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New Approaches to Economic Challenges [A1]
Origins of the crisis: Drawing the big picture

Theme of The projecT

The Great Recession has prompted a variety of 
explanations… 

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

…requiring coordinated and comprehensive pol-
icy responses 

Systemic failures, spill-over effects and ram-
pant contagion highlighted the interconnec-
tions that characterise the global financial 
(and economic) system. In learning the lessons 
of the crisis, policy-makers require comprehen-
sive approaches to respond to multiple failures 
and enhanced co-ordination between govern-
ments and regulatory agencies.

resulTs of The work sTream

A long-term decline in inflation… 

The secular decline of inflation in the 1990s 
triggered the structural reduction of policy 
and short term interest rates in major industri-
alised countries. This lowered borrowing costs 
and contributed to excessive leverage ratios 
and a high dependence of many investors on 
wholesale markets. 

…coupled with large inflows of capital into the 
US…

The large inflow of capital from emerging Asia 

to the United States depressed long-term in-
terest rates. As a result European and US inves-
tors increasingly invested in securitised bonds. 
This development amplified risks on the asset 
side of the balance sheet of many financial 
institutions, undermining the assets’ notional 
book value.

…created a high liquidity environment where fi-
nancial risks were often mispriced

The combination of a willingness of interme-
diaries to accept higher risks with the desire 
of many households to increase their lever-
age created the conditions for increased lend-
ing and borrowing. With subdued real income 
growth, cheap credit became a substitute for 
rising incomes. Securitised bonds and the rise 
of the shadow banking industry fuelled the ca-
pacity of the banking system to expand cred-
it. Safe ratings for securitised bonds created a 
false sense of security but these ratings were a 
product of flawed underlying models.

… to be matched by a significant institutional 
failure in these economies

Regulatory institutions failed to recognise the 
tensions that were building up in financial mar-
kets. Many shadow banking instruments were 
not covered by regulatory requirements and 
associated risks were insufficiently understood 
by regulators. Regulatory capture and the lack 
of coordination across jurisdictions led to light-
touch regulation and inadequate supervision 
of financial markets. 

New approaches aNd policy im-
plicaTioNs

The increasingly interconnected nature of the fi-
nancial sector…

Factors such as the increasing interconnected-
ness of the financial sector, the complexity of 
financial products, and the inadequate over-
sight and regulation of the financial system 
were central in triggering the crisis. The shock 
to the world economy fundamentally eroded 

trust in governments and market institutions 
and brought into question the validity of ana-
lytical tools. Against the backdrop of an uncer-
tain economic environment, rebuilding trust 
will be the most important yet the most del-
icate task for policy makers. 

…calls for more coordination and cooperation…

Earlier crisis resolution efforts – such as low 
policy rates – have in all likelihood contribut-
ed to the build-up of tensions that preceded 
the current crisis. Expansionary monetary poli-
cy was initiated following the crisis to prevent 
an excessive reduction of liquidity. In the years 
since, unprecedented actions have been taken 
by central banks, especially through quanti-
tative easing programmes. This is uncharted 
territory as there is no experience on which 
to consider the likely long-run effects of un-
conventional monetary policy. In order to pre-
vent adverse economic effects, particularly in 
emerging markets, when the extraordinary 
post-crisis measures are brought to an end, an 
unprecedented level of coordination and coop-
eration across jurisdictions will be required.

…an urgent need for wide-ranging surveillance 
and monitoring mechanisms

International capital flows have, in many cas-
es, been clearly misguided into unproductive 
investments. The urgent need for large scale 
surveillance and monitoring mechanisms of 
international imbalances, including of gross fi-
nancial flows, is an important lesson from the 
crisis.

A policy regime that focuses on inclusive growth 
is critical… 

Rising inequality was a feature of many econ-
omies in the lead up to the crisis. Of course, 
financial crises can and do occur in more equal 
societies, but diminishing inequality can help 
to reduce some of the major macroeconomic 
tensions that heightened the intensity of the 
recent crisis. A move towards a policy regime 
that focuses on inclusive growth is therefore 
crucial.

Greater policy efforts are required to channel in-
stitutional funds to more productive activities,… 

The rise of institutional investors together with 

their specific investment requirements funda-
mentally changed the structure of demand for 
investable assets. This stimulated the produc-
tion of complicated and ultimately risky finan-
cial products. Greater research efforts should 
investigate how these institutional funds can 
be effectively channelled into productive ac-
tivities.

…regulate the shadow banking sector and pre-
vent excessive risk taking … 

Excessive risk-taking and flawed incentives 
figure prominently in the explanation of the 
crisis, the rise of shadow banking enabled ac-
tors to bypass regulatory requirements, and 
the post-crisis clean-up featured bail-outs of 
financial institutions. Proper incentives must 
be restored by enhancing owners’ stake in their 
businesses, risk taking curbed and public mon-
ey reimbursed by the bailed-out institutions. 

…strengthen regulatory agencies to foster co-
operation and better information-exchange, 
while avoiding regulatory arbitrage 

The high degree of financial interconnected-
ness transformed national crises into a global 
systemic one. Banks in the European periphery 
became too big to save, leading to an unhealthy 
entanglement of sovereign and financial risks. 
An important lesson of the crisis therefore is 
that multinational financial conglomerates 
need multinational supervision and resolution 
mechanisms. A new regulatory landscape that 
requires more cooperation and more informa-
tion-exchange between regulatory agencies is 
required in order to avoid regulatory arbitrage.

Project PaPers

• Ramskogler, P., (2014), ‘Origins 
of the crisis: Drawing the big pic-
ture?’’ http://www.oecd.org/naec/NAEC_
Origins-of-the-Crisis_ENG.pdf 

• Ramskogler, P., (2014), ‘Tracing 
the origins of the crisis’ OECD 
Journal: Financial Market Trends, 
Volume 2014 – Issue 2
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New Approaches to Economic Challenges [A2]
OECD Forecasting during and after the financial 
crisis: a Post Mortem

Theme of The projecT

The recent crisis, its length and characteristics, 
were largely unexpected …

The Great Recession presented strong chal-
lenges to economic forecasters. The crisis, its 
timing, depth, and ramifications proved excep-
tionally difficult to project. In addition, ten-
sions and imbalances that were building in the 
lead up to the crisis, and their impact on real 
activities were not fully appreciated. Forecast-
ers underestimated the depth of the intercon-
nections between the financial sector and the 
real economy, the complexity of cross-country 
connections, and the implications of these fac-
tors once the crisis began.

… so the OECD conducted a post-mortem on its 
forecasting work …

The OECD ‘’post-mortem’’ was a primarily 
stock-taking exercise assessing the perfor-
mance of OECD projections for GDP growth 
and inflation over the period 2007-2012. The 
objective of the exercise was to learn lessons 
from the cross-country differences in projec-
tion errors and to identify necessary changes 
to OECD forecasting models and procedures in 
order to better inform policy advice.

… to assess its performance and learn lessons for 
the future

The growth projection errors were also com-
pared to those since the early 1970s. The OECD 
forecasts during the recent crisis were no worse 
than those during the crisis of the early 1970s, 
a period of sharp inflation and oil price shocks 
which posed similar difficulties for accurate 
global forecasting.

resulTs of The work sTream

Projections repeatedly overestimated growth… 
On average, GDP growth projections for the 
period 2007-2012 over-estimated growth, both 
at the height of the financial crisis in 2008 and 
in the subsequent recovery. The projections for 
the vulnerable euro area economies exhibited 
the largest errors. Errors in the projections for 
the BRIICS were, on average, similar to those 
for the typical OECD member country.

…underestimated inflation…

Despite growth being weaker than expected, 
inflation projections underestimated the ac-
tual rate during 2007-2012, especially for the 
OECD member countries in Europe. One possi-
bility is that the extent of spare capacity in the 
economy may have been overestimated. Sim-
ilarly, there may have been a weaker-than-ex-
pected impact of economic slack on wages and 
prices, or an underestimate of the impact of 
the post-crisis indirect tax increases in many 
countries. This is consistent with the findings 
of Project C2, which suggests that some social 
institutions in Europe worked well in minimis-
ing income loss. 

…underestimated the fall in trade, the size of 
capital flight, the negative impact of rigid regu-
lation and the repeated deterioration in the euro 
area…

Growth forecasts performed worse typically in 
countries that had greater exposure to trade 
and higher levels of foreign bank presence, 
and therefore felt the crisis contagion faster 
and more sharply. This suggests that the pro-
jections failed to fully reflect the importance 
of economic complexity and global finan-
cial interconnectedness. Growth projections 
were also overoptimistic during the recovery 
in countries where banks had lower pre-crisis 
capital ratios and where post-crisis non-per-
forming loans have risen sharply.

Project PaPers

• Pain, N., Lewis, C., Dang, T., Jin, 
Y., Richardson, P., (2014) ‘’OECD 
forecasts during and after the fi-
nancial crisis: a post mortem’’ ECO/
WKP(2014)3 and OECD Economics 
Department Policy Note No. 23.

• Lewis, C. and Pain, N. (2014) “Les-
sons from OECD forecasts during 
and after the financial crisis”, OECD 
Economic Studies, Vol. 44.

• 
• “OECD Believes Economic Fore-

casting Challenges Underline Need 
for New Approaches”, Bloomberg 
Brief, February 12, 2014.

There was also greater volatility and larger er-
rors in the growth estimates for countries with 
tightly regulated product and labour markets. 
This may reflect insufficient attention being 
paid to the extent to which tighter regulation 
affects resource reallocation and dampens eco-
nomic efficiency during the recovery phase. 

The errors in the euro area economies during 
the 2010-12 stemmed largely from the repeat-
ed (and necessary) conditioning assumption for 
the forecast that the euro area crisis would dis-
sipate over time and that sovereign bond yields 
would not rise further. There is little evidence 
that the forecast errors stemmed from a ten-
dency to under-estimate the impact of fiscal 
consolidation. 

…consistent with other International Organisa-
tions

Importantly, the difficulties and errors of 
growth and inflation forecasting were wide-
spread across private sector forecasters and 
other International Organisations (IOs). The 
OECD projection errors in terms of magnitude, 
direction, and profile, were strikingly similar to 
others. 

New approaches / policy implica-
TioNs

New forecasting procedures have been estab-
lished…

The challenges encountered in forecasting in 
the recent crisis have led to changes in fore-
casting techniques in the OECD, drawing on 
OECD experience and in consultations with 
experts form the IMF, World Bank, European 
Commission and European Central Bank. These 
improvements are ongoing. 

… the monitoring of near-term developments 
has been enhanced…

Enhanced monitoring of near-term market de-
velopments is conducted and considered along 

with statistical techniques, private sector per-
spectives, and complementary models.  

… better account is taken of international link-
ages…

The forecasting process has becomes more cen-
tralised, so that global economic developments 
and cross-country spillover effects are reflect-
ed consistently in the projections for individual 
countries.

… financial market developments are factored in

There is a greater focus on financial market de-
velopments, both in the projections and in em-
pirical analysis, including macroeconomic mod-
els.   

… with an enhanced focus on risk assessments 
Reflecting the underlying uncertainty of fore-
casts, more information is now provided on the 
distribution of risks around the central projec-
tions. Quantitative scenario analyses are also 
being used more frequently to illustrate alter-
native outcomes and their global implications. 
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New Approaches to Economic Challenges [A3]
The role of the financial system in the crisis and 
reforms required to promote sustainable growth

Theme of The projecT

Improving framework conditions for strength-
ening the global financial  

The rising weight of emerging economies in 
international capital markets and increased 
global financial integration makes it important 
to deal with distortions affecting international 
capital flows. In the long run, dealing with the 
resulting global investment-savings imbalanc-
es could benefit not only developed countries, 
but also emerging markets.

The banking system was at the core of the 
global financial crisis that was spurred by un-
der-pricing of risk, poor micro-prudential reg-
ulation, excessive leverage and too-big-to-fail 
business models. Appropriate calibration of 
banks’ leverage requirements and structural 
banks reforms are essential in addressing these 
problems. 

Non-bank financial intermediaries, especial-
ly institutional investors, are playing, and will 
have to play, an increasingly important role in 
financing high-risk or long-term projects and 
in meeting the challenges of financing the 
needs of ageing populations. This calls for a 
strong framework that is supportive of non-
bank financial intermediaries’ contribution to 
economic performance. 

 Designing and building institutions
Post-crisis financial sector institution build-
ing includes structural bank reforms that take 
in to account the riskiness of banks’ business 
models, creating central clearing counterpar-
ties (CCPs) with adequate risk management 
and capitalisation to face the high risks asso-
ciated with large-scale derivative trading, and 
strengthening stock market infrastructures in 
a way that they provide finance to support 
the long-run growth of companies, especially 
small caps, and help to reverse the trend away 
from equities. 

Improving price discovery in financial markets
 
Accurate price signals are essential for finan-
cial markets to mobilise savings and allocate 
credit efficiently across the economy. Work for 
NAEC has focused on two issues in particular, 
pricing longevity risk and price discovery in 
capital markets. Regarding the former, suita-
ble instruments and government support to 
improve standardisation, liquidity and trans-
parency, and regulation will be required. Re-
garding capital markets, an efficient and fair 
price discovery formation is seen as a prereq-
uisite for investors’ confidence in the integrity 
of the markets and their incentives to identi-
fy and support long-term performance. This 
has been undermined by some fundamental 
changes in the structure of secondary market 
over the last decades. The impact has been 
more pronounced for equity markets where 
electronic trading is more prevalent. However, 
the increasing use of corporate bond markets 
by non-financial companies in the aftermath 
of the financial crisis makes it also important 
for policy makers and regulators to have access 
to a comprehensive analysis of the secondary 
market structure for corporate bonds. Better 
and internationally-coordinated market con-
duct rules and regulations, where appropriate, 
are needed to improve price discovery and fair-
ness in both trading and hedging markets. 

New approaches

New work streams that will deepen work on the 
trade-offs and complementarities that NAEC 
has identified

 Work to improve financial intermediation 
and make the financial sector more resilient 
and supportive of growth will continue with 
a focus on enhancing long-term investment 
finance (including SME finance), improving 
banks’ business models, and enhancing the role 
and functioning of capital markets as a chan-
nel for financing growth. A review of the OECD 

Project PaPers

• Blundell-Wignall, A. and C Rou-
let (2013), “Macro-prudential Policy, 
Bank Systemic Risk and Capital Con-
trols”, OECD Journal: Financial Mar-
ket Trends, vol. 2013/2, No. 105, Paris 
OECD.

• Blundell-Wignall, A. P.E Atkinson 
and C. Roulet (2013a), “Integration 
versus Interdependence and Com-
plexity in Global Trade and Finance 
in the Post-War Period”, in 50 Years 
of Money and Finance: Lessons and 
Challenges, Balling, M and E. Gnan 
(eds), 2013 SUERF (SUERF 50th Anni-
versary Volume), Larcier, Vienna.

• Blundell-Wignall, A. P.E Atkinson 
and C. Roulet (2013b), ”Bank Busi-
ness Models and the Separation Is-
sue”, OECD Journal: Financial Mar-
ket Trends, vol. 2013/2, No. 105, Paris 
OECD. 

• Blundell-Wignall, A. P.E Atkinson 
and C. Roulet (2013c), “Bank Busi-
ness Models and the Basel System: 
Complexity and Interconnected-
ness”, OECD Journal: Financial Mar-
ket Trends, vol. 2013/2, No. 105, Paris 
OECD. 

Codes of Liberalisation will be an opportuni-
ty to clarify treatment of capital flow restric-
tions with a declared “macro-prudential” in-
tent and to update it in light of present day’s 
requirements for capital flow management.

The revised Principles of Corporate Govern-
ance will contain a new chapter on institu-
tional investors, stock markets and other in-
termediaries, which aims to address issues like 
corporate access to finance, the complexity of 
the investment chain and the functioning of 
stock exchanges. Addressing risks stemming 
from potential financial institution miscon-
duct revealed in the aftermath of the glob-
al financial crisis. The new OECD Trust and 
Business Project will take a multi-stakeholder, 
multidisciplinary approach to analysing new 
ways to bridge the implementation gap in 
the application of international standards for 
business conduct, levelling the playing field 
for business. 

Finally, a new OECD Business and Finance 
Outlook will improve monitoring of upcom-
ing issues, relevant data collection and foster 
dissemination and raise awareness of issues 
at stake across a wider audience.

Utilising new databases
 
 New databases in a variety of areas, including 
macro-prudential capital controls, corporate 
bond markets and bank distance-to-default 
indicators, have been developed. 

policy implicaTioNs

Need for a comprehensive approach … 

There is a need for a comprehensive approach 
to improve the resilience, stability and trans-
parency of financial systems. This includes 
appropriately calibrating financial regulation 
to strengthen the banking sector and foster 
the use of capital markets for financing the 
real economy, developing and supporting the 
improvement of market infrastructure, raising 
financial literacy and awareness of investors 
and financial consumers and enhancing their 
protection, improving regulatory oversight, 
and closing data gaps. 

… and the design of a well-balanced the regu-
latory framework     

However, in designing the regulatory frame-
work of the new financial landscape, policy 
makers need to balance stability and growth. 
Financial regulation needs to be carefully de-
signed and critically evaluated with a view to 
allowing useful financial innovations while 
avoiding undue risk-taking.  

… while developing new sources of finance 

Going forward, policy makers need to take a 
three-pronged approach to develop a sound 
and comprehensive system that serves the 
need of the real economy: restoring banks’ 
health to improve bank lending, supporting 
the development of capital market finance, 
and preserving open and orderly capital 
movements regimes. 
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New Approaches to Economic Challenges [A4]
Fostering long-term investment and responding 
to the challenges of ageing and longevity-ageing 
and risk contribution

Theme of The projecT

Uncertainty about future improvements in life 
expectancy is a lasting challenge related to age-
ing…

The main driver of population ageing (e.g. in-
crease in the average age of the population) is 
improvements in mortality and life expectancy. 
The “baby boom” is a temporary factor, while 
improvements in life expectancy are perma-
nent (barring wars and/or epidemics). Future 
improvements in mortality and life expectancy 
are, however, uncertain. Hence, longevity risk 
stems from the uncertainty about future im-
provements in mortality and life expectancy. 

… that increases longevity risks for pension sys-
tems, in particular 

Pension systems are vulnerable to longevity 
risk insofar as long-term promises are fixed 
in nature, as any increase in life expectan-
cy lengthens expected payments. For pen-
sion plans (e.g., defined contribution) where 
retirement income is linked to the financial 
performance of funds accumulated by plan 
members, longevity risk lies with individuals; 
in this respect, the impact of longevity risk 
on funded pensions may lead individuals to 
poverty as they may not accumulate enough 
funds to finance retirements that may turn 
out to be longer than planned. The solution in 
this context is to have individuals buy annuity 
products that can offer a steady stream of re-
tirement income. The “OECD Roadmap for the 
Good Design of Retirement Saving Plans” rec-
ommends default partial annuitisation to pro-
vide protection from longevity risk in pension 
arrangements, whereby benefits depend on 
the amount of assets accumulated instead of a 
promised retirement income. Partial annuitisa-
tion of the payout phase introduces, however, 
risks for annuity providers.

…which call for enhanced risk management 
within pension funds and annuity providers 

Pension funds and annuity providers need suit-
able financial instruments to be able to hedge 
longevity risk. This in turn may encourage the 
supply of annuities. 

resulTs of The work sTream

Pension funds and annuity providers can use 
different instruments to manage their longevity 
risk.

The types of financial instruments to manage 
longevity risk available include buy-ins and 
buy-outs and longevity hedges. The latter can 
take the form of forwards contracts (payments 
at maturity, no up-front disbursements), 
longevity bonds (regular payments, coupons, 
up-front disbursement) and longevity swaps 
(regular payments, no up-front disbursements).

Buy-outs and buy-ins simply transfer all the 
longevity risk to other actors...

Buy-ins and buy-outs are not long-term 
capital market solutions because they are 
about transferring the entire risk instead of 
allowing longevity risk to be hedged (different 
institutions may want to hedge different 
shares of their longevity risk).

… while longevity hedges reduce the risk exposure 
of pension funds and annuity providers.

Forward contracts and longevity swaps 
are relatively more attractive risk hedging 
products than longevity bonds because they 
do not require upfront funding. Longevity 
swaps are more useful than forward contracts 
in managing longevity risk as they provide for 
regular payments, compared with only a single 
payment at maturity for forward contracts. 
Longevity swaps based on survival rates are 
more attractive than similar contracts based 

Project PaPers

• OECD (2015), “As low interest rates 
persist, can pension funds and life 
insurance companies keep their 
promises?”, OECD Business and 
Finance Outlook 2015, OECD Publishing 
(forthcoming).

• OECD (2014), OECD Pensions Outlook 
2014, Chapter 1, OECD Publishing.

• OECD (2014), Mortality Assumptions 
and Longevity Risk: Implications for 
pension funds and annuity providers, 
OECD Publishing.

on mortality rates because the former are more 
closely linked to the actual longevity experience 
of pension funds and insurers.

There is, however, a potential misalignment of 
incentives between hedging parties and investors.

Private investors are interested in standardised 
longevity hedges (indexed-based hedges), 
while the pension funds and annuity 
providers are more interested in individualised 
longevity hedges (bespoke longevity hedges). 
Insurance companies and reinsurers, by acting 
as intermediaries, bundling into pools the 
individual hedges pension funds and annuity 
providers desire, and selling standardised 
hedges to private investors, can play a role in 
helping develop capital market solutions for 
hedging longevity risk.

New approaches 

 The project assessed the longevity risk to which 
pension funds and annuity providers may be 
exposed by reviewing standard mortality tables 
used in different countries and identifying 
policies that could be adopted to mitigate this 
risk.

Standardisation, liquidity and transparency are 
needed to manage and hedge longevity risk.

Up-to-date mortality tables as well as realistic 
assumptions that include future mortality and 
life expectancy developments would help in 
estimating the amount of longevity risk. Better 
risk management could be reflected in capital 
reserving requirements to provide incentives 
to pension funds and annuity providers to 
use longevity hedges. It may be crucial that 
regulatory systems worldwide allow pension 
funds and annuity providers that hedge their 
longevity risk to have lower capital requirements 
than those that do not hedge their longevity 
risk. Reference points for pricing longevity risk 
and some publicly available information could 
be used by potential market participants to 
enter the market.

policy implicaTioNs

Governments can play an important role in 
encouraging standardisation and transparency… 

The challenges encountered in forecasting 
in the recent crisis have led to changes in 
forecasting techniques in the OECD, drawing 
on OECD experience and in consultations with 
experts form the IMF, World Bank, European 
Commission and European Central Bank. These 
improvements are ongoing. 

…and in developing capital market solutions.

Governments could also consider issuing 
longevity indexed bonds (LIBs) to provide 
liquidity, standardisation, and benchmarking 
for pricing. Government issuance of LIBs 
doesn’t necessarily mean that governments 
have to take on all the longevity risk extant 
in the market from annuity providers and/or 
pension funds. That may be far from advisable 
as governments already hold on their balance 
sheets a lot of longevity risk from their PAYG-
financed public pensions. The actual idea of 
issuing LIBs is that governments will jump-start 
the market by absorbing a small proportion of 
the longevity risk and will bring in the positive 
effects mentioned above.  
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New Approaches to Economic Challenges [A5]
New approaches to SME and entrepreneurship 
financing: broadening the range of instruments

Theme of The projecT

The recent crisis has worsened existing access to 
finance problems for SMEs …

The 2008-09 global financial crisis profoundly 
changed the business environment for SMEs 
and entrepreneurs, and access to finance was 
particularly affected. In many OECD countries, 
the crisis exacerbated the financial constraints 
typically experienced by SMEs, mainly as a re-
sult of information asymmetries in financial 
markets, and financial resources dried up for 
the most dynamic enterprises.

which still rely mostly on tighter debt finance …

Across the OECD countries, bank lending is still 
the most common form of external finance for 
SMEs. Banks, however, are facing more rigor-
ous prudential rules, especially following the 
Basel III regulation on higher capital bank ra-
tios. This has led to a modified banking busi-
ness model, which may lead to a new business 
environment with tighter availability of credit. 

resulTs of The work sTream

Vulnerability of SMEs to the changing role of 
banks suggest a need to broaden their sources 
of finance… 

The crisis has in fact only exacerbated a 
long-standing access to finance problem for 
SMEs and small-scale entrepreneurs. The need 
to strengthen capital structures and decrease 
dependence on borrowing has become more 
urgent. Some of the immediate policy respons-
es to the crisis have increased firm-leverage by 
incentivising further increases of debt. 

… towards asset-based instruments… 

Now, increasingly complex and interconnected 
financial markets offer opportunities to serve 
the needs of the SME sector. SMEs have al-
ready been making greater use of asset-based 
finance for their short and medium-to-long 
term financing needs. Such financing instru-
ments (e.g. asset-based lending, factoring, 
leasing) are provided not on the basis of the 
firm’s own credit standing but on the value of 
specific assets (including account receivables, 
inventory, machinery, equipment, and real es-
tate), which makes them suitable for firms and 
markets that suffer from large information 
asymmetry. A key advantage of such source of 
financing is that firms can access cash faster 
and under more flexible terms than through 
conventional secured lending, regardless of 
their balance sheet position and future cash 
flow prospects. 

… corporate bonds and other alternative debt  
instruments, …

The potential of alternative debt instruments 
in the capital markets to finance SME invest-
ment is starting to be recognised. Such debt 
instruments, for instance corporate bonds, 
differ from traditional bank lending in that in-
vestors rather than banks provide the financ-
ing. Unlike equity financing they do not dilute 
the ownership of the company. They are par-
ticularly attractive in the current low interest 
rate market environment for firms that have 
more limited access to bank lending, as SMEs 
do. However corporate bond issuers typically 
require the borrower to have a certain size, es-
tablished credit history, and limited volatility 
on revenues and earnings. Regulatory frame-
works may need to change to ensure such in-
struments are available en masse for SMEs. 
Similarly, this is needed to enable SME loan se-
curitisation, to enable a liquid market for these 
bank assets, and turn bank loans into a larger 
SME source of finance.

Project PaPers

• Koreen, M., Cusmano, L., (2015) 
‘’New Approaches to SME and 
entrepreneurship finance: Broad-
ening the range of instruments’’ 
CFE/SME(2014)8/FINAL

• OECD (2015) ‘’Financing SMEs and 
Entrepreneurship 2015: An OECD 
Scoreboard’’ CFE/SME(2014)7/FI-
NAL

• Nassr, I., and Wehinger, G., 
(2014), “Non-bank debt financ-
ing for SMEs: The role of securi-
tisation, private placements and 
bonds”, OECD Journal: Financial 
Market Trends, Vol. 2014/1. DOI: 
10.1787/fmt-2014-5jxx05svvw34.

 
• Nassr, I., and Wehinger, G., 

(2015b), “Public SME Equity Fi-
nancing – exchanges, platforms, 
players”, OECD Journal: Financial 

… and altogether alternative financial sources

Some new and alternative sources of finance 
that tap into private individuals’ financial re-
sources, such as crowdfunding and peer-to-
peer lending, have taken off the ground, but 
are very small in scale to make a real difference 
for capital-constraint SMEs. Seed funding and 
private equity investment have developed 
substantially in recent decades, and provide an 
increasingly important source of funding for 
small, young, and innovative firms that promise 
a potentially very high return, but also present 
a high risk. There are also some opportunities 
for public listings of SME equity, but the mar-
kets are currently very small.

New approaches / policy implica-
TioNs

SME financing challenges can be addressed by 
first improving their financial knowledge and 
skills... 

To overcome the challenges of limited access 
to finance, SME skills in financial literacy and 
knowledge of various sources of finance, as 
well as business and strategic planning, need 
improvement. This can be done by training and 
mentoring, where the public sector can have a 
role. 

… designing effective regulation to balance fi-
nancial stability and novel financial channels …
 
The regulatory framework is a key enabler for 
the development of instruments that imply a 
greater risk for investors than traditional debt 
finance, from asset-based financing to equity 
financing. Regulatory bodies need to be aware 
of new financing models emerging in the pri-
vate sector, recognise the need to allow for 
liquid securities that minimise the risk of SME 
lending while remaining vigilant for possible 
excesses, and incentivise investors to take a 
long-term view.

… improving information infrastructures… 

Addressing the information asymmetries in the 

markets should be a priority in the develop-
ment of a viable financing ecosystem for SMEs. 
The public sector can help by increased public 
engagement and direct interaction of investors 
and firms, brokerage and match-making agen-
cies. In this respect the public sector can help 
linking SMEs back to private sector resources 
that have retreated from the informational-
ly-opaque SME sector due to the crisis. Such 
efforts need to go further, however, to develop 
comprehensive mechanisms of information ex-
change and expose those SMEs that are viable 
investment opportunities.  

… and improving the evidence base

Ultimately, to devise appropriate policies the 
evidence base of SME financing needs and the 
uptake of alternative financial products, has to 
be enlarged. 
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New Approaches to Economic Challenges [A6]
How much scope is there to achieve growth 
and equity friendly fiscal consolidation

Theme of The projecT

Post-crisis fiscal consolidation is still necessary

Despite sustained efforts in recent years to 
rein in budget deficits, many OECD countries 
still require substantial public finance consol-
idation. This need results from debt accumu-
lated before the crisis and expanded during 
it to rescue banks and support aggregate de-
mand. Moreover, long-term pressures on pub-
lic spending will intensify with changing de-
mographics and rising pension and health care 
costs. 

Consolidation strategies can have wide-ranging 
effects…

Fiscal consolidation complicates the task of 
achieving other policy goals. In most cases, it 
weighs on demand in the short term. If the se-
lection of consolidation instruments receives 
too little attention, it can also slow the process 
of global rebalancing, undermine long-term 
growth and exacerbate income inequality. It is 
therefore important for governments to adopt 
consolidation strategies that minimise these 
adverse side-effects. 

… requiring complementary policies 

The project analyses near and long-term consol-
idation needs of OECD countries and proposes 
consolidation strategies that take into account 
other policy goals as well as country-specific 
circumstances and preferences. This approach 
assesses consolidation strategies in terms of 
their growth, distributional and budgetary 
consequences. Where very large consolidation 
is needed, there will likely be harmful tax in-
creases and spending cuts, which need to be 
complemented with additional policies to im-
prove efficiency. 

resulTs of The work sTream

The approach considers fiscal consolidation pol-
icies … 

The study proposes a structured way of select-
ing fiscal-consolidation instruments consistent 
with growth, equity and global-rebalancing 
objectives. Potential instruments include re-
ductions in public spending (subsidies, public 
investment, healthcare and education spend-
ing) and social expenditure (unemployment 
benefits, sickness and disability spending, pen-
sions), and increases in taxes (income tax, cor-
porate income tax, property tax, environmen-
tal tax, consumption tax). 

… and their short and long-run trade-offs with 
growth and equity objectives

Consolidation instruments can be ranked ac-
cording to their effects on short- and long-
term growth, income distribution and current 
accounts. 

In the short term, all the selected instruments 
are estimated to have a negative effect on 
growth, and the majority have a negative ef-
fect on equity (with the exception of subsidy 
cuts, and personal corporate, and property tax 
cuts). In the long run however, these effects 
may differ. For instance, fiscal consolidation in-
struments such as spending cuts in pensions, 
sickness and disabilities payments as well as 
unemployment benefits, may boost long-term 
growth but at the expense of equity.  Coun-
try policy settings and complementary policies 
also strongly influence these effects. 

New approaches / policy implica-
TioNs

Thinking about the side-effects of fiscal consol-
idation polices… 
Ranking consolidation instruments based on 
their consequences for growth, equity and 
the current account makes it possible to opti-
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mise country-specific consolidation strategies. 
These packages start with the most desirable 
instrument and move down the ranking until 
consolidation needs are satisfied. 

… can highlight appropriate instruments …

The study indicates that half of OECD coun-
tries can fulfil their short- to medium-term 
consolidation needs with well-ranked instru-
ments only. Well-designed packages therefore 
seem capable of allowing consolidation with-
out compromising growth and equity.

Almost another half of OECD countries can 
achieve more than half of the required consoli-
dation with well ranked instruments. 

Finally, three countries (Japan, United King-
dom and the United States) are simulated to 
implemented more than half of their short-
to-medium-term consolidation needs through 
badly ranked instruments. This implies that 
their consolidation efforts are likely to involve 
substantial adverse side-effects. They can re-
duce these adverse side-effects by using well 
ranked instruments more intensively than the 
simulations conservatively assumed.

… to manage long-run fiscal consolidation…
 
Despite facing generally stronger consolidation 
needs in the long than the short term, twenty 
countries would manage to reach stable debt 
levels of around 60% of GDP by relying on 
well-ranked instruments alone. In the simu-
lated packages with a long-term horizon, six 
countries use some poorly ranked instruments 
but can nonetheless achieve more than 50% of 
their adjustment compared to well-ranked in-
struments. Finally, a few countries would have 
to implement considerable consolidation in 
the long run and would have to rely on poor-
ly-ranked instruments (with greater adverse 
effects on long-term growth and equity objec-
tives). 

On average across countries, spending cuts 
would constitute 41% of short- to medi-
um-term and 65% of long-term consolidation 
packages. Tax hikes would account for the rest 

of the required consolidation. 

… while structural policies can ameliorate harm-
ful side effects 

In many simulations, countries choose fiscal in-
struments that can be detrimental to growth 
or equity. Nevertheless, potential trade-offs 
between consolidation and other policy objec-
tives can be mitigated by exploiting the scope 
for efficiency gains through structural reforms. 
For instance, introducing tuition fees in higher 
education coupled with means-tested grants 
or loan guarantees can improve public financ-
es, possibly spur growth by encouraging ter-
tiary schooling completion and help to correct 
the regressive impact of public spending on 
tertiary education. On the tax side, the growth 
impact of raising tax revenues can be reduced 
by closing loopholes and by broadening the 
tax base (by curbing fraud and evasion) rather 
than by increasing tax rates. 
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