Publishable April 4, 2017 at 10.00

Economic Forecast
2017–2018
Economy will grow if policy mistakes can be avoided

ADDITIONAL
INFORMATION
Ilkka Kiema
Chief of forecasting
+358 9 2535 7304
ilkka.kiema@labour.fi
Heikki Taimio
Information officer
+358 9 2535 7349
heikki.taimio@labour.fi

www.labour.fi

LABOUR INSTITUTE FOR ECONOMIC RESEARCH

LABOUR INSTITUTE FOR ECONOMIC RESEARCH

ECONOMIC FORECAST

Economic Forecast for 2017–2018

Economy will grow if policy
mistakes can be avoided
The outlook for economic growth is favourable, but a numerous factors of
uncertainty cast a shadow over developments. The uncertainty stems primarily from international political risks In the United States one source of risk is
a broad lack of confidence in the success of the new president’s economic
policy. The rise of populist movements and a simultaneous distrust of the
euro system are sources of concern in Europe. Economic indicators point to
higher growth in Finland and elsewhere, but at least so far there is still a clear
mismatch between ”soft” and ”hard” indicators. According to our forecast the
Finnish economy will continue to recover. During 2017- 2018 exports will increase as a result of strengthening export demand as well as improved price
competitiveness in the economy and the resulting creative renewal of the
economy. Investment growth will also continue at a fairly brisk pace, and low
interest rates will boost private consumption. There are nevertheless also risks
concerning domestic economic policy. The government’s ability to ensure
unity in its key structural reforms will be tested during the forecast period.
The challenge in the labour market is to carry out controlled union-level negotiations in a situation where an export-oriented salary model and the form
of the necessary wage coordination are still open.

»» The Finnish economy is recovering and exports
will also begin to grow
»» The public sector will continue to run a deficit
despite accelerating growth
»» An underlying assumption of our forecast is the
continuation of a moderate salary policy, but
there is uncertainty surrounding future wage
negotiations

T

he Finnish economy is recovering, although political uncertainties make developments exceptionally difficult to predict. Last year, the recovery was
reflected in an increase in private consumption and an
increase in private investment, while export growth remained modest. The adjustment measures of the public
sector were visible in the moderate amounts of both public expenditure and public investment.
We estimate that exports will increase more strongly
than previously during both years of the forecast period
and that the growth of private consumption will still remain rather swift.
Private consumption has been growing faster than
GDP for several years, and the household savings rate
was negative last year. The abnormally low savings rate
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has primarily been due to the low level of interest rates.
We estimate that the ECB will not raise interest rates
substantially from their present level during the forecast
period and that the savings rate will remain at approximately last year’s level, i.e. at about -1 per cent. However, GDP growth will be constrained by the increase in
public spending remaining moderate. The end result is
GDP growth amounting to 1.9 per cent this year and 1.7
per cent next year and a moderate improvement in the
employment situation. The development is nevertheless
uncertain, due largely to political reasons.

STRENGTHENING OF EXPORT
DEMAND AND PRICE COMPETITION
AS WELL AS CREATIVE DESTRUCTION
WILL BOOST EXPORTS

S

ome economists have tried to explain the poor development of Finland’s goods export by quantifying
the weakening of price competitiveness from its
peak years. The base of comparison used in the calculations has been relative unit labour costs in either 2000
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or 2005, and results have been derived where unit labour
cost competitiveness has weakened by 10-20 per cent in
the examined period and up to 25 per cent compared to
Germany.
According to another explanation model, the decline
in exports was due to creative destruction or creative renewal that takes place in a market economy and makes
old-fashioned products, and poorly performing companies disappear from the market and sooner or later
become replaced. For example, the adaptation of forest
industry production in response to changing demand, as
well as the emergence of a product replacing Nokia and
Microsoft’s lost business takes time and is reflected in the
statistics as a temporary weakening in price competitiveness. According to this explanation, economic growth is
promoted more by competition, the innovation of enterprises and entrepreneurs, as well as public sector support
for R & D, rather than a reduction of unit labour costs.
The redistribution of income from employees to employers in line with the Competitiveness Pact will foster
export growth. However, it is impossible to understand
the recent positive economic news merely on the basis of
the explanation model emphasizing price competitiveness. According to recent positive investment news from
the shipbuilding, automotive and forestry industries, the
most plausible explanation can be found elsewhere, for
instance in skilled labour, a good subcontracting chain
and easy access to raw materials.
Anticipating the results of next autumn’s collective
bargaining is difficult. The Confederation of Finnish Industries has abandoned centralized wage settlements,
and the forest industry has renounced negotiations based
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on the export-driven wage model, which was partly designed to replace them. We estimate that an export-driven wage model including wage coordination would be
a better solution at the moment in terms of price competitiveness than possibly very dispersed union-based
negotiations. At worst, an uncoordinated union-level
round could lead to competing wage demands or related
disturbances, which continue to make the formation of
the ”Finnish model” difficult. In this scenario, we have assumed that there is no serious labour market unrest and
that next autumn’s wage settlements are fairly moderate.

STATE OF PUBLIC FINANCES PREVENTS
LOWERING OF TAX RATE

T

he government has paved the way for the Competitiveness Pact with tax relief. Opportunities for the
public sector to affect the results of the negotiation in union-based negotiations should, in principle, be
weaker than in a centralized labour market solution, and
we estimate that income tax cuts without compensatory
tax increases would not be desirable at this point anyway
because of the public sector’s fiscal consolidation targets.
Although the realized general government deficit was
slightly lower last year than expected, we estimate that
the debt ratio will continue to rise during the forecast period. In addition, the central government should already
be preparing for increased expenditures after the term of
the current government due, for example, to defence procurements and the social and health care reform. 

DEMAND AND SUPPLY
2016
Bill. €

2016

2017f

2018f

Percentage change in
volume (%)

Gross Domestic Product

214.1

1.4

1.9

1.7

Imports

78.3

2.5

2.3

2.2

292.3

1.7

2.1

1.8

75.7

0.5

3.0

3.3
0.9

Total supply
Exports
Consumption

170.7

1.5

1.0

private

118.8

2.0

1.6

1.4

public

51.9

0.5

-0.5

-0.2

Investment

45.8

5.2

3.3

2.7

private

37.5

6.1

3.7

2.9

public
Change in stocks1
Total demand

8.3

1.4

1.8

1.8

0.2

0.0

0.2

0.0

292.3

1.7

2.1

1.8

Volume change is in percentage points of GDP.
Source: Statistics Finland, Labour Institute for Economic Research
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INTERNATIONAL ECONOMY

International Economy

Global economic growth
will accelerate slightly
»» The global economy will grow 3.5 per cent this year and 3.8 per cent
next year
»» Euro area growth will accelerate from 1.7 per cent to 1.8 per cent this
year and to 2.0 per cent next year
»» The effect of oil price increases on inflation will taper off towards the
end of the year
»» Trump will not succeed in boosting US economic growth significantly
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W

orld economic growth will accelerate from last
year’s three per cent by half a percentage point
this year, and a little more next year. While China’s growth will decelerate somewhat, the euro area and
the United States as well as a number of emerging economies will be able to gain more momentum.

ACCELERATION OF EURO AREA
INFLATION WILL REMAIN SHORT-LIVED

A

ccording to preliminary data, the harmonised consumer price index of the total euro area rose by 1.5
per cent in March compared to the same month
one year ago. A year ago the corresponding change was
-0.2 per cent and it was still 0.6 per cent last October. Inflation was fuelled, above all by the rise in oil prices late
last year but also by the price of vegetables increasing.
Core inflation excluding these items was 0.7 per cent in
March and there was no apparent upward trend.
The oil market is stabilised by the efforts of OPEC, Russia and some other oil producers to restrict production
and, on the other hand, the intensification of US shale oil
production. We forecast the price of oil (Brent) will remain
at its current level of about 52 dollars, i.e. about 20 per cent
higher than last year’s average. Consequently, the euro
area inflation will end up being 1.7 per cent this year, from
which it will slow down to 1.3 per cent next year.
The ECB has been justified in not reacting to the temporary acceleration of inflation. On the other hand, it has
not managed to raise inflation or the medium-term market inflation expectations close to two per cent, which is
its target. The ECB is not expected, however, to increase stimulus measures. Raising the key interest rates and
discontinuing securities purchases will not be timely
matters until sometime after the forecast period when inflation has picked up permanently for other reasons.
The uncertainty associated with elections in many
countries has cast a shadow recently over the economic outlook of Europe. However, the upcoming elections in France

and Germany are not expected to have negative effects. There has already been a noticeable brightening of prospects
in both countries. From the standpoint of Finnish exports
it is particularly positive that Germany is expected to have
a strong rise in both investment and industrial production.
However, the risk of a euro crisis has not disappeared - Italy
and Greece are having the greatest difficulties. The Brexit
process has now begun in practice, and it is doing the most
harm to the UK and Ireland. In Sweden, household indebtedness is causing concern, and managing it might dampen
economic growth to some extent. Overall, economic growth
has been low, even though confidence indicators are suggesting a marked acceleration.

REGARDLESS OF WHETHER TRUMP
SUCCEEDS OR NOT, US GROWTH
WILL EXCEED 2 PER CENT

U

S economic growth accelerated towards the end
of last year, ended up at 1.6 per cent. The slowdown in growth by one percentage point from 2015
was due to a downturn in all the other demand components except for the rise of private consumption. Consumer price inflation nearing three per cent has stopped
real income growth, so the rise of household consumption is driven by debt. There are clear signs of a recovery in
investment, industrial production and exports.
Donald Trump’s election as president has increased uncertainty surrounding the country’s economic policy even
further, as the ascent of various ”soft” indicators measuring economic confidence seems to be temporary. Trump
has had an exceptional number of big plans for economic
policy. Some of them (customs duties, immigration restrictions and budget cuts) would undoubtedly curb economic
growth. Others (tax cuts and deregulation) would be favour the very rich, whereby the effect on overall demand
would be relatively low. Accurate information on the fate
of the already failed healthcare reform proposal and the
USD 1000 billion in infrastructure investments is not yet
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available, but their purpose is probably mainly to produce
tax cuts for businesses and high-income earners.
Trump does seem to be backed by a large enough majority coalition that he may be able to do what he wishes.
If he is able to spur an acceleration of growth, the Fed will
raise interest rates and the dollar will strengthen, which
in turn will dampen future growth. On the other hand,
if Trump fails clearly, interest rate expectations will deteriorate and the dollar will weaken, which would most
likely contribute to sustaining economic growth. We predict that growth will accelerate by half a percentage point
from last year and achieve a slightly higher level next year.

BRIC COUNTRIES ARE COPING
WITH THEIR PROBLEMS

C

hina’s economic growth will slow down from last
year’s 6.7 per cent, but we do not predict it to fall below
the lower limit prescribed in the five-year plan, which
is 6.5 per cent. Industrial production growth is accelerating
again, and private investment is also recovering. The country is battling against the slowdown of growth with monetary and fiscal policies and by allowing its currency to weaken.
Challenges will continue to be presented by the transition to
a consumption and service-driven economy, which will naturally entail slower growth, and in particular the swelling debt
problem. Corporate indebtedness is much higher in China
than in other countries, and both problem loans as well as
bankruptcies are on the rise. ”Social financing” coming from
outside banks has fuelled borrowing. Capital flight from the
country escalated before it was recently blocked off. There is
a risk of a massive financial crisis, but the authorities are still
expected to have the means to prevent it.
India has already survived the disruption caused by
last autumn’s currency reform. Despite the strong growth

EURO AREA HARMONISED INDICES OF CONSUMER
PRICES (HICP) IN TOTAL AND EXCLUDING ENERGY
AND UNPROCESSED FOOD 2015:01–2017:03
2,5
2,0

in private and public consumption, inflation has subsided
and enabled the lowering of key interest rates. The devaluation of the rupee has not, however, revived exports
significantly. Economic growth will continue at a rate of
seven and a half per cent.
Russia and Brazil are recovering from their recessions.
Higher oil prices will benefit Russia, where inflation has declined, and real incomes have started to rise. In the future,
growth will be bolstered by the central bank’s policy of lowering its key interest rates. Interest rate cuts are also forecasted
for Brazil, and the sluggish recovery has a broad base. 

INTERNATIONAL ECONOMY

Share of
world GDP
(%)
United States
Eur-19
Germany
France
Italy
EU28
Sweden
United Kingdom
China
India
Japan
Russia
Brazil

1,5
1,0
0,5
0,0
-0,5
March 2017 is preliminary data.

-1,0
2015:01 2015:05 2015:09 2016:01 2016:05 2016:09 2017:01
Source: Eurostat

2016 2017f 2018f
1.6
1.7
1.9
1.2
0.9
1.9
3.3
1.8
6.7
7.5
1.0
-0.2
-3.6

2.1
1.8
1.8
1.5
1.1
1.9
2.6
1.5
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7.3
1.2
1.4
0.5

2.3
2.0
2.1
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1.2
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EURO AREA ECONOMIC SENTIMENT INDICATOR
MONTHLY 2010:01–2017:03 AND QUARTERLY
CHANGES IN GDP (%) 2010:1–2016:4

115

HICP (excl. energy and unprocessed food)

16.0
11.5
3.2
2.3
1.8
16.3
0.4
2.2
17.5
7.1
4.2
3.1
2.8

GDP growth (%)

Source: BEA, BOFIT, IMF, Eurostat, Labour Institute for
Economic Research

Annual change (%)
HICP
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110

Change relative to corresponding
quarter one year ago (%)

Index

Gross domestic product quarterly (rhs)
Economic sentiment indicator (lhs)

4
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95
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-1
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Economic sentiment indicator is a weighted average of confidence
indicators for industry (40 %), services (30 %), households (20 %), retail
trade (5 %) and construction (5 %)
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2010:01
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Source: Eurostat
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FOREIGN TRADE

Foreign Trade

Exports of goods finally starting to expand
»» The economic growth of Finland’s key export countries will accelerate moderately
»» The paper industry and vehicle manufacturing are the sectors of fastest growth in terms of goods exports
»» Service exports will also grow
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T

he long-awaited acceleration of Finnish exports
was not yet realized last year, because the export of
goods and services increased by only 0.5 per cent.
During this and next year we expect exports to grow faster for a number of reasons.

inland’s price competitiveness has improved as a
result of the Competitiveness Pact, and we expect
economic growth to pick up slightly in Finland’s
most important export countries in the euro area and

F

rest of the EU. We also estimate that Russia will pull out
of its economic slump, and exports to the United States
will be spurred by the acceleration of economic growth
there and the weakening of the euro against the dollar.
The export demand index 30, the annual percentage change of which is shown in the adjacent figure for
the years 1995-2016, is used in our institute’s forecasting model. It is a weighted index based on the GDP of
30 foreign countries, where the weight of the country
is based on its share of Finland’s goods exports. As the
figure shows, the changes in the export demand index
30 and changes in the export of goods have correlated very strongly with each other previously. The figure also shows our forecast for the index this year and
next year, and they indicate relatively strong growth in
goods exports.

EXPORT DEMAND AND EXPORTS
OF GOODS 1995-2018

INDUSTRIAL PRODUCTION IN FINLAND
2012:01–2017:01

PICK-UP IN ECONOMIC GROWTH
ELSEWHERE WILL BOOST
FINNISH EXPORTS

6
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FOREST AND METAL INDUSTRY
EXPORTS ARE GROWING

T

he most visible signs of the expected growth in exports are the opening of the Metsä Group bioproduct mill in Äänekoski, the increased order books
of Meyer Turku Shipyard, as well as production of new
car models by the Valmet Automotive car plant.
The start-up of the Äänekoski bioproduct mill in the third
quarter will increase pulp production by about 0.8 million tonnes, which is a bit more than a tenth of the production volume
of 2016 in the whole country. The Meyer Turku Shipyard will
build two ships slightly larger than previously constructed in
the Mein Schiff series during 2017-2018, and the substantially
larger ships constructed for the Carnival Corporation will appear in the national accounts as inventory investments. The
contract manufacturer Valmet Automotive does not disclose
specific information on the planned production quantities of
cars ordered by Daimler, but it is nevertheless known that the
scope and duration of the production of each new type of car
is projected to correspond to the production of the previous
A-series of Mercedes Benz cars.
The export order books elsewhere in the technology
industry and the chemical industry and export expectations suggest moderate but accelerating growth of exports.

CREATIVE DESTRUCTION ALSO
BOOSTS SERVICE EXPORTS

T

he forest industry’s realized and planned investments and the orders received by the Turku shipyard, which was already predicted to be
shut down but is now under new ownership, are clear

FINNISH MERCHANDISE EXPORTS IN JANUARY 2017

Share of exports (%)

Germany

examples of creative destruction, where old-fashioned
production and unsuccessful companies are replaced
with new ones. Creative destruction has also followed
in the wake of the shutdown of Nokia and Microsoft’s
mobile phone business, but it is more difficult to detect
because high-tech jobs have been created in place of the
ones lost from Nokia and Microsoft in a relatively large number of small companies. The assessment of this
development’s impact on exports is complicated by the
fact that a significant part of the exports of the sector are
service exports.
Service exports, accounting for slightly less than 30
per cent of total Finnish exports, are perhaps the most
difficult GDP item to estimate. This is also reflected in
a strong annual fluctuation of the figures published by
Statistics Finland: according to the most recent figures
published by Statistics Finland (March 16, 2017), service
exports grew by 14.6 per cent in 2015 but only 0.2 per
cent in 2016. A partial explanation for the strong growth
in 2015 is provided by the growth of IT services related
to post-Nokia creative destruction, which alone sufficed
to generate 4.5 per cent of the added value of service exports. In this forecast, we have evaluated service exports
to grow by 3.0 per cent in both forecast years, which corresponds to an increase of about 0.3 percentage points of
GDP growth each year.
In recent months, export and import price indexes
have increased primarily due to the rise in the price of
oil and other raw materials. We estimate imports will
grow more slowly than exports, but in our forecast the
rise in import prices is somewhat steeper than the rise
in export prices, which will lead to a slight weakening of
the terms of trade. We estimate that the current account
deficit will increase slightly this year but it will fall again
next year. 

EXPORTS OF GOODS AND SERVICES
2008:1–2016:4
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FOREIGN TRADE
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INVESTMENT

Investment

Investment is expanding
»» Investment will increase 3.3 per cent this year and 2.7 per cent next year
»» Construction investment will continue to increase in 2017, but in 2018
the growth rate will lose momentum
»» Machine and equipment investment will grow somewhat, and growth
will be swifter next year
»» R&D investment will start to growth modestly in 2017 while in 2018
growth will already be moderate
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L

ast year investment increased by 5.2 per cent according to Statistics Finland’s preliminary figures.
This year’s investment forecast has been raised
slightly from the autumn forecast to the current 3.3 per
cent. The positive economic outlook would justify even
faster growth forecasts for this year but, on the other
hand, last year’s strong rate of growth will already raise
last year’s base of comparison to a relatively high level.
Construction investment will continue to exhibit moderately strong growth with respect to residential and
non-residential building investment. Civil engineering
investment will also increase but more moderately. In
2018 construction investment will still continue to grow
but at a slower pace.
Last autumn’s stronger-than-anticipated investment
growth was mostly due to machinery and equipment investment. After the first three quarters of 2016 the growth rate of these subcategories of investment was below
half a per cent. Growth was 22.5 per cent in the fourth
quarter compared to the previous year, boosting annual
growth to 5.7 per cent. Growth in October-December is
attributable to machinery supplied to Äänekoski, while
Finnair’s planes were logged in the first three quarters.
The current budding economic upswing will increase production machinery and equipment investment, but
there is no prospect of individual large machinery investments like Äänekoski. Machinery and equipment investment will indeed grow moderately this year, because
the level of the base year of comparison 2016 is already
quite high. In 2018 there will be a slight pickup in growth.
R&D investment will begin to show cautious growth
in 2017. This upturn is fostered, for example, by the fact
that the prolonged period of sharp decline in the output of
R&D-intensive electrical and electronics sector is finally
expected to end. Cuts in public sector R&D investment
will also remain significantly lower this year than in 2016.
In 2018 R&D investments will already be growing faster
due to the brighter outlook for the economy.
Public investment declined significantly in 2015 but
grew again last year by 1.4 per cent despite the significant
cuts in R&D expenditures by the central government.

Public investment was nevertheless boosted by construction investment. This year public investment is expected
to increase by just under two per cent. Growth is attributable to the brisk rise in basic infrastructure maintenance
expenditures recorded in the central government’s budget, as well as the increased cubic volume permits granted
for public service buildings in 2016. Growth of the cubic
volume permits was strongest in healthcare buildings late last year. Growth continued to be strong in January in
comparison to a year ago. These cubic volume permits are
often applied for by municipalities, joint municipal authorities and hospital districts, for social welfare and healthcare buildings. These developments are attributable to
the pending social and health care reform, which if implemented would transfer decision making on social care and
health care from municipalities to the provinces. 

INVESTMENTS
2007–2018
15000

Mill. EUR in year 2010 prices

12000

9000

6000

3000

0
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Source: Statistics Finland, Labour Institute for Economic Research
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LABOUR MARKETS

Labour Markets

Unemployment is falling
»» The unemployment rate will fall and employment will increase
»» The Competitiveness Pact may crowd out employment slightly
»» Upward pressure on wages will strengthen next year
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T

he improvement in the labour market will spur
employment growth this year and next year. In
addition, the growth of the working-age population will be reflected in the labour supply. The lengthening of regular working hours may, however, crowd out
employment growth in the short term as the same output
is achieved using a smaller number of employed persons.
The implementation of the Competitiveness Pact has,
however, been rather limited in companies, so the effects
of the above mechanism will remain modest. Through
the combined effect of labour supply growth, the pickup
in the labour market and the employment crowding out
mechanism, the employment rate is forecast to rise to
69.3 per cent this year and 70 per cent next year.
The unemployment rate fell to 8.8 per cent last year.
The improvement of the labour market will lead to a
decline in the unemployment rate by half a percentage
point this year. The unemployment rate will fall to 8.2
per cent next year. The mismatch between the labour

Unemployment rate (%)
Employment rate (%)

2016

2017f 2018f

9.4

8.8

8.4

8.2

68.1

68.7

69.3

70.0

Active population (1 000)

4102

4109

4127

4135

Labour force (1 000)

2689 2685

2700

2717

Employed (1 000)

2437 2448

2472

2495

Unemployed (1 000)

UPWARD PRESSURE ON THE LEVEL
OF EARNINGS NEXT YEAR

I

n accordance with the Pact for Employment and
Growth, wage increases are on hold this year. In
times of low wage increases pressures for wage
drift grow, so in 2017 wage growth is expected to be
one per cent. It is unlikely that the same kind of wage
moderation can be achieved in the union-level round
of autumn 2017 than in the previous settlements, so we
forecast contract wages will rise by 1.1 per cent next
year. Through the combined effect of contract wage increases and wage drift the level of earnings will rise by
2.2 per cent in 2018. 

CHANGES IN NUMBER OF EMPLOYED,
UNEMPLOYED AND LABOUR FORCE 2000–2018

KEY FIGURES OF THE LABOUR MARKET

2015

market and workers may, however, dampen the development of employment.
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Wages, index of wage and
salary earnings (%)
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Source: Statistics Finland, Labour Institute for
Economic Research
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INFLATION AND HOUSEHOLDS

Inflation and Households

Inflation is accelerating but employment
growth will bolster purchasing power
»» The increase in producer prices and tax hikes will raise the level of prices
»» Consumer confidence is at an all-time-high, the savings rate is negative
»» The improvement in employment, tax cuts and a moderate rise in the
level of earnings will sustain wage-earners’ purchasing power
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C

onsumer price inflation (CPI) will accelerate during the forecast period after being very low (0.3
per cent) in 2016. The low level of inflation for the
year 2016 was attributable, among other things, to continued price competition in retail grocery stores and interest rates remaining very low.
We expect inflation to pick up to 1.3 per cent in 2017
to 1.4 per cent in 2018. Oil prices rose towards the end
of 2016, which has been the main factor impacting on
the producer price index. In addition, the prices of many
other raw materials have risen. The rise of oil prices in

CONSUMER CONFIDENCE AND RETAIL
SALES IN FINLAND 2007:01–2017:03
110

2010=100

2016 will still affect the price level in 2017. Inflation will
be boosted by the rise in taxes on motor vehicles, fuel and
tobacco, while the lowering of taxes on cars and sweets
will dampen it.
Since the car tax is being lowered in stages, it will
also dampen inflation in 2018. On the other hand, we
expect certain excise taxes to be raised slightly, which
if realized would boost inflation. In addition, the improvement in the development of earned income will raise
the prices of labour-intensive industries to some extent
in 2018.
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CONSUMER CONFIDENCE SKY HIGH

INFLATION AND HOUSEHOLDS

PURCHASING POWER WILL
IMPROVE SLIGHTLY

T

T

CHANGES IN CONSUMER PRICES
2007–2018

PRIVATE CONSUMPTION AND
SAVINGS RATE 2007–2018

he Consumer Barometer depicting consumer confidence has been rising continuously since the
beginning of 2016, and the last figure (22.9) from
March 2017 is the highest ever measured. Confidence
in the Finnish economy has become much more bullish
than the confidence of individuals in their own future
economic situation, but the latter figure was also on the
rise throughout last year.
Private consumption remained strong in 2016, and
grew more than income, which was reflected in the savings rate turning negative in the second quarter. We forecast
that the savings rate will not become even more negative
during the forecast period but rather it will remain around
-1 per cent. The growth in the volume of private consumption will slow over the forecast period when the acceleration of inflation erodes real income growth. On the other
hand, consumption will be sustained by the fact that interest rates will not rise significantly during the forecast period. Towards the end of the forecast period we may begin
to see some signs of a rise in interest rates. Car sales will be
bolstered by cuts in the car tax during both years.

5

%

he Competitiveness Pact signed in 2016 shifted the
burden of pension and unemployment contributions from employers to employees. This action was
nevertheless offset by cutting the taxes of wage-earners
and carrying out changes in health insurance contributions. It was also agreed that the holiday pay of public
sector employees would be cut by 30 per cent between
2017-2019. Due to tax cuts and changes in health insurance contributions the purchasing power of wage earners
will increase slightly despite inflation in 2017. The improvement in employment will also augment household
purchasing power.
While nominally the shift in the burden of payments
is an income transfer from employees to employers, the
real impact of the payment reforms depends on the labour market situation, i.e. contract wages and wage drift.
We expect earnings levels to rise moderately and employment to improve. We predict that the purchasing power
of wage earners will increase slightly also in 2018, despite
the slight acceleration of inflation, as earnings rise and
employment continues to strengthen. 
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PUBLIC FINANCES

Public Finances

Economic growth bolsters
public finances
»» The strengthening of economic growth will boost tax revenues
»» The general government’s financial position will remain unchanged this
year and strengthen slightly next year
»» The deficits of the central government and municipalities will decrease,
but the surplus of social security funds will shrink
»» The tax rate will fall significantly
»» Debt ratios are still rising
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CONSOLIDATION OF CENTRAL
GOVERNMENT FINANCES CONTINUES

L

ast year, the central government deficit was reduced
by approximately EUR 500 million owing to the upswing in tax revenues as both direct and indirect tax
revenues experienced clearly stronger growth than in previous years. Spending cuts in line with the public sector’s
adjustment programme were significant, i.e. around EUR
800 million. At the same time increases in spending were
carried out so that total expenditure increased by almost
one percent. The growth in expenditure was nevertheless
clearly slower than the strengthening of revenues.
This year spending will undergo further cuts of the
same magnitude as last year. The rapid growth in indirect taxes will continue as the favourable development of
private consumption is supported by revenues from VAT
and other indirect taxes have been subject to hikes slightly more than cuts. Revenues from direct taxes remain largely unchanged as tax revenue is reduced by employment
and pension income tax cuts as well as the indirect effects of changes in social security contributions stemming
from the Competitiveness Pact. This trend is partially offset by the rapid growth in corporate tax revenue.
On the expenditure side the Competitiveness Pact will
decrease central government transfers to municipalities
as well as its own operative expenditures due to cuts in
holiday pay, with the result that these developments will
cause a slight drop in government consumption expenditure. On the other hand, the central government has to
finance the cuts in employer health insurance contributions in both forecast years. The growth in government
revenue this year is nevertheless more rapid than the growth of spending and the central government deficit will
continue to decline by approximately EUR 700 million.
Next year the consolidation of central government finances is expected to continue. In addition to economic
growth, the development of the financial position depends on the decisions taken by the government later this

spring. Previous decisions call for cuts in central government expenditure by EUR 700 million and only minor
discretionary tax changes. The relatively favourable development of tax bases and the expected slight tightening
of indirect taxation will keep revenues growing faster
than expenditures by around one percentage point. The
central government’s financial position will thus improve
by approximately EUR 500 million.

MUNICIPAL FINANCES WILL
ALSO STRENGTHEN

M

unicipal government deficits continued to contract slightly last year even though tax revenue
development remained weak after the fixedterm increase in central government revenue sharing came to an end. Municipal finances were bolstered by the
increase in revenue sharing based on adjustments to the
division of costs and by the fact that growth in consumption expenditure remained below one per cent. The rise
in the average municipal tax rate remained modest and
this trend is expected to continue in 2017-2018 as the municipalities continue their austerity measures and their
spending growth remains at a historicly low level.
This year municipal consumption expenditures will fall
by over one per cent. This development stems from, among
other things, saving decisions related to preschool programmes and education. In addition, in accordance with
the Competitiveness Pact holiday pay and employer payroll contributions will be cut. However, the potental benefits
of the Pact for municipalities will be eroded by corresponding cuts in central government revenues sharing. On the
whole, the municipal government deficit is projected to
decline slightly. Next year, consumption expenditures are
anticipated to start rising slightly by about one and a half
per cent. The pick-up in the growth of tax revenue will nevertheless be faster than this so the deficit is expected to
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continue declining and the municipal government deficit
will be only 0.3 per cent of the gross domestic product.

GROWTH IN BENEFITS CUTS THE
SURPLUS OF SOCIAL SECURITY FUNDS

T

he surplus of social security funds in relation to
GDP has decreased in this decade at a rapid pace
and will continue to shrink during the forecast period. Still in the beginning of the decade the surplus relative to GDP was around three per cent, but next year it is
expected to decline to 0.8 per cent. Last year the surplus
temporarily increased when unemployment insurance
contributions were increased and no inflationary adjustments to the index were made.
This year employer pension and unemployment insurance contributions have been reduced in accordance
with the Competitiveness Pact and the corresponding
payment burden has been shifted to employees. Insurance premium revenues will be reduced by a cut in employers health insurance contributions, but the resulting
shortfall will be covered by a corresponding supplementary financial contribution by the central government. All
in all, social security fund revenue will increase by approximately at the same rate as the wage bill. Benefits paid
will increase rapidly. The rise in benefits will be fueled by
the increase in the number of benefit recipients, employment pension index increases and the popularity of the
new partial early retirement pension scheme.
Also next year in accordance with the Competitiveness
Pact the burden of payroll tax contributions will be shifted
from employers to employees and employer health insurance contributions will be reduced. Growth in payroll tax
revenues will be boosted by the acceleration of growth in
the wage bill. Benefit expenditure will grow slightly faster
than social security funds’ revenue and the surplus of the
funds will decline slightly to around EUR 1700 million.

PUBLIC DEFICIT WILL NARROW SLIGHTLY,
BUT DEBT RATIOS STILL RISING

G

rowth in public expenditure continues to be sluggish, i.e. an annual rate of slightly over one per cent
for both forecast years. Growth in expenditure is
curbed by cuts in accordance with the government’s programme and the impact of reductions in employer contributions and holiday pay cuts on operational expenditure
stemming from the Competitiveness Pact. The expenditure ratio will decline next year below 55 per cent.
The acceleration of economic growth will boost tax
revenues. However, as the tax rate decreases, tax revenue
growth will be only 0.5 per cent this year and 1.8 per cent
next year. The tax rate is expected to decline markedly,
from last year’s 44.5 per cent to 43.1 per cent. This development stems from cuts in income tax and employer
health insurance contributions.
The general government fiscal deficit will remain this
year at approximately last year’s level, i.e. around EUR 4.1
billion and 1.9 per cent of gross domestic product. Next

PUBLIC FINANCES

year, the deficit will decline slightly to 1.7 per cent of
gross domestic product.
The amount of the national debt administered by the
State Treasury rose last year to EUR 102.4 billion. The
central government deficit will shrink both this year and
next year, but the debt ratio will continue to rise. The ratio of government debt to gross domestic product will rise from last year’s 47.8 per cent to 48.8 per cent this year
and further to 49.4 per cent next year. The total general
government consolidated debt (the so-called EDP debt)
was 63.6 per cent of gross domestic product last year. The
debt in relation to gross domestic product is expected to
rise to 65 per cent in 2018. 
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KEY FORECASTS FOR PUBLIC SECTOR
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UNCERTAINTY CAN BE SEEN
EVERYWHERE EXCEPT IN
FINANCIAL FIGURES
How should policy uncertainty
be measured?

T

he bewildering news events that have occurred recently indicate an increase in policy uncertainty. Although the popularity of anti-euro parties does not
appear to be great enough to trigger the break-up of the
single currency area in any euro country when this is being
written, the situation may change rapidly. The break-up of
the euro area is possible, for example, in the event that a
euro country’s banking sector incurs a crisis and the crisis
country is unwilling to resolve the situation in accordance
with the Banking Recovery and Resolution Directive that
went into force in 2014. Political uncertainty surrounding
the United States caused by President Trump is exacerbated by the way the US constitution does not stipulate very
clearly under what circumstances impeachment can lead
to the removal of the President from office.
The increased uncertainty is not, however, reflected in the confidence indicators. In March, for example,
Statistics Finland’s Consumer Barometer reached an
all-time-high during its entire measurement history
(1995-2017). The eurozone economic confidence indicator is higher it has ever been since 2011, and the rise
of stock price indices indicates increased confidence.
Confidence indicators and stock price indices are
not, however, good indicators of uncertainty, because they depend primarily on how households, entrepreneurs and investors think the future is most likely
to turn out. By observing these indicators we cannot
deduce what people think about other (less likely but
possible) future scenarios.
Option prices offer better indicators of uncertainty
than stock prices. A security’s put option gives its owner the right to sell the security at a future date at an
agreed price, and it is valuable only if the market share
is lower than the agreed time of the sale price. Therefore, the more likely investors think a security’s price will
fall, the higher the price of a put option.
The single most important index describing the price
level of put options is the Chicago Board Options Exchange’s SKEW Index. Over the past five years there have been
only two brief periods when the SKEW Index has been as
high as it is now when this is being written (at the end of
March 2017). The interpretation of the high level of the
index is that the uncertainty regarding future economic
developments is exceptionally high: despite the positive
economic outlook, investors regard steep falls in stock
prices as much more likely than ordinarily.
Another conventional measure of uncertainty of
economic development can be discerned from the economic forecasts of different institutions. The variance
of GDP forecasts by different forecast intitutions can
be regarded as an indicator of uncertainty. The underlying assumption behind this methodology is that
the institutions have significant differences of opinion
when forecasting is exceptionally difficult, but this is
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not necessarily the case. Most forecast institutions only
produce point estimates, and for example even the GDP
forecasts by different forecast institutions can be close
to each other even when other the institutions consider
other scenarios at odds with their own forecasts to be
exceptionally likely.
The European Central Bank measures uncertainty
by making surveys of forecast institutions encouraging
them to evaluate the probability distribution of the forecasts they make. The quarterly ECB Survey of Professional Forecasters evaluates uncertainty based on both
the differences of opinion across forecasting institutions as well as their internal uncertainty (i.e., their own
assessments of forecast inaccuracy).
A specifically policy-oriented measure of economic
uncertainty is the Economic Policy Uncertainty Index
(EPU index) based on the computerized searches of large amounts of text. The calculation of the EPU index
for the United States is based on searches of articles appearing in large newspapers containing the words economic/economy, uncertain/uncertainty or certain other
phrases related to US policy.
The adjacent figure depicting the EPU index of the
United States also includes two other components, one
of which describes forecasters’ uncertainty while the
other is expected changes in the federal tax code. The
European index depicted in the figure is a straightforward application of the above-mentioned text mining method, excluding other components. The indices
do not by themselves tell us anything about how serious
the authors of the newspaper articles regard the uncertainty, and like many of the current economic applications of big data methodology the most interesting
thing about the EPU index is the glimpse it provides of
the future. Computer-based analysis of large amounts of
text too vast for humans to read can probably be fruitful
in the future, but currently the analysis usually does not
tell us more than we already know. 
Ilkka Kiema
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EURO AREA FISCAL POLICY STILL
DOES NOT FOSTER GROWTH

T
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Italy and Portugal. In Finland, Estonia and Luxembourg
they are about zero and in Germany one per cent.
Figure 2 illustrates how the above-mentioned countries
rushed to cut public spending and / or raise taxes in the aftermath of the euro crisis. However, in recent times - with
the exception of Greece - the public sector’s primary balance has begun to decline. Using this measure, fiscal stance of
the total euro area is becoming neutral (i.e., zero). It should
nevertheless be noted that this conclusion has been made
using the estimates of only one source (OECD), but the estimates of two other key organisations (the Commission and
IMF) are very similar. None of them, however, predict that
the euro area’s fiscal policy will become expansionary.
Figure 3 tells happy news to anyone who is terrified
of a rising public debt: with the exception of France, the
ascent has been halted in the euro area and in particular
in the crisis countries. This may seem a little strange, since after all at the same time the efforts to foster surpluses
have been compromised (Figure 2). We should nevertheless remember two things about Figure 3. First of all, the
interest on the public debt, which is not included in the
primary balance of Figure 2, has declined substantially,
thereby dampening expenditure and the growth of debt.
Second, the debt in Figure 3 is calculated relative to GDP:
even though fiscal policy was tightened sharply at the beginning of the decade, there was simultaneously deterioration in the growth of GDP, i.e. the denominator, which
increased the debt ratio. Recently, the pick-up in GDP
growth – partly owing to the easing of fiscal belt tightening – has helped stabilize the debt ratio.

he average unemployment rate of 10 per cent in the
euro area last year was double that of the United
States. At the same time the general government
deficit of the total euro area in relation to gross domestic product was less than two per cent, while in the US is
was five per cent. According to the OECD, the structural
deficit adjusted for cyclical trends was 0.7 per cent in the
euro area and 4.3 per cent in the United States. You might
think the figures would be the other way around, because
normally higher unemployment produces larger deficits.
Without taking a precise stand on how well unemployment rate measures the need for stimulus, it is evident
that the euro area has carried out in a much tighter fiscal
policy than the US considering the unemployment situation. Instead of carrying out stimulus to alleviate unemployment, the main concern of the EU Commission and
the leading politicians of the euro area has been the state
of public finances. After public sector deficits grew in the
wake of the stimulus carried out to address the financial
crisis - as stimulus generally does in the short term - and
the onset of the euro crisis after the catastrophy of Greek
public finances became more apparent, the trend shifted
toward tightening of policies ( ”austerity”).
Figure 1 presents the government bond yield spreads
of France and the euro area’s so-called GIIPS crisis
countries relative to Germany. With the exception of
Greece, they have narrowed to be relatively small and
not even the recent talk of the Greek debt restructuring
or a possible electoral success of the Italian and French
in some euro-critical parties have changed the picture
much. The market does not seem very concerned right
now that the debts will not be repaid. This is understandable because the general government’s net interest
payments relative to GDP are only 2 per cent on average
in the euro area. At their highest they are 4 per cent in

S

FIGURE 1. SPREAD ON 10-YEAR GOVERNMENT BOND
YIELDS RELATIVE TO GERMANY 1.1.2014–31.3.2017

FIGURE 2. PUBLIC SECTOR PRIMARY
BALANCE RELATIVE TO GDP 2010–2018
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The economy will pick up again as a natural result of
the business cycle. Thanks to this as well as the slight
easing of the fiscal policy stance and record low interest rates prevailing in the eurozone, economic growth
will accelerate, but we predict that it will do so only
very moderately. This shows how ineffective monetary
stimulus becomes if there is no demand. Even the ECB’s
bond purchases, which have already been extended to
include corporate bonds, have not sparked strong growth. Of course, we can always say that without them the
situation could be much worse.
By March 24 the ECB has purchased euro-area
government bonds worth EUR 1450 billion, about 15
per cent of the total outstanding amount. The amount
would be lower if it had been allowed to buy only the
crisis countries’ bonds to lower their interest rates. It
has been decided to continue the purchases at least until the end of this year. The share of bonds purchased
relative to the total outstanding amount may over time
reach up to half. The situation is already very unusual.
At some point the question of winding down the
government bond purchase programme will arise. The
mere expectation of this happening will be enough to
spur a rise in interest rates, as has been seen in the United States. The European System of Central Banks has
prepared for rising bond yields and the consequent losses stemming from the fall in bond prices. On the other
hand, if government bonds are held until their final maturity, they can accumulate profits. Countries can pay
off those debts only if they are able to issue new debt. If
the old bonds are held by the ECB, the countries might
be interested in a scenario where the debt is cancelled.
This would have stimulative effects. 
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FIGURE 3. PUBLIC SECTOR GROSS DEBT
RELATIVE TO GDP 2010–2018

200

% of GDP

180
160
140
120
100
80
60
40

Euroalue
Italy

Germany
Ireland

France
Greece

Spain
Portugal

2010 2011 2012 2013 2014 2015 2016f 2017f 2018f
Source: OECD

Heikki Taimio

ECONOMIC FORECAST 16 (17)

LABOUR INSTITUTE FOR ECONOMIC RESEARCH

WHEN EDUCATIONAL FIELDS DO NOT
MATCH THE NEEDS OF WORKING LIFE

P

ersons with a vocational upper secondary education
have a significantly higher unemployment rate compared to those with a university degree. The situation
is also worrying for new graduates. According to the latest
statistics almost 14 per cent of persons with a vocational
education were unemployed three years after graduation.
The corresponding unemployment rate for university graduates was less than 6 per cent (Vipunen 2017).
There are major differences across the educational fields
of university graduates entering the labour market. Social
and health sector students have the lowest unemployment
rate (3%) three years after graduation. According to the latest
vocational survey published by the Ministry of Economic
Affairs and Employment about half of the 15 most common
”vocational shortages” of new graduates are either doctors,
nurses or social workers (Employment Service Statistics of
the Ministry of Economic Affairs and Employment). Currently, about 25 per cent of the university graduates will come
from the social and health sector, and authorities have already reacted to the growing demand for labour by increasing
in the number of places for students. According to a report
by the Ministry, no shortages of labour are expected prior to
2030 if the educational projections – e.g. the percentage of
graduates – turn out as expected (Ministry of Economic Affairs and Employment 2015).
The university graduates of the service sector are also
doing well in the labour market, and their unemployment rate (5%) is lower than the average three years after graduation.
University graduates of the service sector find jobs working
as experts, while those with vocational degrees in the service
sector are employed mainly in service and sales jobs.
The university graduates with the weakest situation in
the labour market are those who studied in the fields of
the humanities and art. About 12 per cent of them were
unemployed three years after graduation. From an employment policy point of view, concerns have been raised
about an oversupply in the fields of art, which in recent
years has meant decreasing the number of student places
especially in vocational schools to better match the needs
of working life. The oversupply of labour in the fields of
the humanities and art is evidenced by the absolute number of unemployed. The most recent statistics show that
one in five university graduates have completed a degree
in the humanities or art, half of which was languages.
Some did not, however, settle for a place in the unemployment lines, because 11 per cent of the graduates had continued studying (Statistical Service of Finnish National
Agency for Education Vipunen 2017).
The mismatch between the different education and training sectors and the needs of the labour market is particularly
problematic for vocational upper secondary graduates. Figure
1 shows the proportions of unemployed three years after graduation by field of education. Fields of education are grouped
according to the average monthly wage from the lowest to the
highest. In addition, the figure shows the relative proportions
of the various fields of education, i.e. a large circle indicates
that a large number of young people will graduate in the field
in question compared to other fields of education.
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Again, the most likely to find jobs in the labour market were social and health sector graduates, 8 per cent
of which were unemployed three years after graduation.
Social and health sector graduates accounted for about
20 per cent of all students who received a vocational education. Unemployment threatens especially those young
people who have completed a vocational degree in nature
and the environment, culture or information technology
(15-17% unemployment rate). The proportion of graduates
in these fields is nevertheless small in relation to all vocational graduates. For example, graduates from information
technology account for only 2 per cent. In addition, more
than one third of the those who have studied information
technology or culture have continued their education.
A particular concern is the young people who graduate from the fields of technology, communication and transport. Their job placement is weak (an unemployment rate
of 17%), but in addition the absolute amount of the unemployed is high, since about 40 per cent of those with a vocational upper secondary education have studied in these fields.
These fields are also threatened by structural changes in the
labour market, partly as a result of automation.
An effective way to curb the oversupply of labour in the
fields of technology, communication and transport could be
a reduction of the number of student places. On the other
hand, the students are typically young men, who have fewer
career alternatives or enough motivation or academic aptitudes for university studies. Therefore, a direct reduction
of the number of student places – without accommodating
or alternative measures - can lead to too many young men
being left with a basic education and being likely to end up
unemployed or outside the labour force. 
Terhi Maczulskij
Source
Ministry of Economic Affairs and Employment (2015),
Sosiaali- ja terveysalan työvoiman riittävyys nyt ja tulevaisuudessa. TEM reports 13/2015.
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