
The  investor  base  for
sovereign  debt:  Recent
developments  and  potential
implications
Category: Public finance,Uncategorized
written by oecdecoscope | February 26, 2026

Long-term sovereign bond yields have risen as fiscal pressures mount and
central banks step back from bond markets. With private investors playing
a larger role, borrowing costs may remain higher and markets may become
more  volatile,  raising  important  questions  for  debt  management  and
financial stability.

By  Masatoshi  Ando,  Ben  Conigrave,  Álvaro  Pina  and  Caroline  Roulet,  OECD
Economics Department.

Long-term sovereign bond yields have risen in recent years and
the spread between 30- and 10-year bond yields has widened
(Figure 1, Panel A). This reflects investor concerns about the
sustainability  of  public  debt  given  persisting  budget
imbalances  in  many  advanced  economies  and  rising  spending
pressures from defence, ageing and climate change. At the same
time, as discussed in the December 2025 OECD Economic Outlook,
there  have  been  marked  changes  in  the  mix  of  investors
purchasing government bonds since the pandemic. These changes
in the investor base likely contribute to the upward pressure
on  yields  and  may  also  be  a  source  of  future  market
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volatility.

One key factor has been the shift from quantitative easing to
quantitative  tightening  by  the  major  central  banks.  The
balance sheets of central banks expanded after the onset of
the global financial crisis, and were boosted significantly
further during the pandemic, primarily through sovereign debt
purchases.  More  recently,  with  the  shift  to  quantitative
tightening in many jurisdictions, central banks have reduced
their  sovereign  bond  holdings  either  passively,  by  not
reinvesting maturing securities, or by actively selling bonds.
The share of total outstanding domestic sovereign debt held by
the central bank is now largely back to pre-pandemic levels,
including in the United States and the euro area (Figure 1,
Panel B).

Figure 1. Long-term yields have risen and central bank bond
holdings have shrunk

Note: Panel A shows weekly data, with the latest observation
dated 20 February 2026. In panel B, ECB denotes the European
Central Bank, US Fed the US Federal Reserve, BOC the Bank of
Canada,  and  RBA  the  Reserve  Bank  of  Australia.  Domestic
sovereign bonds held by central banks at the end of each year
are expressed as a share of total domestic sovereign bonds
outstanding. Data for 2025 data refer to Q3.
Source:  Australian  Bureau  of  Statistics;  Bank  of  Canada;
European  Central  Bank;  Federal  Reserve;  Reserve  Bank  of
Australia; Statistics Canada; LSEG; and OECD calculations.

A counterpart to this is that the private sector has absorbed
a rising share of new bond issuance, with the composition of
investors becoming more dispersed and heterogenous (Figure 2).
Over  the  year  to  2025Q3  there  were  higher  net  purchases
relative to GDP by banks and money market funds in all four
economies  displayed,  and  by  other  financial  intermediaries



such as investment funds and securities dealers in Australia,
the  euro  area  and  the  United  States.  In  contrast,  net
purchases  of  sovereign  bonds  by  traditional  institutional
investors,  including  pension  funds  and  insurers,  often
declined relative to GDP.

The shift in the balance of sovereign bond purchases from
central  banks  to  price-sensitive  private  sector  investors
could affect the required rate of return on sovereign bonds
(OECD, 2025; IMF, 2025). Yields might be more elevated to
sustain  demand  for  government  debt  in  coming  years,
particularly in countries where fiscal trajectories may be
viewed as unsustainable, pushing up the cost of government
borrowing.

A related risk is that sovereign bond markets become more
volatile.  Some  non-bank  financial  institutions  have
comparatively light regulatory frameworks, allowing them to
operate with higher leverage. An example is hedge funds, which
have been playing a growing role in the sovereign debt markets
of  many  countries,  including  the  US.  High  leverage  could
reduce their capacity to absorb new bond issuance at times of
market stress due to a need for higher liquidity to meet
potential investor redemptions and to offset changes in the
value of their existing collateral (ECB, 2023; Sengupta and
Jacobs, 2025). Higher bond market volatility may itself raise
liquidity  needs  due  to  margin  calls  or  redemptions  from
leveraged investment funds, potentially forcing asset sales
including sovereign bonds.

Reforms  affecting  pension  funds  and  associated  financial
intermediaries,  coupled  with  a  more  uncertain  environment,
will also reduce the demand for very long-term bonds. For
example,  UK  regulatory  adjustments  for  liability-driven
investment (LDI) funds introduced after the 2022 gilt market
dislocation  (LDI  funds  allow  pension  funds  to  match  the
interest sensitivity of their assets and liabilities through
the use of derivatives) — including tighter leverage limits,



higher  liquidity  buffers,  and  more  conservative  collateral
management  practices  —  reduced  their  capacity  to  maintain
large, leveraged positions in long-dated gilts (BIS, 2025). In
Japan, higher yields and elevated policy uncertainty have made
life  insurers  moderate  their  demand  for  very  long‑term
sovereign bonds, at least temporarily (Reuters, 2025). The
shift from defined benefit to defined contribution schemes in
countries such as the Netherlands and the United Kingdom has
also  reduced  the  emphasis  on  duration  matching  of  fixed
liabilities for pension funds, diminishing their demand for
long-term sovereign bonds (PIMCO, 2023).

For  a  given  maturity  distribution  of  debt  issuance,  such
reforms potentially raise yields and volatility at the long
end of the yield curve, though the increasing demand for safer
assets such as government bonds from funded pension systems as
the population ages will have the opposite impact. Some debt
management offices have also shifted issuance toward shorter
maturities to mitigate rising interest expenditures, although
this  may  heighten  refinancing  risks  and  governments’
sensitivity to fluctuations in short‑term interest rates.

Figure 2. Net purchases of sovereign bonds by investor type in
selected advanced economies

Quarterly averages

Note: The figure shows net purchases of general government
debt securities of all maturities, consolidated to eliminate
intra-government  transactions.  Quarterly  averages  are
presented for three periods: the latest quantitative easing
(QE) episode, the subsequent period of quantitative tightening
(QT), and the most recent four quarters with available data
for  all  four  jurisdictions  (which  often  overlaps  the  QT



period).  QE  and  QT  periods  follow  central  bank  announced
implementation dates. When both QE and QT take place in the
same quarter, none is retained unless one clearly outweighs
the other. “Other financial intermediaries” include non-money
market investment funds (among which hedge funds), securities
dealers and non-bank money lenders. “Institutional investors”
refers  to  insurance  companies  and  pension  funds.  “Real
sectors” encompass households, non-profit organisations, and
non-financial corporations. Data are seasonally adjusted and
expressed as a share of contemporaneous quarterly GDP. For the
United  States,  net  purchases  by  households  are  likely
overstated, and those by foreign hedge funds (included in the
rest  of  the  world)  concomitantly  understated,  since  2023
(Barth et al., 2025).
Source:  Australian  Bureau  of  Statistics;  European  Central
Bank;  Federal  Reserve;  Statistics  Canada;  OECD  National
Accounts Databases; and OECD calculations.
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Scrapping the most inefficient expansionary measures
and further enhancing the fiscal framework would contribute to
preserving sound public finances.

By  Daniela  Glocker  and  Nicolas  Gonne,  OECD  Economics
Department

Sound  public  finances  have  largely  contributed  to  the
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resilience of the Dutch economy. Years of fiscal discipline
allowed the country to build up substantial budgetary buffers.
These  enabled  the  government  to  support  households  and
businesses  during  recent  downturns.  They  also  provide  the
fiscal space needed to implement structural reforms.

However,  current  budgetary  plans  reflect  a  shift  in
priorities, towards increasing purchasing power in the short
run and away from policies that support productivity, enhance
competitiveness,  and  accelerate  the  green  transition.  The
deficit is projected to widen from 0.9% of GDP in 2024 to 2.3%
in 2025 and 2.8% in 2026 (Figure 1).

Figure 1. Public finances are projected to deteriorate

General government fiscal balance (% of GDP)

Source:  OECD  Economic  Outlook:  Statistics  and  Projections
(database).
Should it not correct its course, the Netherlands could face a
“Significant Deviation Procedure” under the preventive arm of
the EU Stability and Growth Pact. Such a scenario is unlikely,
as  the  government  is  strongly  committed  to  remaining  in
compliance with EU Treaty limits for deficit and debt levels,
and because supply bottlenecks often led to underspending in
recent years. Yet, proactive fiscal adjustments would provide
greater policy certainty and credibility, as discussed in the
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latest OECD Economic Survey of the Netherlands.

Budgetary plans should aim at expanding supply,
not boosting demand
The fiscal stance is expansionary, with significant increases
in spending on healthcare and housing, and with lower revenue
from personal, corporate, and environmental taxation. Several
new spending and tax measures are costly and lack targeting,
including the reduction in out-of-pocket payments for medical
care and the introduction of a new, lower-rate bracket for
personal income taxation.

The expansion risks exacerbating inflationary pressures given
persistent supply constraints, most notably the tight labour
market. Labour costs have been rising relatively quickly since
the post-pandemic recovery, pushing up the cost of labour-
intensive  services  and  contributing  to  elevated  inflation
(Figure  2).  Further  supply  bottlenecks  include  electricity
grid congestion, skills mismatch, and the knock-on impact of
the  nitrogen  crisis.  At  the  same  time,  spending  cuts  on
education and R&D, while partially offsetting the fiscal cost
of expansion, will weigh on growth potential and productivity.

Figure 2. Wage-driven price pressures remain

Contributions to consumer price inflation (y-o-y % change)
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Source:  OECD  Eurostat  Harmonised  Index  of  Consumer  Prices
(database).
Fiscal  prudence  is  key  to  supporting  the  economy  and
sustaining growth, by avoiding excessive demand stimulus and
promoting  supply-side  expansion.  Scrapping  the  most
inefficient  expansionary  measures  should  be  a  priority.
Reallocating expenditure towards efficiency-enhancing public
investments  would  further  promote  growth  potential,  while
reconsidering proposed cuts to public spending on knowledge,
skills, and innovation would further help productivity, an
increasingly pressing challenge for the Dutch economy.

Fiscal reforms are necessary to safeguard sound
public finances
Under current budgetary plans, the fiscal balance is expected
to deteriorate steadily over the medium run, particularly from
2029 onwards. This is despite the Dutch trend-based fiscal
framework, which has been instrumental so far in maintaining
fiscal space while enabling automatic stabilisers to fully
operate –a particularly important feature to absorb global
shocks in an open economy like the Netherlands’.

Most aspects of Dutch multi-year fiscal strategy are regarded
as best practice under the OECD Spending Better Framework.
However,  the  expenditure  framework  is  fixed  over  the
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government’s term, while budgetary measures are announced on
an  annual  basis.  This  limits  the  framework’s  ability  to
address long-run fiscal pressures and can create incentives to
postpone  politically  difficult  but  necessary  decisions  on
revenue-raising measures and spending cuts.

Rolling forward expenditure ceilings every year to keep a
constant  spending  horizon  would  provide  greater
predictability,  enhance  transparency,  and  further  support
fiscal  sustainability,  while  keeping  the  benefits  of  the
current  framework,  including  fiscal  discipline  on  the
expenditure  side  and  macroeconomic  stabilisation  on  the
revenue  side.  This  would  be  conducive  to  greater  fiscal
prudence, creating the conditions for achieving a balanced
combination of revenue-raising measures and targeted spending
cuts,  including  by  reducing  inefficient  tax  expenditures
(Figure 3).

Figure 3. There is room to streamline tax expenditures

Tax expenditures (% of GDP), 2024 or latest available year

Source: Global Tax Expenditure Database.
For more information, please visit our Netherlands Economic
Snapshot page.
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Industrial policies have again risen in prominence in advanced
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economies  with  the  series  of  economic  crises,  rising
geopolitical risks and increased awareness of environmental
challenges.

In  our  recent  paper  (Millot  and  Rawdanowicz,  2024),  we
contribute  to  renewed  debates  about  these  policies  by
discussing the pros and cons of industrial policies motivated
by  different  objectives,  and  propose  a  few  principles  to
inform policy guidelines.

What is industrial policy and how much is
happening?
While discussions about industrial policies are intensifying,
their  exact  definitions  and  their  differences  with  trade,
environment,  innovation  and  tax  policies  are  debated.
Industrial policies commonly refer to government financial and
non–financial  support  to  businesses  to  boost  or  reshape
specific economic activity. Government support to businesses
can be broadly available to all firms across the economy (i.e.
horizontal) or be more narrowly targeted based on activity,
technology and/or location. In our paper, we focus primarily
on targeted measures, which are both increasingly used in
recent years and raise more concerns about their implications
for domestic and international markets and rules-based trade.

Assessing  the  scope  and  scale  of  government  industrial
policies,  and  their  evolution  over  time,  is  notoriously
difficult (Warwick and Nolan, 2014; Terzi, Singh and Sherwood,
2022;  OECD,  2023).  This  is  due  to  a  persistent  lack  of
reliable  and  cross-country  comparable  data  (OECD,  2023;
Juhász, Lane and Rodrik, 2023) and the absence of consensus
about the definition of industrial policies.

The OECD has made headway in filling the data gaps. Through
the QuIS project and sectoral studies for selected industries,
the OECD has gathered harmonised data that facilitate the
benchmarking  of  industrial  strategies  across  countries  in
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terms  of  industrial  policy  expenditures,  priorities,
instruments  and  recipients  (Criscuolo  et  al.,  2023;  OECD,
2023).

Available data suggests that many governments around the world
have actively provided various forms of support to selected
industries, though with different intensity across time and
countries, and that industrial policies are an important part
of  economic  policies  in  advanced  and  emerging-market
economies.

Recently, several advanced economies have revived industrial
polices to support green and digital transitions as well as
employment. For example, to meet these objectives, the US
government implemented in 2022 the CHIPS and Science Act and
the Inflation Reduction Act (IRA). These initiatives have been
partly  motivated  by  the  perceived  need  to  respond  to  the
growing economic power of China, which has been using large-
scale  state  interventions  for  decades.  In  response  to
strategic and environmental challenges and, in some cases,
also  in  reaction  to  US  and  Chinese  industrial  policies,
several OECD economies have proposed or implemented similar
measures.

Industrial  policies  should  be  justified  by  cost-benefit
considerations

Industrial policies can play a role in addressing important
economic,  social  and  environmental  challenges  that  markets
cannot  deal  with  on  their  own.  When  they  are  successful,
industrial policies can bring large benefits for the nation
concerned.  They  could  also  have  positive  international
spillovers, for instance if they lower the cost of the climate
transition.

However, industrial policies entail costs, including fiscal
ones. They can create market distortions that have negative
effects on innovation and the availability and prices of goods
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and services. Costs can be particularly high when measures
effectively  limit  competition  and  increase  protectionism.
Ultimately,  they  may  reduce  market  contestability  and
undermine  the  rule-based  trading  system.

Debates about industrial policies have not yet been resolved
in view of challenges with their evaluation and the existence
of both negative and positive examples (Karp and Stevenson,
2012).  Still,  a  serious  assessment  of  costs  and  benefits
should be attempted to inform policy makers. It should extend
beyond measuring the short-term direct impact on the targeted
sectors,  firms  or  technologies.  Analysis  should  focus  on
overall effects in the longer term, including domestic and
international spillovers and on a wide range of fiscal costs.
The uncertainties surrounding the estimates of the costs and
benefits calls for considering various alternative scenarios
of possible outcomes. The distributional impact of industrial
policies across firms, households and taxpayers should also be
assessed.

Despite  well-grounded  economic,  social  and  environmental
justifications  for  some  industrial  policies,  there  are
legitimate  concerns  that  the  benefits  of  some  of  these
policies could be limited and the costs high. This mainly
relates to measures curbing competition and the practical and
political challenges in designing and implementing effective
measures.

Thus, while governments may want to experiment with future and
welfare‑oriented  industrial  policies,  they  should  exert
moderation  in  scope,  exercise  caution  in  design  and
implementation,  and  be  mindful  of  possible  negative
international implications that can undermine the rule-based
trading system.

Towards policy guidelines
While our understanding of industrial policies is imperfect
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and continues to evolve with new data and evidence, basic
principles inform tentative policy guidelines for governments
planning to use targeted industrial policies:

Be clear and realistic about what they are trying to
achieve. Industrial policies can help to deliver urgent
climate  objectives,  improve  economic  security  and
resilience, and support distributional outcomes, but to
a varying extent.
Prioritise  areas  where  existing  structural  challenges
cannot  be  addressed  solely  by  markets  and  other
government  policies  and  where  these  challenges  imply
high  and  growing  societal  costs.  Consider  whether
industrial  policies  are  effective  and  efficient  to
pursue  those  objectives,  and  what  other  government
policies will be needed for the full range of expected
benefits to be achieved.
Design  tailored,  proportionate  and  comprehensive
measures based on the diagnosis of main problems and
experience. This will help to boost benefits and to
minimise  the  economic  and  fiscal  costs,  both
domestically and internationally. Favour measures that:

do  not  restrict  competition  and  encourage  the
development  of  markets  and  new  entrants  rather
than favouring incumbents.
minimise  negative  spillovers  on  international
markets  and  help  promote  international
co‑operation  and  rules-based  trade.  
are limited in time and size, using for example
sunset clauses and claw-back arrangements. Still,
ensure that policies are sufficiently persistent
and predictable to be able to change the behaviour
of firms and individuals, including by clear and
consistent messaging on the duration and terms of
policies.
are  transparent  to  enable  public  debate  and



independent analysis as well as to protect against
domestic capture.
incorporate evaluation from the start. Ensure that
data  necessary  to  undertake  it  are  collected.
Establish regular review and feedback mechanisms
and  adapt  policies  as  you  learn.  Introduce
institutional safeguards for ending the government
support where objectives are not being achieved or
unintended  consequences  alter  the  cost‑benefit
assessment of programmes.
ensure  a  competitive,  non-discriminatory  and
transparent  design  of  the  selection  process  of
businesses  to  be  helped,  to  avoid  favouring
incumbents  and  deterring  new  entrants.  Consider
delegating  such  selection  processes  to  expert
institutions free from political pressures, while
safeguarding  democratic  oversight  and
accountability.

Work  with  stakeholders  when  identifying  the  main
obstacles to achieving the policy objectives as well as
the need for and appropriate design of industrial policy
measures, including to mobilise public support.
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For several decades the ‘peace dividend’ enabled governments
to  reduce  the  share  of  defence  spending  in  total  public
expenditure,  creating  space  to  help  meet  demands  for
additional public expenditure on social protection and health.
Growing geopolitical tensions are prompting reassessments of
this  strategy,  with  several  countries  announcing  plans  to
increase  defence  spending  over  the  next  few  years.  These
plans, which are already being implemented in some countries,
will compound the rising pressures on the public finances from
ageing  societies,  the  climate  transition  and  rising  debt-
service costs, as noted in the September 2023 OECD Interim
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Economic Outlook.

Across G20 countries as a whole, defence spending relative to
GDP has declined in the past 50 years, from an average of

about 3.8% in the 1970s to 2.4% in the 21st century. However,
there  have  been  marked  differences  across  countries.  US
defence expenditure fell particularly sharply, from 6.0% of
GDP in the 1980s to an average of 3.9% of GDP since the turn
of the century (Figure 1). In relative terms, the gains from
the end of the cold war were even larger for other OECD
countries who are longstanding NATO members, with their joint
spending declining from 2.8% of GDP in the 1980s to 1.6% of
GDP since the year 2000. Military spending in non-NATO OECD
members such as Australia, Japan and Mexico has in general
been lower and more stable over time.

Figure 1. Global defence spending has declined since the 1970s

Defence spending, per cent of GDP, current prices

Note: OECD and NATO based on current membership. Aggregates
show averages weighted by GDP at market prices in USD. Their
composition changes over time due to data availability. Saudi
Arabia is excluded from the non-OECD G20 aggregate due to the
very high volatility of its defence spending.
Source: Stockholm International Peace Research Institute; and

https://www.oecd.org/economic-outlook/september-2023/


OECD calculations.

The reduction in spending has also been more modest in non-
OECD G20 economies, a highly diverse group of countries. For
instance, defence spending in China has become the second
largest in the world in absolute terms, but relative to GDP is
estimated to be close to the G20 median. Russia’s spending in
per cent of GDP has remained internationally high since the
mid‑1990s, particularly over the past decade.

Many OECD countries have begun to raise defence spending as a
share  of  GDP  over  the  last  2-3  years.  There  have  been
particularly strong increases in Greece and some Central and
Eastern  European  countries,  including  Finland,  Latvia,
Lithuania and Poland, but also in many economies in Western
Europe, partly reflecting military aid to Ukraine.

Further spending increases, sometimes sizeable, are likely in
the coming years. France, Germany and Japan have started to
implement detailed medium-term plans for that purpose, aiming
at increases of about 0.4% of GDP, 0.7% of GDP and 1% of GDP
respectively. In other countries, a long‑term target exists
that implies higher defence spending (for instance, 2% of GDP
in Canada and Italy, as per NATO commitments, and 2.5% of GDP
in the United Kingdom) but medium-term plans to reach these
levels have not yet been released. In contrast, the two OECD
G20 countries where military expenditures as a share of GDP
are highest, the United States and Korea, do not currently
plan to further increase that share. Non‑OECD G20 countries
have in general not increased defence spending as a share of
GDP in the recent past (Russia is an exception), nor have they
announced plans to do so in the medium term.

As with other areas of public spending, improvements in the
efficiency  of  defence  spending  could  help  to  contain  the
budget costs of achieving the intended improvement in military
effectiveness. Options to enhance efficiency may differ across
countries given, among other factors, the variation in the



composition of defence spending (Figure 2). The average share
of defence budgets spent on investment in equipment in the
countries shown is 20% and on personnel costs 48%, with an
average 29% devoted to maintenance and single-use equipment
and  4%  to  other  spending  items,  but  there  are  large
differences  between  countries.

Figure  2.  The  composition  of  defence  spending  differs
substantially  across  countries

Shares in total defence spending, per cent, 2012-21 average,
current prices

Note: Durable military equipment corresponds to gross fixed
capital  formation  (GFCF),  personnel  to  compensation  of
employees and maintenance and single-use equipment (such as
ammunition) to intermediate consumption. Since GFCF is often
volatile, a 10-year average is considered. Values for Korea
correspond to the 2012-20 average.
Source: OECD Classification of the Functions of Government
(COFOG) database; and OECD calculations.
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Public finances will face significant challenges after the
Covid-19 crisis and due to the consequences of the Russian
invasion of Ukraine. Government debt has reached the highest
levels in decades, albeit interest payments are at historical
lows.  Population  ageing  and  climate  change  will  weigh  on
government budgets. Fiscal policy may also need to provide
more macroeconomic stabilisation if monetary policy remains
constrained by low interest rates.

While  providing  adequate  responses  to  these  challenges,
governments  will  confront  political  economy  biases.  These
biases have contributed in the past to higher deficits, a
tendency  towards  short-termism  (e.g.  by  cutting  public
investment  disproportionately  after  the  Global  Financial
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Crisis (GFC)), and a procyclical fiscal policy stance.

In this blog post, building on our recent paper: Constraints
and demands on public finances: Considerations of resilient
fiscal  policy  (Rawdanowicz  et  al.,  2021),  we  discuss  how
credible and transparent fiscal frameworks can contribute to
sustainable fiscal policies by minimising those biases. In
particular,  we  focus  on  independent  fiscal  institutions
(IFIs), reviewing their increasing popularity and taking stock
of recent country experiences.

What are IFIs?

IFIs are public institutions with a mandate to critically
assess and, in some cases, provide non‑partisan advice on
fiscal policy and performance (von Trapp, Lienert and Wehner,
2016). Examples include the Congressional Budget Office in the
United States, the Bureau for Economic Policy Analysis (or
CPB) in the Netherlands, the Office for Budget Responsibility
in the United Kingdom and Spain’s Independent Authority for
Fiscal Responsibility.

In  contrast  to  audit  institutions,  their  assessments  are
forward-looking (Kopits, 2011) and unlike independent central
banks, they do not have the authority to make policy. Rather,
they ensure that unbiased information about the government’s
fiscal  policies  and  their  consequences  is  available.  This
additional transparency enhances the quality of the political
debate, making governments more accountable for their policy
choices and more credible vis‑à‑vis citizens and financial
markets.  IFIs  thus  support  the  sustainability  of  public
finances.

In most countries, IFIs were established after the GFC, though
in a few they have existed for more than 50 years (Table 1).
The main motivations for establishing IFIs were improving the
transparency  of  the  budgetary  process  and  monitoring
compliance with fiscal rules in the context of high debt.
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Table 1. Most independent fiscal institutions are young

Timing of foundation

Note: Norway’s Advisory Committee for Fiscal Policy Analysis
has recently had its mandate extended to independently assess
the sustainability of fiscal policy, bringing it closer to
some European IFIs. The Norwegian ministry of finance acts as
its secretariat and one committee member is employed by the
ministry, though this member is not involved in assessing the
sustainability of fiscal policy.
Source: OECD Independent Fiscal Institutions Database 2021;
OECD Secretariat.
IFIs are common but their functions differ

Today, there are IFIs in three out of four OECD economies,
although they vary widely with regard to their mandate and
resources (Figure 1). A new OECD dataset (OECD, 2021a) shows
that typical tasks of IFIs include assessing long-term fiscal
sustainability,  endorsing  or  producing  economic  and  fiscal
forecasts, monitoring compliance with rules, and estimating
costings  of  policies.  IFIs  with  more  demanding  mandates,
particularly those involved in cost estimations, tend to have
more  staff  at  their  disposal,  for  example  in  Korea,  the
Netherlands and the United States. By contrast, IFIs in some
of the largest OECD economies, such as Germany and France,
have limited mandates and relatively few staff.

Figure 1. Mandates and resources of IFIs vary widely across
the OECD countries

https://www.oecd.org/gov/budgeting/ifi-database.htm


Note:  Several  OECD  countries  have  chosen  to  have  their
official macroeconomic forecasts supplied by an independent
organisation other than an IFI, for example, Austria (the
Austrian  Institute  of  Economic  Research),  Finland  (an
independent body within the Ministry of Finance), Luxembourg
(STATEC,  the  national  statistics  advisor),  Slovenia  (the
Institute  of  Macroeconomic  Analysis  and  Development),  and
Sweden (the National Institute of Economic Research). Canada
takes  its  macroeconomic  assumptions  from  an  average  of
private-sector forecasts.
Source: OECD Independent Fiscal Institutions Database 2021.
IFIs contribute to fiscal stability but they do not guarantee
it

While research has tentatively associated IFIs with increased
fiscal rule compliance, more accurate forecasts (Fall et al.,
2015; Beetsma et al., 2018), and less pro-cyclical fiscal
policy (Debrun and Kinda, 2017), they are neither a necessary
nor a sufficient condition for sustainable public finances.
Some  countries  with  a  reputation  for  fiscal  prudence  and
transparency have a small fiscal council with a very limited
mandate, like Sweden, or none, like New Zealand. IFIs may not
need to be strong to maintain compliance with fiscal rules if
there is a political consensus in favour of low deficits.
Conversely, even an IFI with a far-reaching mandate will not
be able to keep a government from circumventing fiscal rules
that are not supported by the electorate. The interaction
between the elements of a fiscal framework plays a key role.



Still, there are numerous examples of how IFIs can contribute
to fiscal performance across various areas:

Assessing long-term fiscal sustainability. The Canadian
Parliamentary Budget Officer produces an annual fiscal
sustainability report covering all levels of government
and public pension plans. The analysis has been used to
challenge  official  narratives  in  several  high-profile
policy debates on changes to the age of eligibility for
elderly benefits and adjustments to subnational transfer
programmes for health care (Parliamentary Budget Office
of Canada, 2021).
Endorsing or producing economic and fiscal forecasts.
Italy’s  Parliamentary  Budget  Office  is  mandated  with
endorsing the budget’s macroeconomic assumptions under
domestic legislation to meet requirements of the EU’s
fiscal surveillance framework. In 2016, the Italian IFI
determined that the government’s forecast was optimistic
and declined to endorse it. Following a parliamentary
hearing, the government revised its plans using more
conservative  assumptions  (Ufficio  parlamentare  di
bilancio, 2019).
Monitoring  compliance  with  rules.  The  Irish  Fiscal
Advisory Council is required to confirm the government’s
compliance with the domestic implementation of the EU
fiscal rules. To do so, it developed innovative methods
to estimate Irish potential GDP and the output gap,
which are notoriously volatile in Ireland under the EU’s
commonly agreed methodology, owing to distortions from
capital  flows  and  activity  related  to  foreign-owned
multinational enterprises (OECD, 2021b).
Costing of policies. The US Congressional Budget Office
played  a  pivotal  role  in  informing  debate  on  the
multi‑trillion  dollar  Coronavirus  Aid,  Relief  and
Economic  Security  (CARES)  Act.  It  published  a
preliminary  costing  of  the  Act  and  responded  to
subsequent  requests  from  Congress  to  evaluate  other



aspects of the economic impact of the Act (OECD, 2020).
In the Netherlands, the CPB assesses the fiscal and
economic effects of parties’ election platforms and the
coalition agreements after the elections. These analyses
have raised awareness of the need, at a political level,
for prudent and sustainable budget policies (von Trapp,
Lienert and Wehner, 2016).

IFIs during the pandemic

For IFIs established following the GFC, the COVID-19 pandemic
was  their  first  major  test.  As  traditional  channels  of
parliamentary  oversight  faced  operational  constraints  and
emergency legislative protocols, IFIs stepped in to provide
independent  scrutiny  of  emergency  spending  programmes  and
real-time forecasts of the rapidly evolving economy and public
finances (OECD, 2020). Over 90% of national IFIs in the OECD
published rapid analyses of the economic and budgetary impact
of the pandemic (see Figure 2 for a breakdown). They were an
important source of analysis, with government either focused
on fast responses or reluctant to publish analysis given the
high degree of uncertainty. IFIs thus contributed to an open
and democratic debate about public finance issues. They also
supported  governments  activating  escape  clauses  to  suspend
fiscal rules to ensure much-needed support to households and
businesses through a transitory and unprecedented stress. The
crisis  showed  that  IFIs’  varied  mandates  allowed  them  to
respond in a meaningful way and to influence public debate.
IFIs will continue to be critical partners during recovery as
governments seek to restore sustainable and resilient public
finances.

Figure  2.  Breakdown  of  rapid  analyses  by  IFIs  during  the
Covid-19 pandemic

Number of IFIs



Note:  The  dataset  includes  40  IFIs,  covering  institutions
within  the  OECD  (including  two  sub-national  IFIs  and  one
independent advisory body established at the European level)
and Brazil.
Source: OECD (2020).
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Debates about sovereign debt sustainability have revived in
light of the massive increases in debt since the 2008 economic
crisis and more recently during the COVID-19 pandemic. In this
context,  some  argue  that  debt  sustainability  risks  are
significantly reduced as long as the interest rate is lower
than the rate of GDP growth. We offer a word of caution in our
recent  paper:  Constraints  and  demands  on  public  finances:
Considerations of resilient fiscal policy (Rawdanowicz et al.,
2021).

While it is true that such a negative interest rate-growth
differential (the so-called r-g) helps to stabilise debt in
the very long term, debt dynamics in the near term depend also
on the primary budget balance, and a continued increase in
debt cannot be excluded with large primary budget deficits.
Conversely,  debt  could  fall  substantially  with  moderate
primary deficits. We should also note that maintaining high

https://oecdecoscope.blog/2022/04/08/debt-sustainability-and-low-interest-rates-a-word-of-caution/
https://oecdecoscope.blog/2022/04/08/debt-sustainability-and-low-interest-rates-a-word-of-caution/
https://oecdecoscope.blog/2022/04/08/debt-sustainability-and-low-interest-rates-a-word-of-caution/
https://www.oecd-ilibrary.org/docserver/602500be-en.pdf?expires=1648635004&id=id&accname=ocid84004878&checksum=E4F9B76B8A7AF0F434D2F66FAFCCB6EB
https://www.oecd-ilibrary.org/docserver/602500be-en.pdf?expires=1648635004&id=id&accname=ocid84004878&checksum=E4F9B76B8A7AF0F434D2F66FAFCCB6EB


debt raises countries’ vulnerability to interest rate surges
and growth declines, and increases debt rollover risks. This
is all the more important given the uncertainty about, and the
volatility of, r-g (Orszag, Rubin and Stiglitz, 2021; Mauro
and Zhou, 2020).

Negative r-g does not eliminate risks to debt sustainability
and fiscal authorities should pay attention to primary budget
balances, which reflect the political choices in terms of
revenues and spending, thus contributing to shape the strength
of the economy through various channels.

Government  interest  payments  declined  despite  rising  gross
debt

The fiscal response to the COVID-19 crisis prevented larger
declines in employment, income and output, and is paving the
way for a sustainable recovery. At the same time, government
debt relative to GDP has reached the highest levels in several
decades, adding to a pre-crisis upward trend in sovereign debt
(Figure 1, Panel A).

Figure  1.  Government  interest  payments  and  r-g  declined
despite rising gross debt

Note: In Panel A, the median and the inter-quintile range
between the first and fourth quintiles (shaded area) refer to
the distribution of general government interest payments as a
per cent of GDP. Gross debt refers to the OECD definition of
general  government  financial  liabilities.  In  Panel  B,  the
lines indicate the medians of the distribution of interest



rate-growth differentials. See Annex B in Rawdanowicz et al.,
(2021) for the definitions of the two versions of the interest
rate-growth  differentials.  The  sub-group  of  OECD  countries
refers to countries for which long time series are available:
Austria, Belgium, Canada, Denmark, Finland, France, Germany,
Italy, Japan, the Netherlands, Spain, Sweden, Switzerland, the
United Kingdom and the United States. As the start of time
series differs slightly within the country group, medians and
the first and fourth quintiles are calculated only when data
for at least 75% of the number of countries in the group are
available.
Source:  OECD  Economic  Outlook  database;  and  authors’
calculations.
Despite  rising  debt,  government  interest  payments  have
declined since the 1980s, reaching just above 1% of GDP in the
median OECD economy (Figure 1, Panel A). This was possible due
to falling nominal and real yields on longer‑term government
bonds that started in the late 1980s and the early 1990s. The
falling interest rates helped lower the trend in the effective
r-g, mitigating the impact of the increase in gross debt on
public finances (Figure 1, Panel B).

Negative r-g always stabilises debt, but potentially at high
levels

Persistently  negative  r‑g  helps  lower  debt.  Together  with
moderate levels of primary budget deficits, debt reductions
can be substantial in these circumstances, especially at high
initial debt levels as shown in stylised and illustrative
simulations (Figure 2).

Figure  2.  Negative  r-g  can  reduce  the  debt-to-GDP  ratio
significantly when primary deficits are modest



Note: Stylised simulations assume that primary balances (pb,
in % of GDP) and the interest rate-growth differentials (r-g,
in percentage points) remain unchanged at the indicated levels
over the simulation period. Simulations assume no government
financial assets (net and gross debt are identical) and no
statistical discrepancy.
Source: Authors’ calculations.
Actually, debt will stabilise with any constant primary budget
deficit when r-g is negative. However, depending on the level
of the primary budget balance and r-g, this stabilisation may
only occur after a prolonged and large increase in debt. To
demonstrate this point, in our working paper we presented
stylised  and  purely  illustrative  simulations  for  different
values of initial debt, the primary budget balance, and the
level of r-g. Both the size of the negative r-g and the
primary budget balance are fundamental for determining the
speed and the level at which the debt to GDP ratio stabilises,
while initial debt is less important.

High debt carries risks for public finances

As debt can stabilise at a high level and only in a distant
future  despite  a  negative  r-g,  two  additional  issues  are
important in assessing debt sustainability.

First,  increasing  and  elevated  debt  can  lead  to  higher
interest rates and make public finances vulnerable to changes
in  economic  conditions  in  general,  and  interest  rates  in
particular. For instance, declines in GDP can bring about big
increases in the debt-to-GDP ratio through the same mechanism



through which negative r-g can help stabilise debt levels,
exacerbated by cyclical deteriorations in the primary budget
balance. Such debt increases may be difficult to reverse if
growth is low and budget deficits remain large several years
after  a  recession.  Moreover,  the  longer-term  evolution  of
government bond yields is highly uncertain (Orszag, Rubin and
Stiglitz, 2021) and current low effective interest rates in
relation to GDP growth do not exclude a possibility of future
high sovereign yields (Mauro and Zhou, 2020). In general, high
debt may limit the fiscal space to accommodate negative shocks
and thus result in sub-optimal fiscal responses to future
recessions (Jordà, Schularick and Taylor, 2016).

Second, at current debt levels, OECD countries will have to
issue significant amounts of bonds in coming years. Some of
the  rollover  risks  could  be  mitigated  by  managing  debt
maturity  to  avoid  concentration  of  large  debt  rollovers.
Central banks’ purchases of government bonds could also help
mitigate rollover risks, but maintaining positive confidence
may require very large (gross) purchases.
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Due to the COVID-19 crisis, sovereign debt in relation to GDP
has  increased  massively,  reaching  the  highest  levels  in
several decades in many countries. Current low interest rates
reduce concerns about debt sustainability, but high debt makes
public  finances  vulnerable  to  negative  shocks.  Thus,
governments will have to balance the need to minimise the risk
of fiscal stress and the need to satisfy growing demands on
public finances.

In this context, in our recent paper Constraints and demands
on  public  finances:  Considerations  of  resilient  fiscal
policy (Rawdanowicz et al., 2021), we analyse 17 episodes of
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large  and  prolonged  sovereign  debt  reductions  in  OECD
countries since the 1970s. We find that such debt reductions
were  achieved  primarily  by  increasing  budget  surpluses,
supported  by  a  context  of  strong  nominal  GDP  growth  (on
average  7%).  Debt  reduction  episodes  were  initiated  in
response  to  rising  debt  and  interest  payments,  sometimes
resulting from economic crises. It is noteworthy that in some
cases debt reduction episodes were accompanied by revamping
fiscal frameworks.

There are many examples of large and prolonged debt reductions

We identify 17 episodes that involved persistent reductions in
gross debt (spanning at least five years, but allowing for
temporary debt reversals) of at least 15% of GDP, in contrast
to  a  traditional  focus  in  the  literature  on  fiscal
consolidations  which  are  measured  by  changes  in  budget
balances  –  e.g.  (Molnár,  2012)  (Figure  1).  Most  of  the
episodes started in the 1990s and ended before the global
financial crisis. On average across the episodes, debt was
reduced by just over 30% of GDP over 11 years, but the size
and duration varied across the episodes (Figure 1, Panel A).
In many episodes, initial debt was no higher than 80% of GDP
and, in most cases, the debt‑to‑GDP ratio was reduced by less
than half (Figure 1, Panel B).

Figure  1.  Episodes  of  large  and  prolonged  sovereign  debt
reductions: main statistics



Note: Episodes selected based on data availability in the OECD
Economic Outlook database. The snowball effect captures the
product of lagged gross debt and the interest rate-growth
differential (see Annex B of Rawdanowicz et al. (2021) for
explanations on the debt dynamics decomposition).
Source:  OECD  Economic  Outlook  database;  and  authors’
calculations.
High budget surpluses and strong GDP growth were instrumental
in lowering debt

Most of the debt reductions took place in an environment of
high nominal GDP growth (on average 7% across countries and
years; Figure 1, Panel C), in particular in Hungary and the
United  Kingdom.  The  notable  exceptions  are  Germany  and
Switzerland (2004-2018), where nominal growth was modest but
still r-g was negative and the budget surpluses were high. In
line  with  this,  in  most  cases,  the  primary  budget
balance‑to‑GDP ratio improved as primary revenue increased by
more or declined by less than primary spending (Figure 2,
Panel  A).  In  addition,  average  growth  in  nominal  primary
expenditure was not higher than average nominal GDP growth
(Figure  2,  Panel  B).  In  some  countries  (e.g.  Finland  and
Canada), the debt reduction episode also coincided with a
substantial  depreciation  of  the  domestic  currency,  helping
export growth (Figure 2, Panel C).



Decomposing the annual average changes in debt (see details in
Annex B of Rawdanowicz et al. 2021) shows that in most of the
episodes  a  high  primary  budget  surplus  reduced  debt  –  on
average by 2% of GDP per annum, but in some cases by more than
3% of GDP (Figure 1, Panel A). In two thirds of the episodes,
higher  growth  than  interest  rates  lowered  the  debt-to-GDP
ratio (Figure 1, Panel C), with a total contribution of the
snowball effect to the debt reduction (i.e. a combined effect
of the interest rate growth differential and the lagged level
of gross debt) on average close to 1% of GDP per year. A few
countries  benefited  also  from  favourable  stock  flow
adjustments (i.e. all changes in the debt ratio that are not
explained by the budget balance and the snowball effect, like
sale or purchase of financial assets). This was particularly
the case in Iceland and the Slovak Republic due to very large
interest earnings and a sizeable reduction in the ratio of
government financial assets to GDP, respectively.

Figure  2.  Episodes  of  large  and  prolonged  sovereign  debt
reductions: additional statistics  

Note: Episodes selected based on data availability in the OECD
Economic Outlook database. Export market is calculated as a
weighted average of trading partners’ import volumes.
Source:  OECD  Economic  Outlook  database;  and  authors’
calculations.
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While  the  economic  and  political  context  triggering  debt
reductions varied across countries, there were a few common
themes

Growing fiscal pressures. In several episodes, debt reductions
were  initiated  following  prolonged  and  large  debt
accumulations.  Falling  interest  rates  and  subsequently
government interest payments helped the debt reductions in the
1990s. In some countries, at the beginning of debt reductions,
interest  payments  amounted  to  at  least  5%  of  GDP  and  in
Belgium  and  Canada  around  10%  of  GDP,  crowding  out  other
spending.

Fiscal rules and frameworks encouraged actions to reduce debt.
In  several  EU  countries,  the  requirement  to  fulfil  the
Maastricht fiscal criteria (budget deficit no higher than 3%
of GDP and government debt below 60% of GDP) ahead of adoption
of the euro contributed to public debt reductions. In Canada,
to help deal with large budget deficits of provincial and
federal  governments  in  the  early-1990s,  many  provinces
voluntarily  adopted  fiscal  rules.  The  Federal  government
introduced the Spending Control Act between 1992 and 1995 and
since then has generally used non-legislated fiscal targets,
helping to achieve high budget surpluses in the subsequent
years. In New Zealand, fiscal discipline was accompanied by
the introduction of a new budgetary framework (the 1994 Fiscal
Responsibility Act), building on responsible fiscal management
principles. The Act also enforced greater transparency about
the fiscal situation and fiscal policies.

Negative economic shocks. In a few countries, severe economic
crises required fiscal adjustments, thereby securing popular
support for adjustment. For instance, in Finland the deep
recession following a financial crisis in the early 1990s
prompted the government to implement large cuts in government
spending  (including  social  benefits,  public  sector  wages,
subsidies,  investment,  and  transfers  to  sub-central
governments), with the aim to restore confidence in financial



markets and to achieve a non-inflationary recovery. The impact
of these measures on debt reduction was strengthened by the
move  to  a  floating  exchange  rate  that  led  to  a  sharp
depreciation of the local currency. In Sweden, the severe
banking  and  economic  crises  in  the  early  1990s  led  the
government to implement several structural reforms covering
governance of the public finances, tax reforms, liberalisation
of  the  economy,  reforming  the  welfare  state  (pensions
especially), and promoting an export-oriented growth model.
However,  we  should  acknowledge  that  for  these  countries,
favourable  global  economic  conditions  boosted  exports,
contributing to the resumption of economic growth and debt
reduction.
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by Boris Cournede, Head of Public Finance Workstream, OECD
Economics Department

Most OECD countries have very large government sectors: public
expenditure amounts to 43% of economic activity, measured by
GDP, on average across OECD countries. This proportion exceeds
50%  in  four  OECD  countries.  The  programmes  on  which
governments  spend  have  thus  deep  implications  for
people’swell-being  and  a  country’s  economic  fortunes.
Similarly,  the  choice  and  design  of  taxes  that  fund
expenditure will also shape economic decisions and influence
people’s  choices to work, invest and consume.

New OECD empirical work has identified lessons provided by the
experience of OECD countries over the past three decades.
These empirical investigations shed light on the effects of
public  finance  on  economic  activity  as  well  as  on  the
distribution  of  income  across  households.

First, large governments can be compatible with high levels of
economic activity: the condition is that governments provide
their services very efficiently. The Nordic countries display
the levels of government effectiveness at which governments
can be large without weighing on growth. Where governments are
less effective, reducing their size can be expected to lead to
higher  growth;  however,  reducing  the  size  of  government
typically entails arise in income inequality, because public
expenditure,  and  especially  transfers,  are  a  powerful
equaliser  of  incomes.

Second, leaving aside questions about government size, many
public finance reforms that change the composition of spending
or the mix of taxes offer the potential to boost economic
activity and household incomes:

Some reforms can boost overall economic activity while
reducing income gaps:

One important reform of this nature is to reduce

http://www.oecd.org/eco/public-finance/public-finance-and-inclusive-growth/


the  effective  tax  that  low-income  workers  face
(taking into account the withdrawal of benefits)
and  funding  this  change  through  proportional
increases in other taxes.
Another  reform  that  belongs  in  this  win-win
category for higher activity and less inequality
is  to  increase  inheritance  taxes  and  use  the
proceeds to reduce other taxes proportionally.

A number of public finance reforms can increase activity
without altering income differentials, thereby “lifting
all boats”roughly equally. They include:

Higher  public  investment,  while  reducing  other
spending programmes by the same amount;
Higher  recurrent  property  taxes,  while  lowering
other taxes by as much;
Lower  effective  rates  of  corporate  income
tax,while increasing other taxes.

One public finance change that benefits the poor with no
substantial  effect  on  overall  activity  is  to  expand
spending on family policy while reducing other spending
programmes by the same amount.
Finally, a number of changes to the structure of public
finance can be expected to boost economic activity but
widen relative income gaps yet leave no income group
worse of in absolute terms. Such reforms include:

Lowering public subsidies, while increasing other
expenditure categories by as much, giving priority
to  the  most  favourable  for  growth  such  as
investment  and  education;
Lowering  net  wealth  taxes  while  raising  other
taxes by the same amount;
Easing the tax burden on workers earning above-
average wages while increasing other taxes to make
up for the revenue shortfall.

The empirical work shows that reforms of sizes that correspond
to changes that have been observed in OECD countries in the



past three decades can have substantial effects on economic
activity (Figure). This work can help select reform priorities
in the light of their expected overall economic benefits and
their distributional consequences, which will determine how
inclusive, and therefore acceptable in political terms, they
are likely to be. Importantly, the exact choice and design of
the reforms will also have to reflect country specificities in
terms of institutions and preferences.
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Governments today need to balance the policy goals of boosting
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economic  growth  and  improving  equity  when  making  budget
decisions.  How can public spending choices promote inclusive
growth?  What can be learned from previous spending decisions
in times of crisis?

As it becomes increasingly important for policymakers to look
at  public  finances  in  terms  of  both  growth  and  income
equality, a new set of indicators has been developed to help
governments assess how public spending can be geared toward
achieving these twin goals.

A first set of indicators combines information on the mix of
public spending. Each spending item share is multiplied with
an estimated coefficient from growth and inequality equations
to build both a growth and an income distribution component,
which  is  then  summed  up  to  an  aggregate  inclusive  growth
indicator.   The  outcomes  show  that  public  investment  and
family and child benefits help butress inclusive growth, while
old age pensions and government subsidies hurt the most. The
indicator below shows that the public spending mix is least
conducive to inclusive growth in Greece and most conducive in
Australia.

https://doi.org/10.1787/2f6d2e8f-en


Taking the analysis further, a second set of indicators adds
information on the size and effectiveness of governments to
the  public  spending  mix  analysis,  providing  an  overall
indicator  on  the  effects  of  public  spending  on  inclusive
growth.  This indicator shows that countries with large but
efficient governments, such as Nordic countries, along with
those favouring inclusive-growth friendly spending items do
well in the indicator ranking, while those with less-effective
governments, and with high old-age pension spending tend to do
worse.

 

Policymakers need to be aware of these effects when facing
hard choices, particularly during times of economic crisis. 
Analysis based on these new indicators have shown there is a
striking  link  between  the  growth  component  of  the  public
spending mix indicator and the output gap: the capacity of the
public  finances  to  support  inclusive  growth  deteriorated
markedly  in  the  countries  hardest  hit  during  the  recent
crisis, as governments slashed budgets with little regard to
which items would underpin inclusive growth.

What can we take away from this?  Countries facing pressure to
reduce spending during an economic downturn need to consider
which spending items would be most – and least – condusive to
inclusive growth, to ultimately help them come out stronger



after  a  crisis.   Increasing  public  investment  and  family
benefits, for example, while targetting reductions in less
productive spending items should help assure healthier, fairer
economies.
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Income inequality has increased in most OECD countries over
the past two decades. This has come about both because incomes
before  taxes  and  transfers  have  become  more  unequally
distributed, and because the extent of redistribution through
taxes and transfers has fallen (“Income redistribution through
taxes and transfers across OECD countries”). A new OECD paper
by Orsetta Causa, Anna Vindicis and Oguzhan Akgun provides an
empirical  investigation  on  the  drivers  of  the  widespread
decline in income redistribution across OECD countries over
the last two decades.

The results suggest that the size of the redistribution system
plays a major role for income redistribution, in particular on
the spending side, confirming previous OECD findings. Hence,
the relatively widespread decline on cash transfers to the
working-age population is found to have contributed to the
decline  in  income  redistribution  to  the  working-age
population.

On  the  revenue  side,  the  empirical  analysis  uncovers  an
interaction  between  increased  economic  integration  and  the
capacity of personal income taxes to reduce income inequality.
Indeed, the results suggest that stronger trade ties across
countries  have  made  a  given  level  of  tax  receipt  through
personal  income  taxes  less  effective  at  reducing  income
inequality.  The  estimated  marginal  effect  of  the  personal
income tax to GDP (PIT-to-GDP) ratio on redistribution thus
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depends on the degree of countries’ openness (Figure 1): for
around half of OECD countries, the effect of the PIT-to-GDP
ratio on redistribution is significantly positive but this
effect declines with openness levels. For a country at the
OECD average level of trade openness, a one percentage point
increase  in  the  PIT-to-GDP  ratio  is  associated  with  a  2%
increase in redistribution. For the countries for which such
effect is statistically significant, it ranges from 3.7% (USA)
to around 1.5% (Korea).

For a given overall size of the tax and transfer system, the
estimation results suggest that changes in specific tax and
transfer  instruments  have  contributed  to  the  decline  in
redistribution. Most important among these are:

Reductions  in  the  progressivity  of  personal  income
taxes, driven by a flattening of the tax schedule in the
upper-part of the wage distribution as well as by a
decline in top personal income tax rates and in the



taxation of dividend income at the personal level.
Reductions  in  the  generosity  and  duration  of
unemployment-related transfers, including cuts to social
assistance  for  the  long-term  unemployed,  which  have
often  taken  place  in  combination  with  increases  in
spending on active labour market policies. This finding
is thus likely to reflect the effect of policy reforms
to boost work incentives among target groups and to
shift from passive to active support for the unemployed.

At the same time, not all policy changes went in the direction
of reducing redistribution: the decline in redistribution has
been partly mitigated by progressive family-friendly policies,
such as widespread increases in spending on early education
and childcare, as well as by tax cuts to low wage earners.

These estimates are used to simulate the income redistribution
effect of selected tax and transfer reform scenarios, taking
into account the countries’ relative starting point in each
policy area. Transfer reform scenarios deliver larger effects
than tax reform scenarios. The scenarios consistently point to
major redistribution gains in countries where social spending
on working-age population is relatively low and/ or weakly
targeted to low-income households (Figure 2). Increases in
long-term  unemployed-  related  transfers  to  married  couples
deliver major redistribution gains where these transfers are
low or non-existent  (e.g. Chile, Greece, Italy, Turkey and
the United States)  The magnitude of these effects reflects
the large implied size of the simulated reforms for these
countries and should therefore be interpreted in light of
alternative  policy  objectives,  in  particular  efficiency
objectives  in  terms  of  job  search  incentives,  alongside
budgetary  constraints.   Still,  those  same  countries  that
exhibit comparatively low passive support for the long-term
unemployed  tend  to  also  exhibit  comparatively  low  active
support. As a result, policy packages that would combine more
generous cash transfers with more effective activation and



training  for  jobseekers  would  likely  meet  equity  and
efficiency objectives. The United States and Turkey would also
boost redistribution by increasing spending on early education
and childcare; and so would Mexico and Japan. This would not
only increase redistribution but also help narrowing gender
gaps and curbing child poverty. Reforms to enhance access to
quality childcare for disadvantaged families are likely to
maximise policy synergies between efficiency and equity.
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