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Foreword

Much OECD analysis aims to identify economic policy settings that will generate high living standards. In many cases, such policy orientations have met with a considerable degree of consensus among economists. Yet, it has often been difficult in practice to put in place appropriate policies. This is what lies behind the interest in the political economy of both macroeconomic and structural policy reform. Basically, the aim of this line of research is to get a better understanding of the conditions which are conducive – or otherwise – to the implementation of better policies.

An early manifestation of this type of analysis was the 1988 publication Why Economic Policies Change Course: Eleven Case Studies, which looked at the factors behind changes in macroeconomic policies based on a number of case studies drawn from OECD countries. Subsequently, the focus of research shifted towards a better understanding of the factors driving structural policy reform. A number of econometric studies aimed to explain policy progress as measured by changes in various indicators of structural policy settings. A main advantage of this approach is the rigour that can be applied to testing whether some potential determinant is linked in a statistically significant way to an indicator of policy reform. A principal drawback is that the econometric approach only allows to trace the effects of determinants which can be quantified.

Recognising both the strengths and the shortcomings of the econometric approach, the OECD’s Economic Policy Committee in 2006 decided to embark on the project that lies behind the present publication. It uses a case-study approach to examine the determinants of structural reform, based on concrete reform “episodes” in ten OECD countries. The study of each episode involved not only consulting the relevant literature but also wide-ranging interviews with principal actors involved as either proponents or opponents of reform. To allow for greater comparability of the cases, they were restricted to attempts at reform of product markets, labour markets and pension systems.

The episodes differ in that some led to substantial and permanent changes in policies, whereas others led to no or only limited progress or even subsequent policy reversals. However, one conclusion that became clear early on in the project was that it is very hard to classify episodes into successes or failures. What may look initially like a failure to reform may provide the necessary impetus for a subsequent major policy change. And what looks like a successful reform may eventually be reversed. The study also provides a range of other conclusions on issues such as the role of electoral mandates, appropriate communication policies, the role of economic analysis, and the benefits of, and scope for, concertation with social partners.

The study was carried out in the Economics Department by William Tompson in collaboration with Robert Price, with statistical assistance from Thai-Thanh Dang and secretarial assistance from Susan Gascard, Veronica Humi, Sandra Raymond and Paula Simonin. Financial support for the study from the European Commission, Greece, Italy, the Netherlands and Switzerland is gratefully acknowledged.
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Executive Summary

The aim of this study is to identify political economy lessons that may be of use to policy makers seeking to design, adopt and implement structural reforms. Many of the political economy factors that facilitate or hinder economic reform have already been examined in econometric work by the OECD Economics Department. The present study builds on this work, adopting an inductive approach, based on twenty case studies of attempts to adopt and implement structural reforms in three domains, pensions, labourmarkets and product-market regulation, in an effort to explore more deeply some of the econometric findings and their implications, and also to examine factors that may be extremely difficult to quantify or code for inclusion in regression analyses. The study employs a “focused comparison” approach to case-study research, which basically entails asking the same questions across a substantial number of cases in order to discern similarities among them that suggest possible generalisations. The comparative case-study approach does not permit the same the level of formal verification as may be achieved with econometric methods, but it facilitates more detailed study of the context-dependent nature of certain relationships among variables and makes it easier to trace the links between possible causes and observed outcomes in order to assess whether the causal relationships implied by a hypothesis are evident in the sequence of events as they unfold.

The study’s principal messages may be summarised as follows:



	It is important to have an electoral mandate for reform. This is one of the strongest findings to emerge from the study. Reform “by stealth” has severe limits, and major reforms for which governments have not previously sought public approval tend to succeed only when they generate visible benefits very rapidly, which major structural reforms generally do not. Crises do often create opportunities for such “reform surprises”, as governments are forced to reverse course in response to an emerging situation, but unless the pay-offs are very quick, the sustainability of such reforms tends to depend on the ability of reforming governments to make the case for the desirability of reforms on long-term, structural grounds. Reforms justified chiefly as responses to an immediate crisis may be difficult to sustain once the crisis has passed.

	The importance of meaningful mandates makes effective communication all the more important. Major reforms have usually been accompanied by consistent coordinated efforts to persuade voters and stakeholders of the need for reform and, in particular, to communicate the costs of non-reform. Where, as is often the case, the costs of the status quo are opportunity costs, they tend to be politically “invisible”, and the challenge is all the greater. Often, it is fairly clear who will pay the price for a reform – which firms are likely to come under pressure and which jobs may be at risk – whereas it is not at all obvious who is paying for the status quo: it is difficult to identify firms that have never entered the market, sectors that have not developed or the workers whom they would have employed.

	This points to the need for policy design to be underpinned by solid research and analysis. An evidence-based and analytically sound case for reform serves both to improve the quality of policy and to enhance prospects for reform adoption. The impact of economic analysis also depends on the source: research presented by an authoritative, non-partisan institution that commands trust across the political spectrum appears to have a far greater impact. Building such institutions can take time, as their effectiveness depends greatly on their reputation, but in countries that have them, their prior analysis appears to have enhanced the prospects for reform in particular areas.

	Partly for these reasons, successful structural reforms take time. The more successful reforms in the study generally took over two years to prepare and adopt – and this does not include the “pre-work” done in the many episodes in which problems and proposals had been debated and studied for years before the authorities set to work framing specific reforms. By contrast, many of the least successful reform attempts were undertaken in haste, often in response to immediate pressures: when it comes to policy reform, more haste can indeed make for less speed. Pension reforms, in particular, often have relatively long gestation times, involving a considerable amount of careful study and consultation. While governments should be ready to use political “windows of opportunity” when they open up, this may create problems if it leads to excessive haste.

	The cohesion of the government is also critical. If the government undertaking a reform initiative is not united around the policy, it will send out mixed messages, and opponents will exploit its divisions; defeat is usually the result. The case studies suggest that cohesion matters more than such factors as the strength or unity of opposition parties or the government’s parliamentary strength.

	Concertation may be helpful but is no substitute for government leadership. Reform progress may sometimes be facilitated by intensive tripartite discussions involving the government and the social partners in a highly formalised process. However, firmness of purpose on the part of the government also seems to be a critical element of success in such situations. A number of cases suggest that a “concertationist” approach is unlikely to succeed unless the government is in a position to reward co-operation by the social partners or can make a credible threat to proceed unilaterally if concertation fails. Where the government is too weak to lead or is unwilling to do so, the social partners have little incentive to make concessions. By contrast, corporatist arrangements can work well where the government is prepared to lead. Indeed, in cases where the social partners are involved in the implementation of reform, it may be useful to have them involved in reform design as well.

	The condition of the policy regime to be reformed appears to matter a great deal: some policy set-ups are more “ripe” for reform than others. Successful reforms of established policy regimes often appear to have been preceded by the “erosion” of the status quo through smaller piece-meal reforms or reform attempts; where the existing arrangements are well institutionalised and popular and there appears to be no danger of imminent breakdown, reform is far more difficult. The question of “reform ripeness” concerns not only the seriousness of the problem to be addressed but also the extent of awareness of the costs of the status quo and of agreement on the need for change – it is a question of communication, as well as economic analysis, and is therefore to some extent endogenous to the reform process.

	Successful reform requires persistence. A further important implication of the finding concerning reform ripeness is that blocked, reversed or very limited early reforms need not be seen as failures: they may play a role in undermining the status quo and setting the stage for a more successful attempt later on. All of the more successful pension and labour-market reforms examined in this study followed earlier setbacks and many less successful reform attempts in all three domains can now be seen to have helped set the stage for subsequent, sometimes far-reaching reform initiatives.


The case studies also provide further evidence in support of some of the major findings identified by the Department’s earlier econometric work, particularly with respect to the impact of crises and the importance of sound public finances. Finally, the case studies cast some doubt on the oft-repeated claim that voters tend to punish reforming governments: the likelihood of subsequent re-election was little different between the more and less successful reform episodes, and the re-election rates for all governments in the study was close to the average for all governments at all national elections in the ten countries covered during 1992-2008 inclusive. While the number of cases involved is too small to permit generalisation, it is also worth noting that almost all the governments that successfully adopted and implemented reforms for which they had prior electoral mandates subsequently went on to win re-election.




Part I

Structural policy reform: Learning from the past





Chapter 1

Introduction: Why past can be prologue


Introduction

The primary aim of this study is to identify political economy lessons that may be of use to policy makers seeking to design, adopt and implement structural reforms. Many of the political economy factors that facilitate or hinder economic reform have been examined in previous work by the OECD Economics Department1 and numerous other institutions and researchers.2 The present study seeks to build on this work, particularly previous work by the Economics Department, and also to contribute to the broader OECD project on “Making Reforms Happen”, which focuses on the most effective ways to realise structural reforms across a wider range of policy domains than is considered here. In contrast to most previous political economy work by the OECD, this study adopts an inductive approach, based on case studies of attempts to adopt and implement structural reforms.3 A relatively open approach, aimed at drawing general conclusions from the analysis of specific cases, would seem appropriate, given the lack of any well-established general model of the political economy of structural reform that could serve as the theoretical basis for a project covering such a wide range of reforms.

This study differs from most previous work on the political economy of reform in a number of respects. First, the academic literature on the political economy of policy reform, as well as much of that produced by international institutions, has tended until relatively recently to focus on developing countries and on instances of large-scale reorientation of economic policy, often in response to economic crises.4 While the present study includes some episodes linked to crises, its focus is on structural reforms in developed countries, most often in conditions of “normal” rather than “extraordinary” politics.5 Secondly, early research on the political economy of reform concentrated largely on macroeconomic and trade policy.6 Until recently, there has been rather less work on the political economy of structural reform, particularly the reform of product markets .7

The study’s principal messages may be summarised as follows. First, it pays to have an electoral mandate for reform. This is one of the strongest findings to emerge from the study. Reform “by stealth” has severe limits, and reform surprises tend to succeed only when reform generates visible benefits very rapidly, which major structural reforms generally do not. The importance of meaningful mandates makes effective communication all the more important: major reforms should be accompanied by consistent co-ordinated efforts to persuade voters and stakeholders of the need for reform and, in particular, to communicate the costs of non-reform. Where, as is often the case, the costs of the status quo are opportunity costs, they tend to be politically invisible, and the challenge is all the greater. This communications challenge points to the need for policy design to be underpinned by solid research and analysis, which serves both to improve the quality of policy and to enhance prospects for reform adoption. Partly for these reasons, the case studies suggest that successful structural reforms take time: the more successful reforms in the study generally took over two years to prepare and adopt, whereas many of the least successful reform attempts were undertaken in haste, often in response to immediate pressures. The cohesion of the government is also critical: if the government is not united around the policy, it will send out mixed messages, and opponents will exploit its divisions; defeat is usually the result. The case studies suggest that cohesion matters more than such factors as the state of the opposition or the government’s parliamentary strength. Finally, while much of the political economy literature focuses on agency and the interplay of interests, the condition of the policy regime to be reformed also matters: some are more “ripe” for reform than others. Successful reforms of established policy regimes are often preceded by the “erosion” of the status quo; where the existing arrangements are well institutionalised and popular and there appears to be no danger of imminent breakdown, reform is far more difficult.




Scope, method and structure


The method of “focused comparison”

The present study employs a “focused comparison” approach to case-study research.8 This method basically entails asking the same questions across a substantial number of cases in order to discern similarities among them that suggest possible generalisations. Findings generated in this way do not enjoy the level of formal verification that may be achieved via quantitative analyses of very large numbers of cases. However, the method of focused comparison offers significant advantages, chiefly by facilitating more detailed study of the context-dependent nature of certain relationships among variables. In particular, it permits a greater degree of “process-tracing” – i.e. tracing the links between possible causes and observed outcomes in order to assess whether the causal relationships implied by a hypothesis are evident in the sequence of events as they unfold. Because it examines specific cases in depth, rather than simply comparing data across cases, a focused case-study approach is better able to explore the policy process, to take account of institutional and political complexities and to explore more complex causal relationships, such as path dependence or the issues that arise when, for example, a given factor may favour adoption of a reform but hinder its implementation.9 A case-study approach also permits exploration of variables that can be extremely difficult to quantify or code for inclusion in regression analyses. Econometric approaches tend to set aside intervening processes and focus on correlations between the ex ante and ex post states. Hence, they can rarely give an answer as to why a correlation is observed between reform outcomes and particular conditioning factors. The present study is thus a natural follow-up to the earlier econometric work by the OECD, in providing a means to explore more deeply some of the econometric findings and their implications.




Case selection

The term “structural reform” is here defined fairly broadly as referring to changes in structural policy settings directed at improving static or dynamic resource allocation in the economy.10 When selecting cases for inclusion in the study, the approach has been to identify two cases for each country involved: one that was broadly successful and one that was judged to be less successful. For the purposes of the study, judgements about which cases were more and less successful are based on whether or not they were adopted and implemented, rather than on any ex post analysis of their economic impact. While this approach helped avoid selection bias and ensured that the cases reflected a range of reform outcomes, the preparation of the case studies themselves underscored the limited validity of such labels as “success” and “failure” when applied to reform episodes (Box 1.1). Both positive and negative lessons emerge from both more and less successful cases. The cases included in the study were chosen in an attempt to satisfy a number of other criteria as well



	
Geographic coverage. The cases include a mix of OECD countries, in terms of size, location, income level and institutional configuration, in an effort to derive lessons which would be relevant to the broadest possible range of OECD members.

	
Coverage of structural policy domains. Because different types of reform may entail different sorts of political economy problems, it is important to address structural reform attempts in a number of different policy domains. However, the need for depth, as well as breadth, of coverage implies that the range of such domains should be limited. The episodes selected therefore concern three broad policy areas: product-market reforms, labour-market reforms and retirement reforms. The three domains chosen are all important fields, in which there has been a good deal of reform activity in the OECD in recent years (including both successful and unsuccessful reform attempts). They also remain, to a greater or lesser extent, on the economic policy agendas of virtually all OECD countries.11


	
Economic importance. While most of the proposed cases concern reforms expected to have a broad economic impact, some more narrowly focused reforms are also included, particularly in the field of product-market regulation. These can be limited in terms of impact, especially where they concern a single sector, but they exemplify the particular set of political economy problems that arise when governments try to open up markets to competition.

	
Balance of contrasting outcomes within policy domains. There is a rough, though not exact, balance between more and less successful cases in each domain; the results could be skewed by focusing too much on successes in one sphere and frustrated reform efforts in another.

	
Rough contemporaneity. The cases concern reform attempts undertaken since 1990, so that they to some extent share a common economic and political “background”, in terms of international trends and pressures, and present-day relevance to policymakers.12




With these criteria in mind, the terms of reference for twenty cases were agreed with the OECD members concerned (Table 1.1). The final list was also approved by the OECD’s Economic and Development Review Committee (EDRC) as a whole. Where possible, some indication of each reform’s impact is provided, but in some of the more recent cases, it is still too early for any definitive assessment. Nevertheless, the study is premised on the view that reforms selected for examination were potentially beneficial: some were clearly incomplete or imperfect, and a few changed so much in the course of the policy process that even some of their early supporters had doubts about the value of the “final product”, but all of the initiatives undertaken represented attempts to alter structural policy settings in ways that would improve the efficiency of resource allocation in the economies concerned.


Box 1.1. More and less “successful” reform attempts


Although this study speaks at times of more and less successful cases, these labels do not represent a stark dichotomy. Instances of total success and outright failure are both very rare, and many unsuccessful reform attempts may nevertheless yield some progress or help to pave the way for successful reforms later on. Even an unsuccessful reform initiative may therefore represent a significant step forward. Nevertheless, identifying both more and less successful cases is important in order to avoid the potential selection bias that could arise from focusing predominantly or exclusively on either positive or negative experiences of reform. “Success” is here defined not in terms of any ex post assessment of ultimate economic impact (which in many cases is as yet unclear) but as the adoption and implementation of a reform that would help a country achieve certain desirable goals, such as fiscal sustainability, enhanced competition or increased employment. An unsuccessful reform is understood not as a policy failure (i.e. an attempt to do the wrong thing) but as an attempt to undertake a desirable reform that either fails to be adopted or is adopted but not implemented.




Table 1.1. Political economy of structural reform case studies




	Retirement reforms
	Labour market reforms
	Product-market reforms



	
France: the 2003 pension reform.
	
United States: the “PRWORA” welfare reform legislation of 1996.
	
Australia: power-sector reform, 1990-2004.



	
Mexico: reform of the ISSSTE pension system for federal employees in 2007.
	
The Netherlands: reform of disability insurance, 2002-06.
	
Sweden: postal reform, 1992-2000.



	
Poland: the transition from an unreformed PAYG system to a three-tier system in 1997 – 99.
	
Italy: the Treu (1997) and Biagi (2003) reforms.
	
Germany: drive to liberalise shop opening hours, 1999-2004.



	
Italy: the government’s attempt to reform the pension system in late 1994.
	Spain: labour market reforms of Spain: labout market reforms of 1994 and 1997.
	
Australia: water reform, 1994-2004.



	
United States: the administration’s 2005 proposals for Social Security reform.
	
Germany: the Hartz reforms, 2002-05.
	
Spain: attempts to open up the retail sector, 1995-2004.



	
Poland: the attempt to reform the farmers’ social security scheme (KRUS), 2003-05.
	
France: the contrat d‘insertion professionnelle, 1993-94.
	
Netherlands: proposals for partial, phased rent deregulation, 2004-07.



	
Mexico: proposed reform of the labour law, advanced in 2002 but withdrawn in 2005.



	
Sweden: Reform of sickness benefit, 1991-2002.






Two points should be made at the outset in light of this approach to case selection.


	The selection of two case studies with contrasting outcomes for each country limits the scope for deriving hypotheses about the impact of institutional configurations such as electoral systems or separation of powers. By definition, there will be one more and one less successful case for each country with a given set of political institutions. This is not a problem, since the study focuses on factors that are more readily influenced by policy makers’ choices.

	The cases concern only reform initiatives that governments actually undertook; instances in which there were grounds for believing that reform was needed but no action was taken have not been considered, and this may relativise to some extent the conclusions that can be drawn from the study. Many of the most serious political economy failures occur when resistance to change is so great that reform is not even attempted. This is important to bear in mind when comparing the findings presented here with other work.



In preparing each case study, an initial set of working hypotheses about what happened, and why, was formulated on the basis of available data and published primary and secondary sources. These preliminary ideas were then discussed with officials, experts, representatives of the social partners and other stakeholders in the country concerned, including, wherever possible, individuals directly involved in the policy process during the episode under study. The initial analysis was then revised in light of these discussions and written up following a common template to facilitate comparison. These draft case studies were then discussed by the EDRC, which provided an opportunity for additional feedback, particularly from the countries concerned; the cases were then revised again in light of this input. Although the case studies could not have been prepared without the help of national authorities in clarifying issues and facts, the interpretations and assessments are those of the OECD Economics Department.




Screening the results: a statistical check

Though the case-study evidence does not permit rigorous statistical assessment of potential linkages between reform outcomes and the factors analysed in the case studies, it is possible to cross-check the lessons identified in the qualitative analysis using a relatively simple set of correlations constructed on the basis of the cases (Box 1.2). To this end, a synthetic indicator of reform outcomes has been constructed across the 20 episodes, and Spearman rank correlations have been calculated to measure the strength and direction of the links between reform outcomes and individual conditioning factors. The rank correlation approach is well suited to use with small samples.

The indicator reform outcomes has been developed on the basis of the evidence presented in the case studies, scoring the reform initiatives examined in the case studies from 0 to 5 by summing their scores on three criteria



	
Adoption of the reform proposal is scored from 0 to 2, where 0 signifies a failure to adopt, 2 reflects the adoption of all or nearly all of the proposal, even if subject to minor modifications and concessions, and 1 stands for intermediate cases, where adoption was very partial.

	
Implementation success is also scored from 0 to 2, again reflecting the range from implementation failure (or reversal of the reform) through partial implementation to full implementation of the measures adopted.

	The follow-up to the reform is scored, with 0 signifying no further reform progress as a result of the episode and a score of 1 applied in those instances where the evidence suggests that a reform proposal (whether adopted and implemented or not) contributed to subsequent reform progress in the same field.



This indicator is clearly rather crude, but it has the advantage of being coded on the basis of fairly clear, simple criteria. The construction of a more elaborate indicator would have required more complex and subtle judgments and would thus have introduced a greater degree of subjectivity into the coding. Figure 1.1 shows the reform outcome scores of the 20 cases.


Figure 1.1. Reform scores across 20 cases
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In general, the signs of the correlation coefficients for the aggregate indicators are as expected and are statistically significant across the 20 cases. Many of the specific process/design variables are also significant at the 5 or 10% levels across the full set of cases, even though not all are significant for the individual policy domains. The most important results are summarised in Table 1.2, and their implications are considered throughout the discussion that follows. The full results are presented in Table A1.1 in the Annex. As Table A1.1 shows, some variables that are not discussed in the foregoing analysis were tested in order to ensure that the null hypothesis of no linkage to reform outcomes could not be rejected. It is important to emphasise that the data used in the correlations add no “new” information to the synthesis: the statistical exercise is intended not to extend the study but as a means of screening its major conclusions.

The very high correlations reported in Table 1.2 doubtless reflect in large part the fact that many of the individual factors explored are closely related to, and highly correlated with, one another. If the data were suitable for a regression analysis or other more sophisticated techniques, it would be possible to untangle these relationships and the apparent impact of the individual variables would probably be reduced in many cases. Since this is not possible, one can only take note of such cross-correlations among independent variables and observe that many of them clearly tap into the same underlying information.


Box 1.2. Screening the case-study hypotheses: the construction of the indicators


The individual factors influencing reform outcomes and discussed in this study have been coded, using binary (0/1) or simple rank-order (0-2) values to score each episode with respect to the given factor. For example, with respect to electoral mandates, a score of 2 is assigned where the government could claim a clear mandate for reform; a score of 0 signifies a reform for which there was no mandate; and a score of 1 is applied to intermediate cases, where the government’s claim to a mandate was credible but still in some way qualified or contested. Although the case studies provide the evidence on which the codings are based, they do involve a degree of subjective judgment. The variables have therefore deliberately been kept as simple as possible (binary or 0-2), again in order minimise any potential bias that such judgments might introduce.a The individual factors have all been coded in such a way that a higher score is expected to be correlated with a higher probability of success. Definitions and details can be found in the Annex.

Aggregate indicators have also been constructed in order to summarise the impact of a number of related factors by broad areas: political cycles, macroeconomic cycles and so on. These are calculated by simply summing the individual scores on the relevant individual factors operationalised as described in the previous paragraph. See the Annex for more detail.

Finally, broad indicators of policy reform (changes in overall structural policy settings) in each of the three domains were constructed in an effort to capture the larger reform “environment” in which specific reform initiatives were undertaken. These are based on the synthetic indicators of policy settings developed by the OECD Economics Department (see the Annex for details of their construction) and they are intended to reflect the intensity of reforms in each domain.b They provide a basis for looking at interactions between reforms in different domains and also for assessing whether or not a given reform was undertaken in the context of a broader reform drive or as a one-off.

The data used for scoring the indicators come chiefly from the case studies. However, where variables are readily quantifiable (for example, data on growth, unemployment and fiscal balances), other OECD and World Bank data were also used. Data sources are discussed in greater detail in the Annex. Although these additional data were used, it is important to stress that all data employed concern only the episodes under study: the Spearman correlations are not a method...
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