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The number of independent fiscal institutions (IFIs) across
OECD countries has significantly grown in the last decade,
following the global financial crisis. The experience of Latin
America countries is more recent and mixed. While some
countries, such as Peru or Chile, have well-functioning IFIs,
others have less developed institutions and are actively
exploring ways to reinforce or establish IFIs.

Strengthening IFIs in Latin American economies could be very
beneficial at the current juncture. In most cases, these
economies emerged from the COVID-19 crisis with higher
government debt as a percentage of GDP and limited fiscal
space (Arnold et al. 2023). Strong IFIs can play a pivotal
role by fostering fiscal sustainability and enhancing
credibility of fiscal policies and support the effective
implementation of medium-term fiscal frameworks (Caldera et
al. 2024). Evidence from OECD and EU countries suggests that
well-functioning IFIs are associated with higher forecasting
accuracy, better compliance with fiscal rules and reductions
of fiscal deficits. Ultimately, this can facilitate countries

access to international financial markets at lower borrowing
costs, a valuable prospect in a higher-for-longer interest
rate environment.


https://oecdecoscope.blog/2024/02/02/__trashed/
https://oecdecoscope.blog/2024/02/02/__trashed/
https://oecdecoscope.blog/2024/02/02/__trashed/
https://oecdecoscope.blog/2024/02/02/__trashed/
https://oecdecoscope.blog/2024/02/02/__trashed/
https://fr.linkedin.com/in/aida-caldera-0335855
https://www.linkedin.com/in/paula-garda-96561a11
https://www.linkedin.com/in/alberto-gonzalez-pandiella-38511845/
https://oecdecoscope.blog/2023/11/29/creando-espacio-fiscal-y-fomentando-el-crecimiento-en-america-latina/
https://oecdecoscope.blog/2024/01/16/how-can-latin-american-countries-improve-their-medium-term-fiscal-frameworks-for-better-public-finances/
https://oecdecoscope.blog/2024/01/16/how-can-latin-american-countries-improve-their-medium-term-fiscal-frameworks-for-better-public-finances/

Our recent paper reviews the diverse experience of OECD
countries 1in establishing and running independent fiscal
institutions with the aim of drawing practical insights and
establishing a roadmap for Latin American countries. There 1is
a large heterogeneity among OECD countries in the way IFIs are
designed and establishing a set of stylised facts about
alternative IFIs designs can help to identify good examples
and best practices. With that aim, the paper identifies,
through cluster analysis, different types of independent
fiscal institutions based on their functions and resources
(Figure 1). The paper supplements the cluster-analysis with
cases studies from Chile, Spain and Korea and with the OECD
Principles for Independent Fiscal Institutions to guide the
set-up and strengthening of IFIs in the region.

Figure 1. OECD IFIs can be categorized into four groups
according to their functions and staff size
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Note: The cluster plot reports the projections of original
data over the two largest eigenvectors, respectively the x-
axis and the y-axis, which explain most of the total variance
of the data.
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Source: Authors’ calculation.

The analysis in the paper suggests that a road map towards
independent fiscal institutions in Latin America could have
the following key features:

1. Prioritize Legal and Financial Independence. They are
crucial to ensure the IFI resilience in the face of policy
uncertainty. Defining IFIs in national 1legislation with
clearly specified tasks and functional autonomy is vital, but
IFIs can still find difficulties in ensuring funding and
recruiting staff. A clear definition of the IFI’'s mandate in
higher-level legislation, establishing their tasks and degree
of functional autonomy, namely in terms of funding and
recruitment policy, can provide IFIs with the necessary
financial and statutory independence. An example of best
practice is the Fiscal responsibility Act in Ireland, which
sets in legislation the budget of the Fiscal Advisory Council
and grants it full recruiting powers.

2. Bolster Leadership Selection and Expertise. Legislation
should also specify leadership expertise and include clear
guidelines for appointment, including technical requirements
and term length for the president of the fiscal council, which
would help to guarantee leadership independence. Making the
president position a full-time position and making 1its
appointment conditional on a qualified majority in Parliament
(such as in the Slovak Republic or Portugal) also helps to
strengthen independence.

3. Tailor IFIs’ Mandates to Local Needs and Resources. An IFI
should be established with a legal broad mandate and
sufficient resources that would make it possible to fulfil its
functions. Initially an IFI could be small and perform a
limited set of functions, those requiring fewer resources
according to its budget (e.g., monitoring of fiscal rules,
assessment of government economic and/or fiscal forecasts,
undertaking long term sustainability analysis). Over time and



after gaining a solid reputation, the IFI could assume
gradually more functions as it grows in financial and human
resources, such as policy costing and producing macroeconomic
and fiscal forecasts. This approach was successfully adopted
in the Netherlands.

4. Ensure Timely Access to Information. This is often quoted
as a key barrier for IFIs to perform its duties in the case
studies in the paper. A good practice 1is to specify in
legislation that the IFI should have access to information to
fulfil its function. Reinforcing this requirement with the
signature of memorandums of understanding with relevant
institutions has been found to be very effective (e.g. in
Luxembourg and the Netherlands).

5. Emphasize Communication Efforts. Public visibility and
effective communication are essential for IFIs’ operational
independence and effectiveness. Proactive engagement with the
media, independent of government intermediation, can enhance
an IFI's reputation and credibility. IFIs could also formally
commit to participating in parliamentary hearings, cultivating
strong ties with Parliament, and proactively engaging with
different parliamentary groups. OECD IFIs practical
experiences reveal that planning and resourcing since the set-
up of an IFIs the appropriate tools to communicate in an easy
and understandable way to non-experts, the Parliament and the
broad public is key to influence the public debate and promote
sound fiscal policies, build a strong reputation and gain de-
facto independence.

6. Invest in Technical Capacities. High-quality and
independent technical capacities are essential to build
reputation and ensure accurate and transparent fiscal
analysis. Staff training, recruitment of experts, and
cooperation with international organisations are effective
ways to enhance these capacities. When IFIs are young and have
few resources, they can build institutional cooperation with
non-political bodies recognized for high-quality analysis,



such as Central Banks or academic and research institutions.
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How can Latin American
countries improve theilr
medium-term fiscal frameworks
for better public finances?

by Aida Caldera, Paula Garda and Alberto Gonzalez-Pandiella,
OECD Economics Department

Fiscal authorities in Latin America face the challenge of
continuing to reduce high public debt levels which increased
significantly during the pandemic. This challenge is further
compounded by higher interest rates for longer and coupled
with other fiscal challenges that the region was facing
already before the pandemic (Arnold et al 2023). This includes
a need to improve the efficiency of public spending efficiency
and to mitigate fiscal policy procyclicality (Cardenas et al.
2021; World Bank, 2020). Despite relatively favorable
sovereign debt amortization profiles in many countries in the
region, a higher debt service (Figure 1), will mean that
countries must increasingly mobilize public resources to
ensure debt sustainability. This will need to be achieved
without compromising spending in key social programs, health,
education and infrastructure, all essential to promote
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potential growth that is low in the region and to meet
increasing social demands.

These fiscal challenges make redoubling efforts to strengthen
medium-term fiscal frameworks (MTFFs) particularly timely. A
MTFF is a strategic plan where governments outline their
fiscal policies and budgetary goals over a medium-term
horizon, which is usually a period of 3 to 5 years. Hence, the
framework serves as a roadmap for managing government finances
and achieving various economic objectives. Most OECD advanced
economies have these frameworks in place and existing evidence
suggests that successful implementation of MTFFs has many
potential benefits (IMF, 2013; OECD, 2019). First, they
contribute to maintain a sustainable fiscal stance by
generating a credible and predictable annual budget,
underpinned by accurate medium-term macroeconomic projections.
By incorporating a medium-term perspective into the fiscal
framework, it aids in mitigating short-term bias when
executing economic policies. They also enable understanding
the origin and size of fiscal challenges as well as the impact
of revenue and spending policy proposals before they are
adopted giving early warnings about the fiscal sustainability
of policies. Beyond their fiscal sustainability benefits,
MTFFs also improve the efficiency of spending by promoting
more effective allocation of expenditure between sectors and
priorities and facilitating the planning and resourcing of
multi-year policies that need extended time horizons for
implementation, such as large capital projects. Lastly, these
frameworks play a crucial role in mitigating the pro-
cyclicality of fiscal policies, a key problem in Latin
American economies. By providing a structured and medium-term
approach to fiscal planning, they facilitate that fiscal
policy can play a more significant role in smoothing the
economic cycle. This implies providing support during
downturns and gaining fiscal space when the economy 1is
experiencing robust growth.



Figure 1. Net interest payments, % GDP
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Source: IMF, Fiscal Monitor, October 2023.

Latin American and Caribbean countries have experienced a
surge in MFMP adoption (OECD, 2020 here). However, the level
of development is heterogeneous and there is scope for
improvement.

What areas for improvement?

- Establish expenditure ceilings. Multi-year aggregate
expenditure ceilings, that is estimates of the total
amount the government can spend in the years to come,
are key elements during the preparation of the budget.
This “top-down” approach to budgeting is an effective
way of achieving the central objective of medium-term
budgeting, which is to ensure that all expenditure and
revenue decisions are consistent with aggregate fiscal
policy objectives. By putting in place multi-year
ceilings, they also help to avoid resorting to sharp
budget cuts to achieve fiscal targets.

- Increase transparency and improve communication
including with the parliament. An open and transparent
budget process helps build citizen trust and can boost
tax morale by reinforcing society’s perception that
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public money is being used correctly. In several OECD
countries (such as Canada, France, Germany, New Zealand,
Portugal, Sweden, or Switzerland), governments present
their multi-year bill to their parliaments, detailing
the budget for the current year and the subsequent ones.
This prevents election cycle impacts on spending and
avoids annual negotiations over incremental resources,
making it easier to plan multiyear expenditures. Another
good practice is that governments give regular updates
to Congress on revenue and expenditure projections and
targets, to positively engage Congress.

- Improve coordination across different 1levels of
government. Establishing coincident medium-term
frameworks for the different levels of government and
mechanisms that facilitate the flow of information and
allow joint planning and coordination of the execution
of policies among different levels of government helps
to improve the coordination between ministries and
subnational governments.

- Reduce biases in projections and improve technical
capacities: Only with quality information this framework
can serve the purpose of guiding policies and investment
forward. Reducing optimism biases in GDP and revenue
forecasts is a pending and common challenge in many
countries in the region. In this context, strong
institutions are needed to forecast fiscal paths and
risks, monitor the implementation of MTFFs, and enforce
compliance with anchors.

- Measure contingent liabilities: Experience in several
OECD countries (e.g. Portugal or Spain) show that
monitoring and limiting contingent Uliabilities 1is
particularly important, as they can be conducive to
sharp deteriorations of the fiscal accounts and lead to
fiscal stress episodes. Extra budgetary funds and
contingent liabilities should not be left out but should
be integrated into the MTTF.

= Include risk analysis, including climate change. A MTTF



can bolster risk analysis, including climate change, by
incorporating long-term fiscal projections that consider
the potential financial implications of climate-related
risks and policy responses. This would enable
governments in the region to proactively assess and
mitigate fiscal vulnerabilities stemming from climate
change, and to devise the necessary policy responses to
climate change and to integrate its budget implications
in medium-term planning.

Improving medium fiscal frameworks in the region will allow
governments to better navigate the economic cycles and signal
that fiscal policies are sustainable, ensuring that medium-
term expenditure strategies are geared towards strategic and
equitable development while maximizing the effective and
efficient utilization of resources.

References:

IMF (2013) Public financial management and its emerging
architecture / editors, Marco Cangiano, Teresa Curristine, and
Michel Lazare — Washington, D.C. : International Monetary
Fund.

Cardenas, M., Ricci, L. A, Roldos J. and Werner, A. (2021)
Fiscal Policy Challenges for Latin America During the Next
Stages of the Pandemic The Need for a Fiscal Pact, IMF Working
Paper WP21/77.

OECD (2020), Panorama de las Administraciones Publicas América
Latina y el Caribe 2020, OECD Publishing, Paris,
https://doi.org/10.1787/1256b68d-es.

OECD (2019), Budgeting and Public Expenditures in OECD
Countries 2019, OECD Publishing, Paris.
https://doi.org/10.1787/9789264307957-en

World Bank (2020), Fiscal Rules and Economic Size in Latin


https://doi.org/10.1787/1256b68d-es
https://doi.org/10.1787/9789264307957-en

America and The Caribbean,
https://documentsl.worldbank.org/curated/en/935121618461168939
/pdf/Fiscal-Rules-and-Economic-Size-in-Latin-America-and-the-
Caribbean. pdf

Building on recent reform
progress In Brazil

By Falilou Fall, Priscillia Fialho, and Jens Arnold, OECD
Economic Department

Brazil's economy has recovered strongly from the consecutive
shocks of the last years says the latest OECD Economic Survey
of Brazil. This year, buoyed by good weather and a record-high
harvest, the economy is expected to grow at 3%, which is far
above its long-term growth trend over the last decade.
Unemployment 1is at its lowest level since 2015, while
inflation has returned to the central bank’s target after
having risen to almost 12% in mid-2022. Even if in the next
years growth will fall short of the exceptional performance of
2023, the current OECD projections of 1.8% in 2024 and 2.0% in
2025 are strong in historical comparison, and are largely
driven by expanding domestic demand.

The time has now come to re-focus on the pressing structural
challenges that Brazil is facing. These include limited fiscal
capacity that hampers necessary investments, weak productivity
performance, and the need to end deforestation in the Amazon,
after visible increases during 2018-2022.
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Building fiscal space will help to
focus on policy priorities

With gross public debt exceeding 80% of GDP (Figure 1),
rebuilding fiscal buffers is important to ensure that the
public sector can undertake the necessary investments 1in
education, social protection and infrastructure in the future.
This will require credible deficit targets that guide fiscal
policy over the next years. A recently legislated new fiscal
framework is expected to become an essential tool in this
context, as it combines a clear path for fiscal outcomes with
safequards for public investment, which has all too often
fallen victim to fiscal adjustments in the past.

Figure 1. Rebuilding fiscal space is important
Evolution of public debt
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Source: CEIC; Central Bank of Brazil.

Making the most out of scarce fiscal space will also require
more agile budgeting processes. These are currently
characterised by widespread revenue earmarking and mandatory
spending floors that commit 91% of the budget. This limits the
government’s ability to address priority policy challenges.

Further important fiscal reforms are either ongoing or
planned. A fundamental overhaul of Brazil’'s notoriously



complex system of consumption taxes has just been approved by
Congress. Moving from a fragmented system of consumption taxes
towards a unified value-added tax system will make tax
compliance much easier for firms and reduce a number of tax-
induced distortions that hold back growth. Beyond consumption
taxes, there is scope to reform personal income taxes,
including with a view towards making them more progressive.

Raising productivity and growth
inclusiveness

Productivity has been on a declining trend since 2010, and
compared to other emerging market economies, Brazil's per
capita growth has been substantially weaker (Figure 2). This
is particularly worrying in light of rapid population ageing.
A young population has underpinned economic growth in the
past, as more and more people were joining the labour force.
Over the next 25 years, however, population ageing 1is
expected to reverse the entire growth dividend that Brazil has
reaped from more favourable demographics since the turn of the
millenium.

Figure 2. Weak productivity performance and
infrastructure competitiveness are impeding stronger
growth

Average annual GDP per capita growth, 2012-2021
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Years of insufficient infrastructure investment have given
rise to logistics bottlenecks and high transportation costs,
which are one factor behind Brazil’'s weak productivity
performance. But scarce resources are not the only challenge.
Improvements in planning and project execution could
substantially improve the performance of many infrastructure
projects. As a result of challenges in project management,
public infrastructure investment has delivered results that
have often fallen short of expectations.

Competition, another key driver of productivity growth, has
been held back by complex regulations and administrative
burdens, some of which shield incumbent firms from potential
new market entrants. Recent regulatory reforms have led to
improvements in this area, but market entry barriers 1in
services sectors remain above the OECD average. Further
regulatory reforms in professional services, including the
abolition of exclusive rights for certain ancillary tasks, can
stimulate competition in crucial markets. Manufactured goods
remain subject to elevated trade barriers, with average import
tariffs approximately eight times higher than in Mexico.
Lowering these trade barriers can facilitate access to foreign
markets and foster a deeper integration into global value
chains.



Mobilising currently underutilised Ulabour resources and
improving education outcomes 1is equally essential for
sustaining stronger long-term economic growth. Womens’ labour
force participation and employment rates lag approximately 20
percentage points behind those of men. The pandemic has
exacerbated educational disparities by leaving a stronger mark
on children from disadvantaged backgrounds. Prioritising
investments in the early years of schooling and expanding
access to early childhood education, especially for children
from disadvantaged backgrounds, have the potential to reduce
gender inequality and equip children with better opportunities
later in life.

Making growth more sustainable

Deforestation, the largest contributor to greenhouse gas
emissions, has increased since 2018, but policy priorities
have changed and early indicators now suggest a decline in
2023. Strengthening enforcement of the Forest Code, coupled
with allocating more resources to enforcement agencies, will
aid in tackling deforestation. Emissions from agriculture, the
second-largest source of greenhouse gas emissions, primarily
arise from livestock (Figure 3). Better regulations and
stronger incentives for more sustainable production hold
significant potential for reducing these emissions. Energy
emissions are already fairly low given the significant share
of hydroelectric energy sources, but also solar and wind
energy, where Brazil’s still untapped potential could turn
into a major competitive advantage in the future. The planned
introduction of carbon pricing mechanisms will be a milestone
in the transition towards a lower-carbon economy.

Figure 3. Deforestation and agriculture are the main
sources of greenhouse gas emissions
Million tonnes of C02 equivalent, 2021 or latest
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Do central bank losses
matter?

By Nobukazu Ono and Alvaro Pina, OECD Economics Department
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Why are central banks making losses?

Losses largely reflect the large balance sheets built up
during an extended period of QE and the effects of the recent
rises in policy interest rates. QE created a sizeable mismatch
in the maturity of central bank assets and liabilities. On the
liability side, central bank reserves (mainly commercial bank



deposits) rose sharply. The remuneration on these is closely
linked to policy interest rates, and has thus risen rapidly,
to the benefit of commercial banks. In contrast, on the asset
side, QE purchases were mostly long-term fixed-rate bonds that
generate a relatively stable stream of income. When policy
interest rates were at or close to the zero lower bound, the
balance of these two sets of payments generated gains for
central banks. Even as policy rates were raised through 2022,
their impact on whole-year net interest income was still
relatively mild (Figure 1), especially where most rate
increases took place towards the end of the year, as in the
euro area. However, larger impacts are likely in 2023 and 2024
(Anderson et al., 2022; De Nederlandsche Bank, 2022).

Higher interest rates also reduce the market value of
securities. Valuation losses may thus arise, though this
depends on the accounting frameworks and asset sales decisions
of central banks. For instance, the Federal Reserve and the
Bank of Japan account for securities held for monetary policy
purposes using amortised cost. This means that valuation
changes do not affect profits unless securities are sold,
which has not been the case so far. Eurosystem accounting
guidelines, also followed by Sweden, allow central banks to
value securities held for monetary policy purposes at either
amortised cost or the current market price. While euro area
national central banks have generally opted to use amortised
cost, the Riksbank has adopted market pricing, making a
significant loss apparent in 2022. Mark-to-market accounting
brings forward loss recognition, as also illustrated by
Australia, Canada, New Zealand, Switzerland and the United
Kingdom. In Switzerland, the central bank loss was unusually
large in 2022, at 17 per cent of GDP, but these losses stemmed
largely from changes in the domestic currency value of foreign
exchange reserves, including foreign securities.

Do losses hamper fiscal or monetary policy?

Central bank losses affect the public finances by reducing or



ending central bank payments to the Treasury in the form of
income taxes or remittances. Moreover, reverse cash flows
(i.e., payments from the Treasury) may occur if central banks
are entitled to be compensated by the government for certain
losses, such as QE-related losses. For instance, in the United
Kingdom, the Bank of England Asset Purchase Facility (APF),
through which QE asset purchases were conducted, is fully
indemnified by the Treasury.

The annual impact on the general government fiscal balance
should in general be modest: over 2015-21, revenues from the
central banks considered in Figure 1 rarely exceeded, and were
often far below, 0.5% of GDP per year. However, even if small,
the negative effect on fiscal balances could be protracted, as
losses may persist for several years. Even after the central
bank returns to profit, some time may elapse before
remittances to the Treasury resume.

Central bank losses are not an indication of a policy error
and need not hamper the effectiveness of monetary and
financial policies. The policy mandates of central banks
include price stability and financial stability, but not
profit maximisation. Their current losses, as well as their
earlier gains from QE, are a by-product of policy actions
designed to help achieve their mandates. Moreover, central
banks are not subject to capital adequacy requirements or
bankruptcy procedures and can operate effectively even with
negative equity, as the central banks of Chile, the Czech
Republic, Israel and Mexico have done over several years (Bell
et al., 2023).

However, losses or negative equity can pose communication
challenges. For instance, some policy decisions, such as
retaining rather than selling government bonds, could be
misinterpreted as being motivated by a desire to contain
losses rather than as actions to pursue specific policy
mandates. This would reduce central bank credibility.
Likewise, financial flows from government, including actions



to strengthen central bank capital positions,
inconsistent with
underscores the importance of clear
for losses and of a

misperceived
independence.
communication about the

as being
This
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could be
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transparent framework for financial flows between the central
bank and the government.

Figure 1: Several central banks now report negative profits
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For the euro area,



the chart shows the consolidated result of national central
banks. The euro area figure for 2022 is based on the 17 member
banks who had published results by 29 June 2023. For the
United Kingdom, the chart shows the consolidated result of the
Bank of England and the Asset Purchase Facility. See Box 1.3
in OECD (2023) for further details.

Source: Board of Governors of the Federal Reserve System; Bank
of Japan; national central banks in the euro area; Bank of
England; Bank of Canada; Reserve Bank of Australia; Swiss
National Bank; Sveriges Riksbank; Reserve Bank of New Zealand;
OECD Quarterly National Accounts database; and OECD
calculations.
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Long-term unemployment, notably among the foreign-born,
remains a significant challenge. With lower educational
attainment and lower Swedish language skills than natives,
foreign-born people may struggle to get a job in a labour
market characterised by a compressed wage distribution that
demands high skills and productivity. Additionally, foreign-
born women often face strong gender and family norms. Re-
skilling and activation policies are key for these groups. A
recent reform of the Public Employment Service, introducing a
purchaser-provider model with outcome-based payments for
employment services could help, but needs to be carefully
monitored and calibrated to align providers’ incentives with
the objectives of the reform and to secure sufficient
competition. Carefully reviewing social assistance with the
aim to strengthen work incentives while ensuring decent living
standards for people in need could also help.

Taxes on work are high, particularly among above-average
income earners in Sweden (Figure 1). The top personal income
tax rate is among the highest in the OECD and it applies from
a low threshold. As a result, a relatively large share of
taxpayers faces the top marginal tax rate. Meanwhile, tax
rates on dividends and capital gains are relatively low. The
large difference between taxes on labour income and capital
income creates incentives for high-wage earners to reclassify
their income as capital income in order to minimise their tax
obligations. Furthermore, housing taxation 1is both low and



regressive. Shifting taxation away from labour and towards
property and capital income would thus help create a more
balanced and equitable tax structure, promoting labour supply
and inclusive growth while preserving fiscal sustainability.

Figure 1. The labour tax wedge is high, especially among above-average earners

Tax wedge for a single person without children, by earnings level, 2022
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Lengthening working lives as life expectancy increases 1is
essential to strengthen public finances and to ensure
sufficient pension income. Reforms in the 1990s made Sweden’s
pension system the envy of countries around the world, with
in-built sustainability and incentives to lengthen working
lives, and many policies have been put in place since to
extend working lives. However, recent reforms to boost basic
pensions and to introduce a new tax-funded income pension
supplement go in the direction of reducing incentives to
remain in work for many older workers and weaken the long-term
sustainability of the system. The stated purpose of these
changes was “to ensure a reasonable standard of living for
pensioners who receive a low level of earnings-related
pensions”. However, on average, Swedish pensioners are
relatively well-off compared internationally and compared to
younger generations in Sweden. Sweden should therefore change
direction by holding back the uprating of tax-funded pensions
for some time to come.

Relaxing strict rent controls, which would improve labour



mobility and increase the supply of rental dwellings, should
be considered. Waiting times for rental housing can stretch
from years to decades in major cities in Sweden, perpetuating
the scarcity of rental options. This pushes those with limited
queuing time and limited means to buy housing, particularly
youth and immigrants, into overcrowded housing, sublet or
black markets with significantly higher rents. Greater
flexibility in rental housing would facilitate the matching of
skills with job vacancies and boost productivity by more
efficiently allocating talent to where it is most needed.

Further reading:

OECD Economic Survey of Sweden (2023), OECD Economic Surveys:
Sweden 2023, OECD Publishing, Paris.

Canada: five messages from
the Tlatest OECD Economic
Survey

The latest Economic Survey finds Canada needs to tame
inflation, further build fiscal buffers,
strengthen productivity and prioritise the green transition.

Addressing medium-term fiscal
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challenges to address future
shocks 1n Belgium

By Muge Adalet McGowan and Nicolas Gonne, OECD Economics
Department

The large-scale support to mitigate the economic and social
impact of the pandemic put additional strain on government
finances in Belgium, as in other OECD countries. The temporary
measures against increasing energy prices and the automatic
indexation of public wages and social benefits to inflation
will weigh further on public finances in the near term. The
additional defence spending and the inflow of Ukrainian
refugees arising from the war will also increase costs.

The new Economic Survey of Belgium shows that with unchanged
policies, Belgium’s high debt-to-GDP ratio, which is high at
108.4% in 2021 (Figure 1), is not expected to stabilise in the
medium term. Fiscal challenges will be exacerbated by
population ageing: total ageing costs (health, long-term care
and pensions) will rise by 5.7% to 25.8% of GDP by 2070.
Hence, a credible and transparent fiscal consolidation
strategy to lower the budget deficit and to ensure a steady
reduction of the debt-to-GDP ratio, including every level of
government, is needed.

Figure 1. The crisis exacerbated fiscal challenges
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The 2022 OECD Economic Survey of Belgium highlights four areas
to improve medium-term fiscal sustainability:

» Increasing public spending efficiency through spending
reviews: Public spending at 55% of GDP in 2022 is among
the highest in the OECD and there is room to improve
spending efficiency in some areas (e.g. education).
Federal and regional spending reviews are starting to be
used, and the national recovery plan includes a
commitment to better integrate them into the annual
budget process. Better coherence and consistency in
methodology and objectives across different levels of
government should be ensured to link spending reviews to
the medium-term expenditure frameworks to gradually
bring down public expenditures.

= Improving the fiscal framework and rules: Budgetary
coordination between the different government levels 1is
not effective. The cooperation agreement of December
2013, which aimed at ensuring the budgetary coordination
of all levels of government, has not been fully
implemented in practice. The lack of endorsement of the
budgetary targets proposed by the High Council of
Finance by the federal, regional and community
governments prevents the High Council from fulfilling



its mandate of monitoring outcomes and the use of a
credible multi-annual budget planning. The introduction
of medium-term budgetary planning and expenditure rules
for all levels of government can increase transparency
and consistency of fiscal policy and support medium-term
expenditure reforms. Strengthening the mandate of the
High Council of Finance to provide transparent, uniform
and highly visible in-depth analysis and monitoring of
public finances at different levels of government, even
if it cannot impose binding targets or recommendations,
can also help.

« Implementing the planned tax reform: High labour taxes
discourage more people from working or looking for a
job. While previous tax reforms reduced the tax burden
on labour for the lowest income earners, they remain
above the OECD average. The planned tax reform should
broaden tax bases and reform capital taxation to lower
misallocation of capital. Given fiscal sustainability
challenges, it is important to ensure that the labour
tax reduction for low-wage workers is fully financed.

» Implementing pension reforms: Pension expenditures are
projected to increase from 12.2% to 15.2% of GDP by
2070, and the effective retirement age remains low at
60.5 (Figure 2). There is a need to upskill older
workers, whose participation in lifelong learning 1is
relatively 1low, to lengthen their working lives.
Increased access to information and guidance regarding
training are key. Introducing penalties and bonuses for
those retiring before and after the statutory retirement
age could strengthen the links between working careers
and pensions 1in the early retirement system and
encourage a rise in the effective age of exit from the
labour market.

Figure 2. The effective retirement age is low
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Long-run fiscal challenges
dwarf COVID’s fiscal legacy

By Yvan Guillemette, OECD Economics Department
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The decline in economic activity associated with caution,
lockdowns and other restrictions in response to the COVID-19
pandemic brought government revenue down substantially in 2020
across the OECD. Governments have appropriately responded with
a range of temporary programmes to support workers and
businesses, simultaneously raising expenditure. Consequently,
fiscal positions have deteriorated sharply and gross
government debt in the OECD is projected to be around 20-25
percentage points of GDP higher in 2022 than it would have
been absent the pandemic.

The immediate fiscal challenge for governments is to continue
to target fiscal support towards sectors hardest hit by the
COVID-19 shock and, as the pandemic ebbs, to phase out
temporary programmes gradually along with the restrictions
that limit doing business in these sectors. In the longer run,
however, the direct fiscal impact of the pandemic pales in
comparison to additional fiscal pressures stemming from
secular trends, such as population ageing and the rising
relative price of services.

In the latest long-run projections from the OECD Economics
Department, these fiscal pressures are assessed using stylised
projections that take secular trends, such as demographics,
into account. The idea is not to obtain precise forecasts, but
rather rough orders of magnitude to size up the fiscal
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challenge ahead. Under a ‘business-as-usual’ hypothesis, 1in
which no major reforms to government programmes are
undertaken:

 Public health and 1long-term care expenditure 1is
projected to increase by 2.2 percentage points of GDP in
the median country between 2021 and 2060 (see figure).
These projections are based on a pre-pandemic health and
long-term care spending baseline, so any permanent
increase in health spending in response to experience
with COVID-19 (for instance to build more spare capacity
in intensive care units or raise pay levels for workers
in public care homes) would come in addition.

= Public pension expenditure is projected to increase by
2.8 percentage points of GDP in the median country
between 2021 and 2060, but cross-country variability 1is
much higher than in the case of health expenditure
projections. Countries that have legislated increases in
statutory retirement ages, and especially those that
have linked future increases to gains in life expectancy
— such as Estonia, the Netherlands and Portugal - tend
to have lower projected increases in public pension
expenditure, whereas countries with particularly

unfavourable demographics — such as Japan, Korea and
Poland - tend to have higher projected spending
increases.

= 0ther primary expenditures are projected to rise by 1%
percentage points of GDP in the median country between
2021 and 2060. And this figure excludes important
sources of expenditure pressure, such as climate change
adaptation.

»In contrast to the fiscal pressures from the secular
trends discussed above, the additional debt service on
the increase in public debt due to the COVID-19 pandemic
— here approximated by the increase in gross government
debt between 2019 and 2022 - adds only about %
percentage point of GDP to long-run fiscal pressure in



the median country. Emergency fiscal transfers during
the COVID period contribute little to long-run fiscal
pressure because they are temporary. Their permanent
component 1is the flow of interest payments on the
associated stock of additional debt, assuming that it is
permanently rolled over, which is the case here because
of the assumption that the government debt-to-GDP ratio
is stabilised at its 2022 level.

Potential future fiscal pressure to keep public debt ratio at
current level in the baseline scenario

Change in fiscal pressure between 2021 and 2060, % pts of
potential GDP
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Note: The chart shows how the ratio of structural primary
revenue to GDP must evolve between 2021 and 2060 to keep the
gross debt-to-GDP ratio stable near its current value over the
projection period (which also implies a stable net debt-to-GDP
ratio given the assumption that government financial assets
remain stable as a share of GDP). The underlying projected
growth rates, interest rates, etc., are from the baseline
long-term scenario presented in Guillemette and Turner (2021).
Expenditure on temporary support programmes related to the
COVID-19 pandemic is assumed to taper off quickly. The
necessary change in structural primary revenue is decomposed
into specific spending categories. The component ‘Interest on
COVID legacy debt” approximates the permanent increase in



interest payments due to the COVID-related increase in public
debt between 2019 and 2022. The component ‘Other factors’
captures anything that affects debt dynamics other than the
explicit expenditure components (it mostly reflects the
correction of any disequilibrium between the initial
structural primary balance and the one that would stabilise
the debt ratio).

Except in Greece, where a massive fiscal consolidation effort
has already taken place since the Great Recession, all OECD
governments would need to undertake fiscal consolidation in
this scenario, which is premised on the idea that fiscal
authorities would seek to stabilise public debt ratios at
projected 2022 levels by adjusting structural primary revenue
from 2023 onward. The median country would need to increase
structural primary revenue by nearly 8 percentage points of
GDP between 2021 and 2060, but the effort would exceed 10
percentage points in 11 countries. These results do not imply
that taxes will, or even should, rise in the future. The
fiscal pressure indicator is simply a metric serving to
quantify and illustrate the fiscal challenge facing OECD
governments. Raising taxes 1is only one of many possible
avenues to meet this challenge.

If financing conditions remain favourable, as assumed in the
baseline scenario, countries with relatively low initial
public debt ratios could finance some of the projected
increases in expenditure with debt. With higher public debt
would come risks, however. For this reasons, absorbing future
fiscal pressure with additional borrowing is a strategy that
could postpone, but probably not avoid, the need for policy
reforms.

Another avenue would be reforming health and pension systems
to increase efficiency and prevent expenditure from rising as
much as projected in this stylised exercise. In addition,
structural reforms that raise employment rates are associated
with substantial fiscal dividends. In the context of slowing
global population growth and even declining population in many



countries, labour market reforms that would raise employment
and encourage longer working 1lives appear particularly
desirable. In addition to reducing fiscal pressure, such
reforms align well with the goal of helping women and
disadvantaged groups gain employment. As the report
demonstrates, combining labour market policy reforms with
increases in average effective retirement ages could halve the
projected increase in fiscal pressure in the median OECD
country through 2060 (of nearly 8 percentage points of GDP).

Reference

Guillemette, Y. and D. Turner (2021), “The long game: Fiscal
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How do vyou 1improve the
durability of a Celtic Tiger?

By Ben Westmore and Yosuke Jin, Ireland Desk, Economics
Department

The Irish economy is booming and is expected to continue
expanding at healthy rates over the next few years. But as the
2018 OECD Economic Survey of Ireland highlights, the outlook
is clouded with uncertainty.

Brexit could have serious implications for the Irish economy
given the close economic relationship between Ireland and the
UK (Figure 1). New OECD estimates suggest that a trade
arrangement between the UK and EU governed by the World Trade
Organisation’s Most-Favoured Nation Rules would reduce total
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Irish exports by 20% in some sectors such as agriculture and
food.

Figure 1. Brexit uncertainty is impacting upon the Irish economy

Proportion of fums expecting 2 negative impact from Brexit.
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In addition to Brexit risks, rising international tax
competition is a concern for Ireland. The Irish economy has
been highly successful at attracting foreign direct
investment, with foreign-owned firms accounting for close to
half the country’s gross value added over recent years. As a
result, reductions in effective corporate tax rates in other
countries may have a negative impact on the Irish economy if
they encourage some multinational firms to relocate their
operations elsewhere.

In this context, the importance of raising the resilience of
the Irish economy cannot be overstated.

Public finances have improved noticeably, but government debt
remains high and tax receipts have become more subject to
volatility (Figure 2). Further reducing public debt would
create scope for budgetary policy to support the economy in
the event of a negative shock — such as a disorderly Brexit.
This could be achieved by broadening the tax base in a growth-
friendly way. For example, VAT preferential rates and
exemptions should be phased out and the property tax yield
raised through more regular revaluations of the tax base.



Figure 2. Gross government debt ratios are declining but remain high
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Financial sector vulnerabilities also need to be further
addressed. While non-performing loans on bank balance sheets
have declined by around 60% from their peak, the stock remains
high. Measures that reduce judicial inefficiencies relating to
the repossession of collateral and further encourage NPL
write-offs will promote the efficient allocation of capital as
well the ability of the banking sector to withstand any
further adverse economic shocks.

Above all else, the long-term durability of the Irish economy
will rely on policy reforms that encourage a broad-based
recovery in productivity. Most Irish firms have experienced
declining productivity over the past decade. This has largely
reflected the poor performance of local firms, with the large
productivity gap between foreign-owned and local enterprises
having widened (Figure 3). New firm level analysis undertaken
in tandem with this Economic Survey confirms this is the case
(Department of Finance, 2018; the findings of this work will
be discussed in more detail in a blog post over the coming
days). The resilience of the Irish economy hinges on
unblocking the productivity potential of these local
businesses. Pruning back regulatory barriers to
entrepreneurship, such as costly regulations related to



commercial property and legal services, is a start. However,
productivity spillovers between foreign-owned firms and local
businesses also need to be fostered by encouraging the
accumulation of high-level managerial skills and research and
development intensity in the latter.

Figure 3. The large productivity gap has widened
Labour productivity index (Irish firms in 2006=100)
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Creating a more sustainable growth environment will raise the
ability of policymakers to confront key challenges that exist
for the wellbeing of the population. Particular areas that
should be a focus include health, housing and getting people
into work. To address these challenges, universal healthcare
coverage should be provided, stringent housing regulations
that are constraining dwelling supply rationalised and some
social benefits withdrawn more gradually as labour earnings
rise.
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Welcome to the OECD Economics Department’s new ECOSCOPE blog !

Qur Interim Economic Outlook launched today shows a troubling
picture—world growth stuck at 3% in 2016, and only 3.3% in
2017, with substantial volatility in financial markets raising
new risks. The OECD’s mantra is “better policies for better
lives” and that is central to our assessment that a stronger
policy response is urgently needed to get global growth out of
this low-growth equilibrium. Monetary stimulus alone cannot
reverse many of the worrying trends seen in the Interim
including weak trade, low investment and an apparent slowing
of trend productivity. Given very low interest rates, now is
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an opportune time for collective fiscal action, focusing on
investment spending that will raise growth in the near term
and underpin long-term output potential. Greater ambition on
structural reforms to provide an environment conducive to
private investment goes hand-in-hand. ( On 26 February, we
will launch our annual Going for Growth assessment of
structural policy needs and the progress countries are making
towards achieving more productive economies with better
quality jobs (details to be posted on this site)). Monetary,
fiscal, and structural policy tools are synergistic and all
need to be deployed at this time.

Does the call for more fiscal action by the OECD represent a
change of view ?

In a well-known phrase, Keynes wrote “When my information
changes, I alter my conclusions. What do you do, sir?”. So,
what is new?

First, OECD governments have more fiscal space than they did
in the immediate post-crisis period. The sovereign debt crisis
has faded and the most severe banking problems have been
addressed. Budget deficits have fallen in many countries
following budgetary consolidation and falling interest costs.
The long-term interest rate is far lower than it was 3-years
ago with negative interest rates on government borrowing of a
few years and the ability to raise money at longer horizons at
a minimal cost.

Second, the persistent downgrade of forecasts across the
economics profession in recent years raises deep questions
about how the economy is operating. Some key mechanisms that
drive economic recoveries seem to be not working: wage
pressures are exceptionally weak even in countries where
unemployment has fallen; inequality 1is rising; business
investment is not responding to the extraordinarily low cost
of capital; currency depreciations are not leading to robust
exports; inflation pressures seem non-existent across many
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economies despite exceptional monetary policy action;
productivity growth and diffusion innovation appear to have
slowed. The thread that runs through these disconnects is weak
demand, hence the need to use all policy tools to full effect.

A scenario exercise in the Interim shows the potential growth
gains, and fiscal sustainability benefits of a collective
action on fiscal spending.

1st year effects of a 1/2 percent of GDP public
investment stimulus by all OECD countries

Change from baseline

Effect on GDP Effect on public debt stock
% of GDP % of GDP
1.0 -0.0
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0.2 0.8
0.0 . . . - -1.0
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There are many open questions about what are the key issues
facing policymakers, and how they should balance both
immediate and longer-term objectives. This blog is an
opportunity to debate these topics!

We hope that windows into research by OECD economists posted
on this blog will share new insights about the evidence and
the ‘’'better policies” we need to ensure the ‘’better
lives’’. Please join the conversation!

Background

Achieving prudent debt targets using fiscal rules
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