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Foreword
This is the second edition of the OECD Business and Finance
				Outlook, an annual publication that presents unique data and analysis
					that looks at what might affect and change, both favourably and unfavourably, tomorrow’s world
					of business, finance and investment. This year’s edition focuses on “doing business in a
					fragmented world”. Using analysis from a wide range of perspectives, the report addresses past
					over-investment in certain industrial sectors, the reversal of the commodity supercycle and the
					implications of low interest rates for corporate and institutional investors. It provides a new
					look at large observed differences in productivity performance across firms and at the
					profitability of clean energy projects. Different aspects of the business environment are
					addressed, including fiscal incentives for R&D innovation; foreign bribery regimes; and
					investment treaties. The publication also analyses life expectancy around retirement age across
					different socio-economic groups and its implications for both social justice and the
					sustainability of pension systems. 
The
						Outlook is complemented by a sister publication, the OECD Business and Finance
						Scoreboard 2016. The Scoreboard contains indicators and data that
							support analysis of developments in the financial markets and corporate sector.
The 2016 OECD Business and Finance Outlook is the joint work of staff of the OECD Directorate for Financial and Enterprise
									Affairs. It has benefited from contributions from national government delegates and other parts of
									the OECD Secretariat. chapter 3 was co-authored by
									staff of the OECD Centre for Tax Policy and Administration and the OECD Directorate for Science,
									Technology and Innovation.

Acronyms and abbreviations
ABS
Asset-backed security


ACWI
All Country World Index


ADV
Advanced economies


ALM
Asset-liability management


ATSs
Alternative trading systems 


BATS
Bats Global Markets 


BEPS
Base erosion and profit shifting


BIT
Bilateral investment treaty


BMD4
4th edition of the OECD Benchmark Definition of Foreign Direct Investment


BNEF
Bloomberg New Energy Finance


BO
Buyout


BoP
Balance of payment


BRIICS
Brazil, Russia, India, Indonesia, China, and South Africa


CAPEX
Company sales and capital expenditure


CAPM
Capital asset pricing model


CCGT
Combined-cycle gas turbine


CCP
Centralised clearing counter-party


CDB
China Development Bank 


CEO
Chief executive officer


CETA
Comprehensive economic and trade agreement


CHX
Chicago Stock Exchange (CHX)


CIP
Covered interest parity


CITR
Corporate income tax rate


CMU
Capital market union


CO2
Carbon dioxide


COD
Cost of debt


COE
Cost of equity


COK
Cost of capital 


COP21
21st Conference of the Parties to the UNFCCC in December 2015 in Paris


CPI
Consumer Price Index 


CPM
Canadian Pension Mortality 


CSRC
China Securities and Regulatory Commission 


CTA
Commodity trading advisor


DB
Defined benefit pension plans


DC
Defined contribution pension plans


DTD
Distance-to-default


EA
Age at which the individual began accumulating savings 


EBITDA
Earnings before interest, taxes, depreciation and amortisation


ECB
European Central Bank 


ECT
Energy charter treaty 


EECA
Eastern Europe and Central Asia 


EIOPA
European Insurance and Occupational Pensions Authority


EKF
Eksport Kredit Fonden (Denmark’s export credit agency)


EME
emerging market economy


EMEA
Europe, Middle-East and Africa


EMIR
European market infrastructure reform act


EPS
Earnings per share


ESMA
European Securities and Markets Authority 


ETF
Exchange traded fund


EU
European Union


FAFT
Financial Action Task Force


FCF
Free cash flow 


FDI
Foreign direct investment


FED
United States Federal Reserve Board


FET
Fair and equitable treatment 


FINRA
Financial Industry Regulatory Authority


FOI 
Freedom of Investment 


FSB
Financial Stability Board 


FVS
Future value of savings


G20
Group of 20 (Argentina, Australia, Brazil, Canada, China, France, Germany, India, Indonesia, Italy, Japan, Mexico, Russia, Saudi Arabia, South Africa, Korea, Turkey, the United Kingdom, United States and the European Union)


GARCH
Generalized Auto Regressive Conditional Heteroskedasticity


GBI
Government bond index


GDP
Gross domestic product


GHG
Greenhouse gas


GICS
Global Industry Classification Standard


GSIB
Globally systemically important banks 


GVC
Global value chains


GW
Gigawatt


HF
Hedge fund


HFRI
Hedge fund research index


HFT
High-frequency trading


HQLA
High-quality liquid assets


HTF
High-frequency trading


IBI
International business investment


IBO
Emissions Obligataires par Offre au Public [Order Book for Retail Bonds (ORB)]


IC
Insurance company


ICMA
International Capital Markets Association 


ICSID
International Centre for Settlement of Investment Disputes 


ICT
Information and communications technology


IEA
International Energy Agency


IG
Investment grade


INDC
Intended nationally determined contribution


IP
Intellectual property


IPO
Initial public offering


ISCED
International Standard Classification of Education 


ISCO
International Standard Classification of Occupations


ISDS
Investor-state dispute settlement


ITF
International Transport Forum


KBC
Knowledge based capital


KfW
Kreditanstalt für Wiederaufbau


LCOE
Levelised cost of electricity


LCR
Local-content requirement


LCRs
Liquidity coverage ratio


LPF
Large pension funds


LSE
London Stock Exchange


M&A
Mergers and acquisitions 


MBS
Mortgage-backed securities 


MCAP
Market cap to GDP as an equity bullishness valuation metric


MDB
Multilateral development bank


MENA
Middle East and North Africa 


MF
Mutual fund


MFT
Multilateral trading facilities


MiFID
Markets in Financial Instruments Directive (in the European Union)


MLA
Mutual legal assistance


MLP
Master limited partnerships


MMF
Money market funds


MNE
Multi-national enterprises


MPC
Marginal propensity to consume 


MPS
Marginal propensity to save


MSCI
Morgan Stanley Composite Index


MTF
Multilateral trading facilities


MWh
Megawatt hour


NAFTA
North American Free Trade Agreement


NAIC
National Association of Insurance Commissioners 


NASDAQ
National Association of Securities Dealers Automated Quotations


NAV
Net asset value


NDF
Non-deliverable forward 


NEA
Nuclear Energy Agency


NMS
National Market System (in the United States) 


NPL
Non-performing loans


NPV
Net present value


NSFR
Net stable funding ratio


NT
National treatment 


NYSE
New York Stock Exchange


OECD 
Organisation for Economic Co-operation and Development


OPEC
Organization of Petroleum Exporting Countries


ORB
Order Book for Retail Bonds [Emissions Obligataires par Offre au Public (IBO)]


OTC
Over-the-counter


P2P
Peer-to-peer


PE
Private equity


PF
Pension fund


PFI
Policy Framework for Investment (OECD)


PMR
Product market regulation


PP
Private placement


PPP
Public-private partnership 


PPRF
Public Pension Reserve Funds


PV
Photovoltaic


QE
Quantitative easing


R&D
Research and development


RA
Retirement age


RD&D
Research, development and demonstration


REIT
Real estate investment trusts


ROE
Return on equity 


RPP
Registered pension plans 


SDC
Small distributed capacity


S-I
Saving and investment


SME
Small and medium sized enterprises


SOE
State-owned enterprise


SPE
Special purpose entity


SPO
Secondary public offering


SSDS
State-to-state dispute settlement 


STAN database
OECD Structural Analysis Database


STEM
Science, technology, engineering and mathematics


SWF
Sovereign wealth fund


TPP
Trans-Pacific Partnership


TTIP
Transatlantic Trade and Investment Partnership


TTP
Transpacific Partnership


UCITS
Undertakings for collective investment in transferable securities


UIC
Ultimate investing country 


UNCITRAL
United Nations Commission on International Trade Law


UNEP
United Nations Environment Programme


UNFCCC
United Nations Framework Convention on Climate Change


US SEC 
US Securities and Exchange Commission (US SEC)


VA
Value-added


VC
Venture capital


WGB
OECD Working Group on Bribery in International Business Transactions


WTO
World Trade Organization 



ISO country and currency abbreviations
	Country
	Currency

	Australia
	AUS
	Australian dollar
	ASD

	Brazil 
	BRA
	Brazilian real
	BRL

	China, People’s Republic of
	CHN
	Yuan renminbi
	CNY

	Chinese Taipei
	TWN
	Taiwan new dollar
	TWD

	Colombia 
	COL
	Colombian peso
	COP

	Euro area 
	EMU
	Euro
	EUR

	India
	IND
	Indian rupee
	INR

	Indonesia
	IDN
	Rupiah
	IDR

	Japan 
	JPN
	Yen
	JPY

	Korea 
	KOR
	Won
	KRW

	Russian Federation
	RUS
	Russian rubble
	RUB

	Singapore
	SGP
	Singapore dollar
	SGD

	South Africa
	ZAF
	Rand
	ZAR

	United Kingdom 
	GBR 
	Pound 
	GBP

	United States 
	USA
	Dollar
	USD




Editorial
More than seven years have passed since the onset of the global crisis and the global economy has yet to recover its pre-crisis levels of growth. Two major headwinds pose serious challenges: the sluggishness of the growth of investment; and issues relating to the re-regulation of banks and non-performing loans which still persist in many regions. The implementation of structural reforms is paramount in dealing with these challenges and ultimately realigning the global policy and business environments.
In this context, the business sector has been unable to contribute adequately to global growth and development. This year’s Business and Finance Outlook focuses on “fragmentation” as a unifying theme when exploring the multiple causes for the sub-par recovery from the crisis: the heterogeneous economic systems, policies, rules, laws and industry practices that create perverse incentives and block business efficiency and productivity growth. Fragmentation manifests itself at all levels and acts as a blocking force to economic progress.
The effects of the global financial crisis have also shaken up the corporate world and fragmented the industrial sector. The companies which have come out of the crisis with more dynamic productivity growth followed similar financial strategies, and thus, left behind their industrial peers that were unable to develop new products or to restructure quickly and in financially prudent ways. The structure of corporate finance and the ability to use the market for corporate control are crucial factors in this process.
Overall, there is a need to implement new structural policy initiatives to stimulate investment and productivity growth. These include, among others, encouraging more openness to new and innovative ideas – such as “clever” fiscal support for business research and development; and more openness to markets – both between countries and within them, where rules and regulations often block the entry to new markets. Corporate restructuring through mergers and acquisitions has also proven to be a positive force in an excess capacity environment, and equity is more conducive to a longer-term focus than is debt.
Fragmentation, which blocks efficiency and productivity, is found at many different levels. For example, stock exchanges are important in funding business investment since they not only facilitate raising new capital, but add to the attractiveness of such funding by providing it with liquidity. Yet fragmentation arising from the proliferation of trading venues, including between lit and unlit exchanges, will require regulatory initiatives in order to maintain a level playing field among investors.
Fragmentation also blocks progress in the renewable energy power sector, which is critical in dealing with post-COP21 commitments to limit global warming. While there is plenty of money waiting on the sidelines to be invested, many of the issues that must be addressed in order to move this capital into profitable projects relate more to the framework conditions surrounding the power sector than to financial engineering.
Pension funds and insurance companies also need to deal with their own set of fragmentation issues for example, in the differences in life expectancy as well as the retirement age across different socio-economic groups. The rules governing access to pensions and retirement savings must be designed carefully to avoid discriminating against lower socio-economic groups.
Different laws and legal regimes across countries also fragment the economic environment by treating similar activities differently. One of these is foreign bribery, where differences in both penalties and their enforcement across jurisdictions create very different economic incentives to resort to bribery. It is often profitable to bribe even when there is a 100% chance of detection.
A further example is investment treaties, which must be interpreted by arbitration tribunals. These tribunals establish rules that modify corporate law and governance arrangements and create different classes of shareholders with different sets of rights. The current interpretation of many treaties allows covered shareholders to recover losses resulting from company damages incurred by host government actions. This, in turn, creates incentives that may affect companies, shareholders, creditors and capital markets.
This second Business and Finance Outlook assesses fragmentation issues from the fresh perspective of microdata on companies, markets, regulations and laws. If we want to see a return to stronger and more sustainable growth, we need to put these pieces back together in a more harmonious way.
[image: graphic]
Angel Gurría
OECD Secretary-General

Executive summary
The theme of this year’s OECD Business and Finance Outlook is fragmentation: the inconsistent structures, policies, rules, laws and industry practices that appear to be blocking business efficiency and productivity growth. It manifests itself at all levels of the global economy, from the global macro-economy to sectoral and micro-economic issues to legal ones.
Fragmentation in the global economy: financial markets and productivity
The global economy is caught between two major headwinds: the reversal of the investment-heavy commodity supercycle; and “L-shaped” recovery in advanced economies caused by the aftermath of the financial crisis and the interaction of re-regulation with low and negative interest rates. Normalisation of interest rates and a sustainable recovery of asset prices is shown to depend on which global scenario emerges: an “inflation first” set of policies favoured by central banks, and avoidance of a “creative destruction” phase to deal with over-investment and excess capacity in certain sectors and countries; or “productivity first” policies that bring about structural adjustment more quickly. 
The best scenario would be one in which the low aggregate productivity growth of the post-crisis period improves. Company and sector value-added data of more than 11 000 of the world’s largest listed non-financial and non-real-estate companies, taken from 20different industry sectors, are used to analyse productivity performance at the firm level and to suggest priorities to improve it. The contribution to productivity growth of these companies is very narrowly based within each sector, indicating slow diffusion of gains across the economy. Best performance is encouraged by certain company financial decisions with respect to capital expenditure, sales, dividend and buy-back policies, research and development expensing, debt-versus-equity, and merger and acquisition activity.
Fragmentation at sectoral and micro-economic levels
Research and development (R&D) is one of the most important contributors to productivity growth and its diffusion. Accordingly, public policy has an important role in promoting it. Fiscal incentives, including tax policies, should be directed at specific barriers, impediments or synergies to facilitate the desired level of investment in R&D and innovations. Any tax incentives need to be considered in the context of the country’s general tax policies, its broader innovation policy mix and its other R&D policies. More R&D activity in one country does not necessarily result in an overall increase in global innovation if it is simply shifted from another country. 
Structural changes in the stock exchange industry have included fragmentation of the stock market resulting from an increase in stock exchange-like trading venues, such as alternative trading systems and multilateral trading facilities, and a split between dark (non-displayed) and lit (displayed) trading. Based on firm-level data, statistics are provided for the relative distribution of stock trading across different trading venues as well as for different trading characteristics, such as order size, company focus and the total volumes of dark and lit trading.
One important sector in which market fragmentation needs to be addressed is clean energy. Scaling-up investment in renewable electricity is critical for reducing greenhouse gas emissions from the power sector, and is therefore important for implementing the 2015 Paris Agreement on climate change. Despite increasing cost-competitiveness, overall investment in renewables projects remains constrained by policy and market obstacles. These hinder development of a sufficient pipeline of bankable projects and affect the risk‐return profile of renewable electricity projects. 
Finally, differences in life expectancy around retirement age across different socio‐economic groups raise issues for the insurance industry and pension funds as well as for public policy. Evidence from selected OECD countries based on measures of education, income and occupation shows that those in higher socio-economic groups live longer than those in lower socio-economic groups and these differences may be increasing over time. This makes it more challenging for pension funds and insurance companies to manage longevity risk. However, it also presents an opportunity to better tailor retirement solutions to the needs of different segments of society. Policy makers need to ensure that rules governing access to pensions and retirement savings do not put those in lower socio-economic groups at a disadvantage.
Fragmentation of legal frameworks across countries
Variations in laws and legal regimes across countries unnecessarily fragment the economic environment by treating similar activities differently. One area where this is an issue is foreign bribery. In many jurisdictions sanctions are weak and foreign bribery may be an attractive investment. In others, foreign bribery is subject to strong penalties, although some of these are not backed up by effective enforcement. This patchwork of incentives and disincentives is explored using simulations of “net present value” for “investments in foreign bribery” under assumptions of both certainty and uncertainty. The simulations show that fines for bribery are set too low in many jurisdictions. 
A second area where legal frameworks fragment the environment is investment treaties. These are concluded between two or more governments and typically offer covered foreign investors protection for their investments from host government conduct in violation of the treaty, such as expropriation without compensation, discrimination or treatment that is not “fair and equitable”. The unique combination of rules applied under many investment treaties, which includes rules about the types of loss recoverable by shareholders covered by treaties and about the availability of damages for covered investors in claims against governments, creates different classes of shareholders with different sets of rights. This may be undesirable since it can allow covered shareholders to strip assets from the company to the detriment of company creditors and other shareholders.
Key findings and conclusions
Monetary ease has reached its limits in terms of stimulating most of the global economy. The key to better performance is structural reform across a broad range of policy domains in order to reduce fragmentation that hinders business performance and productivity. This will encourage needed investment in growing industries, such as renewable electricity, as the commodity supercycle reverses, while stimulating innovation and diffusion of its benefits to regenerate productivity growth after too many years of stagnation.


Overview: Doing business in a fragmented world

It is seven years since the global crisis and despite easy monetary policy, financial regulatory reform, and G20 resolutions favouring structural measures, the world economy is not making a lot of progress. Indeed, responses to the crisis seem mainly to have stopped banks from failing and then pushed the many aspects of the crisis around between regions – currently taking the form of excess capacity in emerging markets. Productivity growth raises income per head, allows companies to pay better wages and raises demand to help eliminate excess capacity and improve employment. However, this element is missing in the global corporate sector. The theme of this year’s Business and Finance Outlook is fragmentation: the inconsistent structures, policies, rules, laws and industry practices that appear to be blocking business efficiency and productivity growth.

A world economy beset by two major headwinds

The broadest fragmentation in the world economy concerns two very different approaches to economic organisation that are now butting up against each other: advanced economies run with more open markets; and emerging economies where the role of the state plays a central role. Emerging economies built up savings rapidly and state-owned enterprises have played a key role in driving investment in the supercycle sectors (energy, materials, utilities, capital goods and industrials) that has led to excess capacity and high debt levels. Fragmentation is also reflected in financial reform, which has focused mainly on banks, opening the way for the products of other financial sectors to fill gaps and respond to countries’ attempts to use unconventional policies to help their own regions, sometimes at the expense of others. 

Following the financial crisis, the world economy is now beset by two major headwinds: 


	the reversal of the commodity supercycle, with investment now falling led by the excess capacity sectors; and


	the L-shaped recovery in the advanced economies resulting from deleveraging as banks continue to struggle with non-performing loans in many parts of the world while new financial regulations are imposed. 




The interaction between these two forces is taken up in the opening chapter 1. Central banks have stepped in to deal with the lack of growth because other policies have not dealt with these structural problems at their source. Quantitative easing and low-interest-rate monetary policy can do little to correct over-investment in global industrial sectors. This has led to innovative responses and new and building forms of liquidity and leverage risks. At this point, such policies may be harming the prospect of a sustainable recovery.


	Regulatory reform has focused on banks that are being forced to hold minimum amounts of high quality liquid assets while raising capital, before non-performing loans on bank balance sheets have been properly dealt with. The combination of low and negative interest rates with rules that force banks to hold the very assets to which they apply hurts bank profitability. Nor do negative interest rates lead to predictable effects on exchange rate transmission mechanisms to help growth and counter deflation. This is because other countries are changing monetary policy too and altering the way they manage their currencies to ensure maximum advantage to their own citizens, contrary to the collective interest.


	Zero (or worse, negative) interest rates imply a zero time value for money and encourage short-termism by investors, whereas innovation and productivity growth requires the financing of long-term risk taking in capital expenditure and its financing. These policies are creating incentives that lead investors in new directions that interact with banking in different ways, and where the solvency and liquidity characteristics of products are untested. Very low rates have created a demand for a kind of portfolio “barbell” in institutional investment: large asset allocations to both i) private equity and low-cost exchange-traded funds (ETFs) at one end; and ii) capital market risk assets, based on leverage, that pay higher short-term cash yields (e.g. hedge and absolute return funds, etc.) at the other end. In between is an allocation to equities, cash and bonds within which further herding of investors into concentrated positions is found: into high-yield non-investment grade bonds; and into equities that focus on providing strong dividends and buybacks.




The reversal of the supercycle emanating from emerging economies is arguably an even stronger headwind than the L-shape recovery in advanced economies. Excess investment is always accompanied with financial consequences where borrowing is a factor, and there is little doubt that non-performing loans are building up in emerging economies and energy sectors more generally. The size of the impact of the supercycle reversal is easy to under-estimate. At its recent peak, some 40% of corporate investment in the global economy was carried out in just two sectors, energy and materials, and its full influence goes well beyond these two driving forces. Investment is now flat in advanced economies and is declining in emerging markets (see the blue segments of the columns in Figure 1.17 in chapter 1). 

Dividends and buybacks have been rising in advanced economies since the crisis and have reached about 60% of what companies spend on investment. Advanced economy companies could raise this investment very easily without any need for external finance – but they do not do this. Investors resist companies that want to use earnings to invest for the long term, and they demand cash-like returns that are better than those available in actual cash and investment grade bond markets. This works against companies wanting to take on long-run projects needed to promote innovation and productivity – they would be punished by investors for doing so. This is a direct result of attributing a zero time value to money via low interest rates.

The return on equity in emerging markets is far below its cost, a sure reflection of excess capacity (in sectors like steel, energy, resources, cement, glass, chemicals, automobiles and the like). Investment is still running at double the rate in advanced economies (around 10% of net sales). But it is capital-widening investment in the main, using existing technology, often as a part of global value chains. The value added of these companies per employee has also not risen (the company productivity problem which is discussed in detail in chapter 2).

“Inflation first” policies will delay a sustainable lift-off in rates

Policies need to restore “animal spirits” in the company sector by dealing with the global misallocation of resources and excess capacity and by creating incentives for long-term risk taking. When “animal spirits” recover to the point where “true” risk assets are desired in the company sector, and investors are willing to forego short-term income for long-term capital gain, there will be a significant asset allocation shift. Capital will move from cash returns and leveraged instruments to ”growth” investments simultaneously within and across all asset classes. This lift-off would lead to the end of secular stagnation. But how could this happen?

In the event that inflation comes first – say because unconventional monetary policy in advanced economies and credit expansion in emerging markets are not supported by measures to deal with structural problems – the outlook would not be too encouraging. Central banks would be obliged to lift interest rates in response to inflation, while growth of capital-widening investment using existing technology in the near term would raise global supply without lifting productivity growth. This is what happened in some emerging economies in response to the 2008 crisis. Any success would be short-lived now, just as it was then. The “creative destruction” phase needed on the supply side would not happen: i.e. just as some policies after the crisis worsened the excess capacity problems and increased debt, the lack of structural adjustment now and the actual emergence of inflation would ultimately cause the “lift off” in interest rates to turn into a two-step process. 

Near zero interest rates allow companies to carry excess debt, to borrow cheaply to carry out buybacks and to engage in unproductive investments that are based on a distorted cost of capital while waiting for the tide of aggregate demand to rise.  The global output gap will never close in a sustainable manner while the outstanding stock of unproductive and misallocated investment remains in place. Rising interest rates under an “inflation first” scenario would risk another financial crisis. The need for shedding excess capacity and debt would once more become a priority. If a healthy “creative destruction” phase ensued, because rates were not once again cut to zero and structural policies were implemented in advanced and emerging economies on the scale required, then the scene would then be set for more sustainable growth and normalised interest rates later on.

A “productivity first” corporate scenario

Rather than inflation first, it would be desirable to have a productivity first scenario. Such a scenario is not encouraged at all by making the time value of money zero – monetary policy is not the instrument needed at this point in time. But what policies would actually address the productivity problem in the company sector? To answer this question, better knowledge of what is happening to productivity in the corporate world is required. This is the subject taken up in chapter 2. 

By studying 11 000 (non-financial and non-real estate) companies in an OECD database (representing a large proportion of world GDP), some very interesting facts emerge about those companies that have succeeded and those that have failed since the crisis. These facts point the way to policies that might actually work. Prior to the crisis, there was a group of high-productivity level companies (sometimes referred to as being on the “frontier”), and a very long string of low-productivity level companies that appeared not to be sharing in technology and growth. The crisis shook up everything and led to two distinct groups of high-productivity companies in the post-2008 period: those in the high‐level productivity group that remained there, but whose growth in productivity has been negative (i.e. they are losing their shine); and, at the other extreme, a separate group that succeeded in achieving rapid productivity growth. In between these two groups sits the majority of companies with both lower productivity levels and only moderate growth. 

The group exhibiting both high levels of productivity and high growth shows all the signs of having been through a creative destruction phase: shedding businesses and locations that are not working in the tougher post-crisis environment while acquiring others that are more synergistic with their goals. However, there are simply not nearly enough of these companies.

The financial decisions that the more dynamic creative destruction companies took in order to succeed had four key interrelated corporate finance characteristics:


	They expensed much more on research and development (R&D) than other companies, which in turn requires risk taking and a long-term focus critical to the innovation process.


	They did not increase borrowing compared to equity in the post-crisis period (while those that did were in the low productivity groups). Equity is for the long term and success or failure is reflected in its price, whereas debt must be serviced and the inability to do so in the short-run will lead to bankruptcy.


	They had a buffer of free cash flow; i.e. their operating cash flow was in excess of that needed for capital expenditure. Such companies can maintain a focus on long-term goals in the face of short-term disruptions.


	They used mergers and acquisitions (M&A – buying and selling business segments) to rationalise what they were doing in the tougher, more competitive post-crisis environment.




Having identified these key characteristics of companies that succeed, it is critical to fashion policies that foster them in a broader range of companies.

Some policy implications

With respect to R&D: R&D expensing can be encouraged by fiscal incentives and funding for basic research – provided the policies are well targeted. The issue of designing tax incentives for R&D that are consistent with broader tax policy efficiency is taken up in chapter 3. 

With respect to equity finance instead of debt: Policies here include inter alia the removal of tax incentives that favour debt over equity; the simplification of equity listing rules that increase costs relative to private equity; and equity market reforms that encourage initial public offerings and improve trust. An examination of stock market fragmentation into lit and dark trading (where the latter reduce transparency, create distrust and impede price discovery) is taken up in chapter 4.

With respect to improving free cash flow: The best way to enhance this key requirement in a broader range of companies is to make it easier for them to access new markets for their core products and to adopt policies that minimise their costs (flexible labour contracts, more open cross-border and internal trade and investment regimes, access to cheaper external funding and fiscal incentives). Open trade and investment regimes between countries are particularly important, not only for market access, but also to ensure policies directed at supporting specific sectors do not inadvertently fracture global value chains which add to costs for other downstream companies hurting their cash flow (see chapter 5). Financial reforms need to be cognisant of their impact on the availability and cost of external financing (both debt and equity), and regulations and tax rules should not inhibit cheaper non-traditional sources of funds (angel investors, crowdfunding, peer-to-peer lending and distributed ledger innovations in payments technology). Fiscal support has a direct impact on cash flow but needs to be well targeted, e.g. where R&D is concerned, firms need a lot of upfront cash given the asymmetric information that exists between young firms and their potential investors (again, see chapter 3). 

With respect to M&A activity: Breaking down cultural and regulatory barriers to cross-border M&A, consistent with allowing entry and facilitating a genuine open market for corporate control, is needed. Efficiency-enhancing measures include better co-operation between competition agencies when considering cross-border deals to speed up the M&A process, to minimise costs and to reduce inconsistent criteria. Eliminating the culture of “national champions” whereby governments support incumbent firms when they face challenges from new (particularly foreign) entrants is also an important requirement.

The role of expenditure and tax incentives for R&D

Fiscal incentives for R&D are discussed in chapter 3. Government support for business R&D seeks to encourage firms to invest in knowledge which can result in innovations that transform markets and industries and result in benefits to society. Most often, support is provided to firms with the intention of correcting market failure, such as difficulties appropriating the returns to investment in R&D and difficulties in finding external finance, in particular for small or young firms. 

Fiscal incentives should be directed at specific barriers, impediments or synergies to facilitate the desired innovation and uses within each country and region. Public policy must recognise the heterogeneity of the markets and individual actors involved in developing and using new innovations, as well as the heterogeneity of alternative fiscal incentives and their design. The latter is particularly important in achieving R&D objectives: firms might easily restructure to meet age criteria for benefits, re-label expenditure that would have occurred anyway as R&D, or apply for a patent simply because it is required to qualify for an incentive measure.

Governments have many different fiscal incentives to encourage R&D, and tax incentives are an increasingly important element of the funding for business R&D. Thirty out of the thirty four OECD countries use tax incentives for R&D of some kind. The most widely used types of tax incentives include tax credits or favourable tax deductions for R&D expenditures, but other types are focused on income from certain R&D activities (such as royalties), on certain types of R&D financing and are, in some cases, provided directly to R&D researchers. 

Most countries providing R&D tax incentives focus on reducing costs and encouraging increased expenditures on R&D. This can take the form of credits against income and/or payroll taxes for expenditures on wages and/or capital investments for R&D. It can also take the form of accelerated depreciation, allowing recovery of the investment faster than the underlying economic depreciation of the long-lived asset; or enhanced depreciation, where taxpayers can recover more than 100% of R&D expenditure costs.

Effectiveness requires specific circumstances of companies and the nature of activities to be taken into account. Income tax measures are most beneficial to companies that already have income, whereas such benefits can be lost if younger R&D companies experience prolonged periods without any taxable income. Direct measures that reduce costs and enhance cash-flow are more suitable for liquidity-constrained firms because they need upfront funds (including contracts, grants, and awards). Exemptions for payroll tax and/or withholding tax for qualified R&D workers also provide immediate relief, while wealth tax exemptions for angel investors can help to attract upfront funds for start-ups. The type of R&D in question also warrants consideration. OECD studies show that longer-term research activity may be better served by direct subsidies whereas tax schemes are more effective for short-term applied research. 

An increasing number of countries have adopted, or are considering adopting, income-based tax incentives, often in addition to their expenditure-based incentives. These provide for lower tax rates on future income from investments in R&D and an increased after-tax rate of return to those investments. Assets are highly mobile, however, allowing both assets, and future income from them, to be located away from the activity that generated the assets and income. This is often in low-tax jurisdictions to reduce their corporate tax liabilities, which erodes tax revenues in the countries where the R&D investments were actually made.

To avoid harmful tax practices, preferential tax regimes for R&D should be consistent with a “nexus” approach, as established as a minimum standard in the G20-OECD Base Erosion and Profit Shifting (BEPS) project. This uses expenditure as a proxy for real activity and allows taxpayers to benefit from the preferential regime only to the extent that the taxpayers themselves incurred the qualifying expenditures that gave rise to the income generated by the R&D investment.

The role of the stock exchange

Regulatory reforms and developments in information and communication technology have increased competition between different types of stock trading venues. The result is fragmentation in two dimensions. First, the extensive fragmentation of trading between stock exchange venues and off-exchange venues, such as Alternative Trading Systems and Multilateral Trading Facilities. Second, there is an increased fragmentation between dark (non-displayed) trading and lit (displayed) trading. These issues are analysed in chapter 4.

Fragmentation in both dimensions is now very significant. In 2015, two-thirds of all stock trading in the United States took place on 11 different exchanges and the remaining 33% on numerous off-exchange venues. Of all trading, 42% was in the form of...
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			Éditions e-pub de l’OCDE – version bêta

			
			Félicitations et merci d’avoir téléchargé l’un de nos tout nouveaux ePub en version bêta.


			
			Nous expérimentons ce nouveau format pour nos publications. En effet, même si l’ePub est formidable pour des livres composés de texte linéaire, le lecteur peut être confronté à  quelques dysfonctionnements  avec les publications comportant des tableaux et des graphiques  – tout dépend du type de support de lecture que vous utilisez.


			Afin de profiter d’une expérience de lecture optimale, nous vous recommandons :


			
						D’utiliser la dernière version du système d’exploitation de votre support de lecture.


						De lire en orientation portrait.


						De réduire la taille de caractères si les tableaux en grand format sont difficiles à lire.


			


			Comme ce format est encore en version bêta, nous aimerions recevoir vos impressions et remarques sur votre expérience de lecture, bonne ou autre,  pour que nous puissions l’améliorer à l’avenir. Dans votre message, merci de bien vouloir nous indiquer précisément quel appareil et quel système d’exploitation vous avez utilisé ainsi que le titre de la publication concernée. Vous pouvez adresser vos remarques à l’adresse suivante :
			sales@oecd.org


			Merci !
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