
What  do  pro-competitive
policies imply for workers?
Category: Labour markets,Structural reform,Uncategorized
written by oecdecoscope | November 30, 2016
By  Boris  Cournede,  Senior  Economist,  Public  Economics
Division,  OECD  Economics  Department

Reforms that make economies more competitive have become a
polarising subject. On one side, they are well established as
a core staple of reform programmes: they are known to boost
growth. On the opposite side, they often come up as lightning
rods for criticism, as some perceive that such reforms make
life more difficult for workers. And some people may lose from
such reforms.

What do the data say? And what can economic policy makers do
to achieve better results? The OECD has gathered, harmonised
and probed micro-level data covering individual households in
26  countries  over  the  past  two  decades  to  answer  these
questions.

A key conclusion is that reforms that improve competition in
goods and services markets generally boost job-finding chances
for people out of work (Figure 1). At the same time, they do
not increase job-loss rates much, so that overall they have a
small but positive net effect on employment. This micro-level
finding  that  pro-competition  reforms  boost  employment
corroborates previous OECD and other research identified at
the macro level: such confluence of different studies using
different methods is reassuring about the robustness of the
conclusion.
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Effects differ a lot across different people. The job-finding
benefits of more competitive markets accrue primarily to young
workers  and  women.  More  competitive  markets  leave  jobless
men’s chances to find jobs essentially unchanged.

More competitive markets imply a greater number of job exits
for workers who are less qualified or more generally have low
earnings capacity (Figure 2). This effect adds to a starting
point where, in the absence of reform, low-income workers
already  face  a  much  higher  risk  than  others  to  become
unemployed or quit the labour market altogether. However, job-
finding probabilities also rise, leaving employment unchanged
for  low-income  workers.  In  other  words,  more  competitive
markets  imply  that  low-income  workers  face  higher  labour
market rotation, with more frequent but shorter spells out of
employment, for unchanged average employment prospects over
time.



The  greater  labour  market  instability  that  pro-competition
reforms generate for low-income workers calls for ensuring
that  employment  assistance  programmes  reach  them  and  are
effective. These programmes are particularly helpful when they
develop vulnerable workers’ employability in all situations:
this can be done by allowing vulnerable programmes to tap
active employment assistance programmes not only when they are
unemployed but also when they work or are out of the labour
force.

The OECD inquiry into the effects of flexibility-enhancing
reforms on workers also delved into labour market reforms, the
influence of other policies and specific impacts on workers
employed  in  reformed  sectors.  These  areas  have  important
policy implications that forthcoming blog posts will outline.
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Given  the  secular  decline  in  productivity  growth  and  the
persistent weakness of the economic recovery in many advanced
economies, increased attention is being paid to the potential
role  of  structural  reforms  for  restoring  economic  growth.
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While  structural  reforms  concern  many  policy  areas  (e.g.
banking  supervision,  property  right  laws  and  employment-
protection  rules),  product  market  regulation  (PMR)  feature
particularly  prominently  on  the  agenda  of  many  advanced
economies (OECD, 2015). Understanding the dynamics effects of
reforms  in  this  area  may  provide  important  insights  with
respect to the way such reforms are designed, the political
economy of reforms and the potential need for complementary
policies. In a recent paper (Gal and Hijzen, 2016), we attempt
to open up the black box of pro-competition product market
reforms by providing a comprehensive analysis of their short-
term impacts across firms that differ in terms of the main
sector in which they operate, the size of their operations and
their financial health.

Our  main  findings  on  the  impacts  of  major  product  market
reforms are as follows:

First, the short-term, firm-level effects of reducing
regulatory barriers to product market competition are
positive  and  strengthen  over  time  (Figure  1).  The
effects are immediate for both output and investment,
and increase further to 4% and 3% respectively after two
years.  The  effects  for  employment  are  considerably
smaller and only materialize after two years.
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Second, there are systematic and plausible differences
in the effects of reforms across firms of different
sizes  across  different  industries  (Figure  2).  More
specifically, in network industries, small firms tend to
benefit  most  from  pro-competitive  product  market
reforms, while larger ones downsize to reduce costs and
maintain market shares. By contrast, in retail trade,
large  and  potentially  more  efficient  firms  tend  to
benefit more from such reforms.



Third, financial difficulties faced by firms weaken the
short-term  impact  of  product  market  reforms  on
investment. These findings highlight the importance of
addressing the problem of weak bank balance sheets when
considering product market reforms, and points to the
complementary  role  of  financial  sector  reform  more
generally.  This  is  particularly  relevant  in  those
countries where the flow of credit is still weak and the
case  for  product  market  reform  is  relatively  strong
(e.g. some countries in Southern Europe).



 In sum, the present findings confirm the positive effects of
pro-competitive product market reforms on economic performance
in the medium to longer term, while also providing rich new
insights on the way the effects of such reforms materialize
over time across different types of firms. More specifically,
these findings help to understand why it can be difficult to
implement product market reforms in certain sectors, but less
so in others. For example, the pace of product market reforms
could  be  slowed  down  in  network  industries  since  large
incumbent firms have a tendency to lose out in terms of jobs
and profitability. The tendency of financial difficulties to
mitigate the impact of product market reforms on investment
may also suggest that the effects of product market reforms
materialize more slowly in times when the economy is depressed
and credit is hard to get by.

These insights can be used to enhance the design of product
market reforms and to motivate the need for complementary
measures to promote aggregate demand, restore bank balance
sheets and to alleviate the social cost of adjustment (IMF,
2016; OECD, 2016).
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The pace of structural reforms is slowing just when the world
economy  needs  decisive  policy  actions  to  strengthen
fundamentals and restore healthy growth (the 2016 Going for
Growth  report).  Policy  makers  may  be  concerned  that
introducing structural reforms in the current context involve
trade-offs between the mid- to long-run gains in employment
and productivity and short-run losses.

In our recent paper (Caldera Sánchez, de Serres and Yashiro,
2016), we note that when the economy is near its potential,
and confidence among consumers and investors is high, gains
from  growth-enhancing  reforms  have  been  found  to  exceed
potential losses even in the short run, as demand increases on
the anticipation of the future benefits. However, the short-
term impact of reforms may be less favourable when they are
introduced in difficult macroeconomic conditions, as several
factors  may  prevent  a  pick-up  in  demand.  In  some
circumstances,  specific  reforms  may  even  entail  short-term
reductions in demand.

There are several conflicting channels through which reforms
affect  the  real  economy.  The  strength  of  the  channel  can
change under different macroeconomic conditions. Take reforms
of unemployment benefits that aim to improve work incentives
by strengthening the conditionality of income support in the
case  of  a  lay-off  on  intensive  job-search  efforts.  By
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facilitating  the  return  to  work,  such  reforms  raise
employment, household income and thus consumption. However,
uncertainty  regarding  disposable  income  also  increases,
potentially  discouraging  consumption.  In  good  times,
employment gains can be quick, so that output increases within
2-3  years  after  reforms.  But  during  recessions  when  the
unemployed  are  less  likely  to  find  jobs  the  gains  in
employment  can  even  turn  negative  (See  figure).

The gains in employment of an unemployment benefit
reform

can turn negative during a downturn

Note: The lower (upper) line corresponds to the impact of the
reduction in the initial unemployment benefit replacement rate
during economic downturn (upturn), where the economic cycle is
measured through the level of the pre-reform unemployment gap
(i.e. the difference between the structural unemployment rate
and the unemployment rate). The economic downturn (upturn)
corresponds to the case where unemployment gap is set to the
minimum (maximum) value within the sample.

Source: Bouis et al. (2012).
Other reforms that seek to restore competitiveness through
lower relative costs and prices can also depress demand if
conducted  during  downturns.  This  is  because  in  bad  times
labour and goods demand respond little to the lower wages and



product prices resulting from reforms, while workers or firms
see their income and profit eroded in the short term. Ideally,
governments  can  deploy  expansionary  fiscal  policies  or
monetary policies to support demand. But, in some cases, macro
policies may also be constrained, as has been the case for
several  countries  in  the  past  few  years.  Strong  external
demand can help to bring forward the benefits of reforms as
well. For instance, our review of case studies suggests that
Canada’s labour market reforms around the mid-1990s benefited
from strong demand from the United States. This supported the
gains in employment following the reforms.

Even under limited supports from fiscal and monetary policies
or external demand, a smart packaging or sequencing of reforms
can alleviate the negative short-run impacts on demand: (1)
reforms of labour and product markets can be conducted in
tandem, so that the lower prices from stronger competition
limit the impact of labour market reforms on real wages; (2)
addressing dysfunctions in the financial sector as early as
possible can improve access to credit and allow households and
firms to capitalise on the future benefits of reforms and
expand consumption and investment today; (3) reducing policy
uncertainty  through  well-communicated,  credible  reform
strategies can prevent the deterioration of confidence among
business and consumers.

Many  reforms  can  boost  demand  by  themselves  even  during
difficult  macroeconomic  conditions.  For  instance,  measures
aimed  at  raising  investment  in  knowledge-based  capital,
including  through  infrastructure  spending,  as  well  as  tax
structure reforms can bring short benefits. Also, reducing
regulatory barriers to entry in services sectors with large
pent-up  demand  and  relatively  low  entry  costs  (like
professional services or taxis) can boost business expansion
and  employment  relatively  quickly.  Similarly,  reducing
barriers to geographic or jobs mobility can increase the speed
of employment gains in difficult times. Strengthening active



labour market policies and to alleviate skill shortages and
mismatch can unleash business activities that were previously
constrained by skills bottlenecks. Reforms that contribute to
the long-term sustainability of public finance and to the
cost-effectiveness of healthcare or pension systems can reduce
uncertainties on household’s future income, thereby boosting
consumption today.
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There  is  strong  international  evidence  that  trade
liberalisation and increased international integration are key
elements  of  a  successful  growth  strategy.  Exposure  to
international  competition,  sourcing  internationally  and
learning by exporting accelerates technological upgrading and
fosters productivity growth. This column explains how three
policy  instruments  are  holding  back  competitiveness  by
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limiting  Brazil’s  ability  to  tap  into  the  global  pool  of
knowledge.  

 Despite a constitutional amendment in 2003 intended to exempt
exports  from  indirect  taxes,  Brazilian  exporters  face
tremendous hurdles in claiming back indirect taxes paid on
intermediate inputs. Poultry exporters, for instance, estimate
that the government owes them around 7% of the value of their
exports  on  account  of  the  several  indirect  taxes  paid  on
inputs. After attempting to claim these credits for years,
companies simply prefer to write off these amounts.

The competitiveness of industrial exports is suffering even
more  than  that  of  raw  and  semi-processed  goods  on  two
accounts: higher rates are applied to products requiring more
transformation  and  indirect  taxes  are  cumulative.  Indirect
taxes on inputs embodied in exports put Brazilian producers at
a disadvantage vis-à-vis foreign competitors who do not pay
such taxes.

Brazilian exporters are also penalised by Brazil’s high import
tariffs, which are the highest among the BRICS countries for
non-agricultural products (see previous post on Brazil: A tale
of two industries or how openness to trade matters, March 22,
2016). Together with local content requirements that expand
into an increasing number of sectors (oil, chemicals, motor
vehicles,  telecoms,  health,  etc.),  they  prevent  Brazilian
companies from sourcing at the lowest cost.

Advocates  of  trade  protection  often  claim  that  protection
raises  the  performance  of  domestic  industry  over  time.
Brazil’s own experience in this area is sobering. There is no
evidence that high levels of protection have spurred Brazil’s
exports, which have remained flat relative to GDP (Figure 1).

Figure 1. Brazil’s share of world trade is low relative
to its GDP
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Share of exports and imports on world’s total exports
and imports, respectively

Source: Secretaria de Comércio Exterior (SECEX) do Ministério
do  Desenvolvimento,  Indústria  e  Comércio  Exterior  (MDIC),
World Bank Development Indicators.

In fact, the share of manufacturing output in GDP has been
declining for a decade and manufacturing productivity is low
and stagnant (Figure 2).

Figure 2. Manufacturing productivity is low and
stagnant

Labour productivity in thousands of constant 2005 USD
per employee



Source: World Bank, ILO, IBGE.

By  international  comparison,  Brazil’s  industrial  sector  is
small for a middle income country (Figure 3; OECD, 2015).

Figure 3. Brazil’s industrial sector is small for an
upper middle income country

Share of industry in total value added in middle income
countries, in per cent, 2012

Source: World Bank.

In  a  recent  study  we  attempt  to  quantify  the  effects  of
lifting these barriers to trade using the OECD Metro model, a
computable general equilibrium model of the world economy. The
simulation results suggest that reducing import tariffs and
local content rules, and effectively exempting intermediate
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inputs  from  indirect  taxes  would  boost  Brazilian  exports,
production and jobs substantially. The largest gains would
accrue in manufacturing, where exports of leather products,
electronic and transport equipment, motor vehicles and non-
ferrous metals would all increase by more than 40% (Figure 4).
Job creation would be higher in lower skilled occupations,
benefiting those at the lower end of the income distribution.

Figure 4. Largest Gains in Exports
Sectors with an increase in exports of at least 20%

The simulation results also suggest that these tax and trade
policy  reforms  would  bring  clear  efficiency  gains  to  the
economy: firms would be able to use a higher share of foreign
intermediate goods and final goods would in turn be sold at
lower prices, enhancing export competitiveness and benefiting
Brazilian households.

Another result from our simulations is that it pays to go for
a  big  push.  The  benefits  of  a  wide-ranging  trade
liberalisation  would  far  exceed  those  of  partial  reforms.
Overall, getting rid of these barriers would enable Brazil to
develop a stronger manufacturing sector and become much more
integrated into the global economy.
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Strengthening  competition  would  have  positive  effects  on
French competitiveness, employment, equity and well-being. The
OECD  (2015a)  estimated  that  five  sets  of  measures  in  the
“Macron  Law”  –  the  reform  of  regulated  professions,  the
extension of Sunday and evening trading, the opening-up of
passenger coach transport, the simplification of redundancy
rules and easier procedures for obtaining a driving licence –
could potentially increase France’s GDP by 0.4% over 10 years.
Streamlining  entry  requirements  in  some  professional
occupations and easing entry conditions for micro-enterprises,
as recently announced, would also be good moves. However,
there is scope to go much further and increase synergies with
labour market reforms (OECD, 2014, 2015a and 2015b).
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Over the last decade, France’s export market share losses have
been slightly greater than those experienced by the other main
euro area countries (Panel A). In particular, French export
growth was relatively slow compared to its export markets
before the global financial crisis in 2008 (Panel B). French
wages have increased faster than labour productivity, and unit
labour cost growth has exceeded the corresponding German rate
(Panel C). This trend is mainly explained by developments in
economic sectors that are partly sheltered from international
competition  (Panel  D).  Strengthening  competition  in  those
sectors would benefit all industries that use them as inputs
in  their  production  process  and  improve  the  cost-
competitiveness  of  French  exporting  firms,  their  profit
margins and investment capacities.

Changes in export market shares and unit labour
costs

1.Difference between export growth and export markets’ growth,
in volume terms (with export markets as of 2010).



Source:  OECD  (2015),  Economic  Outlook  96  and  Productivity
databases.

The OECD analysis highlights three main areas of reforms to
improve competition, productivity and employment:

Simplify the business environment.1.

Streamlining  administrative  procedures,  including  the  tax
system  and  government  support  for  firms,  together  with
improving  public  procurement  practices,  would  allow
substantial  productivity  gains  and  growth.  The  guidelines
issued by the OECD (2011) should be used to systematically
review  existing  regulations  from  a  competition  perspective
according  to  a  set  schedule,  and  measures  should  be
implemented  rapidly.

Continue to open up regulated professions.2.

For architectural, accountancy and legal services, barriers to
entry  and  controls  on  practice  in  France  were  among  the
highest in the OECD in 2013. Streamlining entry requirements,
opening  further  the  capital  ownership  and  increasing  or
lifting  numerical  quotas  for  selected  professions  would
strengthen  productivity  and  allow  economies  of  scale  and
scope.

Ease further retail regulations.3.

The  new  rules  governing  urban  commercial  development  and
Sunday  opening  remain  unnecessarily  complex.  Urban  zoning
rules  are  still  a  constraint  for  large  stores,  and
heterogeneous Sunday openings’ regulations distort competition
and limit employment. Moreover, the sales of certain products,
such as over-the-counter drugs, and the periods during which
clearance sales can be held, are still tightly controlled.
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