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Foreword


Higher skill levels lead to higher wages and better employment prospects for individuals, higher productivity and profits for businesses, and higher growth rates and tax revenues for governments. While there is broad consensus about the importance of skills for inclusive growth, sharing the costs of skills investments equitably and efficiently between governments, individuals, and businesses is a matter of continued debate. This report analyses how taxes impact the costs and returns of skills investments. The tax system is a key means through which the returns and the costs of skills are shared between governments and students.

Understanding the role of the tax system in the investment in human capital is important for both tax and skills policy makers. The impact of the tax system on physical capital is extensively studied and can be a significant factor in shaping tax policy reform. Similar consideration should be given to the impact of taxes on human capital. This study provides insights into the influence of tax systems on skills in 29 OECD countries: Australia, Austria, Belgium, Canada, Chile, the Czech Republic, Denmark, Estonia, Finland, Greece, Hungary, Iceland, Ireland, Israel, Italy, Luxembourg, Mexico, the Netherlands, New Zealand, Norway, Poland, Portugal, the Slovak Republic, Slovenia, Spain, Sweden, Switzerland, Turkey, and the United Kingdom.

Taxation and Skills finds that for a typical 17-year-old individual in OECD countries, a tertiary education is one of the best investments available. A tertiary degree more than pays for itself in terms of future expected after-tax income even before accounting for additional employment, health and well-being benefits. On average, a student’s earnings after education must rise by 15% to break even on the costs of education. In fact, they rise by 48% on average. Governments generally recoup the costs of their investment in tertiary education through higher income tax revenue. Estimates suggest that, on average, the extra income tax revenue gained from educating a typical student at the tertiary level amounts to 118% of government education costs across the OECD. This does not incorporate the wide variety of other returns to skills investments for governments.

Tax expenditures that encourage skills investments exist in many OECD countries. However, they may be poorly designed, regressive, and can have mixed impacts on education outcomes. Direct support for skills and financing through student loans encourages skills investments by both targeting support to those who need it most, while at the same time mitigating the risk of skills investments by providing a form of insurance against such risk.

Creating incentives to invest in skills across society is a key component in lifting wage and productivity levels across OECD economies, and in ensuring that growth in the coming years is inclusive and sustainable. Taxation and Skills demonstrates that tax and spending policies need to be designed in a coherent manner in order to encourage skills investments. The analysis contained in this report can help policy makers to compare their countries with other OECD countries, to design effective skills policies and to create inclusive growth across the OECD.
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Executive summary


Ensuring that all individuals can develop the skills needed to productively participate in the economy is necessary for inclusive economic growth. Investing in skills can expand the productive capacity of the economy and at the same time reduce inequality by ensuring that all members of society have the opportunity to fulfil their productive and creative potential. Improving the level of skills across the economy has positive impacts for individuals and society as a whole. For many individuals, human capital represents the most valuable asset they will possess in their lifetime.

The tax system impacts the ability of individuals to develop skills in a variety of ways. The revenues that taxes raise can be used to finance direct investments in skills. The tax code can treat labour and capital income differently, which can create incentives to invest in physical instead of human capital. Equally, the tax system can impact the financial incentives of individuals to develop, activate and use their skills efficiently in the labour market.

Better skill levels lead to higher wages and stronger employment prospects for workers, higher productivity and profits for businesses, and higher growth rates and tax revenues for governments. However, financing this spending is challenging for many OECD countries, especially in the context of high levels of public and private debt, and debate continues about how the costs of skills investments should be equitably and efficiently shared between governments, individuals, and businesses. A principal mechanism for this sharing of costs and benefits is the tax system.

This study assesses the way that taxes and other policy levers impact skills investments. While the effects of the tax system on investment in physical capital have been widely studied, investment in human capital has received less attention. This study presents indicators that measure the impact of tax and spending policy on individuals’ incentives to invest in skills. These indicators take into account the financial costs of skills investments for individuals such as lost after-tax earnings and tuition fees, as well as the costs borne by governments such as grants, scholarships, lost taxes, and skills tax expenditures. The indicators also incorporate the returns to skills investments for individuals and governments through higher after-tax wages and higher tax revenues respectively.

The first indicator measures how much an individual’s earnings need to increase before they recover the costs of a skills investment over their remaining years in the workforce. The second indicator is an effective tax rate on skills, which measures how much taxes raise or reduce the net returns to skills investments for an individual. The third indicator measures the returns to skills investments for governments, comparing the government’s costs of educating an individual to the government’s expected returns in the form of higher tax revenues. These indicators are developed for individuals who will just break even on a skills investment, and for individuals who will earn a larger return. Investments financed with both debt and savings are examined.

These indicators are modelled for a series of hypothetical skills investment scenarios, including a young university student and a mid-career worker. Results are presented for 29 OECD countries. The results in the study do not incorporate the impact of social security contributions; only personal income taxes are incorporated. Some of the key insights of the study include:


	
Tertiary education is a financially attractive investment for individuals: Based on the current tax, scholarship, and tuition policy mix, the results show that the wage premium earned by a university student in the current labour market is above – often well above – what is required to break even on the costs of tertiary education.



	
Governments recoup the costs of their investment in tertiary education on average through higher tax revenues on higher wages from more highly skilled workers: The extra income taxes paid over the lifetime of an average student more than cover government costs of educating that student. For some countries – though not all – the results suggest that increasing tertiary education spending would be self-financing in terms of income tax revenue alone.



	
For individuals whose returns to skills are lower, future expected income tax revenue may not cover governments’ costs of tertiary education: This is especially true where government spending on tertiary education is currently high. For governments to break even financially from increased skills spending, this spending should be targeted to encourage those skills investments where returns will be highest.



	
The effective tax rate on skills depends on how much the individual’s wage rises after the skills investment: For a tertiary student who just breaks even on the costs of their investment over their lifetime, tertiary education is comparatively lightly taxed; the tax system accounts for about 4% of the amount of extra earnings needed to break even on a skills investment. High-return skills investments are taxed more heavily than low-return skills investments. For an average rate of return on a tertiary education in the OECD, the tax system reduces the net returns by 19% on average.



	
Governments provide many tax expenditures to support investment in skills, such as tax deductions of skills expenses, or tax exemptions for scholarship income: The study argues that a careful case-by-case analysis of these provisions is needed, and suggests that good design is important in ensuring their effectiveness. Skills tax expenditures often provide larger benefits to those with larger taxable incomes, and to those in secure employment relative to those in casual employment. They may provide less assistance to those who are credit constrained, who are more likely to be from lower income households. Moreover, evidence of their impact on wages and employment is mixed.



	
Some design aspects of skills tax provisions may reduce labour market flexibility, exacerbate skills mismatches and represent a drag on productivity: Existing skills tax expenditures are often only available for training connected to a workers’ current employment, and may be ineffective in assisting workers who need or want to change careers.



	
Tax policies that encourage skills development and activation are complementary: Those who are more likely to develop skills are more likely to use them in the labour market, and those who work more and for longer have higher incentives to invest in skills. Tax policies that increase both skills investments and skills activation levels pay double dividends, particularly for groups with lower labour market participation such as women and older workers.



	
Ensuring access to skills for those who are credit constrained is crucial: Skills are unlike physical capital because they cannot be used as collateral to finance an investment. This may mean that skills investments with positive returns are not undertaken. Income-contingent loans may be an efficient and equitable approach to addressing these issues.





The study provides a number of important messages for governments and policy makers. First, the study demonstrates the importance of coherent policy mixes to encourage skills investments. Where governments tax away the returns to skills through higher taxes, it is important that public expenditure in support of skills is used to make skills investments sufficiently attractive. Where spending on skills by governments is lower, it is important that high taxes do not act as a large disincentive to invest. In all cases, the burden of the tax system on human capital investment should be considered by both tax policy makers and skills policy makers. Finally, the study presents a clear message to governments that the costs of failing to invest in skills will have consequences in the years ahead. A failure to invest in skills today will not only impede the economic participation of individuals and restrain productivity growth, but will reduce future expected tax revenues, increase future expected levels of social expenditure, and jeopardise future inclusive economic growth prospects.




Chapter 1. Introduction: Tax, skills, and inclusive growth1 


This chapter places this study in the context of OECD work on productivity and inclusive growth, as well as the broader literature on the public finance of education. The importance of skills for growth and productivity, as well as for equality and inclusive growth are all discussed. The impact of the tax system on skills is briefly summarised, and an outline of the study is also provided.






1.1. Skills, growth, and productivity


Skills are the cornerstone of building productive economies and inclusive societies. In a world of increasing globalisation and rising inequality, increasing the quality of and access to education has never been a higher priority for policy makers. This study considers how the tax system can affect skills by building indicators that measure the impact of income tax and spending policy on individuals’ incentives to invest in skills.

The nexus between tax, productivity, growth and equity has been the subject of significant study at the OECD in recent years (OECD, 2015a, 2016). Recent work has investigated how tax policy can be used to raise growth levels in the OECD, by shifting the tax mix towards growth-friendly taxes (OECD, 2010b). Other research has also focused on how the tax system can do more to encourage equity and inclusiveness, by examining the whole tax system from a distributional perspective, by improving tax administration, and by removing tax expenditures that mainly benefit those on higher incomes (Brys et. al. 2016; OECD, 2014b). Often, however, tax policies that improve efficiency of the economy run counter to equity considerations, and policies that increase the equity of the tax system may reduce growth. Optimising the tax system for skills investments offers tax policy makers the opportunity to increase both equity and efficiency, to foster growth that offers benefits for all.

Raising skill levels is crucial for increasing economic growth rates and building economies that can provide employment and prosperity. Economic growth will increasingly depend on improvements in productivity (OECD, 2015a). Scare resources, slow population growth, and low levels of investment in physical capital have led to concerns about the future sources of growth across the OECD. Increasing skill levels and boosting productivity is an important response to these concerns: higher productivity means that even in the context of slowing rates of growth of the capital or labour stock in the economy, growth can continue to improve well-being and raise living standards in the OECD (OECD, 2016).

Over recent decades, productivity growth has been slowing. This is a key concern given the importance of productivity growth for improving well-being. Figure 1.1 shows the decline in factor productivity growth across selected OECD countries over the last decade compared to previous decades. Ninety per cent of OECD countries experienced a decline in the trend of labour productivity growth after the turn of the millennium (OECD, 2016). The ability for technological developments to continue to provide strong productivity growth across the OECD is increasingly being called into question, and concerns about a period of secular stagnation across the developed world have been expressed by some policy makers (Summers, 2014). The decline in the growth in productivity raises questions about whether the countries can continue to raise living standards in years to come. There are also questions as to whether future increases in living standards will accrue to a broad spectrum of workers or whether only certain groups will benefit.




Figure 1.1. Multifactor productivity in long run comparative perspective



Annual average growth


[image: graphic]

Notes: Multifactor productivity growth rates for the period ranges are the annual averages.



Source: OECD Dataset on Growth in GDP per capita and productivity




Raising skill levels can help policy makers meet these challenges. Adequate investment in skills can ensure that all individuals can both contribute to and benefit from productivity growth. While this is true for all workers it is especially vital among those demographics and communities that currently have lowest skills levels. Workers with higher skills are more likely to help firms innovate, to participate in global value chains, and increase the knowledge spillovers from more productive sectors to less productive sectors.

The link between skills and productivity is strengthened by the continuing integration of the global economy. Those who are left without skills are less likely to work in the kinds of industries and companies that participate in global value chains (OECD, 2016). This in turn hampers prospects for future skills development and productivity gains for these individuals; participation in global value chains is a means by which productivity gains in the form of innovations in work practices are passed from firm to firm and from worker to worker. Without adequate skills investment, certain demographics, sectors, and even countries may be increasingly left out of global value chains and may fall further away from the productivity frontier.

Though improving workers’ skills is important for growth, raising the amount of human capital in the economy is about more than just increasing participation in education and lifelong learning. Individuals must develop the kinds of skills that are in demand in the labour market, reducing mismatches between those fields of study chosen by students and those that will yield benefits in the labour market. Individuals must also develop soft skills such as communication and teamwork that are necessary in the modern workplace. Skills that are developed must be activated in the labour market by raising labour market participation. This is especially true among marginalised groups where participation rates are comparatively low, including women, migrants, the elderly, and the disabled. Finally, workers’ skills must be used effectively in the workplace. The right skills must be paired with the right jobs so skills are not under-utilised. There is thus a strong need for better alignment between workers’ skills and those skills demanded in the economy.






1.2. Skills, tax and inclusive growth


The centrality of skills in the current policy environment does not just stem from their important role in boosting productivity and growth; it also stems from the increasing importance of reducing inequality for policy makers (OECD, 2015b). Raising skill levels can make growth fairer, more inclusive, and more durable. Increasing skills across the workforce allows more individuals to participate in the economy and to transition into higher-quality jobs with higher wages.

Figure 1.2 shows that inequality in disposable income has increased in most OECD countries over the last three decades. The Gini coefficient of income inequality stood at 0.29 on average across OECD countries in the mid-1980s. By 2013, it had increased by about 10% or 3 points to 0.32, rising in 17 of the 22 OECD countries for which long-time series are available (Brys et al., 2016).




Figure 1.2. Income inequality increased in most OECD countries



Gini coefficients of disposable income inequality, mid-1980s and 2013, or latest date available


[image: graphic]

«Little change» in inequality refers to changes of less than 1.5 percentage points. Data year for 2013 (or latest year).



Source: OECD Income Distribution Database (IDD) www.oecd.org/social/income-distribution-database.htm.



In It Together - Why Less Inequality Benefits All (OECD, 2015b).




Previous trends in inequality have been exacerbated by the economic crisis. In many OECD countries, the crisis most affected those who had low savings levels, less secure employment, and low skills: those people who were most vulnerable to economic shocks. Widespread job losses and wage stagnation over this period compounded modest wage growth over previous decades.

The crisis and its aftermath also resulted in straitened public finances across the OECD. Addressing budget deficits in many OECD countries resulted in reductions in the generosity of transfer payments to those on low incomes. In these and other ways, the negative impacts of the crisis were visited most heavily on those with low incomes. Figure 1.3 shows the decline in household real disposable income in the post-crisis period. Across 33 OECD countries, disposable income fell for those with low incomes, median incomes, and for those with high incomes. But on average those with low incomes saw their incomes fall most. By comparison, top earners’ incomes fell on average across the OECD, but by a smaller amount. Indeed, in 15 countries, the real disposable income of the top 10% rose during the crisis period. So the crisis has exacerbated decades-long trends in inequality.




Figure 1.3. Changes in household disposable income by income groups



Annual percentage changes between 2007 and 2011 by income groups, total population


[image: graphic]

2007 refers to 2006 for Chile and Japan: 2008 for Australia, Germany, Finland, France, Israel, Mexico, Norway and Sweden. 2011 refers to 2009 for Japan; 2010 for Austria, Belgium, Ireland and the United Kingdom and 2012 for Australia, Hungary, Korea and United States; Switzerland is not available. OECD33 refers to the unweighted average.



Source: OECD Income Distribution Database (IDD), www.oecd.org/social/income-distribution-database.htm.




Recent policy debates have also focused on increasing inequalities between capital and labour income. For the vast majority of individuals, wages are by far the largest component of income. However, those on higher incomes earn more of their income from capital: from dividends, capital gains and other forms of business income.

Capital’s share of income has been rising. Figure 1.4 shows changes in labour’s share of total income across OECD countries from 1990 to 2009. While significant heterogeneity across countries exists, on average labour’s share of income has fallen. This means that inequalities have been driven not just by increasing differences in wage levels, but also by divergence in the returns to different factors of production. Those who earn their income from their human capital have seen their share of total income fall relative to those who earn their income from physical capital. Many individuals receive income from both their human capital (through wages) and physical capital (through income from savings). Those with higher incomes have a higher share of physical capital and so have benefited more from the rise in capital’s share of total income. This means that shifts in the returns to different factors of production have exacerbated trends in inequality that are present with respect to wage income.




Figure 1.4. The decline of the labour share in OECD countries, 1990 – 2009


[image: graphic]

Notes: a) Germany and Iceland: 1991; Estonia: 1993; Poland: 1994; Czech Republic, Greece, Hungary, Slovak Republic and Slovenia: 1995; Israel: 2000. b) Portugal: 2005; Canada and New Zealand: 2006; Australia, Belgium, Ireland, Norway and Sweden: 2007; France, Iceland, Israel, Poland and the United Kingdom: 2008.



Source: OECD calculations based on OECD STAN and EUKLEMS.



OECD Employment Outlook 2012 (OECD, 2012).




These increases in inequality present a combination of challenges for policy makers. Increasing inequality generates more pressure on governments to engage in redistributive spending, to reduce market inequalities using the tax and transfer system. While this can reduce disposable income inequalities, redistribution using the tax and transfer system can have efficiency costs (Brys et al., 2016). High taxes on labour income can reduce work effort and reduce labour market participation. High degrees of welfare spending put pressures on limited government resources at a time of high debt levels. Moreover, increased spending on poverty alleviation and social benefits can create poverty traps. These factors demonstrate that shrinking the gap between market income inequality and disposable income inequality can be costly. The larger the amount of market inequality, the larger those costs can be. This means that inequalities in wages and between capital and labour income are not only problematic in their own right; they are also concerning because of the higher efficiency and growth costs of policy efforts to address them.

One factor that has contributed to the decrease in labour share of income is the favourability with which capital income is taxed relative to labour income across the OECD. Part of the reason for this is the highly mobile nature of capital income. This makes capital income harder to detect, and capital taxes harder to enforce. High taxes on capital income can also negatively impact on savings and investment in physical capital.

In part due to these policy challenges, the increase in inequality across the OECD has taken place at the same time as an overall reduction in the amount of redistribution being undertaken by OECD governments. Figure 1.5 shows the percentage difference between pre- and post-tax Gini coefficient for a selection of OECD countries, as well as the OECD average. This functions as a proxy for the total amount of redistribution occurring in OECD countries. Overall, the reduction in the estimated Gini coefficient caused by the tax and transfer system fell from 29.6% to 26.3% in 2008, before rising slightly to 27.6% in 2012. For a variety of reasons, OECD member states are redistributing less using their tax and transfer systems than was the case in 1999.




Figure 1.5. Redistribution became weaker in most countries until the onset of the crisis



Percentage difference between inequality (measured by the Gini coefficient) of gross market income and inequality of disposable income, working age population


[image: graphic]

Note: OECD average: un-weighted and based on 10 countries for which data are available at all points (Canada, Denmark, Germany, Israel, Italy, Netherlands, New Zealand, Sweden, United Kingdom and United States).



Source: OECD Income Distribution Database, www.oecd.org/social/income-distribution-database.htm.




Increasing skills can potentially address inequality while at the same time raising growth rates. Recent research has suggested that gaps in human capital may be seen as the most important worldwide determinant of inequality (Blöndal et al., 2002; Sequeira et al., 2014).

Raising skill levels can reduce inequality through a number of channels. Those with high skills are more likely to earn higher wages and to participate in the labour market. Raising wages and employment through higher skills is a key inclusive growth oriented policy goal; it can raise efficiency with modest efficiency costs. Reduced market inequality will also reduce the pressure on governments to undertake redistributive spending, and mean that existing redistributive spending can go further in reducing inequality than might otherwise be the case.

Increased skill levels can also reduce the extent to which inequality is passed down through the generations. Reducing inequality can raise the incomes of low-income families who are most likely to be credit constrained with respect to skills investments, which may make them more likely to invest in skills and in the skills of their children (OECD, 2015b). OECD research suggests that inequality may be associated with greater variation in educational outcomes: an increase in inequality of around six Gini points lowers the probability of poorer people graduating from university by around four points (OECD, 2015b). Similarly, as inequality rises, people from poorer families face much weaker job prospects while there is little change for those from better-off families (OECD, 2015b). More equal societies may by themselves increase education prospects of future generations.

Better skills policies can also make productivity gains more inclusive through the diffusion of innovation. OECD studies on productivity have highlighted gaps between the developments at the productivity frontier and behind the frontier: the gap between those workers, firms and sectors that are highly innovative and have high productivity and those that do not (OECD, 2015a). A key means by which high-performance work practices pass from the frontier to the rest of the economy is through movement of workers through churn in the labour market. However, existing skills policies may hamper this movement. As will be discussed in Chapter 5, many OECD countries currently provide tax support for skills investments that are related to current work, but do not provide similar support for skills investments for workers seeking to change career. In doing so, they may reduce the amount of churn of workers through the labour market. This in turn may reduce the diffusion of skills, raising mismatch levels and reducing spread of innovation.

The positive impacts of higher skills on inequality are part of the reason why access to education and training has undergone a dramatic expansion over the last sixty years. More recent years have seen access to education continue to expand, especially in countries where education rates are low (see Figure 1.6). Some research suggests, however, that expansion in education has resulted in a decline in educational quality (OECD, 2016). In spite of the expansion of educational opportunities, skills gaps remain even among younger cohorts. Even amongst those with ready access to education, the pace of technological change raises concerns of a ‘digital divide’ between those who have the skills to participate in a digitalised knowledge economy and those who do not.




Figure 1.6. Trends in enrolment rates of 15-19 and 20-29 year-olds (2005-2013)



Students in full-time and part-time programmes, in both public and private institutions


[image: graphic]

Source: (OECD, 2015c), Education at a Glance, Data for Germany are for 2006 instead of 2005. Data for Luxembourg are underestimated because many resident students go to school in the neighbouring countries.




In addition, education outcomes for children are still strongly associated with the education levels of their parents: those with more educated parents are more likely to be educated themselves. Educational advantage and disadvantage are propagated throughout the lifecycle – the education systems in many countries are not reducing intergenerational replication of inequality as much as they could be. Figure 1.7 shows the shares of students in OECD countries who match, exceed, or do not exceed the education level of their parents. In most countries, the levels of upward mobility are low: more than half of students achieve the same or a lower level of education than their parents.




Figure 1.7. Intergenerational mobility in education (2012)



Survey of Adult Skills, educational attainment of 25-34 year-old non-students compared with their parents


[image: graphic]

Source: (OECD, 2015c), Education at a Glance. Countries are ranked in descending order of upward mobility to tertiary education among tertiary-educated 25-34 year-old non-students.








1.3. The returns to skills


Increasing skills are a vital mechanism to address important policy challenges in OECD countries: lower productivity and higher inequality. However there remains much debate in the academic community and in the policy literature regarding what constitutes the right tax and spending policy mix when it comes to education and training. It is not clear what the optimal amount of total spending on skills should be, or how this spending should vary with existing skill levels and with economic development. In addition, the mix of spending between the public and private sectors is the subject of much debate. Not all skills investments are equal: the extent to which skills spending should focus on soft skills is debated, as is the extent to which spending should focus on early childhood education, lifelong learning, or tertiary, secondary or primary education. Debates also exist about the extent to which government spending on skills should encourage skills investments in certain areas such as STEM skills, and how the risks of skills investments should be shared between individuals, governments and firms.

Choosing the right skills policies requires a comprehensive assessment of the costs and benefits of skills investments. A key return to skills is higher wages. Those with better skills are more productive in the workplace and can demand higher wages from their employers. Recent OECD work based on the Survey of Adult Skills has shown that not only are wages higher for those who have spent more years in education, but they are also higher for those with better literacy, numeracy and problem solving skills. Figure 1.8 shows the distribution of wages by literacy proficiency level. There is a seven USD hourly wage gap between the wage levels of those with a literacy level in the lowest of five literacy categories compared to those with a literacy level in the highest category.




Figure 1.8. Distribution of wages, by literacy proficiency level



Hourly wages at 25th, 50th and 75th percentiles of the wage distribution, USD PPP


[image: graphic]

Notes: Employees only. Hourly wages, including bonuses, are expressed in purchasing-power-parity-adjusted USD



Source: (OECD, 2013) OECD Skills Outlook – First Results from the Survey of Adult Skills (PIAAC), Table A6.4 (L).




While the data on the current wage premium earned by those with higher skills is clear, assessment of the future path of wages is more...
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			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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