outlook.

StatLink sw=r http://dx.doi.org/10.1787/786610417714

has taken some steps to foster cross-border competition among its member countries
since 2005. The Services Directive, albeit somewhat limited in scope and short of the
original proposal, goes in this direction. It was passed in Spring 2006 and was fully
transposed into national law at the end of 2009. The Single European Payments Area
(SEPA), launched in January 2008, moved forward in November 2009 with the
implementation of a new scheme for cross-border direct debits, and will gradually reduce
the costs of financial transactions across borders.
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Figure 2.2. GDP per capita and per hour worked: Level and change

A. GDP per capita in 1998 and 2008 at 2005 PPPs’
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1. In constant 2005 PPPs, relative to the simple average of GDP per capita for the upper half of OECD countries in
terms of GDP per capita in 1998 and 2008, which is normalised to 100. In the case of Luxembourg, the population
is augmented by the number of cross-border workers in order to take into account their contribution to GDP.

2. Measured as GDP per hour worked in constant prices at 2005 PPPs.

Source: OECD, National Accounts Database and OECD (2009), OECD Employment Outlook.
Statlink sz http://dx.doi.org/10.1787/786610417714

At the individual country level, around two-thirds of the countries concerned have
followed up on recommendations to ease product market regulations since 2005, and the
actions taken have been sufficient to result in a removal of the corresponding priorities in
around half of these cases (Tables 2.1 and 2.2):

e Easing entry restrictions in services and network industries has been identified as a
policy priority for a large majority of OECD countries. In network industries, most have
taken action by separating ownership of network elements (Hungary, the Netherlands
and Portugal), making third-party access and public tendering mandatory (Poland in the
telecommunications sector and Portugal), easing entry restrictions and/or consolidating
the power of the regulatory authority (Austria, Canada in 2009, Germany, Greece, Italy,
Korea, Mexico and Switzerland), introducing incentive-based regulation (Germany),
relaxing threshold restrictions on the free choice of suppliers (Japan), creating a national
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Table 2.1. Progress made in countries with recommendations to reduce entry
and operational controls®

2005-2008 2009
Action
Action . take.n ) NO Policy Reviews/ Public  Legislation Other . NO Policy
taken implying significant relapse lawis consultation concluded measures significant elapse
removal of measure announced measure
the priority
Reduce entry barriers in services
and/or industries in general
Austria X X
France X X
Iceland X X
Ireland X X
Italy X X
Japan X X X
Korea X X
Norway X X X
Poland X X
Slovak Republic na. X
Turkey X X
Reduce entry barriers in network industries
Australia X X
Canada X X
Germany X X
Greece X X
Hungary X X
Ireland X X
Luxembourg X X
Mexico X X
Netherlands X n.a.
New Zealand X X
Portugal X X
Switzerland X X
Reduce entry barriers in professional services
Austria X X
Canada X X
Germany X X
Hungary n.a. X
Luxembourg X X
Switzerland X n.a.
Reduce entry barriers in retail distribution
Austria X
Belgium X X
Denmark X X
France X X
Hungary n.a. X
Ireland X na.
Netherlands X X
Spain X X

n.a.: Denotes that the corresponding priority was not yet introduced over the period considered, or was dropped following

commensurate actions taken.

1. The table covers only countries with policy recommendations in the area listed. The first set of columns titled “2005-2008”
give a synopsis of the progress on 2005 Going for Growth priorities in 2005 and 2006 and on 2007 priorities in 2007 and 2008.
Similarly, the last set of columns titled “2009” relate to progress on 2009 Going for Growth priorities in 2009.
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Table 2.2. Progress made in countries with recommendations to reduce administrative
costs, public ownership and reform corporate governance'!

2005-2008 2009
. Agtion tlaken ) Reviews/ ) N )
Action implying R Policy Public  Legislation  Other . Policy
taken removal of the significant relapse laws consultation concluded measures significant relapse
priority measure announced measure

Reduce administrative burdens

Austria X na.

Belgium X na.

Czech Republic X X

Denmark X X

Greece X na.

Hungary X na.

Netherlands X na.

Poland n.a. X

Portugal n.a. X

Turkey X n.a.
Reform corporate governance

Italy X na.

United States X X
Reduce the scope of public ownership

Finland X X

Denmark X X

Greece X X

Mexico na. X

Norway X X

Poland X X

Sweden X na.

Turkey X n.a.

n.a.: Denotes that the corresponding priority was not yet introduced over the period considered, or was dropped following
commensurate actions taken.

1. The table

covers only countries with policy recommendations in the area listed. The first set of columns titled “2005-2008”

give a synopsis of the progress on 2005 Going for Growth priorities in 2005 and 2006 and on 2007 priorities in 2007 and 2008.
Similarly, the last set of columns titled “2009” relate to progress on 2009 Going for Growth priorities in 2009.
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operator for both electricity and gas with transmission planning functions to further
enhance the functioning of the national energy market (Australia). In retail trade,
legislative measures have taken the form of reductions in entry barriers for large
retailers (slight reform in Belgium, under preparation in Spain in 2009), relaxations in
retail pricing regulation (France and Ireland), and extensions of shop opening hours
(Austria, Belgium to some extent, Denmark, and Finland in 2009). New Zealand reduced
uncertainties regarding the regulatory framework and launched reviews of the
performance and governance of the electricity market and local telecommunications
services obligations. Canada and Switzerland reduced barriers to internal trade, notably
in professional services. Canada also signed an agreement to liberalise air travel with the
European Union in 2009. Denmark took action across the board by introducing a leniency
programme in competition law, and Austria eased restrictions on cross-holding of equity
for businesses supplying related services. The actions taken by Ireland, the Netherlands
and Switzerland were deemed ambitious enough to warrant the elimination of some of
their priorities.
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e Administrative burdens have been assessed as a policy weakness in ten countries. All
countries but Portugal — for which the priority was set only in 2009 but where some
measures had been taken earlier as part of the SIMPLEX programme — have taken some
measures by streamlining registration and licensing procedures (Belgium, Greece,
Hungary and Turkey), creating a one-stop shop for start-ups (the Czech Republic and
Poland in 2009), simplifying bankruptcy procedures (Austria and the Czech Republic),
and strengthening benchmarking in publicly-funded services and cutting business red
tape (Denmark in 2009). Following significant policy action in most of the countries
concerned, lowering administrative burdens remained one of the five policy priorities in
the 2009 Going for Growth only for the Czech Republic, Denmark and Poland, although
sustained efforts will continue to be required elsewhere for administrative burdens to
remain constrained.

e Reducing the scope of public ownership has been recommended for eight countries.
Sweden, Turkey and Poland (in 2009) have intensified privatisation efforts since 2005,
while no significant progress has been recorded in Finland, Mexico and Norway. Sweden
also took steps to ensure a level-playing field by enacting a new Public Procurement Act
and making the National Board for Public Procurement part of the Competition
Authority, while Denmark appointed a new Public Procurement Committee in 2009 to
encourage public-sector competition. Most recently, the crisis put a brake on privatisation
efforts across the OECD and forced increases in public ownership in the financial sector,
though Greece privatised the public airline company Olympic Airways in 2009.

By contrast, there has been some policy relapse in a few countries. In Japan, the zoning
regulations that were enacted in 2006 to revitalise suburban areas have erected potential
entry barriers for (large) retail stores. In New Zealand, while recommendations focused on
divesting public ownership and dismantling entry barriers in international air transport
and rail, the rail network has been re-nationalised — which, however, does not need to
undermine competition and efficiency if a level playing field is maintained among network
users — and ownership restrictions have been tightened against a possible foreign take-
over of Auckland Airport. In Norway, the government has simplified procedures to reverse
Competition Authority decisions on grounds other than competition.

Human capital

In all but three OECD countries (Canada, Japan and Korea), raising human capital
through reforms of primary, secondary and tertiary education systems has been advocated
to lift productivity levels. Progress in reform at primary and secondary levels since 2005
has been mixed, with about half of the 14 countries concerned following up on
recommendations, and only two of them (Australia and Belgium) in a way that justified
removing the priority (Table 2.3). The specific measures implemented in this area have
included curricula reforms (Iceland, Ireland, Mexico and Turkey), increased flexibility of
vocational education and training and greater responsiveness to the needs of the labour
market (Australia, Portugal and the United Kingdom), higher teacher qualification
requirements (Mexico and Iceland) and teacher performance evaluations (Portugal),
strengthened school and teacher accountability through wider use of standardised exams
(Germany), financial incentives for teachers to work in disadvantaged schools (the United
Kingdom in 2009), increased support for students from disadvantaged backgrounds
(Belgium, Mexico, Portugal and the United Kingdom), and more compulsory years of
schooling (Portugal in 2009).
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Table 2.3. Progress made in countries with recolmmendations to improve educational
outcomes

2005-2008 2009

Action

. taken No ) Reviews/ . . No )
Action . ) N Policy Public  Legislation  Other N Policy
implying  significant laws ; significant
relapse consultation concluded measures
removal of measure announced measure
the priority

Reform pre-primary education
Australia na. X
Denmark X X
Germany X X
Ireland X X
Poland n.a. X
United Kingdom n.a. X

Reform primary and secondary education
Australia X n.a.
Belgium X n.a.
Germany X
Iceland X
Ireland X
Luxembourg X
Mexico X
New Zealand X
Norway n.a. X
Portugal X X
Spain n.a.
Turkey X X
United Kingdom X X
United States X X

>xX X X X X X

Reform tertiary education
Austria X X
Czech Republic X
Denmark X
Finland na.

France
Germany
Greece

X X X X X X

Hungary
[taly
Portugal
Poland X
Slovak Republic X

Spain X n.a.
Sweden X X

Switzerland na. X

X X X X X X
>

X X X X X

n.a.: Denotes that the corresponding priority was not yet introduced over the period considered, or was dropped following

commensurate actions taken.

1. The table covers only countries with policy recommendations in the area listed. The first set of columns titled “2005-2008”
give a synopsis of the progress on 2005 Going for Growth priorities in 2005 and 2006 and on 2007 priorities in 2007 and 2008.
Similarly, the last set of columns titled “2009” relate to progress on 2009 Going for Growth priorities in 2009.
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Reform of early childhood education has gained increasing attention in the Going for
Growth exercise over the years, reflecting mounting evidence of high returns from
investments in human capital earlier in children’s lives. Many of the recommendations in
this area have been set recently. As a result, countries have had little time so far to respond
to these priorities, and progress in reform has been limited. Denmark has taken significant
measures by introducing compulsory language screening for three-year-olds to detect
language difficulties early and bolstering student evaluation. In 2009, Ireland has
introduced the Early Childhood Care and Education scheme to extend pre-school
education.

Reform of tertiary education systems has been flagged as a priority in many
Continental European OECD countries. Most of them have taken some measures, although
further action is still needed to address long-standing deficiencies. The reforms
undertaken since 2005 have included:

e Strengthening the funding of universities through the introduction or extension of
tuition fees (Germany, the Slovak Republic).

e Improving the governance of universities (Greece, which in 2009 also launched a public
consultation on education reform), including through greater autonomy (France,
Germany, Portugal and Spain) or by creating a new independent accreditation agency to
support internal quality assessments of universities (Switzerland in 2009).

e Encouraging early completion by adjusting university funding (Denmark), or by
facilitating direct transition from upper-secondary to tertiary education (Sweden).

e Developing professionally-oriented vocational training (Portugal) and introducing
courses with vocational content where needed (Hungary).

e Promoting international partnerships and fostering greater international mobility of
students and graduates (Portugal).

By contrast, low-level tuition fees have been abolished in Austria.

Agriculture

There has been a significant fall in producer support to agriculture across the OECD
since 2005, albeit mainly due to a combination of fluctuating commodity prices and
automatic mechanisms built into policy instruments rather than as a result of substantial
reform progress (Table 2.4). Nevertheless, the composition of support has shifted towards
less distortionary measures, reflecting limited but positive developments in agricultural
support policies. In 2008 the European Union launched its Common Agricultural Policy
(CAP) health check, laying down plans for further decoupling support by 2013. However, the
re-introduction of European Union farm export subsidies in 2009, after two years of
suspension of payments, was a step back. In the United States, while more market-
oriented support for tobacco has been a step in the right direction, the Food, Conservation
and Energy Act of 2008 maintains high agricultural subsidies through 2013 and provides
additional scope for support tied to the production of certain commodities — notably for the
sugar and dairy sectors. The new crop-specific Average Crop Revenue Election programme,
which can be triggered even when commodity prices are high, further distorts production
decisions. Also, in responding to climate change concerns, the United States have set
mandatory fuel standards to increase the share of renewable sources in overall fuel use, the
European Union Council has adopted a biofuel consumption target for transportation, and
a number of other OECD countries have taken actions along similar lines. This, along with
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Table 2.4. Progress made in countries with recommendations to reform agricultural

support policies’
2005-2008 2009
Action taken Reviews/
Action implying R Policy Public Legislation Other I Policy
significant laws } significant
taken removal of relapse consultation concluded measures relapse
L measure announced measure
the priority
Agricultural support
European Union X X X X
Iceland X X
Japan X X
Korea X X
Norway X X
Switzerland X X
United States X X X

The table covers only countries with policy recommendations in the area listed. The first set of columns titled “2005-2008”

give a synopsis of the progress on 2005 Going for Growth priorities in 2005 and 2006 and on 2007 priorities in 2007 and 2008.
Similarly, the last set of columns titled “2009” relate to progress on 2009 Going for Growth priorities in 2009.
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the erection of import barriers to foreign biofuels, has de facto put upward pressure on the
prices of agricultural products, and has been found to be a very costly means to achieve
emissions reduction objectives (OECD, 2008b). In Japan, the government has decided to
allow the entry of joint-stock companies into agriculture on a nation-wide basis on leased
land, and to concentrate more of the financial support on larger, more efficient farms. The
system of administered prices for wheat and barley has also been relaxed. In Switzerland,
support has shifted towards more market-friendly instruments. It has been decided to
eliminate the milk quota system and trade barriers vis-a-vis European Union countries for
a few agricultural products. In Iceland, excise taxes on imported food (other than sugar and
sweets) have been abolished, and the general import tariff on imported meat products has
been lowered significantly with a view to reducing prices. Little progress has been made in
Norway and Korea.

Other policies

Policy priorities have also covered a broad range of other areas relevant to productivity
performance, some of which - especially in the financial sector, though also in the areas of
public sector efficiency and international trade — appear to be especially important at the
current juncture for a sound economic recovery and public finance consolidation :

e External exposure. Of the five countries which have been diagnosed with a particular
policy weakness on this front, all except Mexico have taken some corrective measures
since 2005, and in three cases the priority was subsequently removed (Korea, Poland and
Switzerland). Reforms have included changing commercial law to facilitate mergers and
acquisitions by foreign companies (Japan), creating free economic zones to attract
foreign firms (Korea), simplifying procedures for non-residents to set up a business,
easing ownership restrictions and providing investors with a binding legal interpretation
of existing provisions (Poland), lowering non-tariff barriers (Switzerland), and relaxing
existing residency requirements for directors of financial institutions and (in 2009)
foreign ownership restrictions (Canada). New Zealand has raised the firm size threshold
beyond which consent is required for foreign acquisitions, but also tightened entry
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barriers for investment in infrastructure on strategically sensitive lands. Most recently,
the crisis has raised concerns that backward steps could be taken in this area across the
OECD. Available evidence thus far suggests that some de facto protectionist measures
have indeed been enacted but remain limited in depth and scope (see Box 1.2 in
Chapter 1).

® Public-sector efficiency. Nine out of the eleven countries identified as in need of reform in
this area have taken some action since 2005, and the policy priority was dropped as a
result in four cases (Germany, Luxembourg, Portugal and Turkey). The measures
implemented have involved re-organisation of health services and the introduction of
fees to enhance cost awareness in health care (the Czech Republic and Hungary),
increased competition in government procurement by issuing calls for tenders more
widely and simplifying rules (Germany), consolidating a number of ministries and the
regional network of public offices, reducing excessive numbers of civil servants and
increasing the accountability and transparency of government agencies (Hungary
in 2009), tightening the regulations governing budget implementation (Iceland),
reforming public sector employment by aligning employment conditions with those
prevailing in the private sector (Portugal), introducing results-oriented budgeting in
public services (Turkey), increasing competition from the private sector in the provision
of publicly-funded services and reforming performance management (the
United Kingdom), enhancing the cost-effectiveness of regional policy by substituting
regionally differentiated employers’ social security taxes for less targeted measures
(Norway), and introducing e-government (Luxembourg). New Zealand announced a plan
to link tertiary institution funding more closely with performance in 2009. No significant
progress has been registered in Canada.

e Innovation-promoting policies. All three countries concerned followed up on Going for
Growth recommendations since 2005 in the form of additional public support for R&D
activities (Ireland), measures to facilitate the mobility of researchers and increase the
use of competitive grants (Japan), and more rigorous protection of intellectual property
rights and improvements in the quality of tertiary education (Korea).

e Public infrastructure. Addressing public infrastructure deficiencies has been called for in
Ireland, New Zealand, Poland and the United Kingdom. Prior to the ongoing economic
crisis, all four countries responded by increasing spending levels. These efforts would
need to be sustained to achieve decisive improvements in the quality of infrastructure,
but Ireland decided to cut spending to improve the sustainability of public finances
in 2009, while most other OECD countries raised expenditures as part of their fiscal
stimulus packages (see Tables 1.1 and 1.2 in Chapter 1).

e Tax system. Simplifying the tax system, reducing distortions and/or broadening the tax
base has been identified as a priority for Canada, Greece, Mexico, Portugal, the United
States, and Japan more recently (2009). The first four countries have taken substantial
measures since 2005. In Canada, the federal government has decided to reduce the
corporate income tax and to eliminate its capital tax and the corporate surtax, while
in 2009 the governments of British Columbia and Ontario announced they would
harmonise their sales tax with the federal value-added tax. In Greece and Portugal,
measures to fight tax evasion have been taken. In Mexico, the income tax has been
simplified and the tax base has been broadened.
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e Rule of law. Strengthening the judicial system and law enforcement has been identified
as priority in Hungary, the Slovak Republic and Mexico. Only the first two countries have
made some progress on this front since 2005, and no further measures have been
initiated in 2009.

e Financial sector. Financial sector reform was identified as a policy priority for Japan and
Korea in the first issue of Going for Growth, and both countries quickly followed through.
In Japan, government policy helped to address non-performing loan problems at major
banks, and the Japan Post was privatised.? In Korea, the government made considerable
strides in the privatisation of banks and investment trust companies. Following the
financial crisis, financial sector reform became a Going for Growth priority for Iceland and
the United States in 2009, and the US government has since taken steps towards
overhauling the financial supervision and regulatory system. More broadly, financial
sector reform is needed and is currently underway in most OECD countries.

Progress in reforming policies to improve labour utilisation

Since 2005, recommendations to remove impediments to labour utilisation have been
made primarily to Continental European countries, where trend labour utilisation rates
remain comparatively low despite some noticeable progress prior to the recent crisis
(Figure 2.3). Identified policy priorities have included reducing disincentives to work at
older ages, obstacles to female participation and labour tax wedges, as well as improving
the design of disability and sickness benefit schemes and other labour market policies
such as employment protection legislation and unemployment benefits. Priorities have
also been identified in these areas outside Europe, as a way to address more specific labour
market performance weaknesses. Most countries have taken action since 2005, but
deficiencies remain which, if unaddressed, risk turning some of the crisis-related fall in
employment into a persistent decline.

Financial disincentives to work at older ages

There has been some modest progress since 2005 — but not in 2009 - in reducing
financial disincentives to work at older ages embedded in old-age pension systems and/or
available social transfer programmes where this was deemed a policy priority (Table 2.5).
Some of the reforming countries phased out or restricted access to early retirement
schemes by tightening eligibility conditions (Belgium, Denmark, Finland, Germany and
Spain). Others indexed the minimum retirement age to life expectancy (Denmark), sought
to increase the effective retirement age by enhancing financial incentives to work beyond
the statutory age (Belgium, Finland, France, Germany, Greece and Spain), lengthening
contribution requirements to claim full pensions (Belgium, France and Spain), or adjusting
benefits in line with life expectancy (Norway). As a result, the priority was dropped for
Denmark, Germany, Norway and Spain. Greece launched a public consultation on pension
reform in 2009. In Norway, however, the government later weakened the reform by
deferring the life expectancy adjustment of pension benefits. In Luxembourg and the
Slovak Republic, no significant measures have been carried out, and in Austria some
aspects of the 2003-2004 pension reform have been reversed, reducing the penalty rate for
early retirement and extending the special early retirement scheme. As the post-crisis
recovery unfolds, further reductions of financial disincentives to continued work, not least
faster phasing out of special or de facto early retirement routes, including via disability and
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Figure 2.3. Labour force participation rates and unemployment rates
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sickness systems, would help to ensure that older workers who have suffered from crisis-
related lay-offs remain attached to the labour market.

Table 2.5. Progress made in countries with recommendations to reform disability
and sickness systems, remove disincentives to work at older ages,
or reduce impediments to female participation’

2005-2008

2009

implying significant
removal of measure
the priority

Policy
relapse

Reviews/
laws
announced

. o 0 .
Public  Legislation  Other significant Policy

consultation concluded measures relapse
measure

Reduce implicit tax on continuing to
work and work at older age

Austria

Belgium

Denmark

Finland

France

Germany

Greece

Luxembourg

Norway

Slovak Republic

Spain

Turkey

Reform disability and sickness benefits

Australia
Denmark
Hungary
Netherlands
Norway

Poland

Sweden
Switzerland
United Kingdom
United States

Reduce implicit tax on returning to work

following child birth
Austria
Germany
Ireland
Korea
Netherlands
New Zealand
Slovak Republic
Switzerland
United Kingdom

<X X X X X

>xX X X X X X

>

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

X X X X X

n.a.: Denotes that the corresponding priority was not yet introduced over the period considered, or was dropped following

commensurate actions taken.

1. The table covers only countries with policy recommendations in the area listed. The first set of columns titled “2005-2008"
give a synopsis of the progress on 2005 Going for Growth priorities in 2005 and 2006 and on 2007 priorities in 2007 and 2008.
Similarly, the last set of columns titled “2009” relate to progress on 2009 Going for Growth priorities in 2009.
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Disability and sickness benefit schemes

Disability and sickness benefit schemes have been subject to reform since 2005 in nine
out of the ten countries concerned, although only in the case of Poland and Switzerland
was action taken followed by a removal of the priority (Table 2.5). Some countries have
sought to better discriminate between recipients depending on their work capacity. One
approach has been to increase economic incentives to work (partially linking benefit levels
and the earnings capacity of benefit recipients in the Netherlands). Another approach has
been to adjust or enforce eligibility criteria, either through tighter work obligations or
eligibility conditions for new claimants (Australia, Poland, Switzerland and, in 2009, the
United Kingdom), or via increased emphasis on rehabilitation and work capacity
assessment (Denmark in 2009, Hungary in 2009, the Netherlands and Switzerland). Other
countries have reduced the incentives for employers and recipients to over-use the
schemes (introduction of/or increase in employers’ financing of disability and sickness
benefits in the Netherlands and Sweden; reduction of the maximum wage subsidy under
the Flexjob scheme in Denmark). In Norway, participants in the long-term sickness and
disability benefit schemes are now more closely followed, and the ongoing merger of the
welfare system and the employment services network is intended to improve co-
ordination of these services. Finally, Poland and Sweden have restricted the duration and
amount of benefits.

Impediments to full-time female labour participation

Some of the impediments to full-time female participation have been reduced
since 2005 in all eight countries where this was put forward as a policy priority. This was
achieved by expanding childcare facilities through subsidies (Germany, Ireland, Korea and
New Zealand), lowering the compulsory schooling age or promoting full-day schools
(Germany and Switzerland), and reducing marginal tax rates on second earners (Austria,
Ireland, the Netherlands, Switzerland and the United Kingdom).

Labour taxation

Of the 13 countries for which reforms of labour taxation have been advocated, nine
took some remedial actions between 2005 and 2008. However, in no case were the
measures taken extensive enough to warrant a reconsideration of the policy priority,
reflecting in part the difficulty to achieve major but still fiscally sustainable tax cuts over a
relatively short time period (Table 2.6). Average and/or marginal tax wedges were reduced
across the board mainly through lower income tax rates and/or higher exemption levels
(Belgium, the Czech Republic, Denmark, Italy and Poland). More frequently, the cuts were
targeted at the low-skilled, in the form of reductions in social security contributions
(Austria, Belgium, Italy, Poland, Sweden and Turkey) or in-work tax credits (Belgium and
Sweden). Germany lowered social charges, and reforms of unemployment insurance and
pension systems will help sustain lower contributions in the future. While these cuts were
offset by an increase in indirect taxes (the VAT rate), the associated shift in the tax
structure from labour to consumption taxes should still benefit longer-term growth
(see Johansson et al., 2008). In Hungary, a pressing need to consolidate the budget resulted
in an increase in the tax wedge, although this was accompanied by a smoother marginal
tax schedule.

Labour taxation reforms have been widespread throughout 2009, mostly as part of the
recent fiscal stimulus packages. Countries that had been encouraged to cut tax wedges
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Table 2.6. Progress made in countries with recommendations to reduce labour taxation
and reform labour market policies’

2005-2008 2009

Action

. taken No ) Reviews/ . — No )
Action . ) N Policy Public  Legislation Other . Policy
implying significant laws ; significant

relapse consultation concluded measures relapse
removal of measure announced measure
the priority

Lower labour taxes
Australia X X
Austria X X
Belgium X X
Czech Republic X X
Denmark X X
Finland X X
Germany X X
Greece na. X
Hungary X X X
Italy X X
Norway n.a. X
Poland X X
Slovak Republic X X
Sweden X X
Turkey X X

Review wage formation or minimum cost of labour

Australia

Belgium

Finland

France

Greece

Italy

Poland

Spain

Turkey X
Reform employment protection legislation

Czech Republic X

France X

Germany n.a.

Greece X

Japan

Korea X

Luxembourg X

Netherlands n.a.

New Zealand X

Portugal X

Spain X

Sweden X

Turkey X X
Reform unemployment benefits

Belgium n.a.

Canada X

Finland X

Luxembourg X

X X X X X X X X
X X X X X X X X X

>

X X X X X X X X X X X X

> X X X

Activation of long-term unemployed
Belgium X n.a.
Germany
Netherlands X X
New Zealand X n.a.

Slovak Republic n.a. X

>
>

n.a.: Denotes that the corresponding priority was not yet introduced over the period considered, or was dropped following

commensurate actions taken.

1. The table covers only countries with policy recommendations in the area listed. The first set of columns titled “2005-2008"
give a synopsis of the progress on 2005 Going for Growth priorities in 2005 and 2006 and on 2007 priorities in 2007 and 2008.
Similarly, the last set of columns titled “2009” relate to progress on 2009 Going for Growth priorities in 2009.
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have reduced income tax rates and/or increased tax relief (Austria, Denmark, Finland,
Hungary and Poland), introduced or raised in-work tax credits (Denmark and the Slovak
Republic), lowered social security contributions (Finland, Hungary and Poland) and
increased wage subsidies (Belgium). In the same period, Australia has undertaken a review
of the tax system and its interaction with the welfare system. In Turkey, social contribution
rates have been reduced, albeit temporarily.

Labour market policies

Little has been done since 2005 to address priorities in most other labour market
policy areas, including wage formation, employment protection legislation and
unemployment benefit systems. One exception is the field of active labour market policy,
where priorities have typically been dropped as a result of more significant policy action.

e Wage formation. Of the nine countries where reducing the minimum cost of labour or
making wage bargaining more flexible has been seen as a priority, only Turkey has taken
action since 2005 by cutting social security contributions for low-wage earners
(Table 2.6). In Australia, the 2006 reform of the wage bargaining system has been partly
reversed. In Poland, the new indexation rule is likely to result in an increase in the
minimum wage relative to the average wage.

e Employment protection. Reforms have also been limited in the area of employment
protection legislation, where some easing has been suggested where existing provisions
were deemed excessively stringent. Only five out of the 11 countries subject to a
recommendation have taken significant action since 2005, with no specific action taken
in 2009, and only Portugal, New Zealand and - to a lesser extent — Greece focused on
permanent contracts (Table 2.6). Dismissal procedures have been substantially
simplified in Portugal. In New Zealand, a trial period of 90 days for new employees in
businesses with fewer than 20 staff has been introduced. In Greece, permanent contracts
for new employees in all public enterprises and entities, as well as a rule which allowed
collective dismissals of only 2% of the workforce per month for medium-sized firms,
have been abolished. Elsewhere, only partial reforms targeted at temporary contracts
have been carried out. France reduced the frequency of cases requiring a court ruling in
return for higher severance payments, and introduced a new fixed-term contract for
specific projects. Sweden eased the rules for temporary contracts so that these can be
used without particular reason and longer than previously (24 months instead of 12).

e Unemployment benefits. The reform of income support schemes for the unemployed has
been a priority in Canada, Finland and Luxembourg since 2005 (Table 2.6). While no
significant progress has been made in Luxembourg, Canada has introduced an earned-
income tax credit to increase work incentives, and Finland has made receipt of
unemployment benefits after 500 days conditional on participation in active labour
market programmes. However, in 2009 Finland temporarily raised unemployment
benefits in the context of the economic crisis, and Belgium raised initial unemployment
benefit levels and increased benefits for workers on reduced working time (chdmage
temporaire). A number of other OECD countries have taken crisis-response measures
along similar lines, some of which would need to be reconsidered as the labour market
situation improves, or be balanced by active labour market policies (see Chapter 1).

e Activation of the long-term unemployed. Since 2005, some efforts to strengthen the
efficiency of active labour market policies have been made in Belgium, New Zealand and
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—1in 2009 - the Slovak Republic, but not in Germany (after the 2005 Hartz reforms) where
this has also been identified as a priority (Table 2.6). In New Zealand, the government
introduced a single core benefit that would apply one set of criteria to all working-age
beneficiaries and deliver employment assistance based on their work capacity, rather
than their benefit category. In Belgium, co-ordination between the regional placement
agencies has been improved by creating an interregional association to exchange job
offers and through increased co-operation in the field of training. The Slovak Republic
has taken action by strengthening the competency of the Public Employment Service.

Other policies

Remaining priorities aimed mainly at enhancing labour utilisation have focused on
health care costs — as a way to lower tax wedges — and housing policies - in order to
enhance labour mobility.* As regards health care, Switzerland has benchmarked
reimbursements for pharmaceuticals more closely to generic products in order to bring
costs under control. In the United States, the extension of Medicare prescription drug
coverage to all seniors without accompanying cost-saving measures has put further
upward pressure on costs. In 2009, the US government has announced plans to overhaul
the health care sector by, inter alia, lowering drug costs and speeding up the adoption of
health care information technology.

Of the 11 countries where a removal of distortions in housing policies has been
recommended, six have taken action since 2005. Policy measures have included easing
residential zoning and planning regulations (the United Kingdom, where the boundaries of
the “green belts” that restrict the supply of land for commercial and housing development
in fast-growing areas are also under review, and the Netherlands to some extent), relaxing
rent regulation (the Czech Republic and Sweden), curbing the tax advantages of home
ownership (Spain to some extent), restricting housing-loan subsidies and making them
portable (Hungary in 2009), or introducing new courts and accelerated procedures to
enhance the enforcement of rental contracts (Spain). Sweden has cut rental housing
subsidies but eased taxation on owner-occupiers. Denmark, Iceland, Poland and the Slovak
Republic have taken no significant steps forward since 2005, and Ireland eased housing
taxation de facto by raising the price threshold below which first-time buyers of existing
dwellings are exempt from stamp duty.

Summing up overall reform patterns

In order to identify and assess broad reform patterns across the OECD since the first
issue of Going for Growth, two alternative indicators are constructed for each individual
priority area, each broad reform field (labour-productivity or labour-utilisation enhancing
reforms) and each individual country (see Annex 2.A1 for details):

e An annual “responsiveness rate”, based on a scoring system under which each possible
reform opportunity (i.e. whenever a priority was set in the previous edition of Going for
Growth for the individual policy area considered) takes value 1 if significant action is
taken the following year, and 0 otherwise. The responsiveness rate is therefore
calculated as the ratio of the total number of years in which some action towards
addressing the policy weakness is taken to the total number of years in which some
action could potentially be taken — which by definition excludes the year when the policy
priority is first set and the years before.
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e A “follow-through rate”, a measure of deep reforms based on a scoring system which for
each possible reform opportunity takes value 1 if any action taken is significant enough
for the corresponding priority to be dropped in the following Going for Growth exercise,
and 0 otherwise. It is basically the ratio of the number of priorities dropped following
significant action during the previous two years to the total number of two-year Going for
Growth cycles in which the policy recommendation appears. Priorities dropped following
significant action are determined based on previously published information
(see Box 2.3 in Going for Growth 2009).The follow-through rate cannot be readily
compared with the responsiveness rate since it is computed over a two-year rather than
one-year period, and only over the period 2005-2008 - rather than 2005-2009 - covered by
the 2005, 2007 and 2009 issues.

Both indicators measure the extent to which OECD countries have followed up on Going
for Growth recommendations since 2005, with the latter setting a more stringent criterion - a
subsequent removal of the priority — than the former to define action taken. Neither aims to
assess overall reform intensity per se, which would require both accounting for reforms
carried out in non-priority areas and quantifying the importance of each individual measure.
Also, these indicators are imperfect substitutes for reform assessments based on the
quantitative and internationally comparable OECD structural policy indicators that underlie
Going for Growth. Nevertheless, they are used here mainly because of their greater
comprehensiveness and timeliness (see Box 2.2 and Annex 2.A1 for an overview of the
limitations of the responsiveness and follow-through indicators, and Box 2.3 for a discussion
of the matching between these and OECD structural policy indicators).

Box 2.3. Structural policy versus subjective reform indicators

The retrospective reform assessment undertaken in this chapter relies on qualitative
assessments which have several important advantages in the specific context of this
analysis over the quantitative information supplied by the OECD’s internationally
comparable structural policy indicators:

e They allow comprehensive coverage of all reforms undertaken in priority areas since
2005. Relying instead on the OECD structural policy indicators would restrict the
analysis to indicator-based priorities and exclude many other (non indicator-based) key
priorities that in the 2009 Going for Growth exercise accounted for around 20% of all
priorities.

e They are up-to-date and allow tracking reforms in real time, including most recent
(2009) information on early stages of reforms. By contrast, many of the key OECD
structural policy indicators (e.g. employment protection legislation or product market
regulation indicators) are not updated on a continuous basis, reflecting the time
required and resources needed for this matter. Furthermore, in a few cases the
quantitative indicators used in Going for Growth so far capture outcomes rather than
policy settings, and/or convey lagged information by construction. This is the case for
instance of the educational attainment indicators used in the area of human capital, or
the aggregate spending indicators used in the area of health.

® They are readily built upon, and thereby help summarise the qualitative information
from previous Going for Growth editions in a systematic and straightforward manner.
They allow the construction of summary reform indices covering all Going for Growth
areas, with symmetric treatment of indicator-based and non-indicator based priorities.
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Box 2.3. Structural policy versus subjective reform indicators (cont.)

It is, nevertheless, useful to assess the extent to which the qualitative information on
reforms provided in all Going for Growth issues since 2005 matches the (changes in) OECD
structural policy indicators. The approach followed here is to explore the correlation
between qualitative and quantitative reform indices for the three Going for Growth
priorities supported by indicators over 2005-2008. To this end, a binary variable that takes
value 1 when there is improvement in the value of the quantitative policy indicator and 0
otherwise is constructed. This binary variable is then compared with the binary variable
that provides the basic information used to compute the responsiveness rate, i.e. a binary
variable that takes value 1 when some legislative action is taken and 0 otherwise.

The overall match between these binary quantitative and qualitative reform indicators is
at best moderate. They provide consistent messages in 61% of the cases, meaning that for
61% of the reform opportunities considered in the analysis, (no) significant action
according to the qualitative indicator is matched by some (no) improvement in the
corresponding quantitative indicator (see the table below). The limited match between the
two types of indicators is to be expected. In particular:

e While the qualitative reform indicators provide ideally all relevant information on
reform efforts over the period 2005-2008, most OECD structural policy indicators by their
very nature cover only partly or inexactly the period of interest.?

® There are typically lags between decisions and actions, and reform implementation is
often spread over several years. As a result, changes in OECD structural policy indicators
between 2005-2008 are likely to capture only incompletely the legislative actions taken
during this period, while at the same time reflecting in part the gradual effects of earlier
reforms.? Both factors are sources of mismatch between the quantitative reform
indicators and their more coincident qualitative counterparts

@ By construction, the qualitative reform indicators do not reflect deteriorations in policy
stances or reversals of reforms (see Annex 2.A1). In cases where legislative action is taken
and then reversed (partially or fully) throughout the period under consideration, unlike the
quantitative indicators the qualitative indicators capture only the progress recorded but not
the subsequent policy relapse — as the latter is scored zero rather than minus one by
assumption. In fact, when an alternative binary qualitative indicator is used which also
accounts for deteriorations in policy settings —i.e. which takes value 1 only if action is taken
and not followed by backtracking, the correlation between this new indicator and the binary
quantitative indicator improves and becomes significant at the 5% confidence level.

Match between the information content of OECD structural policy indicators
and the qualitative reform indicators used in this chapter

Some action taken No action taken
Improvement in the corresponding
structural policy indicator 49 23
Deterioration or no change in the
corresponding structural policy indicator 16 15

1. For instance, 2003 and 2008 vintages of product market regulation indicators, and 2004 and 2006 vintages
of disability benefits recipients data are taken to approximate the change in policy settings between 2005
and 2008, which is less than ideal. When the latest available vintages of the indicators are too old or the
two successive data points would potentially be widely misleading as a measure of change in the indicator
between 2005 and 2008, those policy priorities are not included in the comparison and the calculation of
the correlation coefficient reported in the table above.

2. This may explain in part the 23 mismatches mentioned in the upper-right cell of the table featured in this box.
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Reform patterns across fields

Based on these indicators, OECD countries appear to have followed up on Going for
Growth recommendations to a greater extent in labour-productivity enhancing reform
areas than in labour-utilisation enhancing ones since 2005 (Figures 2.4 and 2.5). Policy
responses to priorities aimed at boosting productivity levels have been strongest in the
areas of innovation policy and public sector efficiency, and weakest on agricultural support
policies. Actions taken to raise labour utilisation have been most widely seen in the fields
of labour taxation, active labour market policies, and retirement and disability and
sickness schemes, while little has been done to reform employment protection legislation,
wage formation, unemployment benefits, housing policies and health care systems. These
findings are consistent with previous OECD analysis of labour market reform intensity
carried out as part of the reassessment of the OECD Jobs Study (Brandt et al., 2005). In

Figure 2.4. Responsiveness to Going for Growth recommendations across reform
areas since 2005
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Figure 2.5. Follow-through of Going for Growth recommendations across reform

areas since 2005
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particular, the overall evidence supports the view that reform is easier to undertake where
it entails only benefits and little or no short-term cost (e.g. labour tax cuts, increased
spending on active labour market or innovation policies), and harder to carry out where it
may hurt the short-term interests of specific groups (e.g. farmers and permanent workers,
under agricultural support policies and job protection reforms, respectively).

Also, while action has been relatively frequent in the Going for Growth priority areas, it
has rarely been followed by a removal of the policy priority, hinting at some lack of major
reforms. The follow-through rate is much lower than the responsiveness rate — all the more
so when account is made for the fact that it assesses reforms on a two-year cycle rather
than on an annual basis. Still, both indicators usually convey consistent messages across
fields, except in areas where sustained reform efforts, and not just measures carried out
over a couple of years, are often required to address the priority (e.g. cuts in labour tax

ECONOMIC POLICY REFORMS: GOING FOR GROWTH © OECD 2010



1.2. RESPONDING TO THE GOING FOR GROWTH POLICY PRIORITIES: AN OVERVIEW OF PROGRESS SINCE 2005

wedges, which in order to be sizeable and permanent need to be financed through
reductions in public spending, or education reforms which improve human capital only

with long lags).

Reform patterns across countries

Countries that have been most active in reforms since 2005 are quite dispersed in
terms of geography, size and income levels, although a majority are small OECD economies
(Figure 2.6). More active countries have typically taken measures in a broader range of
Going for Growth priority areas and have experienced greater turnover in priorities. There is
only a weak link between the need for reform and subsequent reform activity, i.e. those
countries that had lower GDP per capita levels in 2005 have, on average, only mildly been

more responsive to Going for Growth priorities (Figure 2.7).°

Figure 2.6. Responsiveness to and follow-through of Going for Growth
recommendations across countries since 2005
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1. See Annex 2.A1 for details.
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Figure 2.7. Initial income levels and subsequent progress in reforms
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Because some policy areas appear to be more difficult to reform than others
(see Figures 2.4 and 2.5), the extent to which countries have followed up on Going for Growth
priorities may also be shaped by the nature of the recommendations. For instance, a
country subject to recommendations in the areas of innovation and public sector efficiency
might be expected to be more responsive than another country with similar appetite for
reform but with priorities in the areas of EPL and wage formation. In order to account for
this possibility, a “corrected” responsiveness rate is computed, which weighs responsiveness
on each individual priority according to the difficulty to undertake reform in the
corresponding field — as measured by the overall responsiveness to priorities in this area
across the OECD (see Annex 2.A1 for details). The overall picture is not widely affected
(Figure 2.6). Nevertheless, “corrected” responsiveness is significantly higher in a few
countries where action since 2005 has focused on challenging reform fields (e.g. Japan,
Sweden, Switzerland, Turkey), and lower where measures have been targeted at areas
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where political resistance to reform is likely to be weaker (e.g. Austria, the Czech Republic,
Germany, Ireland, Korea, the Netherlands, New Zealand).

Reform patterns over time

Finally, countries appear to have been more responsive to Going for Growth
recommendations when looking over longer time spans. This confirms that proposing,
negotiating, adopting and implementing reforms is often a lengthy process. For instance,
while on average less than one-third of 2005 Going for Growth priorities had been followed
by significant action by 2006, that share increased to almost two-thirds by 2008, although it
appears to have levelled off since then. (Figure 2.8, Panel A). Likewise, the share of the
initial 2005 priorities that have been dropped has been increasing over time (Figure 2.8,
Panel B). The recent crisis does not seem (at least so far) to have accelerated the pace of
structural reform, with average responsiveness rates across the OECD having been
approximately halved between 2006-2007 and 2008-2009. This may reflect to some extent a

Figure 2.8. Gumulative action taken OECD-wide on 2005 Going for Growth
priorities since their introduction
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temporary shift in countries’ priorities towards macroeconomic policy issues, as well as
the difficulty to launch reforms - such as in the area of labour markets - that could have
further depressed demand and activity at the start of a crisis.

Notes

1. While the focus of this and the opening chapter is on OECD member countries only, a special
chapter (Chapter 7) discusses structural policy challenges and reform priorities for the five
countries with which the OECD pursues “enhanced engagement” (Brazil, China, India, Indonesia
and South Africa), preparing the ground for their full integration into Going for Growth 2011.

2. These gaps in GDP per capita have been persistent over time in most countries, although they have
changed in a couple of cases as a result of the crisis. In particular, the gaps for Iceland and Ireland
have widened markedly in 2009.

3. Although Japan Post was privatised according to the SNA classification, the government still holds
all the equity, and as a result privatisation is not yet effective in terms of ownership or legal
control. The Japan Post holding company has to divest the banking and insurance subsidiaries
by 2017 while keeping all the equities of the two postal service subsidiaries.

4. Housing policies can in fact be considered as policies aimed at improving labour utilisation or
productivity, depending on the nature of the recommendations. While most housing-related Going
for Growth priorities have aimed to enhance labour mobility, some recommendations - such as a
reduction in the favourable tax treatment of owner-occupied housing - have primarily sought to
improve the efficiency of resource allocation and thereby productivity.

5. The strength of the link between the initial conditions and subsequent reform performance does
not improve substantially when i) the change in trend GDP per capita growth over 1985-2005, rather
than the 2005 GDP per capita level, is used as an indicator of initial conditions; ii) account is made
for the difficulty to undertake reform in certain areas, i.e. when the “corrected” responsiveness rate
is used, iii) the number of years in which some legislation is taken rather than the responsiveness
rate is used; iv) responsiveness to labour-productivity and labour-utilisation enhancing policies are
checked separately for correlation with the initial conditions in the corresponding performance
area.
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ANNEX 2.A1

Constructing Qualitative Indicators of Reform Action

Two alternative summary indicators of reforms are constructed in order to identify
reform patterns across the OECD since the inception of Going for Growth. A “responsiveness
rate” sums up overall reform activity in Going for Growth priority areas, while a “follow-
through rate” assesses the extent to which commensurate policy action has been taken to
address priorities. Both indicators are computed over the period 2005-2009 for each
individual priority area, broad reform field (labour-productivity or labour-utilisation
enhancing reforms) and individual country.

The “responsiveness rate”

The “responsiveness rate” is calculated based on a scoring system which, for each
possible reform opportunity - i.e. whenever there was a priority for the individual policy
area considered in the previous edition of Going for Growth, assigns value 1 if significant
action is taken, and 0 otherwise. The responsiveness rate is therefore calculated as the
ratio of the total number of years in which some action towards addressing the policy
weakness is taken to the total number of years in which some action could potentially be
taken — which by definition excludes the year when the policy priority is first set. For
instance, the overall responsiveness rate RR! of country iis:

D)
I _
RR' = SN

p

where ny, stands for the number of years in which some action is taken on policy priority p,
and N is the number of years in which some action could potentially be taken. This overall
responsiveness rate can also be expressed as a weighted average of the country’s
responsiveness rates RR) in each individual priority area p, with weights reflecting the share
of each priority area in the total number of priorities set over 2005-2009:

SRR,
L
2N
p
Because some policy areas appear to be more difficult to reform than others, the nature of
priorities set for any particular country may have an impact on its responsiveness rate. For
example, a country with weaknesses mainly in labour market policies might be expected

to be less “responsive” to Going for Growth recommendations than a country with priorities
in easier-to-reform areas such as innovation or public sector efficiency, even under similar

RR' =

ECONOMIC POLICY REFORMS: GOING FOR GROWTH © OECD 2010 79



1.2.  RESPONDING TO THE GOING FOR GROWTH POLICY PRIORITIES: AN OVERVIEW OF PROGRESS SINCE 2005

80

reform appetite in both countries. In order to account for this, a “corrected” responsiveness
rate is computed as:

ZRR;(RV
RRi . RRp

corrected z N :)
P

i
N p

Where R RiR;) denotes the overall responsiveness rate across all policy areas and countries,
and RR, is the overall responsiveness rate in policy priority area p across countries. The
“corrected” responsiveness rate thus weighs responsiveness on each individual priority
area RR; according to the difficulty to undertake reform in that field, as measured by
the ratio RR,/RR, of the overall responsiveness rate to the responsiveness rate in the
priority area p considered (both averaged across countries).

The “follow-through rate”

The “follow-through rate” instead focuses on deep reforms by setting a more stringent
criterion. Concretely, for each possible reform opportunity, the underlying coding of reform
efforts involves assigning value one if any action taken is significant enough to warrant a
removal of the corresponding priority in the following Going for Growth exercise, and zero
otherwise. The follow-through rate is basically the ratio of the number of priorities dropped
following significant action during the previous two years to the total number of two-year
Going for Growth cycles in which the policy recommendation appears. The follow-through
rate cannot be readily compared with the responsiveness rate since it is computed over a
two-year rather than a one-year period, and only over the period 2005-2008 — rather
than 2005-2009 - covered by the 2005, 2007 and 2009 issues.

Caveats

Both the responsiveness rate and the follow-through rate measure the extent to which
OECD countries have followed up on Going for Growth recommendations since 2005. They
should not be interpreted as broad reform intensity indicators, as they do not quantify the
magnitude of individual measures taken in priority areas and ignore altogether significant
reforms that may be carried out in non-priority areas. Furthermore, these indicators are no
substitutes for reform assessments based on OECD structural policy indicators, which form
the backbone of Going for Growth. Nevertheless, they are used here mainly due to their
greater comprehensiveness and timeliness.

The construction of responsiveness and follow-through rates is also subject to a
number of practical limitations, implying that these indicators should be read with

caution:?

e While the underlying binary scoring system limits the impact of judgment calls in
assessing the extent of reform efforts, it also has drawbacks. In particular, the
responsiveness rate treats minor legislative actions no differently from sweeping
reforms, while the follow-through rate ignores major reforms whenever these are
insufficient to fully address the policy recommendation — as may happen for instance
when initial policy settings are very inadequate.

e When coding reform efforts, the reform year is considered to be the year in which

legislative action is taken, rather than the year in which implementation actually takes
place or legislation becomes effective. One implication is that whenever legislative
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action is taken with a view to implementing a reform agenda over an extended time
period, only the decision year is considered as a reform year in the calculation of the
responsiveness rate. This may lead to an understatement of actual reform efforts over a
given time period, ceteris paribus.

@ Because laying the groundwork for undertaking reforms takes time, the year in which a
particular policy recommendation was first made is not counted as a reform opportunity
in the calculation of responsiveness rates. This approach ultimately presumes that there
is no time overlap between the reform agendas of governments and the policy
recommendations made in Going for Growth. However, it implies that governments are
not credited for reforms carried out in the first year when a Going for Growth priority is
first set in the corresponding area.

e Once they are dropped, even when no significant action has been taken, priority areas
are no longer covered by the reform indicators. Insofar as governments are more likely
to act on policy priorities some time after they are identified, the indicators may not fully
reflect longer term progress in reform.

e Some priorities reappeared in the 2009 Going for Growth assessment, after having been
identified as a weakness in 2005 and dropped in 2007 even though no significant action
had been taken. Such priorities are treated as if they had remained priorities since 2005
- i.e. as if they were priorities in the 2007 and 2008 exercises — and reform scores are
computed accordingly. However, reform measures carried out in “missing” years may
not always be fully documented in such cases.

e No negative scores are assigned when action taken is in contradiction with the priority,
i.e. when it results in a deterioration of the corresponding policy stance. This approach
potentially results in an overstatement of reform activity, ceteris paribus. For example, if
positive legislative action is taken and reversed at a later date, the indicators capture
some progress even though policy settings ultimately remain unchanged.

Notes

1. There is in fact no straightforward way to correct for the difficulty to undertake reform, and one
drawback of the fairly intuitive formulation retained here is that the “corrected” responsiveness
rate can in principle exceed 100%. A 100% bound is imposed in those very few cases where, in
practice, this happens.

2. Different but still related policy recommendations may be merged between consecutive Going for
Growth exercises, or conversely a recommendation may be split into separate, more detailed ones.
Although, it is not a practical limitation, per se, in those cases, reform indicators are computed as
if the merged priorities continued to exist separately after the merger, and as if the split priorities
were already separate priorities before the split.
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ANNEX 2.A2

Incorporating Terms-of-Trade Gains and Losses
into International Income Comparisons

Substantial changes in the relative prices of internationally traded goods have taken
place over the past decade, most notably wide swings in oil and raw material prices and a
continuous decline in the price of information and communication technology (ICT) goods.
These price changes have inserted a wedge between production and real incomes in
countries with relatively strong or weak specialisation in the goods concerned.
Improvements in the terms of trade amount to a windfall gain for a country as a whole, and
imply an increase in its real income and material well-being even under unchanged
output. Put simply, an improvement in the terms of trade means a country gets more for
less. This phenomenon is similar in many ways to technological progress. Contrary to the
treatment of technological progress, however, a change in the terms of trade is treated by
the System of National Accounts as a price phenomenon, rather than a real effect.
Consequently, the beneficial effect of an improvement in the terms of trade is not captured
by real GDP measures.!

Previous work by the OECD, reported in particular in Going for Growth 2006, evaluated a
range of national accounts-based measures of material well-being, including real gross
national income, which takes account of terms-of-trade effects and also makes
adjustments for net foreign transfers from abroad that in some cases can be quite large
(Boarini et al., 2006). This earlier work did not examine real gross domestic income (GDI) at
PPP, a measure whose computation has recently gained a clearer methodological
foundation, as the index number properties of its deflators relative to those of the standard
GDP measure have been more systematically evaluated (Feenstra et al.,, 2009; Reinsdorf,
2009).

This annex uses newly-derived computations of real GDI to compare income and
output across OECD countries and over time. The analysis finds that taking account of the
terms of international trade can indeed be important for assessing both changes and cross-
country differences in real income, and thereby in material well-being. Regarding changes
in real income, the gap between real GDI and real GDP per capita growth has exceeded one
percentage point annually in several OECD countries over the past decade, confirming that
terms-of-trade effects can undermine the accuracy of real GDP per capita growth as an
indicator of advances in material living standards. Regarding real income levels, and given
the conventions used in constructing OECD GDP PPPs, the current Going for Growth practice
of comparing real GDP per capita levels across countries using PPPs comes in fact close -
although it is not fully equivalent - to comparing real GDIs per capita, and as such it
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already largely incorporates terms-of-trade effects. One option going forward would be to
use explicit real GDI per capita measures for benchmarking purposes in the context of
Going for Growth — regardless of whether other, more radical, changes to performance
benchmarks are considered, such as further development of the types of measures
discussed in the conclusions to the recent report of the Commission on the Measurement
of Economic Performance and Social Progress (see Box 2.1 in Chapter 2).

From output (real GDP) to income (real GDI)

A number of OECD countries have experienced strong trend changes in their terms of
trade over the past decade. For instance, Australia has benefited from a strong
improvement in its terms of trade as a result of large increases in commodity prices, while
Finland has experienced a terms-of-trade decline as a result of rapid falls in the price of its
ICT good exports. Such large shifts in the prices of exports relative to those of imports drive
a wedge between the value of production and real incomes, and can offset some of income
gains from productivity growth when the latter is concentrated in goods and services that
suffer relative price declines on world markets, such as ICT goods. Given that the
broadening of globalisation has favoured greater degrees of specialisation, especially for
relatively small countries, taking into account gains and losses from the terms of trade is
of growing relevance.

In recent years, some effort has been made in the measurement literature to examine
the evolution of real GDI and incorporate the terms of trade effects into income
computations for certain OECD countries, such as Canada, Switzerland and the United
States, among others (see Kohli, 2004, 2006; Reinsdorf, 2009). The main implication is that
if the objective is to compare relative incomes across countries and changes over time,
then real GDI should be preferred to real GDP, though for productivity measurement the
focus should continue to be on real GDP.

The distinction between real GDP and real GDI is made in the UN System of National
Accounts, though there is no conceptual difference between nominal GDP and GDI.?
However, real GDP and GDI can differ because their deflators are different. More precisely,
the latter may be defined as:3

Real GDI = (Nominal GDP) / (Domestic absorption price index)

where domestic absorption equals consumption plus investment and government
expenditure (C+ 1+ G), or equivalently GDP minus the trade balance, the latter being
defined as exports minus imports (X - M). In comparison, the traditional output-based
concept defines:

Real GDP = (Nominal GDP) / (GDP price index)

and thus, the difference in the concepts is only on account of the difference in their
deflators:

Real GDI - Real GDP = ﬂ — L _ M
Pda I:)x I:)m

where Py, is the price index for domestic absorption and P, and P,, are the price indexes for
exports and imports, respectively. Thus, computing real GDP in domestic currency
amounts to deflating each component of GDP by corresponding deflators (i.e. the export
and import price deflator for exports and imports, respectively), while computing real GDI
implies deflating the whole trade balance by the price index for domestic absorption.
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Real GDI affects the evolution of income measures over time

84

Over the past decade, real income growth has varied substantially for some countries
according to whether it is measured by the evolution of real GDI or by changes in real GDP.
Depending on the composition of trade, and focusing on the period 2000-2007, countries
can be separated into those that gained and those that lost in effective terms as a result of
shifts in their terms of trade (Figure 2.A2.1). Annual real GDI growth exceeded real GDP
growth by over one percentage point in Australia and Norway as a result of favourable
shifts in commodity prices over the period. Canada and New Zealand also benefited, albeit
to a lesser extent. Other countries that enjoyed sizable terms-of-trade gains include the
Czech Republic, Luxembourg and Spain. By contrast, Ireland, and to a lesser extent Finland,
Japan, the Slovak Republic and Sweden suffered significant terms-of-trade losses over
the 2000 to 2007 period.

Figure 2.A2.1. Real income growth differs noticeably from real GDP growth
in a number of OECD countries
Average real GDI vs. real GDP growth from 2000 to 2007 (per cent)
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Just like focusing on real GDI growth can yield a different income growth picture than
looking at real GDP growth, focusing on real GDI levels can significantly alter cross-country
differences in income levels compared with comparisons based on real GDP levels. In order
to make comparisons of income levels across countries, domestic currency values need to
be converted using appropriate purchasing power parities (PPPs). Own-currency GDP is
usually deflated for international comparison using the GDP PPP, while own-currency GDI
should be deflated using the PPP for domestic absorption only, analogous to the use of the
domestic absorption price index for deflation over time (see Feenstra et al., 2009). These
concepts in level terms can be defined as follows:

Real GDP at PPP = (Nominal GDP)/(PPP for output)
Real GDI at PPP = (Nominal GDP)/(PPP for domestic absorption)
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The deflation procedure that is used for converting GDP in a country’s own currency to
international dollars at PPP, in use by the OECD and other international organisations, is
actually closer in practice to GDI than to an output-based concept. This means that it is
actually straightforward to compute purely GDI-based PPPs. And because published GDPs
at PPP already capture some terms-of-trade effects, they are fairly appropriate for
international comparisons of income levels, but raise some issues for output and
productivity level comparisons (see Box 2.A2.1). GDI-based PPPs for the 2005 benchmark
year may then be used in combination with inter-temporal GDI deflators (using domestic
absorption) over time to compute a real income (real GDI) measure that is comparable both
over time and across countries.

Box 2.A2.1. The difference between the “true” real GDP and real GDI in levels
at PPP

The distinction between the income (GDI-based) and the output (GDP-based) deflator
concepts implies that changes in the terms of trade will affect the growth rates of GDI and
GDP differently. However even the relative levels between countries differ according to
which concept is used, because the PPP is not the same for domestic absorption and for
overall GDP. In order to correctly measure the terms-of-trade effect in levels across
countries and therefore to make accurate international comparisons of output, reliable
PPPs for both imports and exports are needed. Experimental work has been carried out
using import and export unit value ratios for traded goods to derive PPPs, which attempt to
control for major differences in the composition of trade (Feenstra et al., 2009).! Using this
rough approximation, it appears that cross-country differences in output levels can vary
dramatically from cross-country gaps in incomes. This can be observed by examining the
difference between the concepts:

GDI ¢p1 ppp — GDP output pPP = PPP, -1 X_)_[PPP, -1 M 1)
ppp_\PPP ) \PPP_ A\ PPP

where PPP, and PPP,, are the purchasing power parities for exports (X) and imports (M),
respectively.

In fact, Feenstra et al. (2009) estimate that the differences between the income (GDI) and
output (GDP-based) concepts can be very large in levels. Taking extremes, in 1996, real GDI
at international prices - which is not far from the real GDP at PPP as currently measured
and used for benchmarking purposes in Going for Growth (see below) - exceeded real output
by more than 15% in Ireland, Mexico and Switzerland, while real output was over 15%
higher than real GDI in Iceland and Norway. In order to correctly assess labour productivity
gaps across countries, separate from terms-of-trade effects, this output-based concept
should be computed.

What is the current practice at the OECD? The recommendation by the Eurostat-OECD
PPP Manual is to use the “Standard” GDP PPP to compute the level of GDP per capita for a
comparison year. In applying this GDP PPP measure to GDP, because PPPs for exports and
imports are difficult to measure, they are approximated by the market exchange rate,
implicitly assuming the law of one price holds for tradables. By making this approximation
- and using the same deflator for both imports and exports, the “Standard” GDP PPP in fact
to a large extent takes into account, for that given year, the level of the terms-of-trade
effect. As a result, the “Standard” GDP PPP comes closer in practice to a GDI at PPP than to
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Box 2.A2.1. The difference between the “true” real GDP and real GDI in levels
at PPP (cont.)

an output measure at PPP. This can be observed by replacing PPP, and PPP,;, in equation (1)
with the exchange rate, exch, to obtain:

GDI gp; ppp — GDP «standard” GDP PPP = £l = Sl 1)
PPP,. exch

In the case of balanced trade, the OECD’s GDP at “Standard” GDP PPP measure is in fact
equal to the above GDI at PPP measure. In the case of unbalanced trade, while it would be
conceptually preferable to use the domestic absorption PPP to compute GDI at PPP, the difference
between the “Standard” measure that is current employed by the OECD and an ideal GDI PPP
measure is in fact relatively small, as shown in the figure below for the benchmark year 2005.

Difference between real GDI at PPP and “Standard” real GDP at PPP in 2005
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Note: Real GDI is obtained using the PPP for domestic absorption, while real GDP uses the OECD’s “Standard” GDP PPP.

Source: Calculated from the OECD National Accounts Database.
Statlink sw=r http://dx.doi.org/10.1787/786610417714

Despite the conceptual similarity (particularly as compared to an “ideal” output-based
PPP concept) between the GDI at PPP and the OECD’s “Standard” GDP PPP, the differences
are not negligible, ranging from negative 4.2% of GDP for Ireland to positive 2.5% for
Australia. For this reason, Figure 2.A2.1 in this annex uses purely GDI-based PPPs rather
than the OECD’s “Standard” GDP PPPs.

1. These estimates rely on unit values for traded goods at the four-digit SITC level to determine their relative
price parities for the construction of import and export PPPs. They implicitly assume that there are no
quality differences among traded goods at this level. This is a very strong assumption, and the treatment
differs from that in much of the intra-industry trade literature, where international differences in unit
values are seen as evidence of quality differences. While there has been work to separate quality from price
by Hallak and Schott (2008), which suggests that quality differences may be less of an issue for OECD
countries, this analysis remains highly experimental. Thus, these estimates of the difference between real
GDI at GDI PPPs and real GDP at output-based PPPs should be considered as indicative of the overall scale
of the measurement problem rather than as point estimates in themselves.
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Do terms-of-trade issues have implications for Going for Growth’s assessments
and policy recommendations?

Much of the empirical work that underlies Going for Growth policy recommendations
relies upon GDP-based national accounts aggregates as their explanatory variables. In
particular, dynamic panel regressions have been estimated that explore the policy and
institutional drivers of either labour productivity growth (GDP per capita or GDP per
worker) or GDP-based total factor productivity growth. While these measures avoid the
problems discussed above with the level of GDP at PPP, since they rely on growth rates, they
do not take into account terms-of-trade gains and losses.

Whether ignoring terms-of-trade changes affects the policy recommendations derived
from previous OECD empirical studies is unclear a priori. Insofar as terms-of-trade changes
are distributed randomly across countries, or at least are unrelated to the structural
policies which have been identified as significant influences on productivity growth, policy
conclusions drawn from previous OECD work are unaffected. This is no longer the case, by
contrast, if certain structural policies have side effects on terms of trade and income which
have been overlooked thus far. Unfortunately, it is difficult to discriminate between these
two possibilities in practice, due to lack of empirical evidence on the export and import
price effects of structural policy reforms.

One open question is whether the productivity-enhancing effects of reforms may have
been partly offset — in terms of their impact on incomes - by terms-of-trade declines in
some OECD countries since the mid-1990s. In a few small open economies for instance (e.g.
Finland), structural reforms have been concomitant with increased specialisation in
information and communication technology goods, whose relative price has steadily
declined. This decline has dampened the effectiveness of productivity gains in boosting
material living standards. By contrast, any side-effects of reforms on income through the
terms-of-trade channel are likely to be small in larger, more diversified economies.

Notes

1. This issue is elaborated in Diewert and Morrison (1986) and Kohli (2004, 2006). While the balance of
imports and exports is of course a vital part of standard GDP computations, the deflators used to
evaluate this item in real terms for comparisons across both time and space (countries) make
certain assumptions that have conceptually weak foundations.

2. This is leaving aside the statistical discrepancy that may exist in practice between income and
production approaches to compiling national accounts.

3. There is no uniform official definition of real GDI, as various deflators can be used to discount
imports and exports. However, there are solid theoretical reasons to use the domestic absorption
price index to deflate both import and export values (see Kohli, 2004)
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1.3. COUNTRY NOTES

An introduction to this year’s country notes

The country notes in this year’s edition of Going for Growth have two special features.
One addresses the current crisis and recovery context, and the other marks the coming-of-
age of the Going for Growth exercise.

At the present juncture, it is critical that OECD governments recognise which policies
are most important for delivering a strong and sustainable economic recovery.
Chapter 1 discusses such policies at a broad level, while in the following country
notes those current (2009) Going for Growth priorities that may be most urgent to address in
the current context are marked with an arrow.! These crisis-related reform priorities have
been identified on the basis of two criteria, namely that they should: i) speed up the
recovery, in order to minimise the overall temporary economic loss from the crisis; and,
ii) alleviate risks that GDP and living standards will be durably reduced over the longer term
— for example, through a persistent increase in unemployment and/or irreversible
withdrawal from the labour force of groups with weaker attachment to the labour market.
The identification of priorities that meet either or both of these criteria relies on available
theoretical and empirical evidence - including OECD work - on the policy determinants of
economic resilience and hysteresis effects, respectively (see Box 1.1 in Chapter 1 for more
details). Nevertheless, it should be acknowledged that such evidence is not as robust as the
existing research on the links between structural policies and long-term economic
performance which underpins Going for Growth. Therefore some degree of judgemental
expertise has also been exercised.

In practice, selected priorities include reforms that would:

e Improve financial market regulation. Though it was only singled out for the European
Union, Iceland, and the United States in last year’s edition of Going for Growth, improving
financial market regulation is in fact necessary in nearly all OECD countries, as the crisis
has revealed major market and regulatory failures in this domain (see Chapter 1).

® Remove business entry barriers to boost short-term activity and job creation. Reducing entry
barrier regulation facilitates new business creation and expansion and can also help to
accelerate resource re-allocation. In particular, many OECD countries would benefit from
a relaxation of entry barriers in retail trade and/or liberal professions, as well as from
reductions in administrative burdens on business and international barriers that restrict
foreign direct investment. By contrast, the short-term benefits of some types of product
market deregulation in network industries are less clear-cut, as incumbent monopolies
may first lay-off workers while entry of competitors and the associated job creation may
take more time, except possibly in telecommunications. Therefore, where countries’
priorities include a mix of different regulatory reform priorities, those recommendations
that are most conducive to short-term growth benefits should be given relative priority.

® Facilitate the rebound of employment as economic conditions improve. Overly stringent
employment regulations can deter labour reallocation and businesses from taking on
new staff as the recovery proceeds. At the same time, highly imbalanced employment
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regulation that favours temporary contracts over permanent ones can lead to increased
duality and insecurity. Therefore priority in general should be given to facilitating the
smooth reemployment of regular workers.

e Upgrade the skills and job-search incentives of the long-term unemployed. Strengthening
activation of the unemployed, such as through increased spending on, and reforms of
active labour market policies that provide compulsory training and job search support,
can help to speed up transition toward new jobs.

® Reduce incentives for older laid-off workers to withdraw permanently from the labour force.
Incentives for early retirement are often embedded in pension systems but also in other
social transfer programmes such as unemployment benefit or disability schemes. Where
there is still a risk of new entries in such schemes (e.g. where there is not just a sizable
share of disabled workers, but also lenient enforcement of health-based criteria for new
entrants into disability schemes), they should be tightened to prevent lay-offs of older
workers from turning into irreversible withdrawals from the labour force.

For those countries in which previously identified recommendations did not include
any of the above reforms, one measure has however been marked with an arrow that is
judged as the most urgent one in the context of the crisis.

Another novelty is that this edition follows up not only on policy priorities that were
made last year, but also on all of the priorities that were made since the beginning of the
Going for Growth exercise. Thus, in cases where relatively more policy action has taken
place, or where there has been some re-thinking of policy priorities, there are more than
the usual five priorities to assess, in some cases as many as nine (the years that the
priorities were made are noted in parentheses after the priority heading). In addition, the
assessment of actions taken in priority areas attempts to take into account not only what
has happened over the past year, but also what has happened since the priority was set.
This gives this edition a longer time horizon than usual for evaluation, as reflected in
Chapter 2.

Note

1. Although some of the past Going for Growth priorities from 2005 and 2007 exercises may not have
been fully addressed even though they were replaced subsequently, they are not considered as
candidates for urgent priorities in this exercise.
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AUSTRALIA

Priorities supported by indicators

> Reform disability benefit schemes (2005, 2007, 2009)

Recommendations: Tighten eligibility criteria for the Disability Support Pension (DSP) and encourage
DSP beneficiaries with a substantial work capacity to look for a job.

Actions taken: Stricter eligibility criteria have been applied for new DSP claimants since July 2006.
Those able to work or to be retrained to work 15 hours or more per week have become ineligible for
DSP, and can instead benefit from personalised employment services to help them meet the activity
requirements for unemployment benefits. The authorities did not extend these measures to all DSP
recipients.

Strengthen competition in network industries (2005, 2007, 2009)

Recommendations: Complete the national energy market; harmonise state regulations for road and
railway freight transport; expand and improve broadband internet access; lift barriers to water right
transactions.

Actions taken: Since July 2009, a single operator assumes national electricity transmission planning
functions. It has been agreed to set up national regulators for heavy vehicles, rail and maritime safety.
A draft reform was introduced in the telecom sector at the end of 2009 to reduce the market power of
the incumbent, reinforce the competition regime and deliver superfast broadband services. A plan
was adopted in 2008 to enhance water management in the Murray Darling Basin and facilitate trading
and public buybacks of water rights.

Improve the performance of upper-secondary education (2005, 2007)

Recommendations: Reduce the proportion of early school leavers by improving and promoting
vocational education and training (VET).

Actions taken: Higher financial incentives and supports have raised opportunities for students to
enrol in the VET system. All secondary schools will have access to vocational training centres and
more training places are available. The participation requirement for school, training or work of those
below 17 has been strengthened.

Improve the performance of early education (2009)

Recommendations: Enhance the quality of and access to early childhood education and care,
especially for disadvantaged groups.

Actions taken: Tax rebates for “out-of-pocket” childcare spending were raised in 2009. The authorities
committed to offer 15 hours per week of early childhood education and care (ECEC) to all four-year-
olds. The Council of Australian Governments agreed in 2009 on new national quality standards for
ECEC including better child-to-staff ratios and staff qualifications. Funding was also raised to address
the needs of indigenous children.

Other key priorities

Improve fiscal incentives for workforce participation (2005, 2007, 2009)

Recommendations: Reduce effective marginal tax rates (EMTRs) further.

Actions taken: Income tax cuts have lowered EMTRs, especially for second wage earners and low
income families. The conclusions of a review of the tax and welfare system focusing on incentives for
workforce participation will be released in early 2010.

Maintain a flexible wage bargaining system and cut minimum labour costs (2005, 2007, 2009)
Recommendations: Rationalise the award system and maintain wage negotiations at the firm level.
Actions taken: A 2006 reform fostered individualisation of labour relations and an independent body
was created to set the federal minimum wage, taking into account its employment impact. These
measures were partly reversed in 2008 through a reinforcement of the role of awards, raising the risk
of increases in minimum labour costs, although wage negotiations will continue to take place at the
firm level and modernisation of awards is being completed. A new independent body has also been
established to set the minimum wage.
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AUSTRALIA

® The income and productivity gaps relative to the upper half of OECD countries have remained stable since the
mid-90s.

® In the key priority areas, the reforms of disability benefit schemes and improved fiscal incentives should
further boost labour market participation. The reduction of product market segmentation arising from
differences in regulation across states and the reform in the education system should foster potential growth.
Efforts in these domains need to continue.

® In other areas, reforms have improved federal-state fiscal relations. Policies to combat climate change have
been substantially strengthened.

A. Gaps in GDP per capita and productivity remain B. The share of working-age population
Gap to the upper half of OECD countries! receiving disability benefits is high?
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1. Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.
2. Disability benefits include benefits received from schemes to which beneficiaries have paid contributions (contributory), programmes
financed by general taxation (non-contributory) and work injury schemes.
3. Index scale of 0-6 from least to most restrictive.
Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD (2003), Transforming Disability into Ability and
OECD estimates; Chart C: OECD, Product Market Regulation Database; Chart D: OECD (2009), Education at a Glance.
Statlink sz http://dx.doi.org/10.1787/786611566183
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AUSTRIA

Priorities supported by indicators

Improve graduation rates from tertiary education (2005, 2007, 2009)

Recommendations: Extend performance-based funding in tertiary education and allow universities to
set tuition fees. Introduce an income-contingent loan system to avoid excluding financially-
constrained students.

Actions taken: The three-year performance budgeting system was implemented in 2007, which
stipulates that 20% of the university budget is allocated according to output-related indicators.
However, the already low tuition fees were abolished for most students at universities in 2008.

» Reduce implicit taxes on continued work at older ages (2005, 2007, 2009)
Recommendations: Phase in all provisions of the recent pension reforms without relaxing their
conditions. Ensure that disability pensions are only used in well-justified cases.

Actions taken: The 2003-04 pension reforms considerably reduced early retirement incentives.
However, some backtracking resulted from the subsequent halving of the discount rate for early
retirement in 2007 and extension of the special early retirement scheme in 2008.

Reduce barriers to entry in network industries (2007, 2009)

Recommendations: Reduce or eliminate remaining cross-subsidies. Relax ownership restrictions in
the electricity sector. Fully privatise the telecommunications and electricity sectors. Foster
competition in rail transportation.

Actions taken: No substantial action taken. Market supervision was strengthened to some degree in
the gas and electricity sectors.

» Reduce administrative burdens on start-ups (2005)

Recommendations: Reduce company set-up costs. Further narrow the range of trades requiring
qualification certificates. Ease entry regulations for liberal professions.

Actions taken: Entry restrictions have been eased in some sectors, notably in wholesale and retail trade
in 2005. Electronic legal submissions by Austrian notaries to the Companies’ Register were introduced
in 2007, and the geographical coverage of electronic trade registration was subsequently extended.

Other key priorities

Lower marginal tax rates on labour income (2007, 2009)

Recommendations: Enhance work and entrepreneurship incentives by lowering marginal income tax
rates financed by further broadening the tax base through reducing the numerous tax allowances.
Actions taken: Personal income taxes were lowered in 2009, including through tax relief for families
with children, entrepreneurs and freelancers. Unemployment insurance contribution rates were
reduced for low-wage workers in 2008.

> Reduce barriers to competition in professional services and retail trade (2007, 2009)
Recommendations: Reduce the statutory regulation of trades and professions. Abolish compulsory
chamber membership for liberal professions. Further promote competition in retail trade.

Actions taken: The Crafts, Trade, Service and Industry Act was amended in 2008 to facilitate entry in
several professions. Several EU directives concerning professional qualification certificates were
transposed, and legal shop opening hours were extended.

Reduce inactivity traps in the benefit system (2005)

Recommendations: Reduce inactivity traps in the benefit system by restructuring child benefits in
favour of vouchers for childcare, and better integrating job-placement activities with social assistance.
Actions taken: Work incentives of low-income parents were increased in 2008, and a new system of
child benefits was introduced, which is more tailored to various work situations.

Strengthen competition law (2005)

Recommendations: Strengthen competition law and enforcement by assigning more powers and
resources to the competition authority, streamlining the institutional setup, simplifying rules on
vertical agreements and introducing a credible leniency programme.

Actions taken: Several changes to the competition law and rules were implemented with the 2005
reform of the Cartel Act, Austrian Competition Act and Unfair Competition Act.
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AUSTRIA

® GDP per capita has been below the average of the upper half of OECD countries and its relative position slightly
deteriorated until the mid-2000s. Labour productivity has accelerated in the most recent years but labour
utilisation remains sluggish, reflecting a decline in average working hours.

® In key priority areas, early retirement incentives, marginal tax rates on labour income and administrative
burdens on start-ups have been reduced, and the competition framework has been improved somewhat, but
further reforms are still needed. Network industries and especially higher education are in need of deeper

reforms.
A. Convergence in GDP per capita B. The share of the population aged 25-34
and productivity has stalled with tertiary education remains low
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1. Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.

2. Implicit tax on continued work in early retirement route, average for 55 and 60-year-old workers.
3. Index scale of 0-6 from least to most restrictive.
Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD (2009), Education at a Glance; Chart C: Duval, R.
(2003), “The Retirement Effects of Old-Age Pension and Early Retirement Schemes in OECD Countries”, OECD Economics Department
Working Papers, No. 370 and OECD calculations; Chart D: OECD, Product Market Regulation Database.

StatLink sw=m http://dx.doi.org/10.1787/786611566183
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BELGIUM

Priorities supported by indicators

» Further reduce implicit taxes on continued work at older ages (2005, 2007, 2009)
Recommendations: Phase out early retirement schemes.

Actions taken: Job-search requirements up to age 58 have been progressively tightened. During the
mid-2000s, the minimum age for eligibility to an early retirement pension was raised to age 60 and the
standard retirement age for women was aligned with that of men (65 years). A number of paths to
early retirement have been closed or made less attractive and the working life requirement for a full
pension has been increased. Financial incentives to work longer, in the form of in-work benefits for
the older unemployed and a pension bonus have been introduced.

Further reduce the tax wedge on low-income workers (2005, 2007, 2009)

Recommendations: Target all wage subsidies and reductions of social security contributions to low-
wage earners. Finance cuts in tax wedges by lowering government spending and tax expenditures.
Actions taken: The government gradually reduced social security charges and personal income taxes
for low income workers and introduced a tax credit. In 2009, wage subsidies were increased for all
workers, including some higher-wage workers (shift, night and R&D workers).

> Ease regulation in the retail sector (2007, 2009)
Recommendations: Continue relaxing regulation of zoning and shop opening hours.
Actions taken: Opening hour restrictions have been slightly relaxed. No further action has been taken.

Ease the regulatory burden on business operations (2005)

Recommendations: Systematically evaluate alternatives before adopting a new regulation. Continue
to eliminate across the board anti-competitive sectoral regulation and reduce administrative burdens,
as well as review laws and regulations governing the liberal professions.

Actions taken: Administrative burdens have been reduced somewhat through simplification and
greater use of e-government. Licences and permits for at least eleven trades were abolished in 2005.

Other key priorities

Increase the flexibility of wage bargaining and determination (2007, 2009)
Recommendations: Increase the scope for individual companies to opt-out from sector-wide
agreements. Abolish wage indexation.

Actions taken: No action taken.

Strengthen the efficiency of active labour market policies (2005, 2007)

Recommendations: Improve enforcement of job-search requirements for unemployed and co-
ordination between regional placement agencies. Redirect ALMP funds from subsidised employment
to compulsory training.

Actions taken: In 2007, the regional placement agencies created an inter-regional association to
exchange job offers and to co-operate on training.

Reform the unemployment benefits system (2009)

Recommendations: Reduce the level of unemployment benefits with the unemployment duration to
fully benefit from activation policies.

Actions taken: No action taken to reduce benefits. In 2009, unemployment benefits were raised for the
initial period of unemployment, implying some reductions in benefits over the early parts of the
unemployment period.

Improve the labour market performance of ethnic minorities (2005)

Recommendations: Improve education outcomes of students from ethnic minority backgrounds and
strengthen the enforcement of anti-discrimination laws to enhance this group’s labour-market
performance.

Actions taken: No action taken.
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BELGIUM

® GDP per capita has declined relative to the upper half of OECD countries, reflecting mainly lower employment
rates, in particular of older workers.

@ In key priority areas, reforms have recentlty raised participation of older workers, albeit from a low level. The tax
wedge has been reduced somewhat, but remains among the highest in the OECD. Regulation of the retail sector
remains restrictive, hindering competition, and there has been no progress on increasing wage flexibility. The
exchange of information between regional employment agencies has improved and unemployment benefits now
decline faster with duration, although their duration remains unlimited. Labour activation policies have been
reformed, particularly across regions, to enhance search activity among the unemployed.

® Outside of key priority areas, the framework for competition policies has been enhanced by reforming the
competition authority.

2.
3.
4.

A. The gap in GDP per capita remains wide B. Implicit taxes on continued work have
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CANADA

Priorities supported by indicators

» Further reduce barriers to inter-provincial competition in professional services (2005, 2007, 2009)
Recommendations: Mutually recognise, harmonise, or eliminate provincial regulation of trades and
professional services, to enhance inter-provincial trade and competition in these occupations.
Actions taken: In January 2009, provincial premiers approved revisions to the Agreement on Internal
Trade, under which any worker certified for an occupation by a regulatory authority of one province or
territory is to be recognised as qualified for that occupation by all others.

» Further reduce barriers to foreign ownership (2005, 2007, 2009)

Recommendations: Reduce restrictions on foreign direct investment, which remain higher than in the
majority of OECD countries, particularly in telecommunications, broadcasting and air transport.
Actions taken: Residency requirements for directors of Canadian financial institutions were relaxed
in 2007. Amendments to the Investment Canada Act that came into force in February 2009 limit net
benefit reviews to larger transactions and aim to improve transparency. The Air Pact signed with the
European Union in May 2009 provides for a future relaxation of foreign ownership restrictions on
Canadian airlines.

> Reduce barriers to competition in network industries (2007, 2009)

Recommendations: Strengthen competition in regulated telecommunications markets. Reduce public
ownership and vertical integration in the electricity sector and develop competitive retail markets.
Liberalise postal services by eliminating legislated monopoly protections and privatising Canada Post.
Actions taken: Some progress has been made to introduce better price signals in electricity markets
at the retail level. Local phone service was deregulated in 2007 and new wireless spectrum auctioned
in 2008.

Reduce work disincentives in the income support system (2005)

Recommendations: Implement stricter job-search and activation requirements and reduce effective
marginal tax rates at low incomes by coordinating abatement rates more tightly across programmes
and jurisdictions.

Actions taken: In 2008, the federal government introduced the Working Income Tax Benefit, a
refundable tax credit for low-income individuals and families who are already in the workforce. It also
encourages labour-market entry, albeit at the cost of raising marginal effective tax rates in the
abatement range.

Other key priorities

Further reform the tax system (2005, 2007, 2009)

Recommendations: Reduce marginal effective tax rates on capital by aligning capital cost allowances
(CCA) with the useful life of assets and eliminating provincial capital taxes and sales taxes on capital
goods.

Actions taken: Many CCA rates have been increased to better reflect useful lives, general capital taxes
have been or are being eliminated at the federal level and in all provinces, and British Columbia and
Ontario have announced harmonisation of their retail sales tax with the federal value-added tax
effective in July 2010.

Reform the employment insurance system (2007, 2009)

Recommendations: Introduce employer experience rating or scale back access to employment
insurance for seasonal and temporary workers, and eliminate regionally-differentiated provisions.
Actions taken: No significant action taken.

Restrain growth in public health costs (2005)

Recommendations: Introduce a mixed remuneration system for primary-care providers and allow
output-based hospital funding and more contracting-out of services.

Actions taken: The number of primary-care providers in mixed-remuneration systems has been rising
for several years. Some provinces have delisted formerly insured health services to cut costs. No
significant change has occurred on hospital funding.
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CANADA

® Canada exhibits a modest gap in living standards relative to the upper half of the OECD, entirely due to lower

labour productivity.

@ Significant progress has been made consistent with the OECD’s tax recommendations, both on the taxation of
investment and on reducing marginal effective tax rates for low-income workers. Progress has been marginal

on other key priorities, however.

® In other areas, while waiting for the federal government to significantly raise the price of carbon emissions,
three provinces have now introduced legislation to pave the way for an eventual sub-national cap-and-trade
system. Meanwhile, the federal government is seeking to negotiate a free trade agreement with the European

Union.
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Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Charts B, C and D: OECD, Product Market Regulation Database.
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1.3. COUNTRY NOTES

CZECH REPUBLIC

Priorities supported by indicators

» Reduce barriers to business entry (2005, 2007, 2009)

Recommendations: Registration should be simplified and bankruptcy law reformed.

Actions taken: A new bankruptcy law took effect in 2008. An amendment to this law was adopted in
June 2009. Since 2005, there have also been revisions to the civil and commercial codes and other
legislation streamlining business registration and imposing tighter deadlines for processing
applications. A network of central registration offices (one-stop shops) was established in 2006.

> Reduce the costs of employment protection legislation for regular workers (2005, 2007, 2009)
Recommendations: Reduce the cost of individual dismissals, including through shorter terms and
lower severance pay for short tenures, and less burdensome dismissal procedures.

Actions taken: A new, less stringent labour code took effect in 2007 but it included no significant
changes to employment protection for workers on regular contracts.

Increase graduation rates from tertiary education (2007, 2009)

Recommendations: End streaming in secondary schools, and introduce fees backed by income-
contingent student loans for tertiary courses in order to cope with rising demand for higher
qualifications.

Actions taken: The issue of fees for tertiary courses and proposals for linking output and quality
indicators to funding are under study, but there has been no significant change yet.

Reduce the tax wedge for low-income workers (2005, 2007)

Recommendations: Reduce the tax wedge, particularly for low-income earners, financed by
reductions in public spending.

Actions taken: Rate reductions and bracket-widening were introduced for the two lowest income
categories on the tax schedule in 2006. Tax reforms in 2007-08 also helped lower average tax rates for
low-income workers.

Other key priorities

Improve the efficiency of public expenditure (2007, 2009)

Recommendations: Implement health care reforms, measures to increase the efficiency of sub-
national governments and pension reform to help limit future rises in contributions.

Actions taken: Fees for some medical services were introduced in 2008 but significantly diluted by
regional governments in 2009. The sickness insurance system has been reformed, though ambitious
health care reform plans have been stalled. Agreement on a structural pension reform has yet to be
reached but in 2008 parliament adopted legislation on raising retirement ages.

Reform the tax-benefit system (2005, 2009)

Recommendations: Improve work incentives for low-income households.

Actions taken: The government replaced the child tax allowance with a child tax credit (2008),
introduced a job-search allowance (2007), and reduced the share of the income of the low-paid
counted in the means test for living allowances (2007). These tax and benefit reforms have reduced the
average effective tax rate at the bottom of the earnings scale for many workers but confront some low
earners with higher marginal rates.

Further liberalise the rental housing market (2005)

Recommendations: Further liberalise the rental housing market to increase labour mobility.

Actions taken: Gradual, centrally capped increases in regulated rents have been allowed since 2007
and from 2010 owners should be able to set the rents freely, although this excludes large cities, where
the ceiling on increases will continue until 2012.

100 ECONOMIC POLICY REFORMS: GOING FOR GROWTH © OECD 2010



1.3. COUNTRY NOTES

CZECH REPUBLIC

® A pick-up in labour productivity growth led to more rapid convergence in the years prior to the crisis. However,
the contribution of labour utilisation to growth was limited, as rising employment rates were offset by falling
hours worked. The income and productivity gaps vis-a-vis the upper half of OECD countries remain large.

@ In priority areas, start-up procedures have been streamlined and the bankruptcy law reformed; significant tax
and benefit reforms have taken effect, including modest steps to lower the tax wedge on low-income workers.
Pension and health reforms have begun, although they have recently stalled. Little has been done to relax
employment protection for regular workers or to reform tertiary education.

® The main reforms in other areas were part of the 2007 fiscal package, which introduced a flat-rate income tax
and brought a further shift from direct to indirect taxation.

A. Convergence has been gradual B. The administrative burden on start-ups is still
Gap to the upper half of OECD countries! relatively heavy?

Per cent Index
-30 3.0
—— GDP per capita = GDP per hour worked Il 1998 [ 2003 [ 2008

4 25
-40 -
4 20
-50 -
4 15
_60 -
4 1.0
70 105
_80 L L L L L L L L L L L L L L L \/\\ L O
N .
S PSS Czech Republic EU19 OECD
C. Employment protection legislation D. Tertiary education graduation rates
for regular contracts has changed little2 have risen sharply
Index Percentage of the population at the typical age of graduation
4 40
Il 2003 [ 2006 [ 2008 Il 2003 1 2007
3 F -1 30
2 - 7 20
1 -
4 10
0 0
Czech Republic EU19 OECD Czech HUN SVK OECD

Republic
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Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD, Product Market Regulation Database; Chart C:
OECD, Employment Outlook Database ; Chart D: OECD (2005) and (2009), Education at a Glance.
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1.3. COUNTRY NOTES

DENMARK

Priorities supported by indicators

Reduce marginal taxes on labour income (2005, 2007, 2009)

Recommendations: Cut income taxes, focus on lowering the top marginal rate or increase its
threshold.

Actions taken: The Parliament adopted a major tax reform in 2009. The top marginal rate will be
reduced and the income threshold from which it applies raised. The in-work tax credit will be
expanded and the middle state income tax bracket abolished.

Reform sickness leave and disability benefit schemes (2005, 2007, 2009)

Recommendations: Increase incentives for the sick and disabled with some ability to work to return
to ordinary employment in the labour market, particularly by reducing remuneration in the special
disabled employment programme (Fleksjob).

Actions taken: The Parliament adopted a bill in 2009 which introduced return to work plans for
employees on sickness absence, a requirement for employers to conduct interviews with these
employees within the first four weeks, and a new form of agreement between the employer, the
employee and their doctor about work capacity. No action on Fleksjob since the maximum wage
subsidy was reduced in 2006.

» Enhance the competition framework (2005, 2007, 2009)

Recommendations: Enhance competition inter alia by liberalising opening hours in retailing, removing
discretion in local government planning, and continuing with privatisation and outsourcing of
publicly-funded services.

Actions taken: In early 2009, the government introduced a range of measures to cut business red tape,
particularly in relation to starting a new business. The government has appointed a new Public
Procurement Committee to encourage public-sector competition.

Improve the efficiency of the education system (2005, 2007, 2009)

Recommendations: Improve education outcomes by raising the education content of the first years of
school and improving basic literacy. Speed up tertiary completion by introducing tuition charges.
Actions taken: Compulsory language screening for three-year-olds was introduced in 2008 along with
strengthened individual evaluation. Universities will receive extra funding when students complete
cursus within a year after the prescribed cursus length and a binding time limit was introduced for
masters’ theses in 2007.

Other key priorities

Reduce housing subsidies and abolish rent regulation (2007, 2009)

Recommendations: Abolish rent regulation and housing subsidies, and raise the real estate tax rate.
Actions taken: While housing taxation has not been raised, the cuts to taxation of equity income
announced in 2009 will reduce the gap between taxation of housing and shares. No action on rent
regulation.

Raise incentives for later retirement and continued work (2005)

Recommendations: Reduce disincentives for continued work created by the early retirement scheme.
Actions taken: The 2006 Welfare Agreement raised the age of entry into the early retirement scheme

and linked it to life expectancy, but will not take effect until 2019. In 2008, the Government introduced
a temporary tax rebate for 64-year-olds who were continuously employed from age 60.
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DENMARK

® The income gap with the best-performing countries has widened over the past decade, with rising labour
utilisation being more than offset by slower productivity growth. Also, Danish employees still work significantly
fewer hours per year than their counterparts in most other OECD countries.

® In key priority areas, the new tax reform package agreed in 2009 will significantly reduce the overall tax burden,
which has been amongst the highest in the OECD. Progress has been made in competition policy and sickness
and disability, although benefits have not been changed. More fundamental changes recommended in housing
and education policy have not been implemented.

@ In other areas, labour market reform has been a consistent focus in order to raise labour supply. Ambitious
goals in energy and climate policy have also been priorities.

A. Gaps in GDP per capita and productivity have widened B. Marginal tax wedges are relatively high
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1.3. COUNTRY NOTES

EUROPEAN UNION

Priorities supported by indicators

» Ease the regulatory burden on business operations (2005, 2007, 2009)

Recommendations: Continue to reduce regulatory obstacles to market integration. Ensure the full
transposition of the Services Directive. Further reduce administrative burdens on business. Further
improve the quality of ex-ante regulatory impact assessments.

Actions taken: The Services Directive was fully implemented at the end of 2009, improving market
access in some, but not all, service sectors. Cross-border transactions costs will be reduced by the
Single European Payments Area. Market Monitoring procedures are identifying remaining market
failures and the Better Regulation agenda is simplifying existing regulations. New Impact Assessment
guidelines were introduced in 2009.

Raise competition in network industries (2005, 2007, 2009)

Recommendations: Focus competition policies on enhancing market liberalisation in network
industries. Ensure EU-level measures are properly implemented in national markets. Push ahead with
initiatives to integrate the transport, postal, telecommunications and energy markets.

Actions taken: Supply and production activities are to be functionally separated from network
operations in energy markets. Postal services will be fully liberalised in 2012. Steps have been taken to
improve regulatory oversight in the energy and telecommunications sectors. The ten-year strategy
plan for raising efficiency in the maritime sector was published in 2009.

Reduce producer support to agriculture (2005, 2007, 2009)

Recommendations: Improve market access for non-EU countries. Continue to move from production-
based to income-based support. Lower support prices and the cost of biofuels support.

Actions taken: Common Agricultural Policy (CAP) reform is leading to greater decoupling of payments
from production. Price intervention has also been reduced in some sectors. The 2008 CAP Health
Check set out plans for further decoupling support by 2013. Milk quotas are to be phased out by 2015.
However, the re-introduction of agricultural export subsidies was a step back.

Other key priorities

Raise labour mobility within the European Union (2005, 2007, 2009)

Recommendations: Raise EU-wide labour mobility by improving the portability of occupational
pension and social welfare benefit rights. Follow through on proposals to enhance researchers’
mobility.

Actions taken: A common EU reference framework for qualifications was adopted in 2008. EU-wide
job search services continue to be enhanced. A European Partnership for Researchers is to be
implemented by end-2010.

» Further integrate European financial markets (2005, 2007, 2009)

Recommendations: Deepen financial market integration by accelerating efforts to integrate retail
financial markets. Update and improve financial regulatory and supervisory stability frameworks.
Actions taken: The Financial Services Action Plan has been largely implemented, although more could
be done to integrate mortgage markets. Progress is being made towards implementing an EU-wide
system of financial supervision. Regulatory and supervisory standards are being tightened for
financial services.
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EUROPEAN UNION

® The income gap relative to the OECD as a whole has widened slightly over the past decade. Average productivity
and labour utilisation levels across the European Union remain below top OECD performers.

® Progress has been made on each of the policy priorities since 2005, but more remains to be done. Competitive
pressures in product markets are being strengthened and obstacles to integration in network sectors are being
tackled, but the full impact of the legislated changes is some years away. Agricultural support is declining, but
barriers to imports remain high for some commodities. More actions are needed to tackle barriers to labour
mobility in Europe.

@ In other areas, new initiatives are being introduced to create a more integrated research area in Europe, which
could help to strengthen innovation performance.

2.
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1.3. COUNTRY NOTES

FINLAND

Priorities supported by indicators

Reduce the tax wedge on labour income (2005, 2007, 2009)

Recommendations: Reduce high marginal tax rates on labour across the income distribution. This
could be done at least partly in a fiscally neutral way by switching from labour to property taxes.
Actions taken: The government cut income tax rates and social security contributions as part of
recent fiscal stimulus measures. The government committee on tax reforms is continuing its work
despite delays. Age-related social security contributions were phased out for small and medium-sized
companies in 2008.

» Reduce the use of early retirement pathways (2005, 2007, 2009)

Recommendations: Reduce access to the “unemployment pipeline”, which provides older workers
with benefits for an extended period until retirement.

Actions taken: The starting age of the unemployment pipeline was pushed back from age 55 to
57 in 2005. While the unemployed pension was also abolished in 2005, those unemployed at age
57 continue to enjoy access to the unemployment pipeline right up to the official retirement age of 65.

Reduce the scale of public ownership, especially raising private provision of publicly-funded
services (2005)

Recommendations: Reduce ownership and activities of government in commercial sectors and
encourage more private-sector participation in the provision of public services.

Actions taken: The government has taken only a few privatisation measures since 2000.

Reform unemployment benefits (2007, 2009)

Recommendations: With among the highest replacement rates for the long-term unemployed in the
OECD, stricter activation requirements are needed and should include tapering benefits over the
unemployment spell.

Actions taken: No significant action has been taken to improve work incentives. As part of recent
fiscal stimulus measures, various benefits (maternity, parental and sickness allowance) have been
increased, and unemployment benefits were temporarily increased in the summer of 2009. A
relocation allowance was introduced in 2007 to promote greater inter-regional mobility of the
unemployed. Receipts of unemployment benefits after 500 days have been made conditional on
participation in active labour market programmes.

Other key priorities

Promote greater flexibility in wage determination (2005, 2007, 2009)

Recommendations: Reform the wage setting system so that wages are better aligned with individual
productivity performance. This may require that the government re-engage in the process while the
reforms are being implemented.

Actions taken: The 2007-08 round of wage negotiations resulted in very large across-the-board wage
increases, largely unrelated to individual firm productivity performance.

Further deregulate product markets (2007)

Recommendations: Further deregulate product markets including by relaxing shop opening hours
and zoning rules.

Actions taken: Changes to trading hours were announced in mid-2009 although these rules continue
to be very prescriptive. The Land Use and Building Act was reformed in 2007.

Reform tertiary education entrance system (2009)

Recommendations: Streamline the interface between high school graduation and tertiary entrance in
order to reduce long waiting times (matriculation backlog). Address long study times at university by
introducing university fees backed by increased availability of income-contingent student loans.
Actions taken: No action taken.
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FINLAND

@ In recent years Finland has been catching up with its Nordic neighbours in terms of GDP per capita. Relative to the
best performing OECD countries the per-capita-income gap is largely explained by lower labour productivity, while
labour utilisation has been improving steadily since the recession of the early 1990s.

® In key priority areas, the government has cut income tax rates and social contributions. Access to early
retirement pathways has been somewhat restricted but further reductions are needed. Little or no progress has
been made on reforming the wage setting framework, the tertiary education entrance system and
unemployment benefits.

Vi W

A. Gaps in GDP per capita and productivity B. Marginal tax wedges remain high
had narrowed prior to the crisis Percentage of total labour compensation?
Gap to the upper half of OECD countries!
Per cent
20 70
—— GDP percapita = GDP per hour worked Il 2005 1 2008
10 | -1 60
-1 50
0
H 40
-10 +
H 30
2w H 20
-30 AR T N NN TR T T SO SO TN N N SO N S U 10
> P P D DD 67 100 67 100 67 100 %
S S S S
NN N e e e v Finland Other Nordic 0ECD
countries®
C. Implicit taxes on continued work have decreased D. Unemployment benefits for the long-term
but are still high? unemployed are among the highest in the OECD®
Percentage of average worker earnings Percentage of average worker earnings
60 80
I 2003 1 2005 3 2007 Il 2003 1 2005 =1 2007
50 470
40 - 60
30 50
20 | 40
10 | 30
0 20
Finland Other Nordic3 OECD Finland EU19 OECD

countries
Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.
Evaluated at 67% and 100% of average earnings for a single person with no child.
Average of Denmark, Iceland, Norway and Sweden.
Implicit tax on continued work in early retirement route, average for 55 and 60-year-old workers.
Average of net replacement rates for unemployed persons who earned 67% and 100% of average worker earnings after five years of
unemployment.

Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD, Taxing Wages Database; Chart C: Duval, R. (2003),
“The Retirement Effects of Old-Age Pension and Early Retirement Schemes in OECD Countries”, OECD Economics Department Working
Papers, No. 370 and OECD calculations; Chart D: OECD, Benefits and Wages Database.

Statlink sz http://dx.doi.org/10.1787/786611566183

ECONOMIC POLICY REFORMS: GOING FOR GROWTH © OECD 2010 107



1.3. COUNTRY NOTES

FRANCE

Priorities supported by indicators

Reduce the minimum cost of labour (2005, 2007, 2009)

Recommendations: Limit future increases in the minimum wage so as to allow the minimum cost of
labour to fall in relative terms. In parallel, increase work incentives facing low-wage earners.

Actions taken: Increases in the minimum wage have been limited to the statutory adjustment
since 2007, and the government has recently created an independent commission to make
recommendations on minimum wage changes. The implementation of the new general scheme for
social benefits (Revenu de solidarité active) may improve work incentives, but the coverage of the earned-
income tax credit remains too broad.

> Reform employment protection legislation (2005, 2007, 2009)

Recommendations: Relax the rules applying to fixed-term and, especially, permanent contracts.
Increase the predictability of dismissal costs.

Actions taken: Firing laws have been simplified somewhat in 2008 through the possibility of mutually
agreed termination of permanent contracts. More flexible contracts for small firms (Contrats nouvelles
embauches) were abrogated in June 2008, after having been ruled as inconsistent with legal
commitments at ILO. Plans to create a similar contract for young workers and (more recently) a single
employment contract have been abandoned.

> Reduce regulatory barriers to competition (2007, 2009)

Recommendations: Remove regulatory entry barriers in potentially competitive sectors. Ease
restrictions to price competition in the retail sector, to setting-up new stores and to Sunday shop
opening.

Actions taken: A new competition authority was created in 2009. In retail distribution, distributors
have been granted more flexibility to negotiate prices with suppliers, and zoning restrictions have
been eased somewhat. EU directives for network industries continue to be gradually implemented,
reducing entry and access barriers.

> Reduce the implicit taxes on continued work at older ages (2005, 2007, 2009)
Recommendations: Phase out the Delalande contribution which imposes an additional penalty for
firms dismissing workers over 50 years. Remove the job-search exemption when receiving
unemployment benefits at older ages and improve incentives to pursue activity.

Actions taken: The Delalande contribution is being phased out, and the job-search exemption
progressively removed. The number of contribution years required for a full pension has been
increased and financial incentives to work beyond have been raised; however, the implicit taxes on
continued work remain high.

Other key priorities

Improve the quality and efficiency of the tertiary education system (2007, 2009)
Recommendations: Boost private funding for tertiary education and extend the autonomy of
universities.

Actions taken: Public funding has been raised significantly, and universities have been given more
autonomy in managing budgets and staff recruitment, but they still have limited leeway on
remuneration. No action has been taken on student selection and tuition fees.

Improve the regulatory environment (2005)

Recommendations: Simplify the regulatory structure in areas such as the administration of social
welfare.

Actions taken: Pdle-emploi, the newly created one-stop shop for the implementation of labour-market
policy, has been operational since 2009.
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FRANCE

® The income gap relative to the upper half of OECD countries has widened since the early nineties because of
weak labour utilisation outcomes, especially for youths and older workers, as well as relatively short annual
hours worked. The slightly positive productivity gap has been stable over the past two decades.

® In key priority areas, the rise in the (relative) minimum labour cost has been stopped, disincentives to continue
working at older ages have been reduced and employment protection legislation has been eased at the margin,
but labour-market dualism remains deeply ingrained. Some regulatory barriers to competition have been
removed, especially in retail distribution, and universities have been given more autonomy. Overall, reforms
have been broad in scope but their depth has been limited.

® Some reforms in other areas have taken place recently in local business taxation, health care, barriers to
individual entrepreneurship and pre-school education.
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GERMANY

Priorities supported by indicators

Reduce average tax wedges on labour income (2005, 2007, 2009)

Recommendations: Reduce social security contribution rates further.

Actions taken: Unemployment insurance contribution rates have been lowered significantly in several
steps since 2007, though the last decrease is set to be reversed in 2011. The increase in contributions
for health care in early 2009 was taken back in mid-2009.

> Reduce regulatory barriers to competition (2005, 2007, 2009)

Recommendations: Lower professional requirements to open a crafts business, and abolish the
compulsory membership in associations for liberal professions. Facilitate non-discriminatory entry
into network industries.

Actions taken: The government has taken various measures, including the introduction of incentive-
based regulation in the electricity and gas market, the facilitation of private equity stakes in the state
controlled railway company, an easing of entry barriers in some protected handicrafts and further
steps to reduce bureaucratic obstacles.

Improve education outcomes (2005, 2007, 2009)

Recommendations: Strengthen early childhood education, make schools and teachers more
accountable for outcomes, reduce tracking in the school system, and increase input flexibility for
universities.

Actions taken: School and teacher accountability has been strengthened through greater use of
external exit exams. Several states have combined the Hauptschule and Realschule tracks into one
school type and others have taken steps in this direction. Some states introduced the right for
universities to select students and to introduce tuition fees, raising input flexibility.

Other key priorities

Reduce impediments to full-time female labour force participation (2007, 2009)
Recommendations: Remove tax disincentives for full-time female labour force participation by
lowering the marginal tax burden for second earners. Improve access to childcare places and full-day
schooling.

Actions taken: The government is subsidising a sharp increase in the number of childcare places, with
the share of children in childcare facilities expected to treble to 35% by 2013. The government is also
promoting full-day schools, and the proportion of children in such schools is rising quickly, albeit from
a low base.

> Ease job protection (2009)
Recommendations: Promote regular work contracts by relaxing employment protection legislation.
Actions taken: No action taken.

Improve the placement of the long-term unemployed into jobs (2007)

Recommendations: Assign administrative responsibilities related to job placement more effectively,
strengthen the conditionality of benefits on willingness to take up work, and revisit the level of
benefit, beyond the 2005 Hartz reforms.

Actions taken: No actions have been taken since the 2007 introduction of wage subsidies for the low-
skilled who face particular problems entering the labour market.

Reduce disincentives to work at older ages (2005)

Recommendations: Abolish preferential benefit eligibility conditions for older workers and cut
subsidies for working time reductions in order to remove obstacles to employment at older ages.
Actions taken: The duration of unemployment benefits for the older unemployed was significantly reduced
in 2006, although this was partially offset by a subsequent increase. The subsidised part-time employment
scheme for older employees (Altersteilzeit) was phased out by end-2009.

Increase competition in government procurement (2005)

Recommendations: In order to increase the efficiency of government procurement, publication of
contracts should be widened, rules across the states be simplified and the role of business
associations in setting these rules eliminated.

Actions taken: A 2009 amendment to procurement legislation implements EU guidelines, simplifies
procedures and strengthens the role of medium-sized companies, although rules still differ across the states.
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GERMANY

® Some reforms in other areas have taken place recently in health care and corporate taxation.

® The GDP per capita gap relative to the upper half of OECD countries has widened since the mid-nineties, some
recent narrowing notwithstanding. It reflects foremost weaker labour utilisation, as the lower relative number
of hours worked per employed person has more than offset the increase in overall employment.

® In key priority areas, labour tax wedges have been lowered, anti-competitive regulations liberalised, and the
education system revamped; however, these areas remain core priorities. In other priority areas, relaxing
employment protection legislation remains unaddressed.

A. The GDP per capita gap remains wide
Gap to the upper half of OECD countries’

B. The average tax wedge on labour income

has declined marginally
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1. Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.

2. Low earnings refer to two-thirds of average earnings.

3. Index scale of 0-6 from least to most restrictive.

Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD, Taxing Wages Database; Chart C: OECD, Product
Market Regulation Database; Chart D: OECD, PISA 2003 and 2006 Databases.
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GREECE

Priorities supported by indicators

» Reduce the implicit taxes on continued work at older ages (2005, 2007, 2009)
Recommendations: Reduce incentives for early retirement by narrowing the list of arduous
occupations and applying stricter eligibility criteria for disability pensions. Link benefits to lifetime
contributions.

Actions taken: The 2008 pension reform increased the minimum age at which certain beneficiaries
can retire and reduced financial disincentives to continue to work. The list of professions falling under
arduous occupations is being redefined. A public consultation on pension reform began in late 2009.

Reduce barriers to entry in network industries (2005, 2007, 2009)

Recommendations: Proceed with privatisation and foster competition in network industries.

Actions taken: A large number of public enterprises have been privatised in recent years, including
Olympic Airways in 2009. The powers and responsibilities of the Competition Committee have been
increased. The electricity sector has been further liberalised in 2007 and the role of the energy sector
regulator enhanced. Supervisory interventions to ensure competition in the telecommunications
market have been intensified.

Reform employment protection legislation (2005, 2007)

Recommendations: Ease employment protection by bringing the high severance costs for white-collar
workers more in line with those incurred for blue-collar workers.

Actions taken: No action taken.

Reduce the tax wedge on labour income (2009)

Recommendations: Tax wedges should be reduced to curtail tax evasion and informality.

Actions taken: Personal income taxes have been reduced, accompanied by measures to curtail social
security evasion through the creation of a national social security register in 2008.

Reduce administrative burdens on start-ups (2005)

Recommendations: Reduce the substantial barriers to entrepreneurship.

Actions taken: Registration and licensing procedures for new businesses have been simplified. A high-
level Working Group was created in 2008 to monitor and make recommendations on administrative
burden measurement. Measures to simplify business start-up procedures should be submitted to
Parliament in early 2010.

Other key priorities

Improve the efficiency and quality of the education system (2007, 2009)

Recommendations: Improve teaching quality and enhance the flexibility of school curricula. Enhance
competition in tertiary education by allowing the entry of private universities. Link the funding of
tertiary institutions to indicators of performance, proceeding at a later stage with deeper reforms to
finances.

Actions taken: Legislation passed in 2007 included measures to improve the governance and
accountability of universities, limit the duration of academic studies and raise loan provision.

Ease entry into the labour market (2007, 2009)
Recommendations: Minimum wages setting should take more account of high youth unemployment.
Actions taken: No action taken.

Further simplify the tax system (2005)

Recommendations: Make the tax system less complex to reduce compliance costs.

Actions taken: The structure of the tax system has been simplified since 2005 by reducing the number
of tax brackets, removing certain exemptions, and adopting a less complex regime for property taxation.
A comprehensive reform aiming at simplifying the tax system should be submitted to Parliament in
March 2010.
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GREECE

® The income gap vis-a-vis the best performing countries has narrowed rapidly over the past decade, but it
remains large, reflecting a major shortfall in productivity. There is also scope to improve labour utilisation by
reducing youth unemployment and boosting female labour force participation.

@ In key priority areas, measures have been taken in recent years to reduce incentives for early retirement, lower
labour tax wedges and enhance competition in network industries; however, these areas remain core priorities.
Reforms are needed to ease labour market entry.

® In other areas, some reforms have been introduced recently in health care.

A. Gaps in GDP per capita and productivity B. Implicit taxes on continued work at older ages
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1. Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.

2. Implicit tax on continued work embedded in the regular old-age pension scheme for 60-year-olds.
3. Index scale of 0-6 from least to most restrictive.
Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: Duval, R. (2003), “The Retirement Effects of Old-Age
Pension and Early Retirement Schemes in OECD Countries”, OECD Economics Department Working Papers, No. 370 and OECD calculations;
Chart C: OECD, Product Market Regulation Database; Chart D: OECD, Employment Outlook Database.
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HUNGARY

Priorities supported by indicators

Reduce the tax wedge on labour income (2005, 2007, 2009)

Recommendations: Lower tax wedges by reducing social charges. Continue efforts to replace tax
allowances and deductions with earned-income tax credits.

Actions taken: In 2009, employer social contributions were cut substantially and personal income
taxes lowered. Further reductions in personal income taxes were decided, effective from 2010.

Phase out exit routes from the labour force via disability benefits and early retirement (2005, 2007, 2009)
Recommendations: Encourage continued work of older workers by raising the standard age of
retirement and through further adjustment of pensions for early and late retirement. Tighten
eligibility for disability benefits by focusing on remaining abilities and rehabilitation.

Actions taken: The statutory retirement age will be gradually increased to 65 years from 2012.
From 2009, eligibility conditions for early retirement programmes are tightened and from 2011 early
retirees cannot retire on a full pension. Retirement with active insurance status is no longer possible.
Eligibility criteria for disability benefits have been tightened, and more focus is to be put on the
possibility of reintegration into the labour market when assessing the extent of disability.

> Ease business regulations (2005, 2009)

Recommendations: Further limit state involvement in the operations of network industries by
reducing price controls. Lift remaining constraints preventing freedom of choice between
telecommunications service suppliers.

Actions taken: Stronger forms of vertical separation have been introduced and price subsidies for
household consumption have been lowered in the energy sector. The government fully privatised the
rail freight segment of the national railway company in 2008.The national airline company was
privatised in 2007 but is currently in the process of being re-nationalised.

Reduce administrative burdens on start-ups (2005)

Recommendations: Introduce on-line registration and standardised documents, cut fees for business
registration and simplify legal procedures for setting up a business.

Actions taken: Steps have been taken to streamline the registration system, and online possibilities
for business to fulfill administrative requirements have increased.

Other key priorities

Improve the efficiency of the education system and make it more equitable (2007, 2009)
Recommendations: Make the education system more efficient and equitable by postponing early tracking
of students and reforming teacher education and training. Strengthen vocational training by making it
more relevant for the labour market. Introduce university student fees backed by greater loan availability.
Actions taken: From September 2008, more students were to pay a contribution to tuition costs, but
a 2008 referendum abolished such contributions altogether. Market forces will play a more significant
role in the allocation of teaching funds to providers.

Increase public sector efficiency (2007, 2009)

Recommendations: Ensure cost-efficient delivery of services. Provide more effective incentives for
municipalities to exploit economies of scale. Also, facilitate the monitoring and evaluation of goal
achievement by public administrations.

Actions taken: Cuts have been made in the number of ministries and regional public offices. From 2009, a
new law on government agencies passed to increase their accountability and make their operations more
transparent. Mechanisms to encourage the joint provision of municipal services are being improved.

Reduce shadow-economy activity (2007)

Recommendations: Access to health care services should be tied to the payment of contributions,
social benefits should be rebalanced towards more employment-friendly forms, and sanctions against
abuse should be raised to deterrence levels.

Actions taken: Health care reform, notably the new tiered coverage based on social security
contributions, should help to bring more workers into registered activities. The campaign against
shadow activities has intensified, including more checks on individuals whose lifestyle appears
inconsistent with their personal income declarations.

Further downsize housing-loan subsidies (2005)

Recommendations: Downsize further housing-loan subsidies to reduce distortions in housing
markets and increase labour mobility.

Actions taken: The housing subsidy programme was abolished as of end-June 2009 to be replaced by
a more restricted new system in the fall of 2009. Subsidies are being made portable, which may foster
labour mobility.
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HUNGARY

® The closing of the income and productivity gap has slowed in recent years, even before the global recession.
Labour utilisation remains low mainly owing to low registered employment rates.

® The policy actions taken to lower tax wedges (as part of a comprehensive tax reform), tighten disability benefit,
further restrain shadow-economy activity and reform the pension system should help to raise labour
utilisation. Reform efforts in other key priority areas have also been strong.

® Reform measures also covered several other areas, such as improving work incentives for second earners,
simplifying the tax system and strengthening financial supervision.

A. Gaps in GDP per capita B. The average tax wedge on labour income
and productivity remain large was rising until recently
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1. Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
worked (in constant 2005 PPPs). The gap in GDP per capita for 2009 is an OECD estimate, based on the OECD Economic Outlook, No. 86.
2. Low earnings refer to two-thirds of average earnings.
3. Disability benefits include benefits received from schemes to which beneficiaries have paid contributions (contributory), programmes
financed by general taxation (non-contributory) and work injury schemes.
4. Index scale of 0-6 from least to most restrictive.
Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD, Taxing Wages Database; Chart C: OECD (2003),
Transforming Disability into Ability and OECD estimates; Chart D: OECD, Product Market Regulation Database.
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ICELAND

Priorities supported by indicators

Improve education outcomes (2005, 2007, 2009)

Recommendations: Improve the quality and cost efficiency of pre-tertiary education.

Actions taken: Secondary education programmes were adapted to the European Credit Transfer units
system in 2009. This will enable about 40% of students to complete upper secondary education in
three years instead of the current four by 2011. The new upper secondary school law also offers
incentives for new and shorter study programmes to counter high dropout rates.

Reduce producer support to agriculture (2005, 2007, 2009)

Recommendations: Reduce agricultural support, notably by lowering tariffs and abolishing import
quotas on agricultural products, and by reducing other forms of producer support and delinking it
from production.

Actions taken: Excise taxes on imported food (other than sugar and sweets) were abolished in 2007
and the general import tariff on imported meat products was lowered significantly.

> Lower barriers to entry for domestic and foreign firms (2005, 2007, 2009)
Recommendations: Reduce foreign ownership restrictions in the fisheries and energy sectors, and
consider privatising the generation activities of the National Power Company.

Actions taken: A committee was formed to study this matter but ceased work in late 2008 owing to
opposition to reducing ownership restrictions in the fisheries industry.

Other key priorities

Accelerate public sector reform (2005, 2007, 2009)

Recommendations: Introduce outcome-based budgeting, performance measurement and
management reforms in the public sector.

Actions taken: No action taken.

Reduce government support to housing (2005, 2007)

Recommendations: Charge the Housing Finance Fund a fee for its government guarantee so as to
enhance competitive neutrality in the provision of financial services and reduce incentives for over-
investment in housing.

Actions taken: No action taken.

» Improve financial sector regulation and supervision (2009)

Recommendations: Give the macro-prudential supervisor a legal basis to restrain bank behaviour and
tighten micro-prudential supervision rules and practice on large exposures, connected lending and
quality of owners.

Actions taken: The authorities are considering reforms in the light of the Jdnndri Report
recommendations for improving prudential regulation and supervision.
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ICELAND

® After some convergence in the early 1990s, the GDP per capita gap relative to the average of the upper half of
OECD countries had stabilised at low levels after 2005, but it has widened again as a result of the crisis. This
income gap reflects relatively low labour productivity partially offset by one of the highest rates of labour

utilisation in the OECD.

@ In key priority areas, little reform has been achieved. Most progress has been made in education, although there
is still considerable scope to improve efficiency by reducing teacher-student ratios. Agricultural support has
declined owing to higher market prices but remains the highest in the OECD. Public-sector managers still do not

respect budget limits.

® No major reform has occurred in other areas, although reforms have been made in health care to strengthen
the purchasing role of the state and to reduce pharmaceutical costs through increased competition and greater

use of generics.

A. The GDP per capita gap
has widened with the crisis
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1. Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.

2.

Index scale of 0-6 from least to most restrictive.

Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD (2009), Education at a Glance; Chart C: OECD,
Producer and Consumer Support Estimates Database; Chart D: Koyama and Golub (2006), “OECD’s FDI regulatory restrictiveness index:
revision and extension to more economies”, OECD Economics Department Working Papers, No. 525
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IRELAND

Priorities supported by indicators

Strengthen work incentives for women (2005, 2007, 2009)

Recommendations: Improve access to childcare and reconsider how second earners are taxed.
Actions taken: The number of childcare places has increased substantially, and the Early Childhood
Care and Education scheme introduced in 2009 extends pre-school education, although this is a
measure not targeted specifically at working parents. More families were taken out of income taxation
but marginal tax and social contribution rates have increased from 2009.

> Strengthen competition in non-manufacturing sectors (2005, 2007, 2009)
Recommendations: Increase competition in the utilities and services sectors.

Actions taken: The government liberalised the electricity market and is upgrading interconnection
with the United Kingdom grid, although ownership of the grid remains with the main generator. The
Groceries Order, restricting food prices, was abolished in 2006. The pharmacy sector was partly
reformed in 2007.

Enhance R&D spending and innovation (2007, 2009)

Recommendations: Improve incentives for R&D and streamline funding for public institutions.
Actions taken: The rate of deduction for R&D was increased in the 2008 Supplementary Budget.
Research funding has been increasingly allocated towards centres of excellence.

Improve access to education and increase tertiary education funding (2007, 2009)
Recommendations: Extend pre-primary education, and introduce university tuition fees,
accompanied by a system of student loans with income-contingent repayments.

Actions taken: Pre-primary education is being extended through the Early Childhood Care and
Education scheme. Overall spending on education has increased over recent years.

Ease the regulatory burden on business operations (2005)
Recommendations: Implement the White Paper on Better Regulation.
Actions taken: The White Paper was introduced in June 2005 and has been implemented.

Other key priorities

Further improve infrastructure (2007, 2009)

Recommendations: Close infrastructure gaps in a cost-effective way. Speed up the planning process.
Introduce user-charges to ensure efficient use of infrastructure.

Actions taken: Public investment has been raised to around 5% of national income in recent years.
Cost-benefit analysis has been strengthened and extended to all large projects, and the planning
process has been streamlined. User-charges are not widespread, although water metering is in place
for non-domestic users, and there are some toll roads. Public investment is scheduled to fall
substantially in future years.

Avoid excessive house price increases and volatility (2005)

Recommendations: Phase out deductibility of mortgage interest payments.

Actions taken: Mortgage interest relief has been increasingly focussed on first-time buyers and was
abolished for all others in 2009. Further reforms are intended in this area.

Strengthen the enforcement of competition policy (2005)

Recommendations: Improve the enforcement of competition law.

Actions taken: The Competition Authority now has more resources and some successful criminal
prosecutions have been mounted, although fines overall remain low and a small number of sectors
have been exempted from competition law.
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® As aresult of the economic crisis, Ireland has experienced a severe set-back in living standards that is likely to
have permanent effects. Nevertheless, Ireland’s per-capita income is now close to the average of the upper half
of OECD countries.

Progress has been made in most key priority areas, although it has been incremental and incomplete.
Improvements in childcare and infrastructure have been recorded but necessarily take time to build up. Slow
progress in increasing competition in the services and utilities sectors has contributed to sub-par productivity
performance.

The National Development Programme has provided the framework for a wide range of measures aimed at
building a stronger economic and social base, including the priority areas alongside programmes and objectives
related to enterprise, increasing social inclusion and environmental protection.

A. Past gaps in GDP per capita and productivity
had been closed prior to the crisis
Gap to the upper half of OECD countries!
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1. Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour

worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.

2. Index scale of 0-6 from least to most restrictive.
3. Measures the generosity of tax incentives to invest in R&D, on the basis of the pre-tax income necessary to cover the initial cost of one
dollar R&D spending and pay corporate taxes on one dollar of profit (B-index). A value of zero on the chart would mean that the tax
concession for R&D spending is just sufficient to offset the impact of the corporate tax rate.

Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: European Commission (2007), Panorama of transport
and New Chronos Database; Chart C: OECD, Product Market Regulation Database; Chart D: OECD (2009), OECD Science, Technology and Industry

Scoreboard.

ECONOMIC POLICY REFORMS: GOING FOR GROWTH © OECD 2010

Statlink sz http://dx.doi.org/10.1787/786611566183

119



1.3. COUNTRY NOTES

ITALY

Priorities supported by indicators

Reduce public ownership (2005, 2009)

Recommendations: Reduce state involvement in business by accelerating privatisation and abolishing
golden shares, especially in electricity, gas, post and transport, and enterprises that provide local services.
Action taken: Privatisation has continued but the long process of partial privatisation of Alitalia
illustrated that public involvement is still an issue in some sectors. The role of golden shares is now
restricted to electricity, gas and airlines.

> Reduce regulatory barriers to competition (2007, 2009)

Recommendations: Further strengthen regulators and the antitrust authority. Further deregulate the
network industries and services sector, by removing entry barriers and price restrictions.

Action taken: Liberalisation laws in 2007 and 2008, and incorporation of EU directives, notably on full
liberalisation of the internal electricity market, have reduced barriers. Many remain in professional
and local services. Public tendering for local public services was made compulsory in 2008; in 2009,
provisions were introduced for class action law suits against poor quality services, and oversight of
efficiency by the Court of Auditors was introduced.

Improve access to and graduation from tertiary education (2005, 2007, 2009)
Recommendations: Decentralise university finance, and increase the share of private finance, with
professional managers and higher student fees along with income-contingent student loans.
Introduce performance-related career advancement for teachers.

Action taken: Some changes in recruitment procedures have been introduced but not yet fully
implemented. A 2008 decree allows universities to become private sector foundations, though none
have yet taken up the option.

Reduce the tax wedge on labour income (2005, 2007, 2009)

Recommendations: Reduce marginal income tax rates and pension contributions, and expand
deductions for wage costs in business value added tax (IRAP). Finance tax reductions with improved
tax enforcement, end use of tax amnesties.

Action taken: Tax enforcement has improved, but a relatively generous, temporary, partial tax
amnesty for repatriated funds held abroad was introduced. No significant cuts have been made in tax
rates, but deductions for IRAP have been expanded and income tax reductions for pay increases
related to productivity gains and overtime work have been introduced.

Other key priorities

Reform corporate governance (2005, 2007)

Recommendations: Strengthen independent directors and minority shareholder rights. Reform the
bankruptcy law by strengthening creditor rights and reducing borrower penalties in case of insolvency.
Fully implement the 2006 financial market supervision reform.

Action taken: Bankruptcy and financial market supervision reforms have been implemented. New
Bank of Italy rules clarify the identification of supervisory and management authority in management
bodies of banking institutions.

Decentralise wage bargaining (2005, 2007, 2009)

Recommendations: The public sector should take a lead in decentralising wage bargaining
arrangements, taking into account regional differences in both productivity and cost of living.

Action taken: No action has been taken on decentralisation. A programme to introduce transparency
and productivity-related rewards in the public administration has been introduced.

Strengthen incentives for innovation (2009)
Recommendations: Foster R&D expenditure through careful use of tax incentives. Promote research

partnerships between industry and universities. Make public sector recruitment procedures for
researchers more transparent.

Action taken: Tax credits for R&D have been introduced, and increased when related to universities.
Tax incentives for Italian researchers working abroad to return to Italy were introduced in 2008.
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needed.

though they will need to be sustained in order to produce significant gains.

@ Italy’s productivity performance has remained poor, and the income gap relative to the upper half of OECD
countries has widened. However, labour market performance, in terms of both participation and the
unemployment rate had been improving steadily until the financial and economic crisis hit the economy.

® Liberalisation and the strengthened climate for competition have improved the outlook for productivity
growth, though there is evidence that reforms that remain to be done would have more impact than those
implemented so far. Professional services and local public services are key areas where reform efforts are still

® In other areas, reforms of the public administration to improve its performance orientation have advanced,

A. Gaps in GDP per capita and productivity B. The scope of public ownership
have widened substantially has been notably reduced?
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Per cent Index
20 6
—— GDP per capita = GDP per hour worked I 1998 [ 2003 [ 2008
10 | 1°

14
0

13

.10 -
12

20 |
141
_30 Il Il Il Il Il Il Il Il Il Il Il Il Il Il Il Il Il \'. 0

N SO @ Ital EU19 OECD
%) > S %) ) N Q N O a
P S S Y
C. The share of the population aged 25-34 D. The average tax wedge on labour income is high
with tertiary education remains low Percentage of total labour compensation

Per cent
35 55
I 2002 [ 2004 [E3 2007 Il 2003 [ 2008 1 50
30 1 45
25 - 40
4 35
20 1 30
15 4 25
1 20
10 4 15
5 4 10
15
0 0

Italy EU19 OECD Italy OECD Italy OECD
Single, low earnings, Married 1 earner, average,
no child3 earnings, 2 children

1. Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
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1.3. COUNTRY NOTES

JAPAN

Priorities supported by indicators

Reduce producer support to agriculture (2005, 2007, 2009)

Recommendations: Scale back the level of support to agriculture, while shifting its composition away
from market price support towards direct support for farmers, to reduce distortions to production.
Actions taken: The government introduced three direct payments in 2007, including support based on
historical planted area, output payments (differentiated according to product quality) and
compensation for income loss, as part of the effort to concentrate support on more efficient farms.

> Reform employment protection legislation for regular employment (2005, 2007, 2009)
Recommendations: Reduce employment protection for regular workers while expanding the coverage
of social insurance to include more non-regular workers, thus reducing the gap in labour costs.
Actions taken: A 2008 law aims at more balanced treatment with regular workers, although it may
discourage their hiring.

» Further liberalise services (2005, 2007, 2009)

Recommendations: Strengthen competition policy and impose heavier penalties for violations. Ease
entry restrictions and zoning regulations. Promote competition in network industries by improving
the interconnection framework, unbundling vertically-integrated activities and creating independent
regulatory bodies. Facilitate the entry of foreign workers.

Actions taken: A strengthened anti-monopoly act took effect in 2006. Two agreements in 2008 allow
some foreign nurses and care workers to work in Japan on a temporary basis. However, new zoning
regulations limit the entry of large stores in suburban areas. No action taken on network industries.

Other key priorities

> Remove restrictions on foreign investment (2005, 2007, 2009)

Recommendations: Ensure that the M&A market is fully open to all firms and limit foreign ownership
restrictions based on national security and strategic reasons.

Actions taken: The revision of the Corporation Law and the decision to permit the deferral of related
capital gains taxes in 2007 is facilitating cross-border M&As by allowing “triangular mergers”.

Reform the tax system (2009)

Recommendations: The tax system should rely more on indirect taxes to generate revenue, while
cutting the corporate tax rate, broadening the base of direct taxes and strengthening property
taxation.

Actions taken: No action taken.

Improve the framework for innovation (2007)

Recommendations: Encourage innovation by improving framework conditions. Upgrade the
education system by further reducing regulation and removing entry barriers for foreign universities.
Actions taken: The 2007 “Innovation 25” plan enhances the mobility of researchers, expands the use
of competitive research grants and extends visas for foreign researchers.

Reform the financial sector (2005)

Recommendations: Resolve the non-performing loan (NPL) problem, require banks to strengthen their
capital and reduce the role of public financial institutions.

Actions taken: Major banks significantly reduced NPLs. Five public financial institutions were
combined into the “Japan Finance Corporation” in 2008, and their activities were scaled back prior to
the financial crisis.
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JAPAN

® The income gap relative to the best-performing countries has continued to widen somewhat as gains in

productivity have been offset by a fall in labour input.

® There has been some progress in priority areas. Direct payments to farmers have been introduced and the anti-
monopoly act has been strengthened. In addition, there have been steps to facilitate cross-border M&As and
improve the innovation framework. However, little has been done in the areas of taxation and regulation of
network industries. Overall, the pace of reform has been slow.

® Some reforms in other areas have taken place recently in the financial sector.

A. The gap in GDP per capita remains wide
Gap to the upper half of OECD countries’

B. Agricultural support remains very high
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1. Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.

2.

Index scale of 0-6 from least to most restrictive.

Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD, Producer and Consumer Support Estimates
Database; Chart C: OECD, Employment Outlook Database; Chart D: OECD, Product Market Regulation Database.
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1.3. COUNTRY NOTES

KOREA

Priorities supported by indicators

Reduce producer support to agriculture (2005, 2007, 2009)

Recommendations: Shift the composition of assistance from market price support to direct payments,
while lowering the overall level of support. Eliminate remaining restrictions on farm size.

Actions taken: Several direct payment schemes, such as fixed payments for paddy fields, have been
introduced and expanded since 2005. The government abolished its purchases of rice and subsidies on
chemical fertilisers in 2005. Consumers were allowed to purchase imported rice from 2005.

> Reform employment protection legislation for regular workers (2005, 2009)
Recommendations: Reduce incentives to hire non-regular workers rather than regular workers by
easing protection for the latter, and expand the coverage of the social insurance system for the former.
Actions taken: Advance notice period for collective dismissals of regular workers was shortened
in 2007, but another law aims at preventing excessive use of non-regular workers by requiring workers
on temporary contracts to become regular workers after two years.

> Lower barriers to entry for domestic and foreign firms (2005, 2007)

Recommendations: Further reduce entry barriers through regulatory reform, particularly in non-
manufacturing. Extend the FDI incentives in the three Free Economic Zones to the rest of the country.
Actions taken: The government designated three more Free Economic Zones in 2008.

Ease regulation in network industries (2007, 2009)

Recommendations: Reduce the foreign ownership ceiling in network industries, create independent
electricity distribution companies and establish independent sectoral regulators.

Actions taken: The creation of the Korea Communications Commission in 2008 was an important step
toward an independent regulatory body for telecommunications and broadcasting. In 2008, the foreign
ownership ceiling on satellite broadcasting was increased from 33% to 49%.

> Further liberalise the services sector (2005)

Recommendations: Promote greater competition in services, especially in professional services.
Actions taken: The Regulatory Reform Task Force implemented 558 regulatory reforms in the non-
manufacturing sector during 2004-07. The Korea-US Free Trade Agreement, completed in 2007, will
foster a competitive environment in a number of professional services once it is implemented.

Other key priorities

Improve the innovation system (2007, 2009)

Recommendations: Upgrade the quality of universities through greater competition and deregulation.
Actions taken: Supervision of university admissions was transferred to a private-sector council and
regulations on the number of students and management were eased in 2008. Competition was
strengthened through the mandatory disclosure of information in 2008.

Increase the role of private childcare facilities (2007, 2009)

Recommendations: Eliminate the ceiling on fees and provide vouchers to parents.

Actions taken: The government introduced vouchers in 2009 that provide free childcare to children
under the age of five in families with incomes below the average (urban employee) level.

Improve the functioning of the financial sector (2005)

Recommendations: Improve the soundness and functioning of the financial system by extending
privatisation and strengthening supervision, notably for credit card companies.

Actions taken: The Capital Markets Consolidation Act of 2009 integrated seven laws governing capital
markets and investment services, thereby allowing firms to provide a broader range of services.
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KOREA

which are largest in the services sector.

and the creation of holding groups.

® GDP per capita has converged steadily toward the best performing countries and the rate of labour utilisation
remains the highest in the OECD. Nevertheless, the income gap remains large due to shortfalls in productivity,

® Recent structural policy measures have focused on accelerating regulatory reforms and strengthening
competition, particularly in services. While significant progress has been achieved in a number of areas, further
action is needed to reduce support to agriculture and make it less distortionary, increase competition in
network industries and address the factors responsible for labour market dualism.

® Some reforms in other areas have taken place recently in income taxation, regulation of large business groups

A. Gaps in GDP per capita and productivity
have heen narrowing
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1. Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
worked (in constant 2005 PPPs). The gap in GDP per capita for 2009 is an OECD estimate, based on the OECD Economic Outlook, No. 86.

2. Index scale of 0-6 from least to most restrictive.

Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD, Producer and Consumer Support Estimates
Database; Chart C: OECD, Employment Outlook Database ; Chart D: OECD, Product Market Regulation Database.
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LUXEMBOURG

Priorities supported by indicators

Improve job-search incentives (2005, 2007, 2009)

Recommendations: Job-search incentives should be strengthened and exit routes from the labour
market closed by tightening eligibility conditions for unemployment benefits and reducing
replacement rates.

Actions taken: No action taken on reforming the unemployment benefit system. Indexation of birth
allowances, parental leave allowances and education allowances was suspended until end-2009.

Improve achievements in primary and secondary education (2005, 2007, 2009)
Recommendations: Improve educational outcomes by facilitating track switching. Increase school
autonomy to allow headmasters and teachers to adjust programmes to student needs. Rebalance
language education and make school education better reflect labour market requirements.

Actions taken: In 2005, a language action plan was put in place that aims at reinforcing language
capacity in Luxembourgian for younger children. Public education is phasing in at pre-school age
(three-years old) and making pre-school mandatory from age four onwards. In 2007, a series of
reforms aiming at improving language education and reducing class repetition was enacted and is
now being implemented.

Reduce the implicit taxes on continued work at older ages (2005, 2007, 2009)
Recommendations: Make pension benefit adjustments more actuarially neutral for early and late
retirement and reduce the high replacement rates for old-age pensions through a better realignment
of pensions and lifetime contributions.

Actions taken: No action taken on actuarial adjustment of pension benefits. Indexation of old-age
pensions to inflation is now applied with a lag, implying a modest one-off reduction in replacement
rates.

Other key priorities

» Reduce barriers to competition in professional services (2007, 2009)

Recommendations: Boost competition in professional services by easing conduct regulation and
lowering licensing and education requirements.

Actions taken: No action taken.

> Ease employment protection (2007, 2009)

Recommendations: Ease the strict employment protection, notably by simplifying rules for individual
dismissals.

Actions taken: No action taken.

Raise public-sector efficiency (2005)

Recommendations: Enhance public-sector efficiency through greater use of cost-benefit and cost
effectiveness analyses, further expand the role of e-government, increase managerial independence
and accountability, and simplify administrative procedures.

Actions taken: No action taken.

Reduce barriers to competition in broadband services (2005)

Recommendations: Reduce barriers to competition in broadband services by imposing lower access
charges to the local loop and restrict the scope for the incumbent telecommunications company to
cross-subsidise other activities.

Actions taken: No action taken.
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LUXEMBOURG

® The positive GDP-per-capita gap relative to the upper half of OECD countries has remained wide. However,
labour force participation of some groups remains low and human capital formation does not appear well
suited to the present highly knowledge-based growth trajectory.

@ In key priority areas, measures have been taken to improve language education and reduce class repetition,
although more needs to be done to address the serious problems in the education sector. Marginal labour
market reforms have been implemented. Overall, progress has been well below the OECD average.

® Outside key priority areas, Luxembourg now has 12 bilateral tax agreements and thus has substantially
implemented the internationally agreed tax standard.

A. The large positive gap in GDP per capita remains
Gap to the upper half of OECD countries?

B. Unemployment benefit replacement rates
are comparatively high3
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1. Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.
2. The population is augmented by the number of cross-border workers in order to take into account their contribution to GDP.
3. Average of replacement rates for short and long term unemployed persons who earned 67% and 100% of average worker earnings at
the time of losing job.
4. Implicit tax on continued work embedded in the regular old-age pension scheme for 60-year-olds.
Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD, Benefits and Wages Database; Chart C: OECD
(2008), Education at a Glance and OECD, PISA 2006 Database; Chart D: Duval, R. (2003), “The Retirement Effects of Old-Age Pension and Early
Retirement Schemes in OECD Countries”, OECD Economics Department Working Papers, No. 370 and OECD calculations.
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1.3. COUNTRY NOTES

MEXICO

Priorities supported by indicators

Raise achievement in primary and secondary education (2005, 2007, 2009)
Recommendations: Reallocate education resources towards non-wage spending. Review incentives
for teachers to enhance students’ learning outcomes.

Actions taken: As part of the framework of the Alliance for Quality Education between the
government and the main teachers’ union, spending on school infrastructure has been increased and
10 000 schools have been renovated. In 2008, new teachers were selected for the first time through a
centralised entry exam, and a major reform is underway to link teachers’ career progression more
closely to performance and student learning outcomes, rather than to their seniority and initial
education.

Reduce barriers to entry in network industries (2005, 2007, 2009)

Recommendations: Increase the effectiveness and enforceability of competition-enhancing access
regulations. Remove legal obstacles to private investment in the electricity sector and fixed line
telephony.

Actions taken: Assisted by the OECD, the government launched in 2007 a process for strengthening
competitiveness in Mexico to promote regulatory and competition policy reform. One outcome is the
launch of an online one-stop shop that reduces the time to start a new business to one day. Authorities
have initiated phone number portability and given permits to commercialise or resell mobile phone
services.

» Reduce barriers to foreign ownership (2005, 2007, 2009)

Recommendations: Ease restrictions on foreign direct investment in services and infrastructure,
especially in the electricity sector and fixed line telephony.

Actions taken: A new law reducing ownership restrictions in telecommunications has been approved
in the lower chamber of Congress. Approval in the upper chamber is pending.

Other key priorities

Improve the “rule of law” (2005, 2007, 2009)

Recommendations: Improve the rule of law by clarifying property rights and ensuring more effective
and predictable law enforcement.

Actions taken: No action taken.

Reform the tax system (2005, 2007)

Recommendations: Simplify the tax system and broaden the VAT tax base to raise labour productivity
by facilitating tax administration and reducing distortions.

Actions taken: The tax system was reformed in 2007. It introduced an effective minimum tax on
businesses (IETU), which can be offset against income tax liabilities, and a tax on cash deposits, which
is deductable against both the income tax and the IETU.

Reform the state-owned oil company (2009)

Recommendations: Improve the governance of PEMEX by lifting investment constraints and
strengthening accountability for efficient operation. Facilitate risk and profit sharing with other
companies so as to facilitate access to technologies.

Actions taken: A comprehensive energy sector reform was launched in 2008, which will gradually
increase the independence and accountability of PEMEX, and allow cash incentives for contractors
that meet pre-specified performance objectives. However, profits and property rights on hydrocarbons
will not be shared.
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MEXICO

® While the overall macroeconomic framework has been substantially improved over the last fifteen years, not
least through balanced budgets and an independent inflation-targeting central bank, growth in Mexico is lower
than in dynamic emerging markets, preventing catch-up to the leading OECD economies.

@ In key priority areas, an important reform of basic education is underway, and reforms have been passed for
both the tax system and the state oil company. Entry restrictions into the telecommunications sector have been
eased, and a rapid business start-up system has been introduced.

® Some reforms in other areas have taken place, including a significant unilateral reduction in import tariffs.

A. Gaps in GDP per capita and productivity B. Secondary school attainment and achievement
are wide and persistent are improving
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1. Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
worked (in constant 2005 PPPs). The gap in GDP per capita for 2009 is an OECD estimate, based on the OECD Economic Outlook, No. 86.

2. Percentage of population aged 25-34 that has attained at least upper-secondary education.
3. Average mean score of student performance in mathematics, science and reading in 2006. Index OECD = 100.
4. Index scale of 0-6 from least to most restrictive.
Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Charts B: OECD (2009), Education at a Glance and OECD,
PISA 2006 Database; Charts C and D: OECD, Product Market Regulation Database.
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NETHERLANDS

Priorities supported by indicators

Lower marginal effective tax rates (2005, 2007, 2009)

Recommendations: Reduce social transfers and tax subsidies for owner-occupied housing and
broaden VAT tax base to finance lower labour income taxes. Phase out or reduce measures which
increase the marginal effective tax for second earners.

Actions taken: The government has taken measures to reduce the effective cost of childcare for
workers. Employer contributions to childcare were made compulsory in 2007 and the transferability of
the tax credit for non-working partners is being phased out over a 15-year period.

Reform disability benefit schemes (2005, 2007, 2009)

Recommendations: Improve assessment of regional social security offices’ performance. Reform
periodic medical reassessment of disability recipients and extend it to persons above age 50. Phase out
the dependency of initial disability benefits on previous earnings and exclude the benefits from wage
agreements.

Actions taken: Medical gate-keeping has been improved through stricter claim assessment and
reassessment of existing cases. Eligibility conditions for disability leave have been tightened
somewhat, and economic incentives for hiring partially disabled workers have been strengthened
through an in-work wage subsidy based on the hypothetical earnings capacity of benefit recipients.
However, in 2007, the maximum age for medical reassessment was lowered to age 46.

Strengthen competition in network industries (2005, 2007)

Recommendations: Secure effective vertical separation in local-government owned network
industries, privatise such activities and introduce cost-based access pricing. Adopt a “silence is
consent” rule for issuing licenses.

Actions taken: Full ownership separation of the energy distribution networks from the supply
companies is being implemented from 2008 and is to be completed by the end of 2010. Competitive
tenders have opened up public transport activities to private operators.

> Ease employment protection legislation for regular contracts (2009)

Recommendations: Simplify the dismissal system, including appeal procedures. Clarify the rules
governing layoffs. Reduce severance payment rights of older workers to the levels of other workers.
Actions taken: Courts have adopted new guidelines to determine the amount of severance payments.

Simplify administrative procedures (2005)

Recommendations: Simplify and publicise procedures and regulation, extend one-stop shop services
to accepting notification and issuing permits.

Actions taken: Since 2005, significant simplifications to administrative procedures have been
implemented.

Other key priorities

» Promote competition in retail distribution services (2005, 2007, 2009)

Recommendations: Liberalise retail distribution by phasing-out restrictions on shop-opening hours,
relaxing the regulation for large scale outlets and easing zoning regulations.

Actions taken: In 2005, restrictions on large outlets and decision-making powers were decentralised.

Reform residential zoning regulation (2005, 2007)

Recommendations: Ease land-use zoning restrictions to stimulate housing supply.

Actions taken: In 2006 the government moderately eased zoning restrictions and decentralised
decision-making.

» Reduce incentives for the long-term unemployed to stay inactive (2009)

Recommendations: Strengthen activation policies for the long-term unemployed and shorten the
duration of unemployment benefits.

Actions taken: No significant action taken.
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NETHERLANDS

® The small income gap vis-a-vis the top performing OECD countries remains at par, reflecting lower average
working hours offset by relatively high productivity.

® Reforms have reduced disincentives to work longer hours, particularly for second earners. The administrative
burden has been notably reduced, and reforms in network sectors have been implemented. However,
employment protection legislation remains overly strict, restrictions on shop opening hours continue to hinder
competitive pressures, and excessive unemployment benefit duration undermines the job-search incentives of
the long-term employed.
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Index scale of 0-6 from least to most restrictive.

Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD, Taxing Wages Database; Chart C: OECD (2003),
Transforming Disability into Ability and OECD estimates; Chart D: OECD, Product Market Regulation Database.
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NEW ZEALAND
Priorities supported by indicators

Reduce educational under-achievement among specific groups (2005, 2007, 2009)
Recommendations: Link teachers’ pay and career advancement to professional development and to
improving achievement of minorities and low-income groups.

Actions taken: A new school qualification system, the National Certificate of Educational
Achievement (NCEA), was introduced in 2002. By 2008, the number of school leavers achieving NCEA
Level 2 increased substantially, especially among minority groups.

Facilitate access to childcare for working parents (2007)

Recommendations: Improve access to childcare, especially for the disadvantaged and three and four-year-olds.
Actions taken: The government increased subsidies for childcare and early childhood education over
the last 5 years.

Reduce barriers to competition in network industries (2007, 2009)

Recommendations: Clarify the regulatory and competition framework in most network industries.
Divest public ownership and dismantle entry barriers in international air transport and rail.

Actions taken: The government has amended the regulatory framework for electricity transmission,
gas pipelines and specified airports. The performance and governance of the electricity market and
local telecom services obligations are being reviewed. The government also passed emissions trading
legislation in 2008 (reviewed in 2009). The rail network has been re-nationalised.

Raise the effectiveness of R&D support (2009)

Recommendations: Orient immigration, education and labour market policies to enhanced innovation
skills. Examine the efficiency of research grants and consider replacing them in part by tax incentives.
Actions taken: The government cancelled a new R&D tax credit with the onset of the economic crisis
and is looking at alternative instruments to support business R&D.

Strengthen incentives to move from welfare to work (2005)

Recommendations: Strengthen activation policies, and monitor the adequacy of the labour-supply response
to Working for Families transfers. Consider back-to-work bonuses for long-term beneficiaries.

Actions taken: In 2007, the government introduced measures to support the transition to the labour
market of sickness and disability benefit recipients with some ability to work. Activation policies for
unemployment beneficiaries were reinforced by a new job search service. The government has announced
a set of initiatives to help young people access employment, training and education during the crisis.

Reduce barriers to foreign ownership (2005)

Recommendations: Remove consent rules for foreign acquisitions of 25% or more of firms worth more
than NZD 50 million, and find other ways of protecting “sensitive land”.

Actions taken: The 2005 Overseas Investment Act increased the threshold to NZD 100 million, but
in 2008 the government tightened entry barriers for investment in infrastructure on sensitive lands.
In 2009, the government exempted a number of technical transactions from screening and delegated
more decisions to speed up processing times.

Other key priorities

» Deal with infrastructure bottlenecks, especially in transport and energy (2005, 2007, 2009)
Recommendations: Change regulations to unblock investments. Use tolls and congestion pricing to
restrain demand.

Actions taken: Increases in national user charges have funded large increases in transport
investment. The first toll road opened in 2008. A National Infrastructure Unit has been established to
set national infrastructure priorities. In 2005 and again in 2009, the government amended the
Resource Management Act to streamline procedures for obtaining resource consent.

Improve efficiency in health and education (2007, 2009)

Recommendations: Increase incentives for public-sector managers to enhance efficiency. Continue to
improve service access for minority groups.

Actions taken: The government has established national standards/targets in both health care and
education, along with strengthened information systems and funding linked to national priorities.
The Ministry of Health has announced changes to improve service planning, capital spending
decisions and technology assessment. The Education Ministry has announced a plan to link tertiary
the funding of tertiary institutions more closely to performance.

Ensure that employment relations legislation supports efficient labour-market outcomes (2005)
Recommendations: Reconsider the 2004 changes in the Employment Relations Act that raised labour costs.
Actions taken: The government amended the Act in late 2008, introducing a trial period of 90 days for
new employees in businesses with fewer than 20 staff. A review of the employment relations
legislation is currently underway.
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NEW ZEALAND

® Robust labour utilisation and terms-of-trade gains in the years prior to the economic crisis have helped to offset
the impacts of relatively subdued labour productivity growth on the wide per capita income gap relative to the
upper half of OECD countries.

® Progress on key priority reforms has been mixed. Public spending, ownership and regulation of economic
activity have expanded, with often adverse impacts on competition, investment certainty and foreign entry.
Similarly little progress has been made on performance incentives for teachers and encouraging R&D. More
positively, the government linked welfare benefits more closely to job search requirements.

® Reforms in other areas are progressing, notably output-based funding in health and education. The government has
eased employment protection legislation, is committed to removing regulatory obstacles to infrastructure
investments and resource management, and is examining the efficiency of all government spending. It has also
legislated an ambitious emissions-trading scheme.

A. Gaps in GDP per capita
and productivity remain wide
Gap to the upper half of OECD countries!

B. Student performance is highly uneven
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1.3. COUNTRY NOTES

NORWAY

Reduce the scope of public ownership (2005, 2007, 2009)

Recommendations: Reduce state ownership in the telecommunications, banking and energy
industries.

Actions taken: The state has reduced its ownership in some sectors but increased it in the petroleum
sector and in the energy contracting and services industry. In addition, from 2008, new hydro power
plants or reverted concessions are granted only to public companies.

» Reform disability and sickness benefit schemes (2005, 2007, 2009)

Recommendations: Tighten access to sickness and disability benefits, by mandating assessment to
independent medical experts. With due allowance for work capacity, impose similar conditionality on
partial disability benefit recipients as on the unemployed.

Actions taken: Measures ensuring that long-term sickness leave recipients are followed more closely
were introduced in 2007. The ongoing merger of the welfare system and the employment services
network is intended to improve coordination of these services.

Reduce producer support to agriculture (2005, 2007, 2009)

Recommendations: Cut tariffs on agricultural products and reduce production subsidies. Decouple
support from production and move to a system of income transfers targeted to less well-off farmers
and/or those in remote regions.

Actions taken: All forms of support have increased substantially since 2005.

Other key priorities

Implement a comprehensive pension reform (2005, 2007)

Recommendations: Raise the effective retirement age; enhance the actuarially neutral profile of the
pension system.

Actions taken: A new pension system with longevity adjustment and a flexible retirement age from
62 onwards, based on actuarially neutral adjustments, will be phased in from 2011. The early
retirement system has been reformed for the private sector, with however some costly concessions for
the older cohorts. No agreement was reached to reform the early retirement system for the public
sector.

Improve education efficiency and outcomes (2009)

Recommendations: Raise teacher training standards, increase accountability for teachers and
principals. Merge small and medium-sized schools to gain economies of scale.

Actions taken: A 2008 White Paper recommended strengthening the in-service teachers with priority
on training with formal accreditation, and proposed to reinforce the national evaluation system to
increase accountability. The 2009 Budget law allocated resources to some of these measures.

Reduce marginal tax rates on labour income (2009)
Recommendations: Reduce the high marginal income taxes.
Actions taken: No action taken

Strengthen competition policy (2007)

Recommendations: Strengthen the independence of the competition authority, reduce state aid and
promote competition.

Actions taken: The government amended the Competition Act in 2008 to simplify procedures for the
government to reverse Competition Authority decisions against mergers on grounds other than
competition. The amendment might weaken the opportunity to have an appeal scrutinised on
competition grounds.

Improve transparency and cost-effectiveness of regional policy (2005)
Recommendations: Pursue regional policy goals by more transparent measures.

Actions taken: A general regional differentiation of employers’ social security taxes was reintroduced
from 2007, replacing less targeted measures.
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1.3. COUNTRY NOTES

NORWAY

® High productivity and a resource extraction rent make Norway one of the OECD countries with the highest
income per capita; however labour utilisation is low due to low annual average hours worked.

® Progress has been made in reforming the pension system. However, the state has increased its control of
“strategic industry”, and support for the small agricultural sector remains among the highest in the OECD. The
Competition Authority has been weakened.

® In other areas, a major effort has been devoted to improving education outcomes, and some measures have
been taken to raise spending efficiency.

2.
3.

B. The scope of public ownership could be
reduced further?

A.The large positive gaps in GDP per capita
and productivity remain
Gap to the upper half of OECD countries’
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C. The number of weeks lost per employee

D. Agricultural support remains very high

due to sickness is high and rising
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Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD, Product Market Regulation Database; Chart C: OECD
(2008), Employment Outlook; Chart D: OECD, Producer and Consumer Support Estimates Database.
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1.3. COUNTRY NOTES

POLAND

Priorities supported by indicators

» Reduce public ownership (2005, 2007, 2009) and remove barriers to entrepreneurship (2009)
Recommendations: Boost the privatisation process and reduce the administrative burden on firms.
Actions taken: Privatisation has been slow, but has accelerated recently to moderate the rising debt-
to-GDP ratio. Barriers to entrepreneurship have recently been lowered with the creation of a one-stop-
shop for start-ups and the possibility to suspend activity when needed.

Reform the tax and benefit system (2007, 2009)

Recommendations: Reduce the tax wedge and access to early retirement schemes.

Actions taken: Between 2007 and 2009 the average and marginal tax wedges were lowered through
cuts in income taxes and social security contribution rates and the introduction of a child tax credit.
In late 2008, the government significantly tightened eligibility criteria for early retirement schemes.

Improve the efficiency of the education system (2007, 2009)

Recommendations: Improve provision of free pre-school education at ages three to five; introduce
tuition fees for full-time students in public higher education institutions, as well as more accessible
systems of means-tested grants and student loans with income-contingent repayment.

Actions taken: No significant action taken.

Reform entitlement conditions in disability benefit schemes (2005)
Recommendations: Implement a stricter and regular re-evaluation of beneficiaries.
Actions taken: No significant action taken.

Reduce barriers to foreign ownership (2005)

Recommendations: Raise the statutory limit on foreign ownership of domestic shares and limit the
use of government special voting rights that can be exercised in case of foreign acquisitions.

Actions taken: No significant action taken.

Other key priorities

Upgrade transport, communication and housing infrastructure (2005, 2007, 2009)
Recommendations: Enhance transport and communication infrastructure and improve urban
planning.

Actions taken: Action taken, but the speed of absorption of EU funds should be improved.

Reform housing policies (2009)

Recommendations: Make the release of zoning plans by municipalities mandatory, introduce
compulsory escrow accounts to protect buyers’ advances and ease rent controls further.

Actions taken: A draft law has been prepared to revive the rental market through tax incentives and
by creating a less protected segment of the market with reduced tenant protection and no rent
controls.

Promote competition in professional services and telecommunications (2007)
Recommendations: Simplify regulations in professional services and facilitate third-party access to
the network segment in telecommunications. Discriminatory access to the incumbent’s infrastructure
remains a serious issue in broadband Internet.

Actions taken: No action taken for professional services, but interventions by the regulatory
authorities have significantly curbed the monopoly power of the incumbent operator in
telecommunications.

Reduce the minimum cost of labour (2005)

Recommendations: Introduce in-work benefits and ensure that the minimum wage does not rise
significantly relative to the average wage.

Actions taken: The minimum wage has risen by 14% relative to the average wage since 2005 as a
consequence of an indexation rule and additional discretionary increases in 2008 and 2009.
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POLAND

® Strong trend growth has led to convergence in GDP per capita, but a large gap remains due to low labour
productivity.

@ In key priority areas, labour tax wedges have been lowered, eligibility for early retirement and disability pension
schemes tightened, and barriers to entrepreneurship reduced. However, improving the efficiency of education
and eliminating barriers to foreign ownership remain unaddressed priorities. In other priority areas, some
progress has been made in upgrading transport infrastructure, but housing policies and regulations in
professional services have not been overhauled, while increases in the relative minimum cost of labour have
represented a step backward.

A. The large gaps in GDP per capita B. The scope of public ownership
and productivity continue to narrow is the broadest in the 0ECD?
Gap to the upper half of OECD countries!
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PORTUGAL

Priorities supported by indicators

Improve secondary and tertiary education attainment (2005, 2007, 2009)

Recommendations: Monitor and assess the effectiveness of secondary and tertiary education reforms.
Improve intergenerational educational mobility.

Actions taken: Since 2005, the government rationalised the school network in lower-secondary
education, introduced of a national system of teacher performance evaluation (2007), and developed
vocational education, for instance through the program Novas Opportunidades (launched in 2005).
In 2009, the government raised the compulsory schooling age to 18. Since 2007, a major reform to
modernise the tertiary education system has been implemented, including institutional autonomy on
a voluntary basis.

» Reduce administrative burdens on business (2009)

Recommendations: Increase collaboration between central government and municipalities to fully
implement reforms at the local level. Harmonise regulations with major trading partners.

Actions taken: The government has simplified administrative procedures and improved the efficiency
and effectiveness of public services. The main programme in this area, SIMPLEX, was launched
in 2005.

Reduce barriers to competition in network industries (2005, 2007, 2009)

Recommendations: Encourage stronger platform competition in telecommunications and ensure that
mobile termination charges are not discriminatory. Minimise hurdles to building new electricity
transmission capacity. Facilitate yard-stick competition in transport.

Actions taken: Electricity customers have been able to choose between electricity suppliers
since 2006. The government unbundled the gas and electricity transportation networks and
encouraged competition in electricity generation by creating conditions for new entry, by anticipating
extinction of the energy acquisition contracts and by allocating licenses for the construction of new
combined cycle power plants.

> Reform employment protection legislation (2005, 2007, 2009)

Recommendations: Employment protection legislation (EPL) reforms must be fully enforced and the
delays and uncertainties associated with its implementation reduced. The easing of EPL should be
accompanied by targeted measures to support affected workers while encouraging job search.
Actions taken: In 2008, the government introduced legislation to revise the labour code as well as
measures to facilitate the application of the law. The main changes include reducing procedural
inconveniences for individual dismissal of employees on regular contracts, increasing the trial period
for all workers, and reducing notice and severance pay for no-fault individual dismissal. This implies
a substantial easing of EPL on regular contracts, as reflected in the large drop in the latest OECD EPL
index for 2009.

Other key priorities

Simplify the tax system and broaden the corporate tax base (2005, 2007, 2009)
Recommendations: Simplify the tax system and broaden the corporate tax base. Reduce tax
expenditures and avoid frequent changes to the tax code.

Actions taken: Actions taken to reduce tax evasion and fraud include measures to fight fraudulent
VAT reporting, invoices, and abusive tax planning in 2008.

Reform public administration (2005, 2007)

Recommendations: Ensure full implementation and acceptance by civil servants of the new
performance-based human resource management system and ensure that the mobility pool is
effective and efficient.

Actions taken: Starting from 2005, the authorities have put in place an in-depth public administration
reform. It includes the control of admissions and recruitment of civil servants and reforms to careers
and remuneration.
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PORTUGAL

® There has been no reduction in the large income gap vis-a-vis the upper half of OECD countries. The gap is
almost entirely accounted for by a wide labour productivity gap.

® In key priority areas, network industries have been liberalised substantially and the business environment
improved more broadly. A major easing of employment protection legislation has been implemented. Despite
substantial efforts, the gap in educational attainment and performance vis-a-vis the rest of the OECD needs to
be reduced further, and equality of educational opportunities improved.

® Reforms in other areas have included enhancing the sustainability of the social security and health systems,
notably through pension reform.

A. Gaps in GDP per capita and productivity remain B. Secondary and tertiary educational attainment
large and persistent is still poor
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SLOVAK REPUBLIC

Priorities supported by indicators

Improve funding and effectiveness of the education system (2005, 2007, 2009)
Recommendations: Expand pre-school education, reduce stratification, provide additional funding for
schools with high proportion of groups at risk of under-achievement, foster integration of Roma
children, make vocational education more relevant to the labour market and introduce tuition fees
backed by greater loan availability for all tertiary students.

Actions taken: Kindergarten is free of charge for five-year-olds since 2008. The government
encouraged integration of technical and vocational secondary schools, and universities have been
allowed to set tuition fees for part-time students since 2007.

Reduce the tax wedge for low-income workers (2005, 2007)

Recommendations: Reduce social security contribution rates for lower wage earners, ensure that the
minimum wage remains sufficiently below the average wage, and introduce an in-work benefit.
Actions taken: An in-work benefit (employee bonus) was introduced in 2009 for workers on regular job
contracts with salaries close to the minimum wage.

Reduce the implicit taxes on continued work at older ages (2005, 2007)

Recommendations: Further raise the retirement age in line with gains in life expectancy while making
pension benefits adjustments for early and late retirement more actuarially neutral.

Actions taken: No action taken.

» Reduce regulatory barriers to competition (2005, 2009)

Recommendations: Facilitate the entry of new market participants in liberal professions and network
industries, reduce the administrative burden on corporations and limit the use of special voting rights.
Actions taken: The government passed a law on unfair practices in commerce in 2008. The 2007
change in the regulatory framework in gas and electricity sectors laid down non-discriminatory rules
for competition and gave network access possibilities to all new market entrants.

Eliminate barriers to female labour force participation (2009)

Recommendations: Shorten the duration of parental leave entitlements in favour of childcare
subsidies and reduce the tax wedge on second earners.

Actions taken: No action taken.

Other key priorities

Reform housing markets (2007, 2009)

Recommendations: Strengthen competition in construction, improve targeting of housing subsidies,
ease the rights of existing tenants and speed up resolution of tenancy disputes.

Actions taken: No action taken.

Strengthen the judicial and law enforcement systems (2005, 2007)

Recommendations: Improve accountability in the justice system and make greater use of transparent
and open procedures for public procurement.

Actions taken: The requirement to publish a public procurement contract notice was made more
widely applicable in 2008.

» Improve the activation of the long-term unemployed (2009)

Recommendations: Expand training measures, strengthen job search and job acceptance
requirements, strengthen the capacity of the Public Employment Service (PES) and narrow the
targeting of subsidised job creation to the long-term unemployed.

Actions taken: The Employment Services Act was enacted in 2008, extending the competency of the
PES and tightening reporting requirements for job seekers in order to accelerate the turnover of the
unemployed.
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SLOVAK REPUBLIC

® The wide gap in GDP per capita relative to the upper half of OECD countries narrowed significantly before the

recent crisis. This mainly reflected labour productivity convergence while labour input did not contribute.

® Progress has been made in some key priority areas. Notably, steps have been taken to enhance the effectiveness
of the education system and to make product markets somewhat more flexible. In addition, labour tax wedges
have been lowered for low-income earners. However, these remain core priority areas, as well as more broadly
measures to raise labour participation of female and older workers. Little progress has been made to reform
housing markets.

2.
3.

A. Gaps in GDP per capita and productivity
had been narrowing prior to the crisis
Gap to the upper half of OECD countries’

B. The share of the population aged 25-34
with tertiary education remains low
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Taxing Wages Database; Chart D: OECD, Product Market Regulation Database.
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SPAIN

Priorities supported by indicators

Improve educational attainment in secondary education (2005, 2007, 2009)
Recommendations: Introduce standardised school testing in all regions, raise school autonomy, and
limit conditions on moving up to higher grades only for core competencies.

Actions taken: Skill requirements have been raised for new school teachers (2009, legislated in 2006),
as well as for early-childhood education (ongoing). Some regions have introduced centralised testing.
Legislation, introduced in 2006, is being implemented to give public schools more autonomy.

Limit the extent of administrative extension of collective agreements (2005, 2007, 2009)
Recommendations: Allow firms to opt-out of the compulsory application of collectively bargained
wages. Eliminate indexation of wages to past inflation.

Actions taken: No action taken.

» Ease employment protection legislation for permanent workers (2005, 2007, 2009)
Recommendations: Reduce the gap in protection between permanent and temporary workers by
lowering severance payments for permanent contracts and curbing the allowed use of temporary
contracts.

Actions taken: The successive use of temporary contracts was limited in 2006. The duration of fiscal
support was extended for hires on permanent contracts with lower severance payments for targeted
groups in the same year.

» Strengthen competition in the retail distribution sector (2007, 2009)

Recommendations: Eliminate the numerous barriers to the establishment of new hypermarkets and
shopping centres put in place by regional governments.

Actions taken: New legislation is being prepared to lower entry restrictions for large surface retailers,
but current proposals foresee retaining regional governments’ powers to grant or refuse licenses.

Other key priorities

Remove distortions in the housing market (2005, 2009)

Recommendations: Shorten court procedures to resolve conflicts between landlords and tenants, and
remove tax subsidies for owner-occupiers. Redirect assistance for low-income households away from
social housing towards means-tested housing-related cash benefits.

Actions taken: The ceilings on tax subsidies were lowered slightly in 2006. Legislation is being
considered to limit subsidies to low income households and equalise the tax treatment of owner
occupied and rental housing. Fiscal support has been made available for rental contracts, and new
courts and accelerated procedures have been introduced (with the most recent steps taken end-2009).
Reform the pension system (2005, 2007)

Recommendations: Pensions should become actuarially more neutral.

Actions taken: Partial retirement was restricted and the effective contribution period to acquire

pension rights was increased modestly in 2007. Stronger incentives to extend work beyond the current
age at which full pension rights can be acquired were introduced at the same time.
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SPAIN

® Convergence in GDP per capita relative to the upper half of OECD countries has slowed though the picture is
more favourable in current prices. Recently the productivity gap has begun to narrow.

® While significant progress has been made in most key priority areas, they remain core priorities. School
dropout rates remain high and accountability is still weak. Housing market distortions and use of precarious
employment contracts remain widespread. No progress has been made in reforming wage bargaining.

® In other areas, much progress has been made in making regulation in product markets more conducive to
competition, including through a new competition law and reform in network industries.

A. Gaps in GDP per capita and productivity
are persistent
Gap to the upper half of OECD countries’

B. Secondary school attainment and achievement
could be further enhanced
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1. Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.

2. Percentage of population aged 25-34 that has attained at least upper-secondary education.

3. Average mean score of student performance in mathematics, science and reading in 2006. Index OECD = 100.

4. Index scale of 0-6 from least to most restrictive.

Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD (2009), Education at a Glance and OECD, PISA 2006
Database; Chart D: Venn, D. (2009), “Updating the OECD Employment Protection Indicators”, OECD Social, Employment and Migration Working
Papers, No. 89 and OECD analysis based on OECD Employment Outlook methodology.
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1.3. COUNTRY NOTES

SWEDEN

Priorities supported by indicators

Reduce marginal taxes on labour income (2005, 2007, 2009)

Recommendations: Cut income taxes by raising the threshold for the state income tax or reduce its
rate.

Actions taken: In 2009 the lower threshold for the state income tax was raised, employer social
security contributions were reduced and the in-work tax credit was expanded through 2011.

Reform sickness and disability benefit schemes (2005, 2007, 2009)

Recommendations: Put a time limit on eligibility for sickness benefits without re-assessment and
ensure that local insurance offices fully implement tightened rules.

Actions taken: Tighter administration, time limits on eligibility and measures for rehabilitation have
lowered sickness absence rates. From mid-2008, receipt of sickness benefits can continue after six
months only if the person is unable to do any work, and after one year the gross replacement rate falls
from 80% to 75%.

> Reform employment protection legislation (2007, 2009)

Recommendations: Encourage regular employment by widening the definition of fair dismissal and
lengthening the trial period of regular contracts.

Actions taken: No significant action has been taken on permanent contracts, but trial periods and the
duration of temporary contracts have been extended. The social partners began to re-negotiate
employment conditions, but negotiations stalled in March 2009.

Reduce the scope of public ownership (2005)

Recommendations: Ensure the application of competition law to public entities, clarify the role and
competitiveness of local government entities, and strengthen the supervision of public procurement.
Actions taken: The scope of public ownership has been significantly reduced through privatisation at
the central government level, such as in the pharmacy sector. The National Board for Public
Procurement was made a part of the Competition Authority in 2007, and a new Public Procurement Act
came into force in 2008.

Other key priorities

Reduce distortions in the housing market (2005, 2007, 2009)

Recommendations: Phase out rent regulation and ease planning restrictions. Reverse the housing
taxation cut implemented in 2007.

Actions taken: Since 2006, rents on newly constructed dwellings have been exempt from rent
regulations. In 2008, plans were announced to allow private sector rents to better reflect local supply
and demand conditions. Outright ownership of owner-occupied apartments is being introduced for
new apartment buildings. No action taken to reverse the 2007 tax cut on owner-occupiers.

Improve the efficiency of the education system (2007, 2009)

Recommendations: Improve learning outcomes in secondary school. Reduce the average age of entry
into tertiary education and shorten completion times.

Actions taken: The government proposed a teacher accreditation system in 2008 and measures to
raise the quality of vocational education in 2009. Tertiary admission will be reformed in 2010 and
tuition fees are being considered for non-EU students. While the removal of the option to gain easier
access to tertiary education through work experience should reduce the age of entry, the increase in
grants, and broader-based access to them, may slow completion.

Boost working hours (2005)

Recommendations: Reconsider plans to introduce a legal right to a sabbatical year and pilot schemes
for reduced working hours.

Actions taken: The sabbatical leave scheme was terminated in 2006. Recent tax cuts and changes to
sickness insurance arrangements are expected to boost working hours.
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SWEDEN

® With gains in labour utilisation and productivity, the gap with the leading countries has narrowed, although the
associated gain in real living standards has been somewhat muted by declining terms of trade.

® Significant progress has been made across most key priority areas. However, tax cuts have not focused on the
top marginal rate, regular employment rules remain rigid and no action has been taken to reverse housing
taxation cuts.

® In other areas, labour market reforms to reduce welfare dependency have been a key focus, with tax policy
changes playing an important role.

5.
6.

A. Gaps in GDP per capita and productivity linger B. Marginal tax wedges remain high
Gap to the upper half of OECD countries! Percentage of total labour compensation?
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Percentage gap with respect to the simple average of the upper half of OECD countries in terms of GDP per capita and GDP per hour
worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.

Evaluated at 67% and 100% of average earnings for a single person with no child.

Average of Denmark, Finland, Iceland and Norway.

Disability benefits include benefits received from schemes to which beneficiaries have paid contributions (contributory), programmes
financed by general taxation (non-contributory) and work injury schemes.

Index scale of 0-6 from least to most restrictive.

Average of Denmark, Finland and Norway. Iceland is excluded due to data availability.

Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD, Taxing Wages Database; Chart C: OECD (2003),
Transforming Disability into Ability and OECD estimates; Chart D: OECD, Employment Outlook Database.
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1.3. COUNTRY NOTES

SWITZERLAND

Priorities supported by indicators

» Remove barriers to competition in network industries (2005, 2007, 2009)
Recommendations: Remove legal restrictions on competitors’ access to the incumbent’s local loop
network in telecommunications. Improve access of competitors to network infrastructure
characterised by natural monopoly conditions.

Actions taken: Access to the local loop in fixed line telephony was opened subject to some restrictions
in 2007. An independent sector regulator, legislation requiring non discriminatory access to the
transmission grid and some vertical separation were introduced in the electricity industry in 2008. The
scope of the legal monopoly for mail delivery has been reduced in several steps and the postal services
regulator strengthened.

Reduce producer support to agriculture (2005, 2007, 2009)

Recommendations: Lower trade barriers and subsidies to producers, and decouple subsidies from
production. Reform land law.

Actions taken: The government eliminated most export subsidies in 2007. Producer support will
remain constant in nominal terms until 2011 and is being shifted to some extent to income support.

Facilitate full-time labour force participation for women (2007, 2009)

Recommendations: Improve provision of pre-school education and childcare at affordable prices.
Actions taken: Some regional governments have decided to reduce the compulsory education age to
four. Differences in taxation between main and second income earners were reduced in 2007.

Further liberalise professional services (2005)

Recommendations: Remove limitations to the establishment of businesses stemming from
differences in cantonal regulation.

Actions taken: The origin principle, which applies to cross-cantonal service flows and for businesses
expanding across cantons, has been enforced by the competition regulator since 2006.

Other key priorities

Increase the efficiency of the health care system (2005, 2007, 2009)

Recommendations: Make insurers responsible for all hospital funding. Allow insurers more freedom
to contract with individual providers, and widen the extent to which insurers are compensated for
differences in risk characteristics among their insurees.

Actions taken: Reimbursements for pharmaceuticals were more closely benchmarked on lower prices
of generic products in 2007. A parliamentary sub-committee recommended giving patients more
freedom to choose their hospital, but the proposal has not been voted on.

Improve access to tertiary education (2009)

Recommendations: Develop quality assessments of universities, and introduce loans with income-
contingent repayments while allowing universities to raise further resources through higher fees.
Actions taken: Parliament is considering legislation to introduce a new independent accreditation
agency whose decisions will be linked to a review of universities’ internal quality assessments.
Regional governments are considering widening student loans somewhat.

Remove non-tariff trade barriers (2007)

Recommendations: Products conforming to EU standards should be accepted.

Actions taken: Implementation of the Cassis de Dijon principle, under which goods lawfully produced
in a member EU state can be sold in any other EU state, was approved in 2009, subject to some
exceptions, but barriers to food imports were tightened.

Curb the rising number of disability pensions (2005)

Recommendations: Reduce flows into disability insurance and increase outflows.

Actions taken: The early detection of disability risks has been continuously enhanced and measures
easing re-entry into the labour market have been developed.
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SWITZERLAND

® The fall in GDP per capita relative to best performing countries has been halted, though the wide labour

productivity gap remains.

® In key priority areas, non-tariff barriers to trade have been reduced to a considerable extent. Progress in
lowering protection of domestic agricultural production and the cost of health care provision has been slow.
Framework conditions for competition in network industries have improved but the gap relative to best practice
remains large. Supply of childcare facilities remains low.

® In other areas, reform of general competition law has moved Switzerland considerably closer to best practice,
and administrative costs for businesses have been much reduced.

A. A gap in productivity persits
Gap to the upper half of OECD countries!

B. Barriers to competition in the electricity sector
could be reduced further?
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worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.

2.

Index scale of 0-6 from least to most restrictive.

Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD, Product Market Regulation Database; Chart C:

OECD, Producer and Consumer Support Estimates Database; Chart D: OECD, Health Database.
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TURKEY

Priorities supported by indicators

Improve educational achievement (2005, 2007, 2009)

Recommendations: Fully enforce minimum schooling rules, revise the education curricula according
to labour market needs, increase spending on education financed by cuts in lower priority areas, fund
schools on a per-pupil basis and provide them with more managerial responsibility.

Actions taken: A national campaign was launched to increase the school enrolment of girls in 2005.
Education curricula in primary and secondary schools were thoroughly revised in 2006.

Reduce the minimum cost of labour (2005, 2007, 2009)

Recommendations: Reduce the minimum wage relative to the average wage. Cut the labour tax
wedge, especially on low earnings, financed by rationalisation of spending.

Actions taken: A personal income tax allowance was introduced for low income workers in 2007.
Social security contributions were also reduced for the early years of employment of young and female
workers in 2008, and to a more limited extent for all workers. The Treasury is temporarily paying the
social security contributions of newly hired workers in 2009 (for a period of 6-12 months).

> Reform employment protection legislation (2007, 2009)

Recommendations: Ease employment protection in the formal sector, both by reforming severance
payments and by facilitating temporary work.

Actions taken: Manpower agencies were authorised to offer temporary work services in 2009.

Reduce the scope of public ownership (2005)

Recommendations: Facilitate the privatisation of national energy, telecommunications,
transportation and banking enterprises by removing barriers to foreign ownership.

Actions taken: Foreign ownership caps were raised and/or waived and privatisation tenders were
opened to foreign investors in 2006, leading to the acquisition of controlling shares by foreign
investors in telecommunications, oil refining and petro-chemical firms.

Reduce administrative burdens on start-ups (2005)
Recommendations: Simplify regulatory requirements for small enterprises.

Actions taken: Regulations for registration and market entry of small enterprises were streamlined
in 2006.

Other key priorities

> Simplify product market regulations (2007, 2009)

Recommendations: Streamline product market regulations, in particular the sectoral licensing rules.
Encourage greater competition in network industries.

Actions taken: The Competition Authority initiated an investigation of competition conditions in the
energy sector in 2008.

> Reduce early retirement incentives for workers in the formal sector (2007, 2009)
Recommendations: Reduce incentives for early retirement, and introduce a health insurance
contribution for young retirees. Remove retiring workers’ entitlement to severance payments.
Actions taken: No action taken.

Implement results-oriented budgeting in core public services (2005)

Recommendations: Implement results-oriented budgeting in justice, education and health care.

Actions taken: A new law requiring the use of result-oriented budgeting was implemented in 2006,
however with a limited practical effect so far.
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TURKEY

® The income gap vis-a-vis the upper half of OECD countries started to narrow in the 2000s but remains very large,
reflecting both low labour productivity and utilisation levels. Past catch-up reflected productivity gains, while
labour utilisation deteriorated.

® In key priority areas, enterprise creation has been simplified by reducing administrative burdens. Large scale
privatisations have reduced the scope of public ownership, and foreign direct investment has been stimulated.
However, reforms to reduce labour costs and increase labour market flexibility have been very limited.

® Growth-enhancing actions in other areas included monetary and fiscal stabilisation after the 2001 crisis, the
thorough restructuring and recapitalisation of the banking sector, and the opening of accession negotiations

with the EU.
A. Gaps in GDP per capita and productivity have B. Secondary school attainment
narrowed but remain very large and achievement are lagging
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2. Percentage of population aged 25-34 that has attained at least upper-secondary education.

3. Average mean score of student performance in mathematics, science and reading in 2006. Index OECD = 100.

4. Index scale of 0-6 from least to most restrictive.

Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Charts B: OECD (2009), Education at a Glance and OECD,

PISA 2006 Database; Chart C: OECD, Taxing Wages and Minimum Earnings Databases; Chart D: OECD, Employment Outlook Database.
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UNITED KINGDOM

Priorities supported by indicators

» Further reform disability benefit schemes (2005, 2007, 2009)

Recommendations: Extend the Pathway to Work scheme to all new and existing claimants. Limit
inflow into the incapacity benefit scheme by early monitoring of the health status of applicants.
Actions taken: The Government has incrementally extended the Pathway to Work scheme, which now
applies to all new and most existing claimants under 50. A new eligibility test is being introduced.

Improve the education achievement of young people (2005, 2007, 2009)

Recommendations: Put more emphasis on core literacy and numeracy skills. Ensure adequate support
for weak students and schools. Expand vocational programmes for the young and adults.

Actions taken: The Government has introduced a number of schemes to improve standards of literacy
and numeracy in primary school-aged children. Financial incentives for new teachers taking up posts
in disadvantaged schools were introduced in 2009. By 2013 all suitably qualified young people will
have a right to an apprenticeship.

Improve public infrastructure, especially for transport (2005, 2007, 2009)

Recommendations: Increase spending on public infrastructure in order to increase productivity.
Introduce a national road pricing scheme.

Actions taken: The Government has significantly increased spending on public infrastructure
since 2005. However, public investment is still relatively low compared with other OECD countries and
is set to fall sharply after 2010 as part of current government plans to consolidate public finances.
Road pricing trials are underway.

Other key priorities

Improve public sector spending efficiency (2005, 2007, 2009)

Recommendations: Improve the efficiency of health and other publicly-funded services so that higher
expenditure results in higher standards of service delivery.

Actions taken: The government has introduced a number of reforms of the National Health Service in
order to increase efficiency, such as Practice Based Commissioning (2005) and the World Class
Commissioning initiative (2007).

Give greater weight to economic considerations in planning decisions (2005, 2009).
Recommendations: Release more land for commercial and housing development by reconsidering the
boundaries of the “green belts” in fast-growing areas.

Actions taken: The Government and planning authorities are reviewing “green belt” boundaries.

Improve work incentives for low-paid lone parents and second income earners (2007)
Recommendations: Lower marginal effective tax rates for lone parents in order to reduce
disincentives to work longer hours or up-skill. Reduce childcare costs to encourage labour force
participation of low-skilled second earners.

Actions taken: The Government increased the Working Tax Credit income threshold in 2008, although
this affects participation rather than working hours. The childcare element of the Credit has increased
incentives for second-earner labour force participation. Several pilot schemes have been introduced,
including the Upfront Child Fund which covers advance childcare costs for lone parents.
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UNITED KINGDOM

® The productivity gap relative to the upper half of OECD countries had narrowed somewhat prior to the crisis but
remains significant. Labour utilisation is lower than in the best performing OECD countries.

® In key priority areas, infrastructure investment has been increased substantially in the last few years but is
projected to fall. Although some reforms have been implemented, educational achievements and public
spending efficiency progress have been limited so far and these areas remain core priorities. The disability
benefit schemes have been reformed and childcare costs reduced, but further actions are warranted.

® Some reforms in other areas have been carried out, such as a reduction in the corporate tax rate and a
simplification of the tax code.

3.

A. Gaps in GDP per capita and productivity persist
Gap to the upper half of OECD countries’

B. The share of the working-age population receiving
disability benefits is above the OECD average?

Percentage of the population aged 20-65
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worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.

Disability benefits include benefits received from schemes to which beneficiaries have paid contributions (contributory), programmes
financed by general taxation (non-contributory) and work injury schemes.

Standard deviation of average student performance in mathematics, science and reading.

Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Charts B: OECD (2003), Transforming Disability into Ability and
OECD estimates; Chart C: PISA 2006 Database; Chart D: Economic Outlook 86 Database.
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UNITED STATES

Priorities supported by indicators

Improve primary and secondary education (2005, 2007, 2009)

Recommendations: Complete implementation of “No Child Left Behind” and extend its framework to
upper-secondary education. Pressures to lower performance standards should be resisted and
students at under-performing schools should be free to choose alternative schools.

Actions taken: “No Child Left Behind” (enacted in 2002) was re-authorised in 2007. The Administration
is committed to helping states strengthen their school assessment and accountability systems so that
they provide information about the progress of individual students, and to improving the quality of
early childhood education. The American Recovery and Reinvestment Act 2009 provided funding to
support these objectives.

Restrain health care costs (2005, 2007, 2009)

Recommendations: Require community-rated and guaranteed issue policies and make health
insurance compulsory. Introduce means-tested subsidies to help low-income persons afford health
insurance. Cap or terminate the open-ended tax exclusion for employer-provided health insurance.
Reduce cost per enrolee under Medicare.

Actions taken: The 2003 Medicare legislation increased competition and efficiency in health care
delivery, but also included an expensive expansion of prescription drug benefits. The State Children’s
Health Insurance Program, which provides free health insurance cover for children in low-income
families, was renewed and expanded in February 2009. Legislation before Congress establishes state-
based exchanges for individual health insurance policies, requires them to be issued on a community-
rated and guaranteed-issue basis, provides means-tested subsidies for their purchase, makes health
insurance coverage compulsory, and penalises employers that do not provide health insurance
benefits.

Reduce producer support to agriculture (2005, 2007, 2009)

Recommendations: Reduce support for agricultural producers, notably tariffs on imported ethanol,
and decouple support from specific inputs or outputs.

Actions taken: The Food, Conservation and Energy Act of 2008 was a backward action, as it
maintained the existing agricultural subsidies through 2013 and provided new incentives for the local
production of cellulosic biofuels. However, the Administration intends to cut direct payments to large
farms and reduce other subsidies.

Other key priorities

Reform the tax system (2005, 2007, 2009)

Recommendations: Broaden the tax base and shift the weight of taxation from personal income
towards consumption-based taxes, inter alia by raising current low taxes on carbon-based energy use.
Actions taken: No action has been taken but the Administration plans to limit itemised deductions for
high-income earners so as to reduce the budget deficit. Legislation before Congress to cap greenhouse
gas emissions would price carbon emissions more widely and yield revenue from the sale of emission
permits if enacted.

» Improve and streamline financial regulation (2009)

Recommendations: Improve and streamline the regulatory framework to make it more unified and
comprehensive. Systemically important financial institutions should be subject to strict and
conservative prudential standards. Housing financing should be gradually turned over to a well-
regulated private sector.

Actions taken: No action has been taken but the Administration has proposed an overhaul of financial
supervision and regulation.

Reform disability benefits (2007)

Recommendations: Tighten eligibility criteria for the disability insurance system.

Actions taken: No action taken.

Continue corporate governance and accounting reforms (2005)

Recommendations: Promote transparency and accountability in corporate governance and accounting.

Actions taken: No action taken but the Administration intends to strengthen investor protection,
especially in the financial sector.
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UNITED STATES

® GDP per capita has declined somewhat relative to the upper half of OECD countries owing to declining labour
utilisation, but remains high. Labour productivity has grown at a rapid pace relative to most other OECD

countries and is also high. Income inequality is high and rising.

® In key priority areas, some minor efforts have been undertaken to contain health care costs and reduce
agriculture support, leaving ample scope for further reforms. This also applies in education. The health care
reform before Congress and the Administration’s financial regulation reform plans should be swiftly

implemented.

A. The positive gap in GDP per capita remains
Gap to the upper half of OECD countries!

B. Secondary educational achievement is weak
Average mean PISA scores in mathematics,
science and reading
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worked (in constant 2005 PPPs). The gaps for 2009 are OECD estimates, based on the OECD Economic Outlook, No. 86.

2. Average in mathematics and science only in 2006.

Source: Chart A: OECD, National Accounts and Economic Outlook 86 Databases; Chart B: OECD, PISA 2003 and 2006 Databases; Chart C: OECD,
Health Database; Chart D: OECD, Producer and Consumer Support Estimates Database.
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Figure 4.1. Cost of labour
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1. Missing countries do not have a statutory mininum wage except for Mexico and Turkey for which 2008 data are

not available.

2. Exactly half of all workers have wages either below or above the median wage.
3. The cost of labour is the sum of the wage level and the corresponding social security contributions paid by

employers.

Source: Chart A: OECD, Labour Force Statistics Database; Chart B: OECD (2009), OECD Employment Outlook and OECD,

Taxing Wages Database.
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Figure 4.2. Net income replacement rates for unemployment?
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1. Average of replacement rates for unemployed persons who earned 67% and 100% of average worker earnings at

the time of losing job.

Source: OECD, Benefits and Wages Database.
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2008

Figure 4.3. Average tax wedge on labour!
Percentage of total labour compensation
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1. Measured as the difference between total labour compensation paid by the employer and the net take-home pay
of employees, as a ratio of total labour compensation. It therefore includes both employer and employee social
security contributions.

2. Average of three situations regarding the wage of the second earner.

Source: OECD, Taxing Wages Database.
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Figure 4.4. Marginal tax wedge on labour’
Percentage of total labour compensation
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1. Measured as the difference between the change in total labour compensation paid by employers and the change
in the net take-home pay of employees, as a result of an extra unit of national currency of labour income. The
difference is expressed as a percentage of the change in total labour compensation.

Source: OECD, Taxing Wages Database.
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Figure 4.5. Labour taxation
Percentage of average worker earnings
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1. Implicit tax on continued work in early retirement route, average for 55 and 60-year-old workers.
2. Implicit tax on continued work in regular old-age pension systems, for 60-year-olds. The 2005 estimates for Czech
Republic, Finland, France, Japan and Slovak Republic have been revised.
Source: Duval, R. (2003), “The Retirement Effects of Old-Age Pension and Early Retirement Schemes in OECD
Countries”, OECD Economics Department Working Papers, No. 370 and OECD calculations.
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Figure 4.6. Implicit tax on returning to work!
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1. Taking into account childcare fees and changes of taxes and benefits in case of a transition to a job paying two-
thirds of average worker earnings.

Source: OECD (2004), Benefits and Wages: OECD Indicators.
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Figure 4.7. Income support for disability and sickness

A. Per cent of population aged 20-65 years old receiving disability benefits1.2
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3. Data for France, Germany and Korea are for 2004.
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Source: Chart A: OECD (2003), Transforming Disability into Ability and OECD estimates; Chart B: OECD (2008), OECD

Employment Outlook.
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1.4. STRUCTURAL POLICY INDICATORS

Figure 4.8. Employment Protection Legislation (EPL)
Index scale of 0-6 from least to most restrictive
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1. 2009 for France and Portugal.

Source: OECD, Employment Outlook Database; Venn, D. (2009), “Updating the OECD Employment Protection Indicators”,
OECD Social, Employment and Migration Working Papers, No. 89 and OECD analysis.
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Figure 4.8. Employment Protection Legislation (EPL) (cont.)
Index scale of 0-6 from least to most restrictive
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Source: OECD, Employment Outlook Database; Venn, D. (2009), “Updating the OECD Employment Protection Indicators”,
OECD Social, Employment and Migration Working Papers, No. 89 and OECD analysis.
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Figure 4.9. Difference between coverage rates of collective bargaining agreements
and trade union density rates’
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1. The coverage rate is measured as the percentage of workers who are covered by collective bargaining agreements,
regardless of whether or not they belong to a trade union. The union density rate is the percentage of workers
belonging to a trade union. Each data point on the figure is calculated as the simple arithmetic difference between

the two rates.

Source: OECD (2004), OECD Employment Outlook and OECD estimates.
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STRUCTURAL POLICY INDICATORS

Figure 4.10. Product market regulation
Index scale of 0-6 from least to most restrictive
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1. This is a simple average of the two indicators for regulatory and administrative opacity and administrative

burdens on start-ups.
Source: OECD, Product Market Regulation Database.
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Figure 4.11. State control of business operations
Index scale of 0-6 from least to most restrictive
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Covers scope and size of public enterprise as well as the direct state control over business enterprise (via voting

Concerns the involvement of the state in business operations via price controls or the use of command and
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2008

Figure 4.12. Administrative burdens on entrepreneurship
Index scale of 0-6 from least to most restrictive
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1. This is a simple average of the two indicators for administrative burdens on corporations and sole proprietor

start-ups.
Source: OECD, Product Market Regulation Database.
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Figure 4.

13. Barriers to entry

Index scale of 0-6 from least to most restrictive

A. Legal barriers to entry in industries
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1. Concerns complexity of government communication of rules and procedures as well as of licences and permit
systems.

Source: OECD, Product Market Regulation Database.
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Figure 4.14. Barriers to foreign direct investment!
Index scale of 0-6 from least to most restrictive
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1. This combines restrictions on acquisition of equity by foreign investors in publicly-controlled firms with the
general FDI restrictiveness index by Koyama and Golub (2006), “OECD’s FDI regulatory restrictiveness index:
revision and extension to more economies”, OECD Economics Department Working Papers, No. 525.

Source: OECD, Product Market Regulation Database.
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Figure 4.15. Restrictiveness of external trade tariffs
Index scale of 0-6 from least to most restrictive
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Source: OECD, Product Market Regulation Database.
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170

Figure 4.16. Sectoral regulation in the transport sector
Index scale of 0-6 from least to most restrictive
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Figure 4.17. Sectoral regulation in the energy sector
Index scale of 0-6 from least to most restrictive
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Source: OECD, Product Market Regulation Database.
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Figure 4.18. Sectorial regulation in the post and telecommunications sector
Index scale of 0-6 from least to most restrictive
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Source: OECD, Product Market Regulation Database.
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Figure 4.19. Sectoral regulation in retail and professional services
Index scale of 0-6 from least to most restrictive
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Source: OECD, Product Market Regulation Database.
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Figure 4.20. Educational attainment, 2007
Percentage of population aged 25-34 and 45-54
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Figure 4.21. Educational achievement
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1. Deviation from OECD average PISA scores. PISA is the Programme for International Student Assessment.
2. For the United Kingdom, science only in 2003 and for the United States, average of PISA scores in mathematics
and science in 2003 and 2006.

Source: OECD, PISA, 2003 and 2006 Databases.
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Figure 4.22. Health expenditure, 2007*
Percentage of GDP
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1. 2006 for Australia, Japan, Luxembourg and Portugal; 2005 for Turkey.
Source: OECD, Health Database.
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Figure 4.23. Producer support estimate to agriculture’
Percentage of farm receipts

2008
75

70 F OECD average

65 |
A NOR
A CHE

60 |

KOR

50 st
A PN

45 |

40
35 |

25 A TUR AEU19 OECD average

20

15
MEX A A CAN
10

0 | | | | | | | | | | | | |
0 5 10 15 20 25 30 35 40 45 50 55 60 65 70 75
2004

1. A single producer support estimate is calculated for EU countries.

Source: OECD, Producer and Consumer Support Estimates Database.
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Figure 4.24. Public investment
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Figure 4.25. Financial support for private R&D investment
A. Direct public funding of business R&D
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1. Measures the generosity of tax incentives to invest in R&D, on the basis of the pre-tax income necessary to cover
the initial cost of one dollar R&D spending and pay corporate taxes on one dollar of profit (B-index). A value of
zero on the chart would mean that the tax concession for R&D spending is just sufficient to offset the impact of
the corporate tax rate.

Source: OECD (2009), OECD Science, Technology and Industry Scoreboard.
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PART II

Chapter 5

A Family Affair: Intergenerational
Social Mobility across OECD Countries

Policy reform can remove obstacles to intergenerational social mobility and thereby
promote equality of opportunities across individuals. Such reform will also enhance
economic growth by allocating human resources to their best use. This chapter
assesses cross-country patterns in intergenerational social mobility and examines
the role that public policies play in affecting mobility. Intergenerational earning,
wage and educational mobility vary widely across OECD countries. Mobility in
earnings, wages and education across generations is relatively low in France,
southern European countries, the United Kingdom and the United States.
By contrast, such mobility tends to be higher in Australia, Canada and the
Nordic countries.
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IL.5. A FAMILY AFFAIR: INTERGENERATIONAL SOCIAL MOBILITY ACROSS OECD COUNTRIES

Intergenerational social mobility reflects equality of opportunities

Intergenerational social mobility refers to the relationship between the socio-
economic status of parents and the status their children will attain as adults. Put
differently, mobility reflects the extent to which individuals move up (or down) the social
ladder compared with their parents. A society can be deemed more or less mobile
depending on whether the link between parents’ and childrens’ social status as adults is
looser or tighter. In a relatively immobile society an individual’s wage, education or
occupation tends to be strongly related to those of his/her parents. Intergenerational
mobility depends on a host of factors that determine individual economic success, some
related to the inheritability of traits (such as innate abilities), others related to the family
and social environment in which individuals develop. Among environmental factors, some
are only loosely related to public policy (such as social norms, work ethics, attitude towards
risk and social networks), while others can be heavily affected by policies. Typical examples
are policies that shape access to human capital formation, such as public support for early
childhood, primary, secondary and tertiary education, as well as redistributive policies (e.g.
tax and transfer schemes) that may reduce or raise financial and other barriers to
accessing higher education. Indeed, in an economic sense, intergenerational social
mobility is generally defined in terms of the possibility to move up (or down) the income or
wage scale relative to one’s parents. Such mobility is closely related to educational
achievement, given the direct link between human capital and labour productivity.

Against this background, this chapter assesses patterns of intergenerational social
mobility across the OECD countries for which sufficient data are available, focusing on
educational and wage mobility. It then identifies policy areas in which reform can help
removing obstacles to mobility. Removing policy-related obstacles to social mobility can be
advocated on equity grounds as it should improve equality of economic opportunities, but
also on efficiency grounds. The economic rationale for removing such obstacles is two-fold.
First, less mobile societies are more likely to waste or misallocate human skills and talents.
Second, lack of equal opportunity may affect the motivation, effort and, ultimately, the
productivity of citizens, with adverse effects on the overall efficiency and the growth
potential of the economy.® It may also create greater pressure for policy settings that are
detrimental to growth but may help specific groups increase their share in overall income.

These mobility-motivated rationales for reform have to be weighed against the
possibility that some measures in favour of social mobility also entail potential output
losses by affecting other drivers of growth (for example, certain redistributive policies such
as progressive labour taxation can adversely affect labour utilisation or productivity). This
suggests that a careful balance must be struck between growth-oriented policies and those
that enhance mobility across generations. Also, because many of the factors potentially
affecting intergenerational social mobility are family or country-specific, they are not
readily amenable to public policies. Overall, there is neither a “desirable” level nor an
international benchmark for mobility. This is so much more the case as several different
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indicators (e.g. wage and earnings persistence, secondary and post-secondary education
persistence) can be used to measure intergenerational social mobility, and given the
complex nature of mobility, these indicators do not necessarily depict the same cross-
country patterns. Nonetheless, the different measures of mobility levels can be compared
across countries, and understanding the role potentially played by policies in driving cross-
country differences can help in designing policy mixes that remove unintended obstacles
to intergenerational social mobility, while at the same time encouraging growth.

The following main conclusions emerge from the analysis:

e Parental or socio-economic background influences descendants’ educational, earnings
and wage outcomes in practically all countries for which evidence is available.

e Mobility in earnings across pairs of fathers and sons is particularly low in France, Italy,
the United Kingdom and the United States, while mobility is higher in the Nordic
countries, Australia and Canada.

e Across European OECD countries, there is a substantial wage premium associated with
growing up in a better-educated family, and a corresponding penalty with growing up in
a less-educated family. The premium and penalty are particularly large in southern
European countries, as well as in the United Kingdom. The penalty is also high in
Luxembourg and Ireland. In these countries the wage premium is more than 20%, while
the penalty is some 16% or more (relative to wages earned by individuals raised in a
family with average education).

e The influence of parental socio-economic status on students’ achievement in secondary
education is particularly strong in Belgium, France and the United States, while it is
weaker in some Nordic countries, as well as in Canada and Korea. Moreover, in many
OECD countries, including all the large continental European ones, students’
achievement is strongly influenced by their school environment.

e Inequalities in secondary education are likely to translate into inequalities in tertiary
education and subsequent wage inequality. For example, in Denmark, Finland, Italy and
Luxembourg the probability of achieving tertiary education is more than 30 percentage
points higher for a son whose father had also achieved tertiary education compared to a
son whose father only had upper secondary education. Educational inequalities are
compounded by wage inequalities in the sense that generationally transmitted
inequalities in higher education are positively associated across countries with
inequalities in wages.

e At the other end of the spectrum, there is also generational persistence for below upper
secondary education in OECD countries. Persistence is relatively strong in certain
southern European countries, Ireland and Luxembourg, while it is lower in France, some
Nordic countries and the United Kingdom.

e Education policies play a key role in explaining observed differences in intergenerational
social mobility across countries. For example, higher enrolment in early childhood
education is associated with a lower influence of parental background on students’
achievement in secondary education. By contrast, school practices that group students
into different curricula at early ages come with less social mobility in educational
achievement. Moreover, increasing the social mix within schools appears to boost
performance of disadvantaged students without any apparent negative effects on overall
performance.
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e Redistributive and income support policies seem to be associated with greater
intergenerational social mobility.

Assessing intergenerational social mobility and its channels

Parental background can affect individuals’ wages via their productivity and labour
market success

It is a challenge to measure intergenerational wage or educational mobility and to
identify the main ways in which the socio-economic status of parents can influence that of
their children as adults. A key issue is that it is difficult to disentangle the effect of parents’
socio-economic status from that of inherited abilities or disposition of individuals that
influence their wages and educational achievement.? In general, as in this study, estimates
of the impact of parents’ socio-economic status on individuals’ wages and educational
achievement do not distinguish these two effects. However, to the extent that heritability
of ability does not vary systematically across countries, it should not influence cross-
country variation in wage or educational mobility.

Parents can affect their descendants’ labour market outcomes in different ways. One
runs through labour productivity, which is often affected by schooling choices, parents’
private investment in education outside the educational system and individuals’ own
investment in higher education. The extent to which productivity is then reflected in
wages is influenced by labour market institutions, which vary across countries. Parents can
also affect the success and integration in the labour market in more indirect ways, such as
through the transmission of social norms, work ethics or social networks (Bourguignon
et al., 2003). In practice, it has often been difficult to separate all these channels.

Recent OECD analysis assesses and explores the drivers of intergenerational mobility
in three steps (Causa and Johansson, 2009).3 A first step investigates how individuals’
wages are associated with parents’ socio-economic status, as measured by fathers’
educational attainment. This can be seen as capturing all direct and indirect effects of
family background on wages. A second step assesses how fathers’ educational attainment
influences individuals’ wages over and above its effect on their educational attainment,
which is thought to capture the influence of family and/or social environment factors such
as social networks, social norms and work ethics. Given the importance of education in
explaining wages, in a third step the study measures the access to education of
descendants from different family backgrounds by assessing the extent to which students’
and adults’ educational achievement relates to their parental background.

Cross-country patterns in intergenerational social mobility

Wages tend to persist across generations in all OECD countries but cross-country
differences are wide

Relative positions in the labour income hierarchy persist over generations in all OECD
countries, although to varying degrees (e.g. Solon, 2002; Corak, 2004, 2006; D’Addio, 2007).
Existing estimates of the extent to which sons’ earnings levels correlate with those of their
fathers (i.e. the “intergenerational earnings elasticity”) find persistence to be particularly
pronounced in the United Kingdom, Italy, the United States and France. In these countries,
at least 40% of the economic advantage that high-earnings fathers have over low-earnings
fathers is transmitted to their sons (Figure 5.1). By contrast, persistence is comparatively
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low in the Nordic countries, Australia and Canada, with less than 20% of the wage
advantage being passed on from fathers to their sons.

Figure 5.1. The strength of the link between individual and parental earnings varies
across OECD countries’
Intergenerational earnings elasticity: estimates from various studies
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1. The height of each bar measures the extent to which sons’ earnings levels reflect those of their fathers. The estimates are
the best point estimate of the intergenerational earnings elasticity resulting from an extensive meta-analysis carried out by
Corak (2006) and supplemented with additional countries from d’Addio (2007). The choice of empirical estimates in this
meta-analysis is motivated by the fact that they are based on studies that are similar in their estimation technique, sample
and variable definitions. The higher the value, the greater is the persistence of earnings across generations, thus the lower
is the intergenerational earnings mobility.

Source: D’Addio (2007).
Statlink sz=7 http://dx.doi.org/10.1787/784787325068

New OECD evidence on intergenerational persistence in wages is obtained by
estimating the percentage increase or decrease in individuals’ gross hourly wages for
different levels of their fathers’ educational attainment in selected European countries.*
Across these countries, individuals whose fathers had achieved tertiary education are
found to earn substantially more than those whose fathers had achieved upper secondary
education, after taking into account the impact of a number of individual characteristics
(e.g. migrant and marital status and urbanisation of the area of residence).” For instance, in
southern European countries, the United Kingdom and Finland, having a father with
tertiary education raises a son’s wages by at least 20% or more, compared with a son whose
father had upper secondary education. At the same time, individuals whose fathers had
achieved below upper secondary education tend to earn considerably less than those
whose fathers had achieved upper secondary education.®

One way to summarise intergenerational wage persistence is through the overall
estimated gap between the wage for individuals whose fathers had achieved tertiary
education and the wage of individuals whose father had achieved below upper secondary
education. According to this measure, intergenerational persistence is particularly strong
in some southern European countries and in the United Kingdom, while it is lower in some
Nordic countries, Austria, France and Greece (Figure 5.2).” In general, according to this
metric, wage persistence across generations is also slightly stronger for sons than for
daughters. The magnitude of wage persistence changes moderately, but country rankings
are barely affected - although the cross-country spread is flatter - when adjustments are
made for cross-country differences in inequalities today and in past generations. Such
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adjustments aim to take account for the fact that the wage premium from having a higher-
educated father is likely to be higher in countries where there is greater wage inequality,

which does not necessarily signal lower intergenerational wage mobility.

Figure 5.2. Summary measure of wage persistence across generations for some OECD
countries

I Summary measure of wage persistence
[ Summary measure of wage persistence, corrected for distributional differences
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Note: An asterisk denotes statistical significance at least at the 10% confidence level. For example, the negative persistence in
Denmark for daughters is not statistically significant, i.e. not statistically different from zero.

1.

Wage persistence is measured as the distance or gap between the estimated wage of an individual whose father had
achieved tertiary education and the wage of an individual whose father had achieved below upper secondary education. A
larger number implies a larger gap, thus stronger persistence in wages or a higher degree of immobility over generations.
Father's educational achievement is a proxy for parental background or wage. The summary measure corrected for
distributional differences, corresponds to the summary measure of wage persistence, multiplied by the ratio of the standard
deviation of fathers’ education to the standard deviation of sons’ or daughters’ gross hourly wage. For details see Causa
et al. (2009).

Source: OECD calculations based on the 2005 EU-SILC Database.
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Education is a key driver of intergenerational persistence in wages

Human capital is a key determinant of individual wages and productivity, and
education is a key determinant of human capital. Therefore, as a further step in the
analysis of intergenerational wage persistence, the OECD analysis attempts to separate any
direct influence of fathers’ educational attainment on their descendants' wages from the
indirect effect going through their descendant’s educational attainment (see Bourguignon
et al., 2003). Such direct effects could reflect social norms or work ethics transmitted to
children but also the role of social networks. After taking into account the influence of
individuals’ education, the father’s level of education appears to have only a limited
influence on individuals’ wage, except in some European countries (Ireland, Italy,
Luxembourg the Netherlands, Spain and the United Kingdom), where direct linkages
appear to be comparatively more important.® Overall, given that wages are largely driven
by individual educational achievement, intergenerational educational persistence appears
to be a key determinant of wage persistence.’

Socio-economic background has a considerable influence on students’ secondary
education achievement

Intergenerational educational persistence partly reflects the influence of family
background on cognitive skills acquired during secondary education. Persistence in
secondary education, as measured by the influence of students’ socio-economic
background on student test score (PISA) achievements, is considerable in many OECD
countries.!® Austria, the Czech Republic, France, New Zealand, the United Kingdom and
the United States are among the countries where socio-economic background appears to
have the largest influence on students’ performance (Figure 5.3). The countries in which
persistence is relatively low include Iceland, Finland, Korea, Norway, Denmark, Canada
and southern European countries, as well as Mexico and Turkey.

The extent of inequality in students’ socio-economic background differs significantly
across OECD countries, with possible consequences for the overall influence of socio-
economic background on student achievement. Concretely, the effect of a comparable
change in socio-economic background has a different meaning in countries in which
inequalities in family backgrounds are small, as in Finland, or large, as in Mexico. Adjusting
educational persistence measures by cross-country differences in background inequality
significantly changes some country rankings along the persistence scale. In countries with
large inequalities in students’ socio-economic background, including Mexico, Portugal,
Luxembourg, Spain, and Turkey, even a relatively mild influence of background on
students’ achievement leads to large overall educational persistence across generations
(Figure 5.3). In these countries, inequality tends to exacerbate the influence of background
on achievement. According to this adjusted metric, persistence in secondary education is
among the highest in the United States, France and Belgium, while it remains low in most
Nordic countries, Korea and Canada.

The school environment plays an important role

The overall influence of socio-economic background on students’ achievement in
secondary education reflects both an effect at the individual level and an effect operating
through school choice. In most countries, the overall effect is to a large extent explained by
students with different backgrounds attending different schools, and thereby benefiting
from diverse school environments (Figure 5.4). This school effect reflects partly the extent
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Figure 5.3. The influence of parental background on student achievement in secondary
education varies widely across OECD countries’

[ Influence of parental background (socio-economic gradient)
I Influence of parental background (socio-economic gradient taking cross-country distributional differences into account)
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1. Socio-economic gradient: change in PISA science score due to an improvement of one international standard deviation in the
PISA index of student socio-economic background. Socio-economic gradient taking cross-country distributional differences into
account: change in PISA science score due to an improvement of one country-specific, inter-quartile change in the PISA
index of student socio-economic background. In countries where the difference in socio-economic background across
students is particularly large (e.g. Italy, Portugal and Mexico) the gap between the socio-economic gradients with and
without account for cross-country distributional differences is comparatively wide. The PISA test score scale has a mean of
500 and a standard deviation of 100 test-score points. For details, see Causa and Chapuis (2009).

Source: OECD calculations based on the 2006 OECD PISA Database.
Statlink sz http://dx.doi.org/10.1787/784787325068

to which students’ achievement depends on their peer group, educational resources
available to the school, the quality of the teachers, and the way in which students are
allocated across schools or to classes within them. In all OECD countries there is a clear
advantage in attending a school whose students are, on average, from higher socio-
economic backgrounds. However, the strength of this school environment effect varies
widely across countries. It is particularly sizeable in some continental European Union
countries, notably in Germany and the Netherlands, which have several distinct schooling
programmes within secondary education. The effect is much lower in the Nordic countries
that essentially have a unified secondary education system.

In all European OECD countries there is persistence in tertiary education across
generations

Intergenerational persistence in secondary educational achievement also translates
into persistence in post-secondary educational attainment. The latter can be assessed by
estimating the percentage increase or decrease in individuals’ probability of achieving
tertiary education for different levels of their fathers’ educational attainment. This
measures the extent to which individuals’ educational levels reflect those of their fathers.
Across all European OECD countries covered by the analysis, coming from a higher-
educated family (i.e. a father with a tertiary degree) increases the probability of achieving
tertiary education relative to having a medium parental educational background (i.e. a
father with an upper secondary degree). Likewise, there is a sizeable drop in the probability
of achieving tertiary education associated with growing up in a lower-educated family vis-
a-vis a medium-educated one. For pairs of fathers and sons the increase in probability is at
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Figure 5.4. The school socio-economic environment is a major channel of transmission
of parental background

Effects of individual background and school socio-economic environment on students' secondary achievement
(Socio-economic gradient taking cross-country distributional differences into account)
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1. The individual background effect is defined as the difference in performance on the PISA science scale associated with the
difference between the highest and the lowest quartiles of the average distribution of the PISA index of economic, social and
cultural status, calculated at the student level. The school environment effect is defined as the difference in a given
student’s performance on the PISA science scale associated with the difference between the highest and the lowest
quartiles of the country-specific school-level average distribution of the PISA index of economic, social and cultural status.
In the group of countries to the left in the figure the school environment effect mainly explains the influence of socio-
economic background on student’s achievement, while in the group of countries to the right in the figure the individual
background effect largely explains the influence of socio-economic background on student’s achievement. In the group of
countries in the middle of the figure the two effects are fairly balanced. For details, see Causa and Chapuis (2009).

Source: OECD calculations based on the 2006 OECD PISA Database.
StatLink sw=m¥ http://dx.doi.org/10.1787/784787325068

least 30 percentage points in Luxembourg, Italy, Finland and Denmark, while the decrease
in probability is more than 30 percentage points in Ireland and Greece.

A summary indicator of persistence in tertiary education is the overall gap between
the increase and decrease in the probability of achieving tertiary education when coming
from a higher-educated and lower-educated family, respectively. A larger gap implies
stronger intergenerational persistence in tertiary education (Figure 5.5). According to this
metric, persistence in sons’ education is relatively high in Luxembourg, Ireland and in
most southern European countries, possibly reflecting financial and other constraints in
access to post-secondary education, but also that inequalities in secondary education give
rise to learning deficits that hinder students in qualifying for higher education. Persistence
in tertiary education across generations for daughters follows a pattern similar to that of
sons.

There is also persistence in below upper secondary education across generations

There is also persistence in below upper secondary education across European OECD
countries. The probability of achieving below upper secondary education is, on average
across countries, 18 percentage points higher for a son or daughter whose father had below
upper secondary education compared to a descendant whose father had upper secondary
education. Conversely, the probability of achieving below upper secondary education
decreases, on average, by 10 percentage points for the descendant of tertiary-educated
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Figure 5.5. Summary measure of persistence in tertiary education for some
OECD countries’
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1. Persistence in tertiary education is measured as the distance between the estimated probability to achieve tertiary
education of an individual whose father had also achieved tertiary education and the probability to achieve tertiary
education of an individual whose father had below upper secondary education. A larger number implies a larger gap, thus
stronger persistence in tertiary education or a lower degree of educational mobility across generations. For details
see Causa et al. (2009).

Source: OECD calculations based on the 2005 EU-SILC Database.
Statlink sz= http://dx.doi.org/10.1787/784787325068

fathers compared with children whose fathers had upper secondary education. Persistence
can be summarised by the difference in these probabilities, which is 28 percentage points
on average, but varies widely across countries (Figure 5.6). Persistence in below upper
secondary education is relatively high in certain southern European countries, Ireland and
Luxembourg, while it is lower in Austria, some Nordic countries, France and the
United Kingdom.

How do policies and institutions affect intergenerational social mobility?

Policies and institutions are only a few among many factors affecting
intergenerational social mobility, but OECD analysis suggests they explain some of the
differences in mobility observed across countries. They include policies that affect access
to education and those that influence (intra-generational) wage and income inequality.

Mobility depends more on how resources are spent for schooling rather than
how much

The sheer amount of schooling resources and inputs is found to be only weakly
associated with student performance. For instance, cross-country evidence suggests that
increases in spending on secondary education or in other measureable school inputs (e.g.
reductions in class size) do not yield large benefits in terms of reducing the influence of
socio-economic background on students’ performance in secondary education. By
contrast, the ability to prioritise and allocate resources efficiently, as measured for instance
by new OECD indicators (Sutherland and Price, 2007) capturing the degree of
decentralisation and the existence of mechanisms matching resources to specific
needs, are associated with a lower influence of parents’ socio-economic background on
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Figure 5.6. Summary measure of persistence in below upper secondary education
for some OECD countries’
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1. Persistence in below upper secondary education is measured as the distance between the estimated probability to achieve
below upper secondary education of an individual whose father also had below upper secondary education and the
probability to achieve below upper secondary education of an individual whose father had achieved tertiary education. A
larger number implies a larger gap, thus stronger persistence in below upper secondary education or a lower degree of
mobility across generations. For details see Causa et al. (2009).

Source: OECD calculations based on the 2005 EU-SILC Database.
StatLink sw=m http://dx.doi.org/10.1787/784787325068

student achievement in secondary education. An exception to the limited role for schooling
resources is the gain from lengthening of compulsory education at both ends (see below).

Teacher quality matters not only for average student performance but also for equality
of opportunities in secondary education. Frequent suggestions for improving teacher
quality include raising overall salary levels, increasing salaries in the most disadvantaged
schools and areas, or introducing some type of performance-based pay schedule.
Suggestive new evidence from cross-country analysis indicates that the influence of socio-
economic background on a student’s achievement in secondary school is lower in countries
where teachers’ wage profiles are steeper over their career, possibly because larger
expected wage increases incentivise teachers (Figure 5.7, left).1? At the same time, practical
difficulties in designing and implementing cost-effective, incentive-based pay schedules
for teachers should not be under estimated.

Early childhood education and care can promote intergenerational social mobility

There is a rising body of economic and educational research pointing to the
importance of early childhood care and education for the development of cognitive skills at
later stages in life. Hence, compulsory enrolment in quality early childhood education and
care could possibly promote intergenerational social mobility. Indeed, new OECD cross-
country empirical evidence suggests that greater enrolment in early childcare and
education (day-care and pre-school), as well as higher spending on childcare and early
education, are correlated with a lower influence of socio-economic background on
students’ secondary education achievement (Figure 5.8, left).
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Figure 5.7. Teachers’ pay, social and tax policies shape the effect of 1nd1v1dua1
parental background on secondary education achievement!
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most mobility-friendly level of the policy (based on OECD countries’ policies distribution, excluding Mexico and
Turkey). The scale of PISA score in this figure differs from that of Figure 5.8. For details see Causa and Chapuis
(2009) and Causa and Johansson (2009).

Source: OECD calculations based on PISA 2006 Database.
Statlink sz http://dx.doi.org/10.1787/784787325068

Figure 5.8. Early childcare and education policies shape the effect of the school
socio-economic environment on secondary education achievement’
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Turkey). The scale of PISA score in this figure differs from that of Figure 5.7. For details see Causa and Chapuis
(2009).
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School practices that group students at early ages tend to undermine social mobility

School practices or systems that start grouping or “tracking” students early on in their
educational curricula are associated with larger socio-economic inequalities in secondary
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educational performance, without any gains in average performance. The influence of
socio-economic background on students’ achievement in secondary education tends to be
comparatively higher in countries where tracking and/or ability-grouping within schools
occur earlier. OECD evidence suggests that moving from a practice that separates students
into different schools at age ten to a practice that separates students at age sixteen would
reduce by two-thirds the influence of the school socio-economic environment on students’
achievement (Figure 5.8, centre).

Vocational education in secondary education varies across OECD countries in terms of
its design and success in equipping individuals with the necessary skills needed on the
labour market. This needs to be kept in mind when discussing the concern that vocational
education within secondary education could end up grouping “weak/disadvantaged”
students into programmes that limit their future learning possibilities in a similar way as
tracking. For example, OECD estimates suggest that, on average across countries, higher
enrolment in vocational education is associated with a larger influence of socio-economic
background on students’ performance in secondary education (Figure 5.8, right).

Increasing the social mix of students within schools could enhance mobility

Housing market and urban planning outcomes sometimes lead to the geographical
concentration of disadvantaged households in particular housing estates. In turn, such
residential socio-economic separation is often matched by schooling separation, primarily
because a large proportion of students tend to attend schools in their own neighbourhood.
The tendency of housing prices to internalise school quality further exacerbates this
phenomenon. According to suggestive new OECD evidence (Causa and Chapuis, 2009),
increasing the social mix of students within schools could increase the relative
performance of disadvantaged students, without any apparent negative effects on overall
performance. Therefore, education, housing and urban planning policies that encourage
the social mix within neighbourhoods could play a role in mitigating educational socio-
economic inequalities and raise social mobility.

The design of loan and student support systems can ease financial constraints and
promote mobility in tertiary education

The presence of credit constraints may hold back investment in tertiary education for
able individuals from disadvantaged or low-income families and thereby be an obstacle to
upward social mobility. The design of student loan and support systems can help mitigate
these constraints. In countries where such funding is available to all students (so-called
universal/individual systems), the probability for an individual from a lower-educated
family to achieve tertiary education is higher compared with the probability observed in
countries relying on other types of funding and loan systems (Figure 5.9). This suggests
that government-supported loan or grant systems may reduce students’ dependence on
their families for financing their post-secondary studies and alleviate financial constraints,
thus promoting intergenerational social mobility.

Policies and institutions can also influence social mobility by affecting
intra-generational income inequality

The link between intra-generational income inequality and intergenerational social
mobility is complex because higher inequality can have conflicting effects on mobility.
However, recent research tends to show that higher inequality is associated with lower
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Figure 5.9. Education funding systems matter for access to tertiary education
for individuals from disadvantaged backgrounds'
Men, 35-44 years old

Penalty from a disavantaged background (percentage points loss in probability of access)

Universal/individual system Other funding system
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1. The figure shows the estimated percentage points decrease in the probability of a son achieving tertiary education given
that the son’s father had achieved below upper secondary education, relative to a son whose father had upper secondary
education. For details see Causa et al. (2009) and Causa and Johansson (2009).

Source: OECD calculations based on the 2005 EU-SILC Database, Oliveira Martins et al. (2007).
StatLink s http://dx.doi.org/10.1787/784787325068

intergenerational mobility (e.g. Bjorklund and Jantti, 1997; Solon, 2004; Corak 2006;
d’Addio 2007; Andrews and Leigh 2009). One explanation is that with higher wage or
income dispersion, returns to education are also higher and this may especially benefit
individuals whose investment in education is not constrained by family background.’® One
channel through which public policies and institutions could, therefore, influence
intergenerational social mobility is by affecting intra-generational income and wage
inequality. Indeed, narrower cross-sectional income inequality (at a given point in time) is
associated with lower intergenerational persistence in wages across European OECD
countries (Figure 5.10). OECD evidence for a larger set of OECD countries also shows that
greater income equality is associated with a lower influence of family socio-economic
background on students’ achievement in secondary education.

Redistributive and income support policies seem to enhance intergenerational social
mobility

Progressive tax systems and social transfer programmes help defray the opportunity
costs to parents in poor households of investing in the education of their children. In some
countries, there exist social transfer programmes that are specifically directed to paying
part of such costs. Such redistributive policies could thus reduce current income
inequalities across parents so that their descendants’ income would converge more
quickly. Cross-country evidence suggests that higher progressivity in the personal income
tax schedule correlates with a lower influence of socio-economic background on students’
achievement in secondary education, as well as with a lesser influence of fathers’
educational attainment on individuals’ wages (Figures 5.7 and 5.11, right).'# In a similar
way, higher short-term net unemployment benefits are found to be associated with a lesser
influence of socio-economic background on students’ achievement in secondary education
(Figure 5.7, centre). Consistent with this evidence, European OECD countries with relatively
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Figure 5.10. Intergenerational social mobilitg{ tends to be lower in more unequal
societies
Correlation between inequality and intergenerational wage persistence
Men, 35-44 years old

Wage persistence, corrected for distributional differences (percentages points change in wages)
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Correlation coefficient: 0.56**
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1. Wage persistence is measured as the distance or gap between the estimated wage of an individual whose father
had achieved tertiary education and the wage of an individual whose father had achieved below upper secondary
education. A larger number implies a larger gap, thus stronger persistence in wages or a lower degree of mobility
across generations. The summary measure corrected for distributional differences corresponds to summary
measure of wage persistence, multiplied by the ratio of the standard deviation of fathers’ education to the
standard deviation of sons’ or daughters’ gross hourly wage. Inequality is measured by the Gini coefficient of
disposable household income adjusted for household size.

** denotes significant at 5%. For details see Causa et al. (2009) and Causa and Johansson (2009).

Source: OECD calculations based on the 2005 EU-SILC Database and Growing Unequal? (OECD, 2008).

Statlink sz http://dx.doi.org/10.1787/784787325068

Figure 5.11. Social and tax policies also seem to shape the effect of a father's
educational attainment on his son’s wage'!

% Effect at policy average
Percentage point change in wage due to father’s educational attainment
30

Minimum rate:
25 | 0.04 (PRT)
20 | Minimum rate:
0.01 (ITA)
15 |
10 | x
5|
0 -
Maximum rate:
-5 | 0.5 (DNK)
-10 | 1
15 | Maximum rate:
0.4 (NLD)
-20
Average unemployment benefit Tax progressivity rate
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1. Each bar represents the change in the parental background (father’s level of education) effect associated with a
change from the least to the most mobility-friendly level of the policy (based on the European OECD countries'
policies distribution). For details see Causa et al. (2009) and Causa and Johansson (2009).

Source: OECD calculations based on the 2005 EU-SILC Database.

Statlink sz http://dx.doi.org/10.1787/784787325068
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higher levels of average unemployment benefits seem to exhibit higher levels of
intergenerational wage mobility (Figure 5.11, left).

Concluding remarks

In this chapter, intergenerational social mobility is measured in alternative ways (e.g.
wage mobility, secondary and post-secondary education mobility), given that no single
indicator can provide a comprehensive picture. One pattern that emerges is that a group of
countries appears to be relatively immobile along most dimensions (e.g. southern
European countries and Luxembourg) while another group tends to be relatively mobile
(e.g. Nordic countries). In general, however, the extent of mobility in a given country may
differ along these various dimensions. In the United Kingdom, for instance, wage and
earnings mobility are found to be low in international comparison compared to mobility in
tertiary education. Likewise, in France the influence of family background on students’
achievement in secondary education appears to be much stronger than that of parental
background on individuals’ probability to achieve tertiary education.

Policies that facilitate access to education of individuals from disadvantaged family
backgrounds promote intergenerational wage mobility, and are also likely to be good for
economic growth. Examples include inter alia school practices that start grouping or
“tracking” students only late in their educational curricula so as to encourage the social
mix within schools, or government-supported loan or grant systems that reduce students’
dependence on their families for financing their post-secondary studies.

Notes

1. Faster economic growth could also have positive feedback effects on intergenerational mobility
insofar as the opportunities it creates benefit disproportionately the disadvantaged.

2. The relative importance of “nature” versus “nurture” in explaining intergenerational social
mobility is far from established (e.g. Sacerdote, 2002; Plug and Vijverberg, 2003).

3. This chapter is also based on analyses reported in Causa and Chapuis (2009) and Causa, Dantan
and Johansson (2009). These papers provide extensive references to the literature on
intergenerational social mobility.

4. The implicit assumption is that such attainment is a good proxy for parents’ permanent income,
which is reasonable given the close link between education and income. Basing the assessment of
wage persistence on gross hourly wages means that labour supply decisions are not taken into
account, and the obtained persistence measure can be thought to reflect the impact of parental
background on productivity.

5. The empirical regression analysis is performed separately for men and women, by cohort (25-34,
35-44 and 45-54 years old) and country. The results are presented for the 35-44 year old cohort in
order to reduce life-cycle measurement error in individuals’ economic outcomes (Haider and
Solon, 2006). Details on the empirical result for other cohorts are presented in Causa et al. (2009).

6. In the analysis, only wage earners are included. This may potentially exaggerate the degree of
intergenerational wage mobility, to the extent that the descendants of higher-educated families
are less likely to be inactive than those of lower-educated families.

7. Intergenerational social mobility in France measured by the influence of fathers’ educational
achievement on individuals’ wages is higher than mobility measured by the strength of the link
between earnings of pairs of fathers and sons. One possible explanation for this could be that the
former measure overstates mobility, because the group of fathers with tertiary education does not
distinguish between those with a university degree and those with a degree from a “Grande Ecole”.
It is possible that the wage gain from having a father with a Grande Ecole degree is larger than that
from having a university-educated father.
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8. The analysis of wage and adult education persistence is based on the SILC poverty module of
Eurostat’s survey data, which only covers European OECD countries.

9. See Solon (2004), Blanden et al. (2005, 2006) and d’Addio (2007) for a discussion of the importance
of education for intergenerational social mobility.

10. Students’ socio-economic background is captured here by an index that includes parents’
educational attainment as well as a number of other factors shaping the family’s social, economic
and cultural status.

11. Other potentially relevant policies such as affirmative action could not be considered in the
analysis.

12. It should, however, be recognised that such wage profiles may not capture performance-based pay
systems, but rather constitute a proxy for cross-country differences in “seniority wage profiles”.

13. This effect would appear to override the opposite effects that inequality may have on mobility, for
instance by raising incentives to enhance effort and improve productivity.

14. The measure of tax progressivity is the difference between the marginal and average personal
income tax rates, divided by one minus the average personal income tax rate, for an average single
worker.
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PART II

Chapter 6

Getting it Right: Prudential Regulation
and Competition in Banking

Stability and competition are both desirable features of a well-functioning banking
sector. The importance of banking sector stability has been highlighted by the recent
financial crisis, while gains from competition, in terms of efficient financial
intermediation and access of firms and households to finance, are well established.
Based on indicators of different aspects of prudential reqgulation for banking prior to
the crisis, this chapter finds little evidence that the two objectives of stability and
competition conflict with each other, with one exception being the anti-competitive
effect of stringent entry and ownership regulations. A stronger banking supervisor
even seems to strengthen competition, as it is found to potentially reduce the cost of
credit faced by borrowers.
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Introduction and main findings

The recent financial crisis and its subsequent impact on growth and employment have
been a forceful reminder of the vital role of prudential regulation in financial markets for
overall economic stability. At the same time, when evaluationg the current proposals and
actions to strengthen prudential regulation frameworks, attention needs to be paid to
preserving the well-established benefits from financial market competition.> Competition
matters for efficient financial intermediation and for the quality of financial products. It
can also facilitate access of firms and households to external financing and financial
services,? with potentially far-reaching consequences for economic growth and living
standards. As a consequence, even if it maximises stability, prudential regulation that
excessively harms competition cannot be a desirable strategy. Inasmuch as there may be
trade-offs between stability and competition regulatory reform will have to strike the right
balance.

Against this background, this chapter explores possible trade-offs between stability
and competition objectives.? The analysis relies on a set of indicators of different aspects
of prudential regulation that are constructed from qualitative information on pre-crisis
policy stances. The main findings are as follows:

e Relationships between the indicators of prudential regulation and summary measures of
competition in banking do not in general point to prudential regulation as having
adverse effects on the strength of competition. There may thus be no general trade-off
between financial sector stability and competition objectives.” Some areas of prudential
regulation, most notably the strength of the banking supervisor, appear to have even
been associated with greater competition in banking, possibly because strong
supervision has helped to level the playing field across all competitors. Taken at face
value, the empirical analysis suggests that increasing the strength of the supervisor can
reduce the average cost of credit faced by borrowers by a few tenths of a percentage
point.

e In a few specific areas, however, the findings indicate that a trade-off may be present
between the strength of prudential regulation and competition. In particular, stricter
provisions on entry and ownership appear to have weakened competition. More
stringent rules in this area might add up to several tenths of a percentage point to the
average cost of credit.

e How a given aspect of prudential regulation affects competition in banking seems to
depend on the strength of supervision. For example, where supervisors are strong,
stricter capital requirements or a more credible threat of forced exit are found to go
along with more competitive banking systems. The reverse is true when the supervisors
are weak. Likewise, strong supervisors seem to mitigate the anti-competitive effects of
stringent entry and ownership regulations.
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Prudential banking regulation

The regulatory indicators are based on an information set collected by the World Bank
covering answers to over 100 individual questions and assessments in different areas of
prudential regulation prior to the recent crisis. They have been constructed for the banking
sectors of OECD and selected non-OECD countries® and cover the following broad areas of
regulation: capital requirements, liquidity and diversification requirements, accounting
and provisioning requirements, external auditing and information disclosure
requirements, entry rules and ownership structures, exit rules and disciplining devices,
depositor protection, and the strength of the supervisory authority (see Box 6.1).” However,
there are areas for which insufficient or no comparable cross-country information is
available, and which as a result are not covered by the indicators. Some of these areas have
featured prominently in recent policy discussions following the crisis, such as off-balance-
sheet exposure, possibilities for accounting arbitrage, links between commercial and
investment banking activities, incentives built into remuneration systems, or macro-
prudential regulations. The quality of the actual regulatory system may also differ from the
strength of regulations for a variety of reasons, including influences of particular interests
on regulators or insufficient institutional capacity in administration.® For example, the
focus on existing regulations and a priori measures of supervisory strength can only partly
capture the actual strength of on-site and off-site monitoring carried out by prudential
authorities, such as for liquidity monitoring. Also, regulatory consistency may be
important, implying the need to see each component of regulation as an element of a
country’s whole regulatory system. The individual area indicators of prudential banking
regulation are, however, relatively well correlated with measures of financial soundness
and stability,” suggesting that they indeed capture some of the cross-country differences in
the stance of prudential regulation.

In the areas of regulation covered by the indicators, prudential regulation appears to
have been strengthened on average across the OECD over the 1998-2002 period and
weakened thereafter, the main exception being an increase in the strength of the
supervisor in both periods. Overall, the post-2002 weakening seems to have been less
marked than the pre-2002 strengthening (Figure 6.1).

Prudential regulation and competition in banking

The primary objective of prudential banking regulation is to ensure financial stability.
However, in the ongoing revamping of financial frameworks, attention should be focused
not only on reacting to the significant shortcomings that contributed to the crisis, but also
on ensuring that the new system will be efficient. This could in theory be difficult to the
extent that too-strict regulations have efficiency costs because of their negative impact on
the strength of competition. This would compound the challenges to competition posed by
amplified concentration, as well as the increased public ownership and intervention in the
financial industry that have occurred in the wake of the crisis.

OECD empirical evidence based on pre-crisis regulation is not, however, suggestive of any
generalised trade-off between the financial stability and competition objectives for the
banking sector — with corresponding evidence for the insurance sector leading to broadly
similar conclusions (see Box 6.2). OECD analysis based on net interest margins — one of several
possible indicators of competition outcomes'® - could not, for most areas of prudential
regulation, identify prejudice to competition outcomes. More stringent exit and disciplining
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Box 6.1. Underlying indicators and empirical analysis

Prudential regulation indicators have been constructed for eight thematic areas based on survey
information collected by the World Bank. These areas cover the following issues, inter alia:

Capital requirements include minimum capital to asset ratios, variations of capital to asset ratios
according to individual banks’ credit, market or operational risks, the application of simple
leverage ratios, the acceptability of subordinated debt and the use of revaluation gains as capital.

Liquidity and diversification requirements include limits on exposures to single or related borrowers,
limits on sectoral concentration of lending and liquidity reserves.

Accounting and provisioning requirements include information on accounting standards, definitions
of nonperforming loans, and disclosure of off-balance sheet items.

External auditing and information disclosure requirements include details on external auditing
requirements and their disclosure to supervisors, as well as the scope of legal action against
auditors in the case of negligence and against directors in the case of erroneous or misleading
information.

Entry rules and ownership structures includes information on the granting procedure and
requirements for entry licenses, disclosure of and limitations on the source of funds, ownership
restrictions for related parties, limits to engagement in securities, insurance and real estate
activities, and limits to foreign lending and ownership of nonfinancial voting shares by banks.

Exit rules and disciplining devices include measures relating to the forced exit of banks, bankruptcy
procedures for banks, and the powers of supervisors to override management decisions if the
solvency of a bank is under threat.

Depositor protection includes facts on the existence and limits of explicit deposit insurance
protection systems, the collection of premia to such schemes, and whether fees depend on banks’
risk profiles and co-insurance provisions.

Strength of the supervisory authority includes the budget and number of professional supervisors
of the authority relative to the size of the sector, the number and frequency of onsite inspections,
the ability of supervisors to change banks’ internal organisation structures, the protection of the
supervisory agency from political interference and the protection of individual agency staff from
law suits by banks.

The indicators form the basis for two sets of OECD empirical analyses presented in Ahrend et al.
(2009). The first part of the analysis, which is the focus of this chapter, explores the link between
indicators of prudential regulation and competition measures in the banking and insurance
industries. This focus on the link from stability-oriented regulation to competition is novel
although it relates to existing literature that has tried to evaluate the link from competition to
stability in banking.” The second part of the study relates bank share price developments before
and after the recent financial crisis, as well as estimates of the potential net fiscal costs of bank
rescue packages, to prudential regulation indicators and finds that banks in countries with stricter
prudential regulation seemed to experience less of a run-up in share prices before the financial
crisis but also less of a collapse afterwards with the net effect being positive overall.

* Surveying the evidence, Beck (2008) argues that, even though the issue is theoretically ambiguous, and in spite of some
conflicting empirical evidence, the literature mostly points to a positive relationship between competition and
stability in banking. Schaek et al. (2009) find a positive relationship between bank competition and banking system
stability, while Schaek and Cihak (2007) find bank capitalisation of European banks to be higher in more competitive
environments. Beck et al. (2006a, b) find that banking systems with more restrictions on entry and conduct are more

vulnerable to systemic banking distress. In contrast, Jimenez et al. (2007) find that lower loan market power is
associated with more risk taking.

202 ECONOMIC POLICY REFORMS: GOING FOR GROWTH © OECD 2010



11.6. GETTING IT RIGHT: PRUDENTIAL REGULATION AND COMPETITION IN BANKING

Figure 6.1. Past increases in prudential banking regulation were partly reversed
in the first half of the 2000s
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1. Changes are measured in units of one standard deviation.

Source: Calculations based on Ahrend et al. (2009).
Statlink sz http://dx.doi.org/10.1787/786661265275

rules, as well as stronger and more independent supervisory bodies, are even found to be
associated with greater banking competition. For example, taken at face value, the results
imply that increasing the strength of the supervisory agency from a moderately low (in a cross-
country setting) to a moderately high level may reduce interest margins, and with them the
average cost of credit faced by borrowers, by around 0.15 percentage points (Figure 6.2). In
addition, a similar increase in the strength of exit and disciplining rules would reduce margins
by close to 0.1 percentage points. The analysis also suggests that heterogenous levels of
stringency across different areas of prudential regulation could hamper competition.

There may be trade-offs in some policy areas, however. In particular, more stringent
entry and ownership restrictions across countries are associated with higher net interest
margins in the banking sector, consistent with the view that such regulations hamper
competition.!? The size of this effect may be close to a quarter of a percentage point in the
case of a change from a moderately low to a moderately high level of restrictions.

Splitting — on a judgemental basis — individual regulations at a detailed level into
potentially competition-adverse and remaining (competition-neutral or competition-
friendly) categories also does not produce evidence for a general trade-off between the
strength of regulation and competition. An indicator aggregating all potentially
competition-adverse regulations is associated with less competition, and an indicator
aggregating the remaining regulations is actually positively related to competition
outcomes (see Ahrend et al., 2009, for details). One interpretation for the latter result may
be that many prudential regulations contribute to leveling the playing field for all banks.
The overwhelming share of prudential regulations are a priori not potentially competition
adverse, although the incidence of potentially competition-adverse measures across
different areas of prudential regulation is highly uneven (Figure 6.3). Whereas for half of
the regulatory areas all individual regulations can be classified as competition-neutral or
competition-friendly, competition-adverse prudential regulations are especially common
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Figure 6.2. Different prudential rules have different effects on competition
as measured by low net interest margins'

Percentage points

04
03 1 Negative effect on
competition
02 |
01 |
-01 Positive effect on
competition

-0.2

Stronger entry and Stronger exit and Stronger

ownership restrictions disciplining rules supervisor
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respective area from the level of a country with moderately low regulation to the level of a country with
moderately high regulation. Moderately high regulation is defined as the level of a country with stricter rules than
three quarters of the 40 countries covered, while moderately low regulation is the level of a country with less
stringent rules than three quarters of the countries.

Source: Calculations based on Ahrend et al. (2009).
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in the area of “Entry Rules and Ownership Structures”, i.e. in the form of barriers to entry
and ownership.

The strength of the supervisor matters for the competition effects of other prudential
rules. More broadly, different areas of prudential regulation seem to interact in how they
affect banking competition, i.e. the effect of one regulatory policy on competition could

Figure 6.3. Few prudential rules are competition adverse a priori
Share of individual regulations that are potentially competition-adverse by regulatory area
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Box 6.2. Insurance sector

For the insurance sector there is no dataset on prudential regulation comparable to that
for the banking sector. Even so, it is possible to use available information to explore
possible links between regulation and competition. More specifically, indicators of
prudential regulation in the insurance sector have been constructed for OECD countries
based on the degree of compliance with the Insurance Core Principles issued by the
International Association of Insurance Supervisors, as assessed by the International
Monetary Fund in the context of the Financial Sector Assessment Program (FSAP).!

Insurance core principles deal with the quality of insurance sector regulation and
supervision in five main areas for which indicators can be constructed: resources and
powers of the supervisor; licensing and corporate governance requirements; the extent of
actual ongoing supervision; prudential capital requirements; and market practices
surveillance. An overall index, summing up regulations in these five areas is also
constructed, as are separate indices for life and non-life insurance. Life and non-life
insurance are very different in nature, with life insurance often fulfilling investment rather
than proper insurance functions. Net underwriting margins are used as the preferred
measure of competition for the overall insurance sector, as well as for life and non-life
insurance separately.?

As for the banking sector, empirical analysis for most elements of stability-oriented
insurance regulation found either no link with competition, or even signs that stricter
regulation might strengthen competition. The empirical evidence points, however, to a
stronger regulatory stance on ongoing supervision being associated with higher net
margins in life insurance, which could be seen as a sign of weaker competition. This
finding is not straightforward to interpret but may be connected to possible incentive
problems in the life insurance sector that suggest the trade-off may be more apparent than
real 3

1. The information based on FSAP reports is qualitatively different from the survey-based information for the
banking sector which refers to details on specific regulations. Each compliance assessment aggregates a
fairly large amount of information on the regulatory situation in a given field, while also incorporating a
certain amount of judgment by the assessors. In contrast to the comprehensive country coverage of the
World Bank survey data, complete FSAP information is not available for all OECD countries. The fact that
FSAP reports reflect regulatory stances in different base years and have been compiled by different teams
is likely to have some implications for comparability across countries.

2. The net underwriting margin, which is compiled from the OECD Insurance Statistics, is calculated as gross
premiums earned by insurers minus gross claims paid to policyholders, divided by gross premiums.

3. With large numbers of life insurance plans being de facto savings or pension plans, promising overly
optimistic payouts may increase the market share of a company. The resulting collection of insufficient
premia may be reflected in (overly) low underwriting margins. Even though the pursuit of such a strategy
would not be in the long-term interest of shareholders, it may well be in the (short-term) interest of a
company’s management. Successful regulation would prevent such practices, and this could result in
countries with stronger ongoing supervision having higher underwriting margins and a lower measured
degree of competition in the life-insurance sector.

depend on regulatory stances in other areas. For instance, the empirical analysis suggests
that stronger capital requirements could hamper competition where supervisors are weak,
possibly because they can be abused to create an uneven playing field and distort
competition when not enforced properly. For example banks with stronger lobbying power
might in the absence of proper enforcement gain a competitive advantage by not holding
the required amount of capital. More stringent capital requirements, however, would seem
to support competition where supervisors are sufficiently strong. The strength of the
supervisor is also found to dampen the competition-adverse effect of entry and ownership
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regulations, almost fully offsetting it where the supervisory authority is very strong. This
could indicate that a competition-adverse effect of entry and ownership rules can be
mitigated if those rules are administered properly, but that such rules can be exploited to
distort competition in weaker institutional environments. Along the same lines, exit and
disciplining rules appear to be more beneficial for competition the stronger the supervisory
institution, suggesting that the potential benefit from such rules - from a competition
perspective - may depend on proper enforcement (Figure 6.4). Finally, strict accounting and
provisioning rules seem more competition-friendly the more banks are required to disclose
information, and the stronger the requirements for subjecting their accounts to external
audits.

Figure 6.4. The effects of prudential rules on com})etition depend on the strength
of the supervisor

Impact of various prudential rules on net interest margins under different degrees of strength
of the supervisor

[ Low strength of supervisor I High strength of supervisor
Percentage points
0.4

Negative effect
on competition

03

0.2

0.1
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0.1
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competition
0.2 L

Rise in capital Stronger exit and Stronger entry and
requirements disciplining rules ownership restrictions

1. Bars represent, for two possible levels of strength of the supervisor, the effect on net interest margins of increases
in prudential regulation in various areas (capital requirements, exit and disciplining rules, and entry and
ownership restrictions) from moderately low to moderately high regulation, defined as a move from the first to
the third quartile of the relevant regulatory stance across countries. Light bars represent this effect when the
strength of supervisors is moderately low, while dark bars show the same effect when the strength of supervisors
is moderately high. Moderately high regulation corresponds to the level of a country with stricter rules than three
quarters of the 40 countries covered, while moderately low regulation is the level of a country with less stringent
rules than three quarters of countries.

Statlink sz http://dx.doi.org/10.1787/786661265275

Notes

1. These are suggested by both economic theory and empirical evidence. For evidence see e.g. Going
for Growth 2006, de Serres et al. (2006), Stiroh and Strahan (2003) or Jayaratne and Strahan (1996).

2. See e.g. Beck et al. (2008), Cetorelli and Strahan (2006), or Black and Strahan (2002).
3. This chapter is based on Ahrend, Arnold and Murtin (2009).

4. Constructing indicators of prudential regulation faces the challenges inherent in any indicator
building exercise, namely the intrinsic difficulty of transforming qualitative into quantitative data.
These issues have been extensively discussed in the past for other areas of regulation, as for
example in the construction of the OECD Product Market Regulation (PMR) indicators or the OECD
FDI restrictiveness index.
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5. OECD (2009) even argues that competition itself is good for financial stability because it limits the
number of firms that are “too big to fail”.

6. The non-OECD countries covered in the analysis are: Brazil, Chile, China, Estonia, India, Indonesia,
Israel, Russia, Slovenia, and South Africa. World Bank surveys on banking regulation were released
in 2007, 2003 and 2001, and cover the periods 2005/2006, 2001/2002 and 1998/2000, respectively.
OECD member and candidate countries for accession (Chile, Estonia, Israel, Russia, and Slovenia)
were given the opportunity to verify and correct the data used in the construction of the indicators.
For a number of countries revisions turned out to be substantial.

7. For information about the methodology and detailed results see Ahrend et al. (2009).
8. See e.g. Black and Jacobzone (2009).
9. See Ahrend et al. (2009) for details.

10. See Ahrend et al. (2009) for a detailed discussion. The net interest margin is defined as the margin
between the interest rates banks pay for their funding and the interest rates at which they lend.
While net interest margins may be influenced by the amount of risk taken by banks, as by well as
country-specific features, they are found to be the preferred measure for competition analysis for
traditional banking activities within countries (Carbo et al., 2009). As the analysis presented here
controls for country fixed effects as well as time fixed effects, it would be robust to permanent
cross-country differences in risk-taking as well as common trends in risk-taking behaviour over
time. However, for completeness, the paper also considers other possible competition measures in
the econometric analysis. The analytical framework employed is similar to Demirglic-Kunt and
Huizinga (1999).

11. Obviously, these findings do not exclude the possibility of trade-offs in areas of prudential
regulation not covered in the data-set underlying the analysis. For example, the rise in
securitisation in pre-crisis years could conceivably have increased competition at the expense of
financial stability.
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PART II

Chapter 7

Going For Growth in Brazil, China, India,
Indonesia and South Africa

Taken together, the “BIICS” (Brazil, China, India, Indonesia and South Africa) have
been an important engine for world growth through this crisis, and they account for
a growing share of global output. However, further reforms will be needed to ensure
catch-up to OECD GDP per capita levels over the long term. This Chapter uses the
OECD’s Going for Growth framework, as well as other available evidence linking
policies to economic performance, to identify key structural policy challenges in the
BIICS for the years ahead. While such challenges vary from country to country,
common areas for reform include strengthening policies in the areas of education,
product market regulation and labour markets, as well as improving more basic
market institutions.
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Introduction

Brazil, China, India, Indonesia, and South Africa - collectively referred to as the “BIICS”
in this Chapter - are the largest developing countries in their respective regions. As
evidenced by the increasing role of the G20, these countries are also becoming increasingly
important in the global economy.’ The BIICS are a highly heterogeneous group of
countries.? In terms of size, the group ranges from China, which is the world’s second
largest economy and most populous country, to South Africa, whose economy is currently
6% the size of China’s (or 4% in terms of population) and the 24th largest in the world. As
well as being very different in size, the BIICS are also at different stages of development,
with the variation among their incomes being similar to that among the 30 OECD countries.
They also differ in terms of their long-term growth performance. While all the BIICS were
enjoying periods of improved economic growth prior to the onset of the recent financial and
economic crisis, only China and to a lesser extent India sustained a continuous and significant
narrowing of the gap with high-income OECD countries in terms of GDP per capita levels.
Relative growth performance has not fundamentally changed with the crisis, with all of the
BIICS showing greater resilience than most OECD member countries.

While diverse, the BIICS also have a number of economic features in common.
Analysis of shortfalls in GDP per capita reveal that, with the exception of South Africa and
India, labour utilisation is broadly comparable to that in the upper half of OECD countries.
Instead, relatively low GDP per capita in the BIICS can be primarily traced to shortfalls in
labour productivity, which, in turn, reflect primarily technology but also human and
physical capital gaps. Large income gaps, predominantly driven by productivity
deficiencies, along with rapid convergence in China and India, point to the scope for catch-
up as a driver of growth going forward. However, achieving and/or sustaining high
economic growth rates will require the implementation of a broad range of growth-
enhancing structural policy reforms.

This chapter uses the OECD’s Going for Growth framework, as well as other available
evidence linking policies to economic performance, to identify key structural policy
challenges in the BIICS for the years ahead. The focus is on how to ensure catch-up to
OECD GDP per capita levels over the long term. As a result, more immediate
macroeconomic policy challenges - that at least in part have arisen in the context of the
recent financial and economic crisis - are not addressed here. The analysis in this chapter
suggests a number of common areas for ongoing reform across the BIICS:

e Rapid improvements in access to education have resulted in secondary school attainment
rates that are similar to OECD countries for younger cohorts. Although it will still take some
time for the stock of human capital in the BIICS to catch up with OECD levels, this positive
development bodes well for sustained productivity growth over the coming decades. However,
R&D spending in the BIICS is low relative to OECD countries, reinforcing the impact of still
relatively low human capital (especially as regards tertiary education attainment) and barriers
to trade and foreign investment that limit the international diffusion of new technologies.
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e Virtually all aspects of product market regulation are less conducive to competition in
the BIICS compared with OECD countries. In particular, government intervention in
markets that are inherently competitive is more pervasive, with state-owned enterprises
(SOEs) often operating in sectors that are protected by implicit or explicit barriers to
entry, especially in network sectors. Among the BIICS, government involvement in
competitive markets is particularly pronounced in China and Indonesia. Barriers to
entrepreneurship are also high and act as an obstacle to firm entry, while substantial
barriers to international trade and investment impede capital accumulation and
technological absorption.

e The persistence of large informal sectors in most of the BIICS and extremely low labour
utilisation in South Africa justifies a multifaceted strategy with emphasis on facilitating
formal sector employment. Key elements of such a strategy include giving informal
workers the necessary means (legal, financial, educational) to shift to formal
employment as well as to provide incentives for firms to become formal. The most
important policies include enhancing human capital and labour market flexibility,
simplifying the tax system, and reducing burdensome product market regulation.

e Property rights and legal institutions could be strengthened in the BIICS, especially in
China and Indonesia. In particular, rural land use rights in these two countries need to
be strengthened to a standard similar to that in urban areas to improve the ability of
small borrowers to use their property as collateral. In addition, proxy indicators of policy
enforcement suggest considerable room for strengthening enforcement agencies and
making them more efficient, in Indonesia, India, China and Brazil.

e Financial markets are typically much shallower in the BIICS than in OECD countries,
implying low levels of financial inclusion and a more limited role for financial
intermediation in capital allocation. Restricted access to financial services, particularly
in the informal sector, increases financing costs, resulting in low capital accumulation
and small scale, which contribute to low productivity. Hence, policies directed at
financial deepening, including improved regulation, would have important effects on
economic growth.

e While GDP per capita is the focus of this chapter, other dimensions of well-being, such
as the distribution of income, the quality of health and the environment also matter for
all countries including the BIICS.? Brazil and China have made dramatic gains in poverty
reduction over the past decade, halving the share of their population living at less than
USD 2 dollars a day (at PPP). In contrast, India and Indonesia have made smaller gains,
while the share of the poor population in South Africa has slightly increased. Though
there has been a sharp fall in life expectancy and increase in child mortality in South
Africa due to the AIDS epidemic, health indicators have improved in the other BIICS.
However, significant gaps between the BIICS and the OECD persist, partly because access
to healthcare in the BIICS remains a challenge.

Applying the Going for Growth framework to the BIICS is necessarily more difficult than
for OECD countries since the full suite of policy and performance indicators are currently
not available across all of these countries. In addition, with the extensive differences
between some of them and most of the OECD economies, the BIICS’s incorporation into
Going for Growth vastly increases the heterogeneity of country coverage. Although the OECD
countries are also unique in important ways and Going for Growth has been specifically
designed to avoid a “one-size-fits-all” approach, the framework will still need to be made
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more flexible over time to successfully accommodate the BIICS (Box 7.1). Therefore, the
policy priorities identified in this chapter should be seen as preliminary, and will be refined
as part of the full integration of the BIICS into Going for Growth in future years.

The Chapter is structured as follows. Section 2 gives a brief overview of economic
performance among the BIICS and vis-a-vis OECD countries, including a discussion of
recent convergence dynamics and a decomposition of current gaps in GDP per capita.
Section 3 then uses a range of policy indicators that are routinely included in Going for
Growth to assess broad regulatory settings in the BIICS. Section 4 goes on to evaluate policy
areas not typically included in Going for Growth though known to influence productivity
convergence in emerging markets, such as property rights, policy enforcement and
financial sector development. This section also includes a discussion of the causes and
consequences of informality.

Box 7.1. Adapting the Going for Growth framework for inclusion of the BIICS

In order to fully incorporate the BIICS into Going for Growth, a number of caveats apply
that call for further analysis. In particular, empirical work on the impact of policies on
performance that underlies Going for Growth will need to be broadened to include the BIICS.
Beyond assessing whether existing OECD-based evidence on the links between policies
and economic performance extends to the BIICS, this will also involve addressing policy
issues more specific to these countries. Empirical evidence will be needed to see if the
policy-performance relationships vary across widely heterogeneous groups of countries,
for example reflecting the influence of policies whose effects vary in relation to a country’s
distance to the efficiency frontier. Empirical work on the BIICS will also need to consider
the implications of large informal sectors that typically operate outside the scope of many
aspects of the regulatory framework. This can have a major impact on optimal policy
design, as the effect of policies on the size of the informal sector can be of first-order
importance. In addition, policy implementation and enforcement often faces relatively
more difficulty in the BIICS, which may also have important implications for optimal policy
design.

Recent literature, as summarised in The Growth Report of the Commission on Growth and
Development (2008), suggests that the sequencing and idiosyncrasies of policy reforms
may be important to understand the effects of successful growth episodes in countries
such as the BIICS. At times, unorthodox or so-called “second-best” reforms can be
appropriate, all the more so given political economy constraints and the difficulty of
building new institutions in economies undergoing large-scale transitions. Such reforms
can be useful to overcome the most binding constraints to growth and pave the way for
subsequent first-best reforms.

As well as developing a better understanding of the impact of policy on performance in
the BIICS, the range of indicators used in Going for Growth will need to be tailored to suit
these countries. One initial challenge for extending the exercise to the BIICS is that some
of the indicators used for OECD countries are currently not available for the BIICS and it
will take time to construct a comprehensive set of policy indicators. In addition, some of
the key policy issues for OECD countries — such as the work incentives embedded in social
transfer programs — are currently less relevant in the BIICS where social insurance systems
are just being implemented or considered, though Brazil has more experience. On the
other hand, the set of policy and performance indicators used in Going for Growth may also
need to be expanded to incorporate issues specific to the BIICS such as the quality of
governance and the size of the informal sector.
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Overview of performance differences among the BIICS and vis-d-vis
OECD countries

Trend growth and convergence performance

Average GDP growth rates have varied considerably across the BIICS in recent decades,
leading to very different convergence dynamics vis-a-vis countries in the upper half of the
OECD income distribution.# Most impressively, since the onset of economic reform around
thirty years ago, the Chinese economy has enjoyed a sustained and rapid economic
transformation, with swift catch-up in average incomes (Figure 7.1). India has also enjoyed
a period of solid economic growth since liberalising extremely interventionist economic
policies starting from the mid-1980s and has made good progress in reducing its large
income gap with the countries in the upper half of the OECD. Rapid convergence in
Indonesia during the early 1990s was interrupted by the Asian financial crisis and average
income has yet to recoup its pre-crisis level relative to the upper half of the OECD, despite
some recent progress. In the non-Asian BIICS, both South Africa and particularly Brazil
had, until the early 2000s, suffered deteriorating per capita income levels vis-a-vis the
countries in the upper half of the OECD.

Figure 7.1. Catch-up in GDP per capita varies across the BIICS
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Source: World Bank (WDI).
StatLink sw=r¥ http://dx.doi.org/10.1787/786673262253

GDP per capita gaps

Despite differences in convergence dynamics and high growth rates in some cases,
gaps in GDP per capita vis-a-vis countries in the upper half of the OECD income distribution
remain large, ranging from 75% in Brazil and South Africa to almost 95% in India. These
gaps can be broken down into contributions from labour productivity and labour utilisation
(Figure 7.2). With the exception of South Africa and, to a lesser extent, India, labour
utilisation in the BIICS is not that dissimilar with the upper half of OECD countries (when

ECONOMIC POLICY REFORMS: GOING FOR GROWTH © OECD 2010 213



I.7. GOING FOR GROWTH IN BRAZIL, CHINA, INDIA, INDONESIA AND SOUTH AFRICA

Box 7.2. Measures of well-being in the BIICS

While GDP per capita is the focus of the Going for Growth exercise — and this chapter -
other dimensions of well-being are also important to assess the qualitative nature of
income gains (see Box 2.1). These include particularly the distribution of income, as well as
broader well-being concepts such as health and environmental outcomes. The extent of
inequality varies widely across the BIICS — with Brazil and South Africa’s inequality (based
on Gini indices) the highest, and India’s the lowest (table below, first column). These
measures are higher than in most OECD countries, reflecting in part the lack of income
transfer programmes that are prevalent throughout the OECD (Forster and Mira d'Ercole,
2005). While rapid economic growth is generally associated with declining poverty (Kraay,
2006), for some countries poverty rates have fallen much more rapidly than for others
(table below). In particular, assessed at the $2-a-day threshold, Brazil and China have made
dramatic gains in poverty reduction over the past decade, halving the share of their
population living at this level. In contrast, India and Indonesia have made smaller gains,
while the share of the poor population in South Africa has actually increased.

Poverty reduction gains are rapid despite high income inequality

Gini index Poverty headcount ratio

Mid-2000s Mid-1990s Mid-2000s
Brazil 55.0 27.8 12.7
China 415 84.6 36.3
India 36.8 81.7 75.6
Indonesia 39.4 55.0 50.0
South Africa 57.8 4141 429
Chile 52.0 13.6 2.4
Estonia 36.0 2.8 2.0
Israel 39.2 . .
Russian Federation 375 7.6 2.0
Slovenia 31.2 2.0 2.0
Upper half of OECD countries 27.0
Lower half of OECD countries 35.6

1. Poverty headcount ratio at $2 a day (PPP) (per cent of population)
Source: OECD income distribution questionnaire and World Bank (WDI).

Health outcomes are another important measure of well-being that generally improves
with income, and is also a driver of it. However, their rate of improvement can depart from
income growth for long periods. In particular, the sharp fall in life expectancy and the
increase in child mortality in South Africa are due to the AIDS epidemic. In other countries,
life expectancy has been converging, but remains significantly lower than in the OECD.
Infant mortality rates have similarly fallen rapidly, but gaps remain large: mortality in
India is three times higher when compared to Brazil and China, and ten times higher than
the OECD average. Despite some important progress, access to healthcare in the BIICS
remains a challenge as evidenced by relatively low numbers of doctors and hospital beds
and the limited overall size of health care spending. Spending on health care is close to
that in OECD countries (as a per cent of GDP) for Brazil and South Africa, though India and
Indonesia spend much less.
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Box 7.2. Measures of well-being in the BIICS (cont.)

Despite strong progress, the gap in health indicators remains substantial

Healt‘h Life expectancy at birth, Infant mortality rate’ Hospital beds Physicians (per
expenditure total (years) (per 1 000) (per 1 000 people) 1000 people)
(% of GDP)
2006 1990 2007 1990 2007 Mid-90’'s Latest year] Mid-90’s Latest year
Brazil 75 66.5 72.3 57.9 21.7 383 24 1.4 1.2
China 46 68.3 73.0 45.4 21.9 2.6 22 15 15
India 3.6 59.7 64.7 116.6 71.8 0.8 0.9 0.5 0.6
Indonesia 25 61.7 70.6 91.0 31.2 0.7 0.6 0.1 0.1
South Africa 8.0 61.6 50.5 63.6 59.0 . 2.8 0.6 0.8
Chile 583 737 78.4 21.0 9.0 3.2 2.3 1.1 1.1
Estonia 5.2 69.5 72.9 17.5 5.6 11.6 5.7 35 3.3
Israel 8.0 76.6 80.6 11.5 5.0 6.2 6.0 3.2 3.7
Russian
Federation 5.3 68.9 67.6 27.0 14.5 13.1 9.7 41 43
Slovenia 8.4 733 7.7 10.5 39 6.0 48 2.0 24
Upper half of
OECD countries 9.5 76.8 80.8 9.2 37 10.4 7.3 2.8 3.7
Lower half of
OECD countries 8.2 72.6 771 18.6 8.9 5.6 37 1.9 2.3

1. Mortality rate under the age of 5.
Source: World Health Report (2004) and World Bank (WDI).

Environmental outcomes are also important determinants of health status and well-
being more generally. Unfortunately, economic growth can result not only in rising
incomes but also in increased energy consumption and pollution. While per capita
greenhouse gas emissions are still low in the BIICS, their carbon intensity (per unit of GDP)
is usually higher than for most OECD countries. Air pollution, in particular exposure to
particulate matter, are also much higher in the BIICS than across the OECD countries
(OECD, 2008f). In addition, a larger share of the population lives under medium to severe
water stress, while low levels of wastewater treatment and pollution contribute to the
incidence of waterborne and preventable diseases. In addition, particular economic and
health challenges are expected in the BIICS if global warming continues, including the fall
of agriculture yields, increased water stress, and loss of biodiversity. As the greenhouse gas
emission trends in these countries as a whole will have a considerable impact on global
climate, these challenges make “green growth” a high priority in the BIICS.

the informal sector is included in total employment). In contrast, across all of the BIICS,
labour productivity is estimated to be substantially below levels prevailing in the upper half
of OECD countries and is the predominant source of shortfalls in GDP per capita.” At the
same time, the distribution of income in the BIICS is more unequal and poverty is higher
than in most OECD countries, while health and environmental outcomes are weaker. This
makes it even more important to consider broader measures of well-being (see Box 7.2).
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Figure 7.2. The largest part of real income differences comes from labour

productivity gaps
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to the upper half of OECD countries for labour for labour
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1. For 2007, relative to the simple average of the highest 15 OECD countries in terms of GDP per capita, based on
revised 2007 purchasing power parities (PPPs) from the World Bank. The sum of the percentage gap in labour
resource utilisation and labour productivity do not add up exactly to the GDP per capita gap since the
decomposition is multiplicative. The lowest income OECD countries are Hungary, Mexico, Poland, the Slovak
Republic and Turkey. See Bléndal and Dougherty (2009) for details.

2. Labour resource utilisation is measured as total employment as a share of total population, based on national
labour force and household surveys.

3. Labour productivity is measured as GDP per person employed, including estimated informal employment.

Source: OECD estimates.
Statlink sz http://dx.doi.org/10.1787/786673262253

Labour utilisation

Generally good levels of labour utilisation do not imply that labour markets in the
BIICS are without major challenges. In addition to strong gender differences in labour
market access in several countries, a distinguishing feature of BIICS labour markets is the
high degree of informality, which means that many workers remain outside the scope of
labour market and social protection regulations.® Although the extent of informality is
difficult to measure and is thus highly uncertain (see Box 7.3), various measures suggest
that informality is particularly high in India and Indonesia, and more moderate in Brazil,
China and South Africa (Figure 7.3). Informality generally affects the less privileged, such
as youth and the low-skilled, which constitute a relatively large share of labour supply in
the BIICS given their demographics and levels of educational attainment (as discussed
below). In Brazil, informal jobs are mainly concentrated in low-skill intensive sectors such
as agriculture, construction, hotels and restaurants, domestic services, wholesale and
retail trade. In China, undeclared rural migrants and workers laid off from urban state and
collective enterprises constitute the largest part of informal employment. In India and
Indonesia, informal employment includes a disproportionate number of women, home-
based workers, street sellers and workers sub-contracted by firms in the formal sector. In
South Africa, the relatively small informal sector is partly a result of legacy restrictions
and municipal rules, while its growth has been associated with the emerging
entrepreneurialism among the majority black population.
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Figure 7.3. Informality is substantial in some of the BIICS
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1. The share of informal employment is based on a standardized definition, and excludes agriculture. Latest
available estimate shown: 2000-2007 (Brazil and South Africa); 1995-1999 (India and Indonesia); unavailable for
China. See Is Informal Normal? (OECD, 2009b) for more details and Box 7.3 for a further discussion.

2. The share of employment in the informal sector is based on the ILO KLIM database. Definition for Brazil:
unincorporated urban enterprises employing five or less employees and producing for sale, excluding agriculture.
India (2000): all unincorporated proprietary and partnership enterprises producing all or some of their goods or
services for sale, excluding agriculture and utilities. Indonesia (2004): all own-account and unpaid family workers
and employees in agriculture, and own-account workers (unless professional, administrative or clerical workers)
not assisted by other persons. South Africa (2004): business activities which are not registered for taxation, for
professional groups' regulatory requirements or similar acts.

3. Country-specific measures of informality shares based on OECD Economic Surveys (OECD, 2007a, 2008a, 2008b,
2009c) and the OECD Employment Outlook (2007b). Definition for Brazil (2009): own-account workers and
employees without social contributions. China (2008): self-employed. India (2004): workers not covered by the
employee’s provident fund. Indonesia (2004): own account workers and unpaid workers. South Africa (2008):
workers without pension and medical plans.

Source: OECD analysis.

Statlink sz http://dx.doi.org/10.1787/786673262253

While there might be a voluntary upper tier of informal employment, the large
majority of employment in the informal sector is involuntary. Systems of unemployment
insurance are generally much less developed in the BIICS, such that informal sector
employment provides an alternative to overt unemployment. However, informal sector
workers are generally self-employed with low levels of physical capital per worker, which
is reflected in low productivity and subsistence wages; this highlights the strong
interaction between employment structure and productivity performance in less
developed countries (OECD, 2009b). Informal jobs tend to be more unstable than formal
jobs with limited opportunities for human capital accumulation. Employment in the
informal sector can also be detrimental to a worker’s subsequent prospects for formal
employment and thereby may act as a trap for the low-skilled, contributing to the
persistence of income inequality.
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Box 7.3. Informality and employment measures in the BIICS

The concept of informal employment has become widely accepted in the analysis of
labour markets in developing countries, yet there are large differences in definitions and
measurement, making cross-country analysis difficult. Employment in the informal sector and
informal employment are two distinct measures related to different aspects of informality
recommended by the International Conference of Labour Statisticians. Employment in the
informal sector refers to the legal registration status of the enterprise unit and covers
employment in unregistered enterprises which are private unincorporated (or household)
units that produce and sell legal goods and services, with paid employment up to a certain
threshold (usually five employees). Informal “unprotected” employment refers to jobs that do
not comply with national labour legislation, income taxation, social protection or
entitlement to certain employment benefits like advance notice, severance pay, paid
annual or sick leave. Informal jobs can thus be performed in units of any status, including
both formal and informal-sector enterprises as well as in households producing
exclusively for own use.

While the two concepts of informality are complementary, the informal employment
definition tends to be broader. Compared to informal-sector employment, informal
employment adds two important groups, namely informal employees in the formal sector
and paid employees in households producing exclusively for their own use, while it
subtracts a group that tends to be small in most developing countries, namely formal
employees in informal enterprises.

According to the ILO conventions (from the 17th ICLS), the exact criteria for
measurement are to be determined “in accordance with national circumstances and data
availability”. In practice, OECD Economic Surveys apply the most commonly used definition
for a given country, which approximates the informal employment concept. Difficulties in
measuring employment in the informal sector and informal employment add to broader
challenges in measuring labour market outcomes in the BIICS, and complicate
assessments of the size of the total labour force, employment and unemployment.
However, as most activities related to labour market informality are neither illegal nor
underground, they are - in principle - included in regularly published employment figures
derived from household surveys, such as those used in this chapter.

Source: OECD Employment Outlook (OECD, 2008e) and Is Informal Normal? (OECD, 2009b).

Aside from the issue of informality, some key country-specific characteristics of BIICS
labour markets are as follows:

e Labour utilisation in South Africa is the lowest among the BIICS and, being almost half
that of the upper half of OECD countries, it explains a large part of the gap in GDP per
capita. This severe underperformance reflects both low labour force participation and
high unemployment, which currently stands at around 25% (Figure 7.4).” Unemployment
is not only high on average but also very unevenly distributed among age groups, gender,
skill categories and ethnic groups (OECD, 2008a). This partly reflects the legacy of
apartheid, but is also a function of the inability of labour demand to keep pace with a
rapidly growing labour force owing to shortcomings in product market competition,
labour market institutions and some aspects of macroeconomic policy.

e India’s labour utilisation gap vis-a-vis the upper half of OECD countries is also
comparatively large at just under 25%. Although employment growth has picked up
since the beginning of economic reforms, the labour utilisation gap has remained
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broadly constant with participation rates for women still (very) low in international
comparison.

e In Indonesia, the labour utilisation gap is around 15%. Despite an abundance of low-cost
labour, the growth of labour-intensive sectors has been relatively sluggish since the
Asian financial crisis in 1997-98, contributing to low job creation and high
unemployment, particularly among young adults. This has resulted in the labour
utilisation gap widening since the crisis.

e Labour utilisation in Brazil is now close to levels in the upper half of OECD countries,
reflecting in part the positive impact of solid economic growth on job creation
during 2003-08. Labour force participation has risen, while unemployment and the share
of employment in the informal sector have both been trending downwards,
notwithstanding the recent recession (OECD, 2009c).

e Labour utilisation in China compares very favourably with countries in the upper half of
the OECD income distribution. Increasing employment in small and medium-sized
private companies has mostly offset large declines in employment in state-owned
enterprises (OECD, 2010). Against this trend, the participation rate for young people has
been falling recently, though mainly as a result of increasing enrolments in tertiary
education (discussed below).

Figure 7.4. Employment rates are relatively high in the BIICS®
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1. Employment and participation rates as a share of the total population aged 15 and above, for 2008.

Source: ILO KILM Database.
StatLink sw=r¥ http://dx.doi.org/10.1787/786673262253

Labour productivity

The breakdown of GDP per capita above (Figure 7.2) indicates that labour productivity
in the BIICS is between 55% (South Africa) and 90% (India) lower than that of countries in
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the upper half of the OECD income distribution, and it is the predominant source large
income gaps. To better identify the driving factors behind these differences in output per
worker, labour productivity gaps in the BIICS are decomposed into the contributions from
total factor productivity (TFP) and physical and human capital per worker, based on strong
but reasonable assumptions regarding the production process and returns from education
at the country level (Figure 7.5).2 This illustrative decomposition suggests that differences
in physical and human capital accumulation are a significant source of labour productivity
shortfalls. Nonetheless, TFP gaps between the BIICS and countries in the upper half of the
OECD income distribution are extremely large and represent the major source of labour
productivity gaps.’

Figure 7.5. Gaps in total factor productivity, physical capital and human capital
are wide in the BIICS®
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1. Decomposition of labour productivity gaps for 2005, as a per cent of the upper half of the OECD countries, based
on a Cobb-Douglas production function that is assumed to be invariant across countries and time. Data on
physical capital stocks across countries are derived from investment series using the perpetual inventory method.
The physical capital stock is expressed relative to employment. Human capital stocks are constructed based on
average years of schooling in the population and assumptions regarding the returns to education. TFP is
measured as a residual and acts as a proxy for the level of technology. Due to data limitations and assumptions
underlying the decomposition, the results reported in this figure should be viewed as indicative. See Duval and
de la Maisonneuve (2010) for details.

Source: OECD analysis.
Statlink sw=r http://dx.doi.org/10.1787/786673262253

TFP gaps. A large theoretical and empirical literature has found that TFP growth in
industries and countries that lag behind the world technological frontier depend
importantly on the ability to adopt leading technologies and production techniques
developed in more productive economies (Aghion and Howitt, 2006). With indicative TFP
gaps ranging from around 40% in South Africa up to 75% in India and Indonesia,
technological diffusion is potentially a key source of productivity growth in the BIICS going
forward. The evidence suggests that, with the possible exception of Brazil, TFP growth in
the other BIICS has been reasonably good since 2000 and it has been broadly consistent
with their stage of economic development (Figure 7.6).
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Figure 7.6. TFP growth slows with higher levels of GDP per capita®
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1. Note that the measure of TFP growth in this figure is not fully consistent with the TFP levels in Figure 7.5 since the
former also implicitly includes the growth of human capital in TFP growth. Data for OECD countries come from
the OECD Productivity Database, while for the BIICS it comes from OECD Economic Surveys.

Source: OECD analysis.
Statlink s http://dx.doi.org/10.1787/786673262253

Physical capital intensity. The decomposition in Figure 7.5 indicates that shortfalls in
physical capital per worker are also an important driver of labour productivity gaps in the
BIICS. In China, capital intensity is still about half the level of the upper half of the OECD
but increasing rapidly, with investment accounting for almost 45% of GDP (Figure 7.7). In
India and Indonesia, capital intensity remains relatively low, although the investment
share of GDP has picked up markedly over recent years, particularly in India where it has
been helped by increased domestic savings. In South Africa, the relatively small gap in
capital intensity largely reflects high rates of capital accumulation during the Apartheid
era whereas the investment share of GDP has been lower more recently, before picking up
somewhat since 2003. Brazil also has a relatively small gap in capital intensity compared
with the other BIICS, although the investment share of GDP has been relatively low,
increasing only in the past few years.

As outlined in more detail below, foreign direct investment (FDI) can be particularly
effective in promoting productivity catch-up. In general across the BIICS, the FDI share of
investment is low compared with most current OECD member countries and accession
candidate countries (Figure 7.7). Although China has been the world’s largest recipient of
FDI in absolute terms, the share of investment funded by foreign capital has been steadily
declining since the mid-1990s. Moreover, FDI into China’s service sectors has been largely
concentrated in the real estate and financial sectors, while inflows into other service
sectors have remained relatively modest, constraining technological diffusion (OECD,
2010). In India, FDI inflows have been steadily increasing since the 1990s but still remain
comparatively low, as are inflows into Indonesia and South Africa. In Brazil, FDI inflows as
a share of investment have been robust over recent years compared to the other BIICS and
some of the OECD countries.'®
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Figure 7.7. Physical capital investment rates vary widely across the BIICS
Physical capital investment indicators, 2003-2008
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Source: World Bank (WDI), UNCTAD.
Statlink sz http://dx.doi.org/10.1787/786673262253

Investment in network infrastructure sectors can have a positive impact on long-term
income levels that goes beyond the effect of increases in the capital stock. This can arise
for a number of reasons including economies of scale, the existence of network
externalities and competition-enhancing mechanisms (Egert et al., 2009). Furthermore,
there is fairly general agreement that the link between infrastructure and growth tends to
be stronger in lower-income countries, where infrastructure deficiencies are most pressing
and the (marginal) return to investment highest (Estache and Fay, 2007). Indeed, although
it is notoriously difficult to measure the stock of infrastructure, some standard indicators
of provision suggest that there are large infrastructure gaps in the BIICS (Table 7.1).

Human capital. The stock of human capital, as measured by the average years of
education across the population, is considerably lower in the BIICS than in OECD countries
(Figure 7.8a). However, a large part of this gap is a result of the age-education structure of
the population, and it will be substantially closed provided that educational attainment is
sustained at current rates. To a large extent, attainment rates for secondary school
education have increased over time, with the share of graduates among younger
individuals being much higher than among their older counterparts (Figure 7.8b). This
increase in human capital has been particularly pronounced in China, where secondary-
school attainment in younger cohorts is now close to some of the best-performing OECD
countries. Indonesia, Brazil and South Africa have also made good progress in this area. In
India, secondary school completion rates have also risen but remain low compared to the
other BIICS. With the exception of Brazil, tertiary education attainment rates have also
increased in the BIICS, but not to the same extent as secondary school attainment, and still
generally remain significantly lower than in OECD countries (Figure 7.8c).
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Table 7.1. Infrastructure in network sectors’

Rail density Road density Telephone lines
(per 100 km) (per km) (per 100 people)
Brazil 0.3 0.2 214
China 0.7 0.4 27.7
India 2.1 1.1 3.3
Indonesia 0.3 0.2 133
South Africa 2.0 0.3 9.5
Chile 0.8 0.1 21.0
Estonia 2.3 1.3 37.2
Israel 4.4 0.8 39.7
Russian Federation 05 0.1 311
Slovenia 6.1 1.9 49.5
Upper half of OECD countries 8.3 2.2 53.2
Lower half of OECD countries 2.3 0.6 33.0

1. Rail density is route length in km per 100 km? of land area; road density is total network length in km per km? of
land area; telephone lines are total mobile and land lines per 100 people.
Source: World Bank (WDI).

Applying the Going for Growth framework to the BIICS

The cross-country differences in various aspects of economic performance outlined in
the previous section partly reflect differences in policies and institutions in the BIICS,
which is the focus of the remainder of this chapter. Notwithstanding challenges in
assessing the impact of policies on performance,!! there is growing evidence — some of
which underpins Going for Growth — that improvements in institutional quality lead to
lasting improvements in resource allocation, productive capacity and economic
development. This section applies the Going for Growth framework to the BIICS to identify
some of the potential policy weaknesses that could be remedied to deliver strong and
sustained growth. This application is necessarily more limited than in OECD countries
given that the full suite of policy and performance indicators used in Going for Growth is not
yet available across all of the BIICS.

Education

Human capital is a fundamental determinant of economic growth and long-run living
standards. Improved educational attainment means more skilled and productive workers
that increase an economy’s productive capacity (OECD, 2003). Recent evidence suggests
that schooling quality and the development of cognitive skills is of particular importance
for enhancing human capital and economic growth (Hanushek and Woessmann, 2008). As
well as aiding in the development of skills-intensive industries and new technologies,
human capital also influences a country’s productivity performance by facilitating
technological diffusion between firms. In the context of the BIICS, this may speed the
adoption of advanced technologies from multinationals operating at the productivity
frontier. This suggests a distinction between different types of education spending, with
investment in higher education improving a country’s ability to make cutting-edge
innovations whereas investment in primary and secondary education is more likely to
improve a country’s ability to implement existing frontier technology (Aghion and Howitt,
2006). Human capital also has an important bearing on labour market outcomes, since
better-educated workers are more employable and easier to train/re-train. Such flexibility
is particularly important in the increasingly globalised BIICS economies.
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Figure 7.8. Most of the BIICS are catching up in educational attainment
Human capital indicators
A. Average years of schooling in population aged 15-64, 2010"
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C. Population that has attained tertiary education by age group, 2005
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1. Estimate based on a forward-looking demographic projection.

Source: Cohen and Soto (2007); Samir et al. (2008).
Statlink sz http://dx.doi.org/10.1787/786673262253
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As described in the previous section, secondary school attainment rates have
increased markedly in the BIICS and, with the exception of India, are similar to average
attainment rates in the OECD for younger cohorts, although tertiary enrolment has
increased less. In no small part, this reflects the impact of policy initiatives to increase
access to education. Notwithstanding these laudable improvements, however, indicators
such as PISA scores suggest that student performance and education quality in the BIICS
lags that in OECD countries. In India and Indonesia, weak outcomes may partly be
associated with insufficient investment given that total public spending on education is
low relative to GDP*? (Figure 7.9). Brazil and South Africa, however, devote a similar share
of GDP to education as a number of OECD countries (though less in terms of real
expenditure at PPP per student), raising some questions about the administrative cost
efficiency and quality of publicly-provided education. In particular, high unemployment in
South Africa partly reflects an excess supply of low-skilled labour, though there is also a
shortage of highly-skilled workers (OECD, 2008a). The substantial heterogeneity in the
quality of education at each level of attainment also plays a role in exacerbating skill

mismatches across the BIICS.

Figure 7.9. Public expenditure on education varies widely across the BIICS
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Source: World Bank (WDI).

Product market regulation

StatLink s http://dx.doi.org/10.1787/786673262253

The OECD’s indicators of product market regulation (PMR) measure the extent to
which the regulatory framework is supportive of competition in markets for goods and
services where technology and market conditions make competition viable. Prima facie
evidence suggests that these indicators are highly correlated with gaps in average income
across a range of developed and developing countries, including the BIICS (Figure 7.10).
Evidence for OECD countries suggests that restrictive PMR can impair productivity growth
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Figure 7.10. Regulation and gaps in GDP per capita are correlated’
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1. Gaps in GDP per capita are measured vis-a-vis countries in the upper half of the OECD income distribution. Data
are for the “simplified” PMR indicator, which has been consistently estimated across the largest number of
countries, including all BIICS. See Wolfl et al. (2010) for details.

Source: OECD, Product Market Regulation Database, World Bank (WDI).
Statlink sz http://dx.doi.org/10.1787/786673262253

as well as inhibit new firm creation and business investment (Conway et al., 2006; OECD
Going for Growth 2007). Empirical analysis finds that the link between PMR and GDP per
capita may be less robust in lower-income countries, given that the potential growth
benefits of enhancing product market competition may be impaired by other structural
weaknesses (WO6lfl et al., 2010).

Although the effects of PMR reforms may depend on a country’s distance to the
efficiency frontier (Aghion and Howitt, 2006), recent theoretical and empirical work
generally supports a number of potential mechanisms that may explain this significant
link between PMR and economic performance. Broadly speaking, promoting competition
by lowering (domestic and border) barriers to entry and leveling the playing field for
different firm types can encourage the movement of capital from low to high-productivity
firms and sectors, thereby improving resource allocation.!? Of particular relevance to the
BIICS, there is also evidence that lower PMR speeds the international diffusion of new
technologies and production techniques (Arnold et al., 2008; Conway et al., 2006; Aghion
and Griffith, 2005). As well as stimulating catch-up, product market liberalisation can also
facilitate firm monitoring and encourage managers of state-owned or newly privatised
firms to improve efficiency (Aghion et al., 2002). This impact may be potentially large in the
BIICS, given their large state-owned sectors that are often less efficient than private-sector
firms.1* Greater competition can also stimulate job creation and raise employment levels
in the long run (Blanchard and Giavazzi, 2003; Nicoletti and Scarpetta, 2005; Bassanini and
Duval, 2009). There is even some evidence that stronger competition may have particularly
beneficial effects for the purchasing power of lower-income deciles (Urzta, 2008).
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On average across the BIICS, PMR is more restrictive of competition than in OECD
countries and in most of the countries in accession to the OECD (Nicoletti and Wolfl, 2010)
(Figure 7.11). Regulatory regimes in the BIICS are estimated to be relatively restrictive of
competition across all three of the broad regulatory areas assessed in the PMR framework:
state control, barriers to entrepreneurship and barriers to trade and investment. High state control
in the BIICS reflects activist industrial policies that entail widespread government control
of business enterprises and a prevalence of coercive instead of incentive-based regulations.
In China and Indonesia, where state control is particularly high, state-owned enterprises
(SOEs) still operate across most sectors of the economy despite extensive privatisation.
Although public ownership does not need to be at the expense of competition, SOEs are, in
practice, often granted “national champion” status and enjoy some degree of monopoly
power and excessive mark-ups.’® In some of the BIICS, SOEs also still benefit from soft
budget constraints and exemptions from competition law, which further tilt the playing
field in their favour. Although all of the BIICS have taken important steps to lessen
government involvement in product markets, the PMR indicators suggest that the line
between the public and private sectors remains blurred to some extent. More complete
implementation of the OECD Principles of Corporate Governance would be helpful in this
regard.

Administrative reforms have generally made governments in the BIICS less reliant on
microeconomic interventions and more focused on framework conditions with improved
capacity to oversee market-based economies. However, in international comparison,

Figure 7.11. Regulation is on average highly restrictive in the BIICS®
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1. Data are for 2008 using the “simplified” PMR indicator, which has been consistently estimated across the largest
number of countries. The indicator ranges from 0 to 6 from least to most restrictive of competition. See Wolfl et al.
(2010) for details.

Source: OECD, Product Market Regulation Database.
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barriers to entrepreneurship still discourage private sector firms and competitive markets.
The main reasons for these barriers differ across countries. In China and India, recent
initiatives to improve government bureaucracy and cut red tape have made less headway
in practice than expected, such that administrative burdens on entrepreneurs are still very
high and act as an obstacle to entry. In South Africa, administrative burdens are
comparable to those in some of the OECD countries but the licensing and permits systems
are cumbersome and legal barriers to entry persist in a number of sectors generally
considered to be competitive. Legal barriers to entry are also high in Indonesia, particularly
in sectors where the government has majority (or full) ownership of the dominant firm -
for example, in financial services, public utilities and transport sectors. Excessive
government bureaucracy is also an ongoing problem in Indonesia. In Brazil, barriers to
entrepreneurship are estimated to be the least restrictive among BIICS even though legal
barriers to entry remain in place in some sectors.

Barriers to trade and investment

Barriers to international trade and foreign direct investment can be particularly
detrimental to productivity growth, with an extensive literature finding that countries that
grow relatively quickly as a result of higher physical and human capital investment and
sustained improvements in productivity tend to be more open economies (e.g. Wacziarg,
2001). Multi-national enterprises tend to be more efficient than their local counterparts
and can act as conduits for knowledge transfer by opening sectors up to frontier
technologies, including those embedded in more modern intermediate inputs and capital
goods. This growth-enhancing effect of FDI is potentially greater in emerging economies,
though domestic barriers to competition can also impede the process (Savvides and
Zachariadis, 2005; OECD, 2009e).

Notwithstanding the benefits of openness, the BIICS remain relatively restrictive in all
forms of barriers to trade and investment, as measured by the PMR indicators (Figure 7.11).
Tariffs are high and leave considerable scope for selective policies interaction in India
(Figure 7.12). In Brazil, tariffs are also high, but overall restrictions on foreign ownership are
the least restrictive among the BIICS (except in the banking sector, where it is strongly
limited) and comparable to barriers in some of the more restrictive OECD countries. South
Africa also has a comparatively open FDI regime in the context of the BIICS while Indonesia
has relatively restrictive rules regarding foreign ownership. As outlined in Section 2,
barriers to foreign ownership across the BIICS are reflected in moderate rates of FDI inflows
as a share of investment, consistent with empirical evidence across a range of countries
(Golub, 2009).

Regulation in infrastructure sectors

The respective roles of public and private firms in infrastructure sectors are partly
determined by the regulatory regime. Reforms to support free entry into potentially
competitive market segments, and to establish independent regulators immune to capture
by market participants or political interests, need to reflect the particular circumstances of
the industry and be carefully coordinated along the supply chain. Notwithstanding the
complexities of infrastructure regulation, the experience of a number of countries in the
OECD area and beyond suggests that with appropriately designed regulatory frameworks,
a competitive environment in market segments where competition is viable can help
ensure more efficient investment, leading to an expansion of supply and lower prices
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Figure 7.12. Tariffs are high in some of the BIICS?
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(Sutherland et al., 2009). As well as benefiting end-users, this can also flow through to
downstream sectors by lowering the price and improving the quality of their intermediate
inputs, spreading the benefits of reform throughout the economy. In market segments
characterised by natural monopoly, arm’s length regulation can, in principle, limit the
exercise of market power by aligning private and social costs and benefits. In practice, this
has proven difficult in some market segments, although technological progress and
regulatory innovations have at the same time gradually reduced the natural monopoly
element. Given that governments will continue to play key roles as providers and
financiers of infrastructure, mechanisms to ensure investment efficiency also need to be
put in place.

On average, entry barriers in infrastructure sectors tend to be higher and regulators
less well established in the BIICS compared with OECD countries. In Brazil, regulatory
reform and a privatisation programme in the 1990s have lowered entry barriers in some
infrastructure sectors, particularly electricity and telecommunications, though regulation
still limits competition in some areas. In South Africa, the regulatory environment is still
highly restrictive in the telecoms, rail freight and electricity sectors. In China, network
regulation is, overall, estimated to be more restrictive than in any of the OECD countries. In
India and Indonesia, although OECD indicators of regulation in network sectors are yet to
be constructed, network sectors tend to be vertically integrated and dominated by state
monopolies, leading to poor outcomes with infrastructure deficiencies often cited as major
constraints on business.*®
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Subsidies

Subsidies are commonplace in the BIICS, though they are often concentrated in
different sectors than in OECD countries. While agricultural support tends to be lower than
in OECD countries, other government subsidies to producers and consumers in the BIICS,
including trade measures, have the potential to distort production and investment
decisions by biasing rates of return. Direct subsidies also risk lowering the quality of
government expenditure by reducing the funds available for infrastructure investment and
human capital development. Despite these negative effects, India and Indonesia
respectively spend 10% and 20% of government expenditure on subsidies, particularly for
energy. By keeping the price of fossil fuels artificially low, such price support encourages
wasteful consumption and has a detrimental impact on the environment. Moreover, a high
proportion of indirect subsidies distributed through local governments in some of the BIICS
do not reach the poorest groups in society. Policies to provide more direct cash support to
individuals and incentives for education or healthcare can be more effective in helping to
sustainably raise incomes of the poorest segments of the population (see OECD, 2007a). As
an example of this type of policy, Brazil has built a cash transfer program for families to
incentivise them to send their children to school (modeled on Mexico’s Oportunidades
programme). Over the longer term, transfer and benefit systems can provide safety nets
and redistributive tools that help to address broader welfare concerns.

Labour market regulation
Employment protection legislation

Research on the impact of employment protection legislation (EPL) has found that
overly-rigid labour regulations can reduce job flows and negatively impact on the
employment prospects of some groups of workers, notably youth and women (OECD, 2004;
Kahn, 2007; Haltiwanger et al., 2008). Such labour market dualism may, in the context of
BIICS, contribute to enlarged informal sectors. Overly strict EPL often fails to provide
effective social protection for the most needy, given that it is not binding in the informal
sector. Based on the experience of OECD countries, the employment and re-employment of
workers can be better supported through the development of appropriate benefit schemes
and activation systems, such as active labour market programmes (OECD, 2006). Strict EPL
can also negatively impact productivity growth by restricting the movement of labour into
emerging high-productivity activities and reducing incentives for firms to grow (Bassanini
et al., 2009).

The OECD’s indicators of EPL imply that overall legislation in the BIICS is, with the
exception of South Africa, on a par with those in the more restrictive OECD countries
(Figure 7.13). In Indonesia and India, the cost of individual dismissal is in fact the most
restrictive across all assessed countries, reflecting strict notification requirements that
make it extremely difficult to lay off workers (OECD, 2007a; Dougherty, 2009). In turn, this
deters firms from taking on new workers and encourages informality. EPL is also fairly
restrictive in China, although the comparatively less stringent restrictions applying to
fixed-term employment (until recently) have led to a preponderance of short-term
contracts. In Brazil, and particularly South Africa, EPL on regular contracts does not appear
to be overly stringent in international comparison. Instead, substantial (though falling)
informal employment in Brazil and chronically high unemployment in South Africa
suggests that the causes of labour market inefficiencies lie elsewhere.
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Figure 7.13. Employment protection legislation is stringent in the BIICS except
South Africa’
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Minimum wages

Minimum wages set too high relative to average wages truncate the earnings
distribution in the formal sector and reduce demand for lower-skilled workers (OECD,
2004). Groups with weak labour market attachment - typically females, youths and less-
educated individuals - are most likely to be adversely affected with greater risk of job
losses and be trapped in the informal sector. The adverse effect of excessive minimum
wages can therefore be particularly marked in emerging economies, characterised by
relatively young and less-educated workforces (Kantor et al., 2006).

The relative minimum wage in Brazil, China and India are below the lower half of
OECD countries where minimum wages exist (Figure 7.14). South Africa has no uniform
statutory minimum wage, and sectoral minimum wages set by the government in sectors
without bargaining councils are low and cover a relatively small number of employees.
However, collective bargaining arrangements in South Africa impose de facto minimum
wages on a number of additional sectors.!” Indonesia has one of the highest minimum
wages in the world, equal to 65% of the median wage of salaried workers, which has had a
detrimental impact on the labour market, especially by reinforcing a high degree of
informality (Suryahadi et al., 2003; OECD, 2008).
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Figure 7.14. The minimum wage varies among the BIICS
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Taxation

Demand for social protection will increase as the BIICS continue to develop, as
witnessed by the recent expansion of formal social safety nets in Brazil and China. This
raises the question of the most appropriate way of financing social protection over the
longer term. The relative roles of individuals and general taxation can vary inter alia
according to social preferences. To the extent that taxation is used to finance social
protection, along with other government spending priorities, the tax system needs to be
designed to minimise efficiency costs. In particular, general property and consumption
taxes are typically less distorting than capital and labour incomes taxes (OECD, 2009a).
Minimising the tax burden on labour income and broadening the tax base beyond wage
earners is particularly important in most of the BIICS given the risk of reinforcing already
pervasive informality. In turn, informality narrows the tax base and shifts the tax burden
disproportionately onto formal enterprises and individuals.

In Brazil, the overall tax take is high relative to income levels (Figure 7.15a), with a
particularly heavy tax burden on labour income. The adverse labour market impact of high
taxes may be reinforced by the complexity of the tax system, which features a multitude of
payroll levies on top of social security contributions, though some reforms in this area are
underway (OECD, 2009¢). In India and Indonesia, tax revenues are low, reflecting the
absence of social safety nets (for health, pensions and unemployment) beyond the
employees of larger companies and the government. The overall tax burden in South Africa
is broadly in line with other countries that have similar levels of GDP per capita. However,
a large proportion of the tax take in South Africa comes from direct taxes on workers and
firms (Figure 7.15b). In contrast, there has been a largely favourable trend across the BIICS
characterised by an increasing dependence on indirect taxation. The emphasis on the
taxation of consumption (i.e. of goods and services) rather than labour has to a large extent
resulted from the difficulty of taxing income when there are a large number of potential
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taxpayers with low incomes, often with only very basic education and when informality is
widespread (for example only 2% of the adult population pays income taxes in India).
However, the design of indirect tax systems in most countries tends to be inefficient, due
to fragmentation, complexity and changing provisions.

Figure 7.15. Tax to GDP ratios are typically higher in more advanced economies
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Source: OECD (2007); OECD (2008b), OECD (2008c), OECD (2009c), IMF (2009).

Research and development (R&D)

Statlink sz http://dx.doi.org/10.1787/786673262253

R&D investment enhances long-run income levels by facilitating innovation in
countries near the technological frontier and increasing the “absorptive capacity” of
countries lagging behind it. The process of transferring new technologies and production
techniques from high to low-productivity countries is skill-intensive and requires
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sufficient R&D in the recipient country to master new technologies and adapt them to local
conditions (Howitt and Mayer-Foulkes, 2005). Solid framework conditions - including many
of the policies previously discussed — that encourage human capital accumulation and
facilitate trade and investment openness can stimulate businesses to invest in innovation
activities. These conditions are important for economies to fully reap gains from R&D,
which can yield a very high social rate of return (see Going for Growth, 2006).

As a share of GDP, R&D expenditures vary considerably across the BIICS but are
typically lower than in the majority of OECD countries (Figure 7.16). In China, after a recent
period of rapid growth, R&D expenditure is now around 1.5% of GDP, the highest among the
BIICS (OECD, 2008c). R&D spending is broadly around 1% of GDP in Brazil and South Africa,
slightly lower in India, and very low in Indonesia. While public-sector R&D can be
particularly beneficial for creating new technologies with high social returns, private sector
investments are crucial, and can be facilitated if the framework conditions provide
sufficient incentives for businesses to invest. Most R&D in India is undertaken by the
government, with private sector R&D relatively low. Indonesia’s low expenditure on R&D
reinforces the impact of low human capital and barriers to trade and foreign investment
that inhibit the absorption of new technologies.

Figure 7.16. Public and private R&D spending’
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Provisional policy recommendations based on Going for Growth

Although extensive policy and institutional reforms have already been undertaken in
the BIICS, more reforms will be needed to deliver sustained growth and rapid economic
convergence going forward. Applying the Going for Growth framework to the policy and
performance indicators outlined above points to a number of potential growth-enhancing
policy priorities, summarized in Table 7.2 (for an overview of the Going for Growth
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framework see OECD, 2009). However, a good deal more judgment is necessary in
formulating these priorities than is typically the case with OECD countries, given the
incomplete coverage of policy and performance indicators, as well as of relevant
econometric work:

e With product market regulation much more restrictive of competition than in OECD
countries, there are a number of areas in which each of the BIICS could make significant
improvements. In China, India and Indonesia, further reductions in the size and scope of
state enterprises would help reduce implicit barriers to entry and increase competition
in a number of sectors. Also, the strategic decisions of SOEs in these countries can still
reflect the government’s intentions, implying that improvements in governance would
already help SOEs to operate on commercial grounds and maintain an arm’s length
relationship between the state and market. Barriers to entrepreneurship also need to be
lowered across the BIICS to improve the quality of the business environment. This
entails cuts in red tape to reduce administrative burdens and the removal of legal
barriers to entry, particularly in Indonesia, Brazil and South Africa. Restraints on FDI also
need to be reduced, particularly in the services and network sectors in Indonesia, China
and India. And tariffs need to fall further in India and Brazil, while bound rates should
be reduced in India especially.

e In infrastructure sectors, entry barriers need to be reduced by unbundling competitive
and monopoly market segments and strengthening the hands of the sectoral regulators
to encourage private sector participation and reduce public sector domination. This is
especially pressing in China, India and Indonesia. In Brazil, although the overall
approach to regulatory reform in network industries is well thought-out, more needs to
be done to reduce regulatory uncertainty in some sectors, particularly water and
sanitation. In South Africa, legal barriers to entry in network sectors should be reduced
and the government’s role as owner and regulator clearly defined and separated.

e In the area of education, increased spending in India and Indonesia is warranted,
whereas the quality of education could also be improved in India by strengthening
incentives for teachers and effectively decentralising school management. Basic
education also needs to be improved in South Africa to improve the prospects of low-
skilled workers. Low levels of tertiary education attainment may constrain innovation
especially in Brazil and South Africa, the two BIICS countries with the smallest labour
productivity gap vis-a-vis OECD countries. The quality of education in these countries
could also be improved by increasing the cost-efficiency of publicly-funded education,
given that spending levels are already relatively high.

e In the area of labour market regulation, EPL needs to be relaxed to encourage
employment in the formal sector by reducing the costs of adjustment and allow firms to
exploit economies of scale. In Indonesia, in addition to moderating the excessively high
minimum wage, a reduction of EPL is also needed. A reduction of EPL is also needed in
India, where special restrictions of dismissals in large plants should be eased. In South
Africa, although EPL is relatively flexible, there are deficiencies in its implementation
that raise costs and impose delays, and collective bargaining agreements can impose
additional restrictions on hiring and firing which result in greater de facto rigidity than is
inherent in the law.

e Other policy reforms suggested by the indicators include reducing the tax burden and
simplifying the tax code in Brazil, which will be partly addressed by carrying through
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with proposed reforms. Incentives to increase R&D intensity need to be strengthened in
Brazil and Indonesia to facilitate innovation and technological diffusion. In India and
Indonesia, subsidies need to be reduced and, where used as social policy devices,
spending should be better targeted to reach the poor.

Table 7.2. Indicator-based policy priorities for the BIICS

Product market regulation Education Other policy areas
) ) Primary .
State . Barriers to Netwolrk . Foreign and Tertiary EPL Minimum Taxpolicy R&D  Subsidies
ownership  entry  regulation investment wages
Secondary
Brazil X X X X
China X X X X X
India X X X X X X X
Indonesia X X X X X X X X X
South Africa X X X X

Other policy reforms to speed up convergence

Other policy areas not currently covered in Going for Growth are of particular relevance
to the long-term growth and convergence prospects of the BIICS.'® This section briefly
reviews some of these areas and assesses the scope for growth-enhancing policy reform.

The pre-conditions for market-based economic activity

Property rights and the ability to enforce contracts are two critical elements of a
country’s institutional and legal framework. Secure property rights protect firms and
citizens from expropriation while effective contracting institutions enable private
contracts. Both are fundamental to the operation of market-based economies. A number of
studies indicate that secure property rights and their associated legal systems have a first-
order effect on long-run economic growth. In particular, countries with greater protection
against expropriation have substantially higher income per capita (e.g. Beck and Laeven,
2005). Although the precise causal links can be hard to identify as growth itself can help to
bring about these types of institutions, empirical evidence suggests that strengthening
property rights promotes firm investment and financial sector development (Acemoglu
et al., 2005).1° Put simply, investors need security of ownership before undertaking
investment and engaging in risk taking.

Assessing institutional frameworks that protect property rights and facilitate private
contracting is not straightforward. The World Bank Governance Matters indicators, which
are based on expert assessments and firm surveys, include an indicator of the rule of law
that gauges confidence in the rules of society, notably the quality of contract enforcement.
According to this indicator, legal institutions in the BIICS are generally less reliable than in
OECD countries (Figure 7.17a), with India and South Africa having relatively more solid
legal institutions. This general pattern is also depicted in the Property Rights Alliance’s
indicator of the strength of physical property rights, although the BIICS are assessed to be
closer to countries in the tail end of the OECD distribution (Figure 7.17b). Similarly, the Park
index of intellectual property rights protection shows India and South Africa as having
relatively stronger institutions compared with Brazil, China and Indonesia (Figure 7.17c).

Although the above indicators suggest that more progress is needed, a number of
recent policy initiatives have made some important improvements in protecting private
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Figure 7.17. Contracting institutions and property rights are less developed in the BIICS
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property rights in the BIICS. In China, a law introduced in 2007 explicitly recognises the
equivalence of private assets with state and collective property, following up on the
constitutional amendment in 2004 that recognised private property explicitly for the first
time. In Indonesia, a new investment law enacted in 2007 clarified property rights
protection by requiring that owners be compensated at the market value of assets should
these be seized or nationalised. Indonesia ratified all major conventions concerning
intellectual property rights (IPRs) in the early 2000s. And India strengthened its regime for
protecting IPRs by adopting the WTO’s TRIPS standards in 2005. Such strengthening of IPRs
should help to promote investments in innovation and R&D, especially as incomes rise and
indigenous technological capacity grows through improving human capital. In addition, it
can also help to attract foreign investment in more advanced sectors that can have
beneficial spillovers (Maskus et al., 2005).

Policy implementation and enforcement

The effectiveness of a country’s regulatory framework is not solely determined by the
formal rules on the statute books but also by the effectiveness with which they are
implemented and enforced. This enforcement effect is likely to be more important in
countries where governance structures and judicial systems are weaker — and less
independent from political interference — or when respect for formal laws and regulations
is lacking. In addition, the incentive structures faced by government officials may also
impact on the efficiency of policy enforcement (OECD, 2009d).

This suggests that the extent to which the business environment supports
competition is a function of both regulations and the way they are enforced. Measuring
policy enforcement is not straightforward. However, Kaufmann et al. (2005) find that
indicators of corruption correlate with discrepancies in de jure and de facto measures of
business regulation and therefore provide a reasonable proxy for enforcement. The extent
of corruption in the BIICS is significantly higher than in the typical OECD country,
according to perception-based indicators. Also, across the ten BIICS and OECD accession
countries, perceived corruption is highly correlated with investors’ perceptions of the
quality of the business climate, suggesting that enforcement and implementation issues
are of special importance (Figure 7.18).2°

According to this proxy indicator, enforcement is particularly weak in all BIICS except
for South Africa, implying a risk that reforms aimed at changing formal policies may have
a lower-than-expected impact on economic activity. In such a case, improvements in the
institutional and administrative capacity for enforcing formal regulatory policies could
magnify the effect of changes in formal policies on the business environment. Adoption of
international rules such as the OECD Anti-Bribery Convention (already ratified by Brazil
and South Africa) can be helpful in deterring corruption, especially important when there
are foreign investors in industries with a significant risk of bribery, such as extraction and
construction.

Financial sector development

Financial systems can have important effects on economic growth. Properly regulated,
well-functioning banking systems and securities markets channel funds efficiently
between savers and investors, diversify risks of households, and generate information on
prospective as well as ongoing investment projects. The result is that scarce savings is
allocated to investment projects with relatively high returns for individual investors and
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Figure 7.18. Enforcement and regulatory quality, 2008

Corruption perceptions!
8

S Chile

ia A )
Slovenia Nesian

A [srael

South Africa

4 r India

China ‘A ABrazil
3 F /
A Indonesia

o | Russia A

Correlation coefficient = 0.95

0 | | | |
-1.0 -0.5 0.0 0.5 1.0 1.5 2.0

Regulatory quality?

1. The corruption perceptions indicator is from Transparency International for 2008. It assesses the degree to which
corruption is perceived to exist among public officials and politicians.

2. The indicator of regulatory quality is from the World Bank Governance Matters Database. It is perceptions-based
and assesses the ability of government to formulate and implement sound policies and regulations that promote
private sector development.

Source: Kaufmann et al. (2009); Transparency International.
Statlink sz http://dx.doi.org/10.1787/786673262253

society at large (OECD, 2003). In the BIICS, financial markets are typically much shallower
than in the upper half of OECD countries, implying low levels of financial inclusion and a
more limited role for financial intermediation in capital allocation (Figure 7.19). To some
extent, this reflects differences in regulation. In particular, international evidence suggests
that high state-ownership of banks tends to depress financial sector development, with
negative implications for economic growth (de Serres et al., 2006). These effects are found
to be stronger for countries with relatively shallow financial markets such as the BIICS
(la Porta et al., 2002).

Policy reforms to reduce informality

As discussed in Section 2, BIICS economies have substantial informal employment.
While informal sectors absorb low-skilled workers and therefore reduce poverty and social
exclusion, there are important reasons why a high degree of informality in labour markets
should be of concern to policymakers. First, the informal sector may become a trap for
unskilled workers, thus perpetuating a vicious circle of low human capital, low pay and
high income inequality in a segmented labour market. Second, informality narrows the tax
base, concentrating the tax burden on formal enterprises and individuals. This is also the
case for existing or planned social security schemes, as long as entitlements are not strictly
contribution-dependent. Finally, a lack of access to the financial sector increases the
financing costs facing informal enterprises, resulting in low capital accumulation and
small scale, which contribute to low productivity. Yet as industrialisation proceeds in BIICS
countries, enterprises need to become increasingly capital-intensive, though increased
economies of scale.
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Figure 7.19. Financial markets in the BIICS are relatively shallow
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The causes of informality are complex (OECD, 2009c). A high tax burden and product
and labour market regulatory complexities that increase compliance costs are often
considered to encourage firms to operate informally, and to force the low-skilled into low-
productivity and insecure informal employment (Schneider and Enste, 2000; World Bank,
2007). In India and Indonesia, for example, highly restrictive labour market regulation has
contributed to persistently high informality and a lack of dynamism in labour-intensive
sectors, despite abundant low-cost labour (Dougherty et al., 2009; OECD, 2008). In countries
with a relatively well-developed social welfare system, such as Brazil, the combination of
numerous social security charges, fiscal levies and mandated saving schemes has been
found to have a negative impact on hiring of low-skilled workers (OECD, 2009c). On the
other hand, schemes where benefit eligibility is not conditional on worker contributions
reduces the opportunity cost of informality, and might encourage informality in the upper
informal labour market tier (World Bank, 2007). In Indonesia, a very high minimum wage
additionally depresses formal employment (OECD, 2008b). Large tax wedges and/or high
minimum wedges can act as barriers to formal employment, especially for workers with
low human capital. This interaction illustrates the potential for improved educational
attainment to reduce informality.
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Policy efforts to reduce informality need to focus on all these key areas. There is
therefore a strong case for a multifaceted strategy pursuing four objectives: i) reducing
barriers for firms to create more formal sector jobs, ii) giving informal workers the
necessary means (legal, financial, educational) to shift to formal employment; iii) providing
incentives to those who are located in the upper tier of informal employment to become
formal; and iv) providing informal workers with basic social services without creating
perverse incentives to stay informal. The emphasis should be on facilitating formal sector
employment rather than on trying to suppress the informal sector, since the latter is likely
to increase open unemployment (OECD, 2009b). The most fundamental policy challenge is
to enhance human capital through improved education and incentives for on-the-job
training, also in the informal sector. Labour market flexibility needs to be enhanced in
most BIICS countries, while the safety net for unemployment should play a larger role
relative to employment protection, all the more so as it is a more targeted, equitable and
effective insurance device against the risk of income loss. However, it is equally important
to strike the right balance in further development of the social safety net between
adequate, cost-effective social protection and incentives to work in the formal sector
(see OECD, 2008d). Employment-based contribution rates should be kept low for low-paid
workers, while social entitlements may be partly linked to formal employment status in
order to raise its attractiveness. Simplifying the tax system and reducing burdensome
product market regulation would further improve entrepreneurship and formal job
creation and should play a prominent role in any employment formalisation strategy.
Finally, boosting the enforcement capacity of tax authorities could be used as a
complement - although not as a substitute for — policies addressing the fundamental
causes of informality.

Notes

1. The BIICS are also of increasing importance to the OECD. In May 2007, the OECD began
strengthening its co-operation with the BIICS through enhanced engagement programmes with a
view to possible membership. This recognised the growing importance of these countries in the
global economy and reflects the OECD’s principal goal of providing high-quality advice to enhance
prosperity in member and non-member countries.

2. For an elaborated version of this chapter, refer to Conway et al. (2010).
3. The OECD is currently elaborating on a strategy to address “green growth” challenges.

4. As is the case with OECD countries in the Going for Growth framework, income convergence in the
BIICS is assessed relative to average GDP per capita in countries in the upper half of the OECD
income distribution through time. See Chapter 2.

5. This pattern is similar to the ten lowest-income OECD countries, in which gaps in GDP per capita
are also primarily accounted for by labour productivity gaps while shortfalls in labour utilisation
play a much smaller role (OECD, 2009a).

6. Informality is also an issue in several OECD countries (see OECD, 2008d, 2008e).

7. Throughout this chapter, wherever data permit, the OECD accession candidate countries - that is
Chile, Estonia, Israel, the Russian Federation and Slovenia - are included as an additional point of
reference in the figures. Upper and lower half of OECD country groupings are based on the value of
the respective indicator.

8. See Duval and de la Maisonneuve (2010) for details.

9. This is consistent with the “new stylised facts of economic growth”, which find that TFP accounts
for the bulk of differences in GDP per capita across a broad cross-section of countries (e.g. Easterly
and Levine, 2001; Caselli, 2005; Caselli and Coleman, 2006).
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10. A large share of FDI in OECD countries is for mergers and acquisitions, implying that comparisons
with investment may exaggerate the importance of FDI as a source of new capital formation.

11. This is apparent from the wide range of theories of economic growth and the difficulty of
indentifying the most robust drivers, see e.g. Sala-i-Martin et al. (2004).

12. However, spending ratios in some OECD countries may be higher in part because of the higher
relative cost of labour in education services.

13. See Arnold et al. (2008) for a summary of this literature. Capital reallocation can potentially lead to
large productivity improvements in emerging countries. For example, using microdata on
manufacturing firms, Hsieh and Klenow (2009) find that reallocating capital and labour to equalise
marginal products to the extent observed in the United States would increase manufacturing TFP
by 30-50% in China and 40-60% in India.

14. For evidence of the relative inefficiency of state-owned enterprises in China and India,
see Dougherty et al. (2007, 2009).

15. In China, for instance, increasing concentration of SOE in sectors deemed to be “strategic” has led
to increasingly concentrated market shares in these sectors (OECD, 2010).

16. For example, see the World Bank’s Enterprise Survey for India (www.enterprisesurveys.com).

17. Such de facto minimum wages are set by sectoral bargaining councils and legally extended to firms
and workers within the sector covered by each council; these minima in some cases depress
demand for low-skilled labour in these sectors.

18. For a survey of indicators in some of these areas, see Mourougane and Furceri (2010).

19. De Soto (2000) argues that a lack of legal title to land and housing prevents workers from using
their property as collateral for formal loans for business investment. This is seen as a key reason
why informal employment persists in developing countries, since it poses a major barrier to small-
scale entrepreneurship.

20. Indeed, in these ten countries, perceptions of the business climate are more highly correlated with
corruption than they are with the PMR indicators, which measure de jure policy settings. In OECD
countries, this result is reversed, implying that informal enforcement mechanisms play a greater
role in shaping the business environment in the accession and BIICS countries.
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