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Economic Forecast for 2016–2017

Finland’s GDP back on growth
path – competitiveness agreement
hoped to provide momentum
Finland’s GDP grew last year by 0.5 per cent, which was about one percentage point less than that of the euro area. The difference in growth is almost
entirely due to the steep drop in Finnish exports to Russia and Finland’s
tighter fiscal policy in comparison to the rest of the euro area. Finland’s
GDP will grow by 1.1 per cent this year and 1.3 per cent next year compared
to the previous year. The competitiveness agreement likely to be carried
out in order to boost Finnish exports will reduce labour costs significantly
as early as next year. Expectations about the agreement’s impact on employment are quite optimistic. There is a risk that the agreement will erode
the public sector’s financial position, which will trigger additional cuts.

GDP GROWING AT RATE OF SLIGHTLY MORE
THAN ONE PER CENT IN NEXT FEW YEARS
»» Finland’s GDP growth rate will approach that of
rest of euro area
»» Construction will grow by about three per cent
this year and next
»» Growth will continue to be fastest in information
and professional services

F

inland’s GDP grew last year by 0.5 per cent, which
is ultimately not a poor figure, taking into account
that the value of goods exports to Russia fell by 32
per cent and the volume of public consumption contracted by 0.9 per cent. The steep drop in goods exports to
Russia and the decline of tourism from Russia to Finland
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cut Finland’s GDP by 1.2 per cent during 2014-2015, while
for the EU as a whole the corresponding impact was only
0.3 per cent. The production development of the Finnish
manufacturing industry, which is heavily export-oriented, was indeed poor last year, even taking into account
the decline in exports to Russia. This year, manufacturing industry output is recovering, boosted by increased
construction activity. Next year, industrial production
will be bolstered by export growth as well as new production capacity which is nearing completion. Even this year,
the growth in private consumption will support expansion in the wholesale and retail trade and many service
sectors. Especially next year foreign trade growth will have a positive impact on the wholesale trade. Expenditure
cuts in accordance with the government’s programme
will further reduce the public sector’s output of services.
Information and professional services are growing even
faster than construction. 
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DEMAND AND SUPPLY
2015

2015

Bill. €
Gross Domestic Product
Imports
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Percentage change in
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1.1

1.3

76.6

-0.4

1.0

2.3
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0.3

1.0

1.6
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0.6

1.1

3.3

166.5

0.7

0.6

0.0

private

115.6

1.4

1.0

0.1

Consumption
public

50.9

-0.9

-0.3

-0.3

Investment

42.1

-1.1

2.5

3.2

private

33.8

-1.0

3.0

3.7

public
Change in stocks1
Total demand

8.3

-1.2

0.7

1.0

-2.1

-1.0

0.0

0.3

283.8

0.3

1.0

1.6

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

International economic growth
picking up slightly
»» Global economy will grow at a rate of about 3.5 per cent during
next two years
»» EU will grow by about 2 per cent
»» Tight fiscal policy will be eased somewhat in euro area
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ast year, global economic growth remained at just
over three per cent. In Europe, however, growth
accelerated distinctly, partly as a result of the price
of oil and other raw materials falling sharply. In contrast,
the economies of several raw material producers, e.g.
Russia and Brazil, contracted. The US economy still grew
by 2.4 per cent and India’s economic growth rate remained strong, but China’s economic growth subsided. More
recently, the impact of a number of factors holding back

the international economy has decreased. Conditions in
financial markets have been eased as several central banks have reduced their - some already negative - interest
rates and increased their purchases of securities.
In the near future, economic growth in the EU and
the euro zone will hardly accelerate from last year. The
EU’s GDP will grow by 1.9 per cent this year and 2.1 per
cent next year. The region’s internal business cycle will
spawn an acceleration of growth, but it does not have

INTERNATIONAL ECONOMY

EUROZONE ECONOMIC GROWTH
2015–2017
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global support. For example, the crisis in the Middle East
and Russia’s economic difficulties will limit the growth of
exports. EU growth will be supported mainly by a pick-up
in investment, although the EU’s investment programme
is proving to be a disappointment. Fiscal policy remains
cautiously neutral, but is already clearly supportive of
growth compared at least to Finland’s fiscal policy.
Within the EU, growth is rapid in two former crisis
countries, Ireland and Spain. The economic growth of
our neighbour Sweden is also significantly faster than
the EU average. Sweden’s growth has relied on domestic
demand, but since the first half of last year, exports have
also started to gain strength. Growth in the Baltic countries is hampered by Russia’s economic difficulties.
US economic growth will be curbed this year and
next by interest rate hikes, the dollar strengthening and
declining oil production investments. Private consumption and especially residential building construction will
remain at high levels. The rise of wages and prices is gaining momentum.
China aims to achieve an average of 6.5 per cent growth in the five-year period of 2016-2020. A clear deceleration from last year is intended to be prevented by easing monetary policy and allowing the yuan to devaluate.
The transition to consumption-driven growth, outlined
in the growth strategy, appears to be moving forward.
The global market prices of raw materials will not increase significantly from their current levels, so the recovery of their prices will not bring much relief to countries producing raw materials. Thus, the Russian economy will continue to shrink a couple of per cent this year.

VALUE OF EURO IN US DOLLARS AND
SWEDISH KRONA 2.1.2013–29.3.2016

115
110

2.1.2013 = 100
SEK/EUR
USD/EUR

It appears that its GDP will stop contracting next year.
Japan’s growth will be accelerating somewhat as a consequence of the easing of monetary and fiscal policy. 
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FINANCIAL CRISIS 2.0 – HOW LIKELY IS IT?

T

he Bank for International Settlements (BIS)
warned in its quarterly report published on
March 6th of an impending debt crisis. The total amount of private and public debt already exceeds
200 per cent relative to the world’s GDP, higher than it
was prior to the financial crisis that erupted in 2008. A
number of central banks and financial market experts
have also expressed concern about the situation. IMF
Deputy Director-General Lipton has said the world
economy is ”clearly at a delicate juncture, where risk
of economic derailment has grown”.
Many consider China one of the most important trouble spots. Its debt-to-GDP ratio has already
reached 250 per cent, and its economic growth could
slow down uncontrollably. A corporate debt-to-GDP
ratio of 160 per cent is considered too high by the central bank. As a result of an expansionary policy, bank
loans have increased more than 200 per cent since December 2008. Capital flight reflected in the dwindling
of the foreign exchange reserves has been sparked by a
decrease in lucrative targets for investment, the expectations of a devaluation, the rise in US interest rates
as well as corruption and restrictions on the so-called
shadow banking sector.
However, it is very unlikely that Chinese banks suffering from the growing bad debts would be driven to
insolvency, since the government’s resources to support them are good. The government has majority stakes in the four largest banks. It is beginning to allow
the transformation of non-performing corporate loans
into shares. Banks are funded by deposits, and their
connections abroad and to the financial markets are
limited. The central bank could lower its key interest
rate well below the current level of 4.35 per cent.
A number of other emerging economies are
struggling. Brazil suffers from a budget deficit of
more than 10 per cent relative to GDP, but its public
debt has not yet reached alarming levels. In Russia,
the central government deficit and debt are clearly
on the rise, but they are still small. The central government’s financial reserves are dwindling and it
will certainly have to take on additional debt. It is
not anticipated that any of the other emerging economies would trigger a destabilizing crisis in the
global economy in the near future.
The United States has certainly learned from the
previous financial crisis, which actually started when
the investment bank Lehman Brothers was allowed to
file for corporate restructuring. The country is keeping
a close eye on the large amount of student loans and
problems with subprime car loans. Lower oil prices are

INTERNATIONAL ECONOMY

hurting the oil producing companies and some of the
banks funding their operations. Most of the attention
is nevertheless focused on interest rate policy and the
presidential elections.
Europe is a prime candidate to be the home of a second round of financial turmoil. A final solution for the
Greek debt crisis has not yet been found. Banks under
distress in Italy have had to undergo mergers and receive support. Increasing investor responsibility and
regulation places a burden on eurobanks, which are
exposed to threats from credit losses, nonperforming
loans and new technology. Weak demand for financing
and negative interest rates is eroding bank profits.
The financial crisis 2.0 would first hit the banks and
other financial institutions and then spread to the real
economy. Thus, the ECB has focused its efforts on banks, even though it may seem that it has supported governments and in its most recent decisions also corporate
loans. Unlike in the previous financial crisis, the trust
between banks has not wavered alarmingly in recent
times. Their share prices, however, have come down
sharply. The ECB’s decision on March 10th to grant banks four-year funding at rates as low as -0.4 per cent provided only a small and temporary boost to stock prices.
A couple of weeks later, stock prices were back to where
they were before. It is difficult to push the banks with
a string. In Europe there has been reluctance to boost
demand by means of an expansionary fiscal policy that
would be supported with monetary policy. 
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FOREIGN TRADE

Foreign Trade

Finnish service exports picked up
»» Finnish exports will grow this year thanks to service exports
»» Lower labour costs will boost goods exports in 2017
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F

innish exports increased by 0.8 per cent last year
thanks to the acceleration of service export growth. Exports of goods decreased by 1.4 per cent.
The rather weak development is explained by the significant fall of exports to Sweden and Russia. The volume of goods exports will decline about half a percentage point further this year. In contrast, exports of services are continuing to grow at a 5 per cent rate driven
by license fees received by Nokia, growing revenues of
the gaming industry, as well as tourism picking up. Next
year, the volume of goods exports will turn to a 3 per
cent increase. The upturn is spawned by a drop in the level of costs as well as the diminishing effects of negative

DEFLATORS FOR MERCHANDISE EXPORTS
AND IMPORTS 1990:1–2015:4
130

shocks encountered by Finland (paper mill closures, the
collapse of Nokia’s mobile phone operations, as well as
the sharp drop in exports to Russia). While the volume
of total imports declined markedly more last year, this
year it will start to grow mainly due to the strengthening
of domestic investment demand. Next year, the slightly
over two per cent growth in the volume of imports is
attributable to exports gaining momentum.
Foreign trade prices will fall significantly this year.
Next year they will also start to rise. Finland’s balance
of trade continues to run a surplus exceeding two billion
euros and the current account, which ran a slight surplus
last year, will strengthen further this year and next year. 
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Investment

Investment starting to expand
»» Investment will grow this year by 2.5 per cent and next year by 3.2 per
cent
»» Building investment will expand faster this year and growth will continue next year
»» R&D investment will remain this year at last year’s level, but it will grow
in 2017

ADDITIONAL INFORMATION
Project Researcher
Sakari Lähdemäki
+358 9 2535 7301
sakari.lahdemaki@labour.fi

www.labour.fi

L

ast year investment decreased by 1.1 per cent. Growth is forecast to be 2.5 per cent this year and already
3.2 per cent in 2017. The competitiveness agreement
may increase investments made by domestic operators.
As regards construction investments, non-residential
building investments will grow the fastest. Civil engineering construction will also continue to grow rapidly. Residential housing investments are growing due to
construction of blocks of flats. If construction of small
houses also increases, construction will grow even more
strongly than predicted.

Machinery and equipment investment will also
continue to grow this year and next. For example, the
Äänekoski biofactory, which is under construction, as
well as the Neste, Borealis and Veolia power plant will
bolster machinery and equipment investment. On the
other hand, according to the latest Business Tendency
Survey from the Confederation of Finnish Industries,
industry still has a lot of excess production capacity due
to low demand. R&D investment is expected to remain
at last year’s level. Private R&D investment will grow,
but public R&D investment will decline significantly. 

INVESTMENTS
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CONSTRUCTION INDUSTRY
PICKING UP CLEARLY

C

onstruction investment achieved positive growth
in the fourth quarter of 2015 on a year-on-year
basis. All in all, however, construction investment
was still lower than in the previous year on an annual
basis. Construction investment increased as early as
2010–2011 after the financial crisis but declined during
2012–2015. A distinct positive sentiment is nevertheless
anticipated for the rest of the year in 2016.
Investment in residential housing construction and
other building construction in the economy decreased
in 2012–2015. In 2015 residential housing construction
accounted for approximately 47.4% of construction investment while other building construction accounted for
approximately 32.4%. Residential housing construction
thus constitutes roughly half of construction investment.
Civil engineering construction accounts for 20.2% of
construction investment. Civil engineering construction
investment growth has been exceptional compared to the
residential and non-residential construction investment.
Civil engineering construction investment declined in
2009–2012, but it has increased at an accelerating pace
during 2013–2015. The 2015 growth consists for example
of large sites, such as earthwork beginning in Kalasatama, Redi skyscrapers and Pasila’s Tripla shopping mall.
Construction costs having declined in the wake of the fall
in the price of oil have contributed to the favourable development of civil engineering.
There was a break in Statistics Finland’s releasing
figures on building permits in 2015. According to the
last report (March 24, 2016) it would appear that the
cubic meter volume of permits issued for construction
fell in the fourth quarter of 2015. However, Statistics
Finland has revised its figures upwards for the last 8
months by an average of 14.5%. On this basis, it could
be assumed that the statistics are still incomplete. It is
expected that the cubic meter volume of permits also
rose in the fourth quarter. It is worth noting that according to the latest statistics, cubic meter volumes for residential housing permits grew in the third and fourth
quarters. Growth, however, appears to have been driven by blocks of flats, and also terraced houses in the
fourth quarter, rather than single-family houses. Another noteworthy observation is that the public sector
applied for 27.0% more permits for service buildings in
2015 than in 2014.
The cubic meter volume of construction project
starts grew markedly in the last two quarters of 2015.
The volume index of new construction also returned
to positive figures in December 2015 and January 2016.
This is significant because renovation construction
has been on the rise already since 2014 according to
the Confederation of Finnish Construction Industries’
latest report (February 16, 2016), while Statistics Finland’s new construction index has fallen from 2012
onwards. According to the Ministry of Finance’s economic group for construction (February 19, 2016) the
value of renovation construction in 2014 was slightly
larger than the value of new construction. Pellervo

INVESTMENT

Economic Research (PTT) estimates in its report1 that
renovation construction demand will grow in subsequent years with respect to blocks of flats and will remain at roughly the same size in other forms of housing. Thus renovation construction of residential buildings will grow in subsequent years.
The government’s intention to increase transport
infrastructure maintenance during the current government term is likely to increase also repair construction in civil engineering. Some 124 million euros more
has been budgeted for 2016 for basic transport infrastructure maintenance than in the previous year. When
this year’s central government funding for the western
metro, which is lower than the previous year, is taken
into account, the amount budgeted for the transportation network only increases by 22 million euro from the
previous year.
Within residential housing construction, growth
is fastest in construction of blocks of flats. It is more
uncertain whether small house construction will also grow during the next few years. Economic growth
becoming even more distinctly positive than last year
would contribute to this development, and it is also supported by very low interest rates. On the other
hand, the competitiveness agreement, if implemented,
will cut wage earners’ purchasing power, which is likely to have an adverse affect. The prolonged trend of
urbanization also continues to have a negative impact
on construction of single-family houses.
The aforementioned data predict that construction
will grow clearly in 2016. Growth will occur especially in
construction of blocks of flats and non-residential building construction. Non-residential building construction will be driven, among other things, by public sector
hospital projects, the Neste, Borealis and Veolia joint
power plant in Porvoo, the Äänekoski biofactory, and
also the Redi skyscapers and Tripla shopping mall in
Helsinki. The continuation of these multiyear construction projects will ensure growth also in 2017. Many large
construction projects began in 2015, which was already
reflected in a growth in civil engineering investment. It
is expected that other construction phases will begin
this year and will continue vigorously in 2017.
The construction sector will therefore grow in the
coming years. This will of course have a direct positive
impact on the Finnish economy, but it will also have an
indirect effect. The construction industry uses a significant number of industrial products as intermediate
products and thus also affects the industrial sector. This
is evidenced by the fact that according to Statistics Finland’s business enterprise indicators for manufacturing
industries, domestic sales of TOL 16 (wood and paper
industry) and TOL 23 (manufacture of other non-metallic products) turned positive in the fourth quarter of
2015. Time will tell whether Finland’s economic growth
path will be spearheaded by construction. 
Hietala, M., Huovari, J., Kaleva, H., Lahtinen, M., Niemi, J., Ronikonmäki, N-M., Vainio, T. (2015), Need for
Repair in Finnish Dwelling Stock,. Pellervo Economic
Research (PTT) Reports 251 (in Finnish).
1
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Labour Markets

Employment will improve slightly
»» The number of employed persons will increase slowly – most of the
growth will be stem from the growth of the supply of labour
»» The rate of unemployment will decline with a lag
»» Contract wages will not increase appreciably next year – the development of the level of earnings will hinge upon wage drift
»» The competitiveness agreement will decrease average hourly wages
next year

T

he pick-up in production will lead to growth in
employment this year and next year. In addition,
the size of the working-age population will grow
by 17,000 next year, which will be reflected directly in
the labour supply. The lengthening of regular working
hours may, however, crowd out employment growth in
the short term, when the same output is achieved using
a smaller number of employees. Due to the combined effects of growth in the labour supply, the pick-up in production and the employment crowding out mechanism
stemming from the possible lengthening working hours,
employment will rise by 0.1 per cent this year and 0.3 per
cent next year.
Unemployment increased by 9.4 per cent last year. The
pick-up in production will lead to a small 0.1 percentage point drop in unemployment in the current year. The
unemployment rate will not fall any further next year.
The modest decline in the unemployment rate is partly
due to the increase in the size of the labour force. As the
economy improves, people will shift from hidden unemp-

Unemployment rate (%)
Employment rate (%)

www.labour.fi

loyment and from outside the labour force back to active
job searching.

DEVELOPMENT OF LEVEL OF EARNINGS
WILL HINGE UPON WAGE DRIFT

I

n times of when wage increases are small, pressure
for wage drift increases. In accordance with the economic and growth agreement, wage increases will be
about 0.5 per cent in 2016. Next year, however, there will
be no appreciable increases in wages. Employees faced
with zero per cent increases and the expected extension of working hours may be compensated to a certain
extent by higher wage drift in 2017. Wage drift will be
0.6 per cent this year and 0.8 per cent next year. Due to
the combined effects of contract wage increases and wage drift, the level of earnings will rise a moderate 1.1 per
cent in 2016 and 0.8 per cent in 2017. 
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SHORT-TERM IMPACT OF LENGTHENING
OF WORKING TIME ON LABOUR MARKET

I

n accordance with the competitiveness agreement, annual working time will be lengthened by
24 hours starting on January 1, 2017. Compared to
the working hours of the previous two years, this would
increase the working time by about 1.5 per cent. The
details of how the lengthening of the working time will
be implemented nevertheless still have to be negotiated
in sector-specific agreements. It is also not clear how
the increase in working hours will be carried out, for
example, with respect to part-time employees, shift
workers or those receiving hourly wages, so on an aggregate level the assumption of a 1.5 per cent increase
is too high.
In an economy adjustments to amount of labour
take place not only via changes in employment but
also via the number of hours worked. The amount of
hours worked is easier to adjust than employment, for
example, by cutting or increasing overtime. During a
recession the number of hours worked typically falls
more the employment. As production gradually starts
to expand, as assumed in the years 2016 and 2017, the
number of hours worked will start to rise before the
number of employed. In addition, it is possible that this
year the number of hours worked will increase at the
expense of hiring new employees, when employers anticipate the growth of labour inputs due to the lengthening of working hours. The number of hours worked by
employees is expected to rise this year by 0.6 per cent
owing to the combined effects of the modest upswing in
the economy and lengthening of working hours. Next
year the number of hours worked will increase by a
greater margin, i.e. by 1.2 per cent. The lengthening of
working hours in line with the competitiveness agreement accounts for more than half of this increase.
The effect of the lengthening of working hours on
the level of earnings is still unclear. It will probably
have no impact on the earnings of employees receiving a monthly salary. Their average hourly earnings
will nevertheless fall as they do more work after the
reform for the same salary. This raises the question of
what will happen in this reform to employees receiving
hourly wages. The forecast has been made based on the
assumption that the relative reduction in pay for employees receiving a monthly salary will not be reflected
directly in the level of earnings of employees receiving
an hourly wage.
During times of low wage increases, the pressure
for wage drift grows. Historical evidence of this can be
seen from the years 1992–1994 and 2014–2015, during
which the rise in the contract wage index remained
well below one per cent (average 0.6 per cent). In those
years, the rise in the level of earnings was offset by wage drift, the magnitude of which was higher on average than the contract wage increases (0.9 per cent). The
figures for wage drift nevertheless include a measu-

LABOUR MARKETS

rement bias due to changes in the employee structure.
During a recession, a larger proportion of low-wage earners become unemployed. When the economy picks up,
a large proportion of the unemployed become employed
in low-wage sectors. Therefore, during a recession there are relatively more high-paid employees in the economy, which means that the earnings index and thus
wage drift are estimated to be too low.
This year, the level of earnings will grow by a modest 1.1 per cent, about half of which is attributable to
wage drift. In 2017 the level of earnings will rise by
0.8 per cent, and this increase stems totally from wage
drift. The estimate of wage drift remaining below one
per cent may indeed be too small if employees are compensated for their hourly wage loss resulting from the
lengthening of working hours with appreciably greater
wage drift.
The lengthening of working hours by 24 hours per
year will spur a decline of average hourly earnings, especially for employees receiving a monthly salary. This
fall will be 1.3 per cent average. The effect on part-timers, shift workers and hourly wage earners, however,
is still unclear. When all employees are taken into account, a 1.3 per cent decline in average hourly wages is
probably too high, and the correct value is closer to one
per cent. The moderate economic upswing can be assumed to spur an underlying increase in average hourly
earnings by 0.5–0.6 per cent. The reduction in average
hourly earnings resulting from the lengthening of working hours in 2017 will on the whole offset the positive
developments, and the combined effect will be a decline
of -0.4 per cent. The longer-term effects are assumed to
be positive. 

CHANGES IN LEVEL OF EARNINGS, HOURS WORKED
AND AVERAGE HOURLY WAGES 2000–2017
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INFLATION AND HOUSEHOLDS

Inflation and Households

Inflation will remain low and private
consumption growth will be sluggish
»» Inflation will once again become positive in Finland this year, but it will
remain lower than elsewhere in the euro area
»» The competitiveness agreement will decrease the compensation received by employees and change the functional distribution of income to
their disadvantage
»» Consumption will grow only modestly owing to the weak income formation of employees
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DEFLATION WILL TURN INTO
LOW INFLATION

I

n 2015, inflation as measured by the consumer price
index came to a halt and turned into slight -0.2
per cent deflation. The price level was lowered e.g.
through keener retail store competition, the impact of the
reduction of interest rates on the cost of owner-occupied
housing and the fall in the price of oil. Housing rents increased simultaneously.

CONSUMER CONFIDENCE AND RETAIL
SALES IN FINLAND 2006:01–2016:02
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KEY FORECASTS FOR HOUSEHOLDS
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As crude oil supply adjusts to lowered demand, its
price will stop falling, but the rise in oil and other major
raw material prices is likely to remain moderate over the
forecast period. Due to the low key interest rates of the
ECB, the already low Euribor rates are will decline somewhat more this year and they will remain at an exceptionally low level in 2017. The euro will not weaken, however, significantly against the dollar.
The competitiveness agreement will also dampen inflation by reducing unit labour costs. We estimate that
over the forecast period deflation will rise in a modest ra-

Source: Statistics Finland, Labour Institute for
Economic Research
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te of inflation, lower than the euro area average (0.2% and
1.0% for 2016 and 2017, respectively).

INFLATION AND HOUSEHOLDS

into account the indirect effects of the lengthening of working time may have on the functional income distribution, for
example, via a reduction of labour productivity.

COMPETITIVENESS AGREEMENT
WILL CHANGE FUNCTIONAL
DISTRIBUTION OF INCOME

INDIVIDUAL CONSUMPTION
EXPENDITURES AND SAVING

T

L

he competitiveness agreement signed on February
29, 2016 by the main labour market organizations
will reduce employees’ disposable income and imputed hourly earnings. The agreement will increase employees’ contribution rates for pension and unemployment
insurance and increase the annual working time by three
working days. In addition, the employer’s social security
contributions will be reduced.
At the time when this is being written, agreement has
not yet been reached on certain details such as how the
lengthening of working time will be implemented for
part-time and shift workers. In the following we assume
that the reduction in the average hourly wages resulting
from this lengthening of working time is 1.1%, which is
slightly less than the imputed decrease in hourly wages
for full-time employees with monthly salaries.
The adjacent table shows the impact of the competitiveness agreement in 2017 on income transfers from workers to
employers as well as its impact on the functional income distribution, i.e. the share of employees’ compensation in value added. The graph does not show changes made after the forecast
period in the years 2018-2020 whereby pension and unemployment insurance contributions will be lowered for employers
and increased for employees by a total of 1.4 percentage points
and employers’ social security contributions will be reduced
by 0.58 - 1.05 percentage points. The calculations of the functional income distribution and aggregate income transfers are
based on the assumption that all workers would be covered by
the competitiveness agreement. The calculations do not take

ast year, household individual consumption expenditure increased significantly faster than disposable income and saving turned negative. Reasons for the rather
surprising growth of consumption last year include an unanticipated decline in consumer prices as well as banks actively
marketing temporary grace periods for housing loans.
Because the marginal propensity to consume is lower
for capital income than for earned income, the change in
functional income distribution caused by the competitiveness agreement will dampen the growth of private consumption. The government has nevertheless indicated its
intention to compensate employees for losses stemming
from the competitiveness agreement by reducing the central government’s income taxes. The amount and timing of
any cuts is still very uncertain. We have assumed these cuts
will offset most of the increases of employees’ payroll contributions, initially amounting to about 400 million euros.
The rise in municipal tax rates is likely to remain low over
the forecast period since the competitiveness agreement
will reduce the need to raise municipal taxes.
The consumer confidence indicator measuring consumers’ confidence in their own financial situation is still at
a fairly low level, but retail sales have increased somewhat
in recent months. It is unlikely that consumption growth
will be driven by a further reduction in the savings rate.
We estimate that the savings rate will turn positive again
this year and that the volume of private consumption will
increase only moderately during the forecast period (by
1.0% and 0.1% in 2016 and 2017, respectively). 

INCOME EFFECTS OF COMPETITIVENESS AGREEMENT IN 2017
The calculations do not take into account cuts in public sector holiday pay nor wages
remaining unchanged (”normal” compared to the increases in negotiated wages).
Employees
(% of wage bill or
EUR million)

Employers
(% of wage bill or
EUR million)

Impact on functional
income distribution
(%-points)1

Income effects of the change in 2017
TyEL pension insurance contributions
Unemployment insurance
Change in employers’ social security
contributions
Total income transfer excl. lengthening of
working time

-0.2 %

0.2 %

-0.1 %

-0.45 %

0.45 %

-0.22 %

0%

0.94 %

-0.45 %

-553 milj. €

1353 milj. €

-

-1.1 %

1.1 %

-

-1.75 %

2.69 %

-0.76 %

Imputed effects on hourly wages in 2017
Lengthening of working time
Total effect

Functional income distribution indicator used here is the employees’ share of compensation relative to GDP at
basic prices.
Source: Labour Institute for Economic Research
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PUBLIC FINANCES

Public Finances

Public finances will suffer from
sluggish growth in tax revenues
»»
»»
»»
»»
»»

Improvement in balance of central government finances will be modest
Competitiveness agreement will strengthen municipal finances
Surplus of social security funds will continue to dwindle
Tax and expenditure ratios will both decrease
Public finances will weaken slightly next year
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CENTRAL GOVERNMENT FINANCES

T

he central government’s deficit fell last year by
about 1.4 billion euros. Government revenues increased by a total of about two and a half per cent
despite the modest growth of the broadest tax bases. The
greatest increases in tax revenues were seen in corporate
income taxes, energy taxes, inheritance and gift taxes as
well as tobacco tax while excise tax revenues were boosted by hikes in several excise tax rates. VAT revenues, on
the other hand, continued to increase only moderately.
Cuts in government expenditure were greater than in
previous years and government consumption expenditures decreased by 1.5 per cent. All in all the central government’s total expenditures declined slightly.
This year, the development of central government finances is affected by the modest economic growth as well
as decisions made last year by the new government about
its fiscal policy. The central government’s spending cuts related to its fiscal adjustment programme totalled EUR 700
million, but they are partially offset by increases in expenditures. Budget appropriations were increased for the armed forces and internal security, the financing of high-priority projects and transport infrastructure repairs. Central
government spending will also be increased by the growth
in the number of asylum seekers as well as adjustments to
the outlays related to revenue sharing between the central
government and municipalities. Consumption expenditure is projected to decrease by half a per cent, but total
expenditure is forecast to increase by about one per cent.
The central government’s tax revenues will continue to
grow at a rate of about one and a half per cent. The changes in the tax base made by the current government will
decrease tax revenues in net terms with the greatest impact stemming from the increase in earned income deductions. The central government’s finances will nevertheless
be bolstered by increases in the central government’s share of corporate tax revenues and increases in excise taxes.

This year, the central government’s austerity measures will
amount to around 200 million euros.
Next year, the development of the main tax bases, i.e.
the wage bill and private consumption, will remains subdued, which will dampen the recovery in tax revenue.
The forecast is based on the assumption that the government will carry out part the easing of earned income taxation stipulated in its programme contingent upon the
realization of the competitiveness agreement.
In addition to cuts amounting to 400 million euros, we
assume in accordance with the government’s programme that the easing of the tax burden on labour will be
financed by raising Pigovian taxes. The competitiveness
agreement will spawn savings in government spending,
but the forecast is based on the assumption that the central government will have to finance the shortfall from the
reduction in employers’ health insurance contributions.
Despite the slight strengthening of economic growth, the
central government’s fiscal balance will not improve significantly next year.

MUNICIPALITIES

T

he fiscal deficit of municipal governments decreased last year by about 200 million euros. The
performance was affected by a rapid increase in
tax revenues by 3.3 per cent and slower-than-normal growth in consumer spending. During the forecast period,
the financial position of municipalities will strengthen
somewhat, even though their tax revenues will not increase this year. The development of the municipalities
will be affected this year by a decrease in tax revenues
owing to the discontinuation of the fixed-term increase
in corporate tax revenue sharing. The long-term upward
trend in the average municipal tax rate will come to a halt
at least temporarily, and during the forecast period taxes
as a percentage of GDP will remain near last year’s level.
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Next year, growth of municipal income tax revenues will
remain subdued owing to the modest development of the
wage bill. The gradual increase in real estate taxes will
continue during the forecast period as the statutory upper and lower limits for real estate tax will be increased.
Adjustments to the division of costs between the central
and local governments will boost the revenues going to
the municipalities this year, but next year they are expected to decrease by approximately the same amount.
The competitiveness agreement will have a dampening effect on municipal government expenditure next
year as the lowering of employers’ payroll taxes, cuts in
holiday pay and to some extent also increasing the length
of the annual working time will reduce labour costs. Consumption expenditure by municipalities is projected to
decline by over one per cent and the municipal government’s deficit will remain below one billion euros.

PUBLIC FINANCES

be reduced next year, and the corresponding burden of
contributions will be transferred to employees. Insurance
contribution revenues will be reduced by a significant decrease in employers’ health insurance contribution rates,
but the resulting shortfall will be covered by an additional
contribution by the central government. The growth in
revenue will nevertheless be modest because of the sluggish growth of the wage bill.
Low inflation and spending cuts will curb the rise in
benefit expenditures. At the beginning of this year, the
benefits linked to the national pension index decreased
by 0.4 per cent while earnings-related pensions remained
unchanged. This year’s low inflation means low index adjustments next year as well. The increase in the number
of pensioners will spur a rise in benefit expenditures by
about 2.5 per cent growth in both years.

PUBLIC FINANCES WILL WEAKEN
SLIGHTLY NEXT YEAR

SOCIAL SECURITY FUNDS

T

he surplus of social security funds in relation to
GDP has fallen sharply this decade from a level
of about three per cent to last year’s one per cent.
This trend stems from the increase in benefits paid out
due to the change in the age structure and the weak labour market situation. High unemployment spurs greater
expenditures on benefits while the slow rise in earnings
dampens the rise in contributions. The ratio of the funds’
surplus relative to GDP will continue to fall and it is forecast to be 0.8 per cent next year.
Revenues from contributions will grow faster than
the wage bill this year due to increases in unemployment insurance contribution rates. In accordance with
the competitiveness agreement, the employer’s pension
and unemployment insurance contribution rates will

According to the forecast, taxes as a percentage of
GDP will remains unchanged this year at 44.5 per cent.
Next year it will fall by 0.4 percentage points due to cuts
in employer’s health insurance contributions as well as
the expected easing of the burden of earned income taxation. The average municipal tax rate is not expected to
increase further as the competitiveness agreement will
provide some relief to municipal finances. Public sector
revenue is expected to grow at a rate of almost two per
cent this year, but next year growth will be slightly less
than one per cent.
Public expenditure growth will continue to be slow,
i.e. only about one per cent per annum in both forecast
years. The rise in expenditure will be curbed by cuts in
accordance with the government’s programme, the low

GENERAL GOVERNMENT FINANCIAL SURPLUS
AS PERCENTAGE OF GDP 2006–2017

KEY FORECASTS FOR PUBLIC SECTOR
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index-linked increases in benefits and the public sector’s
cuts in holiday pay. The general government deficit will
decrease this year by about half a billion euros, but it will
increase next year by over 200 million euros as the growth of public sector revenues slows down.
The central government’s debt rose last year to EUR
99.8 billion according to the State Treasury’s statistics.
The central government deficit this year will decrease only marginally and the ratio of central government debt to
GDP will climb to 50.2 per cent from last year’s 48.2 per

HARD TO BALANCE PUBLIC SECTOR
BY ONLY CUTTING SPENDING

PUBLIC FINANCES

cent. Next year’s corresponding figure will be 52.2 per cent
as the outstanding amount of central government debt
reaches EUR 112 billion. The general government’s consolidated debt (the so-called EDP debt) was 63.1 per cent
of GDP last year. In addition to the deficits of the central
and local governments, the debt climbed because of the
fact that employment pension institutions reduced their
investments in Finnish central government bonds by 1.2
billion euros. The debt as a percentage of GDP is projected
to rise to 67 per cent during the forecast period. 

fforts to curb growth in public expenditure have
focused primarily on public consumption, which
stems largely from labour-intensive education,
health and social services funded by the general government. Spending on these services constituting the largest component of government expenditure has fallen
in the last two years in real terms. This development is
unusual as public consumption expenditure has declined in recent decades only in the recession years of the
early 1990s and very slightly in 2010-2011. Also the growth of nominal expenditure has remained less than one
per cent over the last couple of years. During the forecast
period, public consumption expenditure is expected to
continue to decline in real terms, thus dampening economic growth and the improvement in employment.
The growth of total public spending has slowed down and expenditures in relation to the GDP are projected to start declining during the forecast period. A
rapid decline in the expenditure ratio is nonetheless
not feasible in practice nor is it even desirable because demographic developments spur growth in pension

expenditures despite the low index increases brought
by low inflation. The structural pressure to increase
pension expenditure amounts to over half a billion euros on an annual basis during the forecast period. Offsetting the impact of this trend alone will require significant restraint in the other main types of expenditures
as the government seeks to foster a rapid decline in
the expenditure ratio. In the future the need to rein in
spending will ease as pension reforms dampen upward
pressure on pension expenditures.
The government’s programme includes a goal that
the ratio of total taxes to GDP will not rise during the
electoral term. The Economic Policy Council (2016) has
criticized this objective, among other things, because
it would unduly restrict the government’s fiscal policy
options. Bringing about a general government balance solely by reducing expenditure in practice means
significant new cuts also for public consumption and
investment expenditure due to the structural developments described above. From the standpoint of the government’s employment targets, the goal regarding the
tax ratio is problematic as spending cuts have greater
adverse multiplier effects on economic growth than tax
increases. 

TOTAL PUBLIC CONSOLIDATED
EXPENDITURES, REVENUES AND TAXES
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ECONOMIC POLICY

T

his year fiscal policy is no longer mildly restrictive and next year it appears that it will be
neutral. Finland’s economy will nevertheless be affected significantly by the competitiveness
agreement that will probably go into force in 2017.
This agreement will reduce hourly labour costs by
almost 3 per cent in 2017. In addition, there will no
significant increase in contract wages, which normally rise at least somewhat. The competitiveness agreement will weaken private consumption, but it will
boost exports and possibly investment. The combined
impact of these factors depends on how great the net
effects of the competitiveness agreement are on GDP
and employment. Estimates of the employment effects have been very optimistic. The competitiveness
agreement may nevertheless weaken public finances
by decreasing the wage bill of workers in high tax

ECONOMIC POLICY

brackets. This is a significant risk in terms of employment, because a deterioration of public finances may
trigger a new round of spending cuts.
Last year showed that even a clearly stringent fiscal policy reduces the fiscal deficit relatively little if
economic growth is very slow. A stringent fiscal policy spiral eroding economic growth is not the answer
to Finland’s problems. Now that the competitiveness
agreement has been reached, we should have faith in
Finland’s economic growth potential, i.e. its ability to
recover. Even a small growth spurt would improve the
budgetary position without the need for further cuts.
The economic policy followed has also been problematic from the standpoint of the long-term sustainability gap. Budget cuts affecting education and research are already slowing down economic growth in
the long term. To improve the situation we should be
thinking about when the cuts already made in education and research could be neutralized rather than thinking about making any further such cuts. 
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