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EXECUTIVE SUMMARY

Structural reforms to restart growth

Output is stagnating at a low level Finland enjoys a high level of income and
2005=100 well-being. Nevertheless, output has been
120 —Finand dragged down by the global downturn, the decline

Euro area of the electronics and paper industries and the
115 —— Other Nordics Russian recession. Unemployment is rising

rapidly, but social safety nets keep income
inequality low. The general government deficit is

Ho above 3% of GDP and gross debt will rise above
60% of GDP in 2015. The government has an
105 ambitious programme to restore competitiveness
and fiscal sustainability through budgetary
100 measures and structural reforms.
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Productivity needs to be revived and competitiveness restored

Labour productivity growth has stalled Productivity has fallen in manufacturing and
Level in has hardly increased in business services. Rising
1997=100 labour costs and a loss of non-cost advantages
225 . . . o
Manufacturing have eroded international competitiveness. The
200 ———— Business services government programme to streamline
regulations, promote competition and encourage
175 entrepreneurship will support growth.
150 Continuing to invest in innovation is essential to
raise well-being.
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Reforms to raise employment, growth and equity

Boosting employment is essential High hurdles for the low-skilled in the labour
Employment rate (in market call for further enhancing education and
., %, 2014) life-long learning. Leaner employment

regulations, better work incentives and more
75 flexible wage setting are essential to boost

employment and productivity.
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EXECUTIVE SUMMARY

MAIN FINDINGS

KEY RECOMMENDATIONS

Fiscal sustainability

The economy is weak and public debt is rising.
Government spending as a share of GDP is the highest
in the OECD.

Consolidate public finances gradually as planned by
the government by curbing public expenditure growth.

Productivity and innovation

Product market regulations are restrictive in retail
trade, transport and construction.

Labour taxation is high.

Start-up creation and growth of young firms are weak.
Co-operation between business and universities is
successful, but on a limited scale.

Streamline regulations in retail trade, transport and
construction.

Reduce taxes on labour to improve work incentives,
and raise recurrent taxes on personal immovable
property and indirect taxes.

Reduce the number of products subject to reduced VAT
rates.

Use funding criteria for higher-education institutions
or R&D vouchers, to reinforce co-operation between
companies, particularly start-ups, and universities.

Environmental sustainability

Finland should reduce domestic emissions by 16%
by 2020 under the EU Effort Sharing Decision, and has
pledged to reduce domestic emissions by 80% by 2050.

To reduce greenhouse gas emissions further, phase
out environ-mentally harmful subsidies and better
align the tax rate on emissions across sectors.

Employment and skills

Parental leave and the home care allowance reduce
labour force participation among Finnish women in
child-bearing age and enrolment in early childhood
education. They tend to affect career prospects for
women, thereby widening the gender pay gap.

The combination of generous benefits, long duration
and late activation of the unemployed reduces job
search intensity and prolongs unemployment spells.
This tends to generate poverty traps and increase
income inequality over the long run.

Unemployment and disability benefits are the two
main routes to early retirement. A new pension
scheme with a lower retirement age for those in
mentally or physically demanding jobs may have the
same effect.

Central wage bargaining coordinates wage increases
according to the needs of exporting industries, but
reduces labour market flexibility.

Narrow qualifications and a lack of foundation skills
among vocational education and training graduates
reduce adaptability to structural change. Difficulties to
access employment for the low-skilled is one of the
main sources of income inequality.

Reduce the combined duration of parental leave and
the home-care allowance to encourage female labour
market participation.

Shorten the duration of the unemployment benefit
and reduce benefits over the unemployment spell.
Systematically enforce mandatory job-search
and reporting requirements starting early in the
unemployment spell.

Phase out the option to extend unemployment
benefits until retirement, and limit rights to disability
pensions to medical reasons only. Adjust the new
pension scheme for those in demanding jobs to life
expectancy.

Strengthen the roles of the state mediator and of the
local level of unions in the wage setting process to raise
local flexibility without compromising competitiveness.
Strengthen foundation skills in vocational education
and training.
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Assessment and recommendations

e Well-being is high but the economy is weak
@ Restoring competitiveness and fiscal sustainability
e The government has ambitious structural reform plans

e Investing in the future is essential
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ASSESSMENT AND RECOMMENDATIONS

Finland has been hit hard by several shocks, in addition to the global economic
slowdown. Electronic exports, demand for paper and exports to Russia have collapsed. This
has durably lowered the economic growth potential. Furthermore, the population is ageing
rapidly. Against this background, the key messages of this Survey are:

e Public finances need to be consolidated at a gradual pace to preserve the incipient
recovery.

e Boosting productivity growth, by improving framework conditions and supporting
innovation, is necessary to raise living standards and well-being for all.

e Raising employment, through further investing in workers’ skills and enhancing labour
market flexibility and work incentives is necessary to boost inclusive growth.

Well-being is high but the economy is weak

Finland has enjoyed strong economic progress over the past decades, which is
reflected in high living standards and well-being (Figure 1). The country stands out for high
subjective well-being, education and skills, environmental quality and personal security.
The government has pledged to continue encouraging low-emission energy sources
through taxation and supporting the bio-economy and clean technologies. Education
performance remains excellent, but has weakened somewhat over recent years and
forthcoming budget cuts will need to be compensated by efficiency gains to maintain
world-class results. Housing conditions are better than the OECD average. Health
conditions are similar to the OECD average and there are large inequalities across regions
and socio-economic groups (OECD Economic survey of Finland, 2012). As the population ages,
and with technological advances and patients’ expectations putting pressure on costs,
reducing the fragmentation of the health care system and striking a better balance
between specialised and primary care will be essential to ensure both fiscal sustainability
and well-being in the long term. This will require the successful implementation of the
social welfare and health care reform that is to enter into force in 2019.

Inequality in Finland, as measured by the Gini coefficient of disposable income, is
among the lowest in the OECD (Figure 2) and has stayed fairly constant since the turn of the
century, following a sharp increase in the 1990s. The ratios of high and median to low
incomes show similar patterns. Absolute poverty, measured as material and housing
deprivation, is among the lowest in the EU. With a relatively compressed wage distribution,
the main drivers of income are employment and productivity. The non-employed have
significantly lower average incomes despite a relatively generous social safety net. The
median income is almost 50% lower for the unemployed compared to the employed, and
35% lower for the inactive. The retired are less disadvantaged despite a low average
retirement age compared to the other Nordics. Hence, raising employment through a better
functioning labour market and investment in skills is the best way to promote inclusive
growth (Pareliussen, 2016).
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ASSESSMENT AND RECOMMENDATIONS

Figure 1. Well-being remains high
A. OECD Better Life Index
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Source: OECD, Better Life Index database (2015).
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The main policy challenge in Finland is to maintain the high level of well-being, which
would be eroded by continuing economic weakness. The Finnish economic and social
model is being challenged, notably by tougher international competition and population
ageing, and is evolving (Valkonen and Vihridl4, 2014). Further structural reforms are
needed to restore competitiveness, raise productivity and boost employment. Even though
Finland is still doing better than the OECD average in terms of levels of income and jobs,
recent economic performance is eroding this advantage. Output remains nearly 7% below
its late-2007 peak (Figure 3, Panel A). The unemployment rate has been rising steadily since
April 2012 (Panel B). Exports are of key importance for a small open economy like Finland,
but are at about 20% below pre-crisis levels. The recession and increasing age-related costs
are taking their toll on public finances, and hence the general government deficit exceeded
3% of GDP in 2014 for the first time since the mid-1990s.

© OECD 2016 7


BURGOS_M
Text Box


ASSESSMENT AND RECOMMENDATIONS

Recommendations in previous Surveys

Action taken since February 2014

A. Fiscal framework

Strengthen the fiscal framework by adopting a medium-term fiscal target for the
general government balance (while allowing automatic stabilisers to work) that is
consistent with a debt target. Contain spending growth, especially in municipalities,
preferably by expanding the expenditure ceiling to cover a larger share of general
government spending.

A new steering system for local government finances has been introduced in 2015.
It is comparable to the central government spending limits procedure. The new
system ensures that municipalities’ tasks and obligations are consistent with
balanced local government budgets.

B. Pension reform

Increase the minimum pension age gradually, with some linking of both the retirement
age and the benefits to life expectancy.

End part-time pensions and the extended period of eligibility to unemployment
benefits for older people. Access to disability pensions should be based on medical
reasons only.

In September 2014, the social partners agreed on raising the retirement age to 65
by 2025, and thereafter to link it to life expectancy. The reform will take effect
in 2017.

Early retirement paths have been progressively narrowed. However, the years-of-
service pension introduced by the pension reform could lead to an increase in early
pensions if it is not subject to sufficiently strict eligibility criteria. Access to disability
pensions is still not based on medical reasons only.

C. Local public finances and municipal reform

Continue to promote the merger of municipalities or scale back their responsibilities
in functions where economies of scale and scope can be achieved.

The large-scale merger plan has been abandoned. The government still supports
voluntary mergers and a few have taken place. The government has committed to
scaling back the responsibilities of municipalities.

D. Health care reform

Rationalise the organisation of health services to achieve a better balance between
primary and specialised care.

Drawing on existing experiences in some municipalities, a purchaser-provider split
should be adopted in areas where the population base and the level of complexity of
treatment allow meaningful competition.

Continue to develop electronic tools to promote evidence-based medicine and
health-provider benchmarking.

Continue to encourage the development of home care to limit dependence on
institutional care and explore possibilities to expand the use of vouchers for buying
services needed to support independent living at home.

The government has announced the creation of 18 autonomous regions, of which
15 will organise healthcare and social services in their area themselves, while three
will provide the services with the support of one of the other autonomous regions.
The regions will be 15 social welfare and health care areas, managed by elected
councils, probably with some (limited) power to collect taxes. The reform will enter
into force on 1 January 2019.

Municipalities have considerable autonomy in how they provide the required health
services and the use of purchaser-provider split is expanding. The new social
welfare and health care areas will be allowed to use private or third-sector service
providers. Competitive neutrality between different providers will be emphasised. A
scorecard will be prepared for assessing the efficiency and quality of service
provision.

Progress is ongoing and digitalisation of public services is high on the government
agenda.

Developing home care for the elderly further is part of the government programme.

E. Labour market reform

Strengthen active labour market policies to improve the labour force participation of
youth, women of childbearing age and the long-term unemployed.

Adjust the temporary lay-off scheme so that the employer bears some of the costs
of the programme.

Lower high replacement rates in the unemployment insurance and related benefit
systems to improve work incentives. Work incentives for second earners in families
with small children should also be improved.

The geographical search area was widened in 2015. The government intends to
make more use of private activation providers.

No action taken.

The government plans to obtain €200m savings from the unemployment insurance,
which would improve work incentives. No action taken for second earners.

Taper unemployment benefits over time as is currently done in many other No action taken.
OECD countries.
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Recommendations in previous Surveys Action taken since February 2014

F. Productivity-enhancing reforms

Continue to support innovation using a broad approach. Monitor the impact of No action taken. The government programme includes large cuts to education and

direct public funding to ensure efficient resource allocation and prioritise support to research, even though a strategic investment programme will provide one-off

activities generating positive externalities, such as basic research and education.  funding for some priority projects.

Lower business subsidies and shrink the number of business supporting There have been no major changes to the system of business supporting

institutions. Lower or terminate government funding in areas (like venture capital) institutions. However, Team Finland has been created to coordinate the activities of

where markets nowadays provide equal or better services. several institutions, with a focus on internationalisation. The government
programme includes cuts on funding for innovation, and initiatives to attract more
venture capital.

Pursue more structural reforms within network industries and open up government No action taken. The government is considering opening up new areas to

dominated sectors to private provision, e.g. in health, in order to increase competition (e.g. rail passenger transport).

productivity and provide stronger incentives for private sector R&D in those

sectors.

Loosen zoning and planning restrictions on retail development to encourage No action taken.

competition and increase store-level scale economies.

G. Green growth

Phase out environmentally harmful subsidies, taking into consideration wider No action taken.
socioeconomic and competitiveness effects.

H. Tax reform

Continue to lower the taxation of labour and increase taxes on recurrent personal The share of receipts from indirect taxes and recurrent personal immovable

immovable property and indirect taxes. property taxes has increased over recent years. The government plans to move
further in that direction and more specifically to coordinate tax and social security
measures to remove inactivity traps.

Raise property tax revenues by setting property assessment values (for tax In 2014, property assessment has come closer to market values. Mortgage interest

purposes) equal to 100% of market valuations and by raising property tax rates. deductibility is being reduced in steps.

Raise the revenue efficiency of the VAT by eliminating reduced VAT rates. No action taken.
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ANNEX 2

Government debt scenarios

The debt dynamics simulations presented in this document are based on OECD estimates
for long-term output growth and expenditures on pensions, health and long-term care.
Over the long term, potential real GDP is assumed to increase by 1.5% and the GDP deflator
by 2% per year (Johansson et al., 2013). Pension costs mount with ageing (OECD, 2013c). The
baseline scenario (“No policy action”) does not incorporate the impact of the pension
reform to be implemented from 2017. Public health and long-term care expenditure
projections are based on the cost-containment scenario in De la Maisonneuve and Oliveira
Martins (2013), in which the increase in public health and long-term care spending
between 2010 and 2060 is contained to about 2.5 percentage points of GDP. Although
precise quantification is challenging, such an outcome seems plausible if the social welfare
and health care reform is successfully implemented.

Net debt dynamics
The net debt-to-GDP ratio follows the following dynamics:
ND; =(1+1)/(1+g) ND;_1 + PB;

Where ND is net debt, PB the primary balance, r the nominal interest rate and g nominal
GDP growth.

The interest rate used is a weighted average of the long-term (with a weight of 70%) and
short-term interest rate (with a weight of 30%), roughly reflecting the time structure of public
debt. The short and long-term interest rates are assumed to converge to respectively 4%
and 5% in the long term. Unlike in most OECD countries, Finland’s pension funds are
incorporated in the government sector. The return on pension fund assets, which contain a
high proportion of equities, should be higher than the return on government securities in the
long term. However, as a conservative assumption, the simulations assume the same rate of
return on government liabilities and assets.

Gross debt dynamics

Defining gross debt trajectories requires making assumptions about the evolution of
government assets. Government assets are assumed to grow in line with nominal GDP,
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ASSESSMENT AND RECOMMENDATIONS

except for the pension-related component, which is assumed to decline proportionately to
the age-related increase in pension costs. This assumption is made to keep the simulations
as neutral and simple as possible. It affects the level of gross debt similarly in the baseline
and all scenarios. Hence, deviations from the baseline are not affected. The simulations are
based on the national accounts definition of debt. The wedge vis-a-vis Maastricht debt is
kept constant over the simulation horizon.

Scenario 1: pension reform

The pension reform to be implemented from 2017 is assumed to reduce the cost of
pensions relative to the baseline from around 2020, with the difference converging to about
1% of GDP in 2030. This is in line with central estimates of the impact of the reform
(Economic Policy Council, 2015). The main risk to this scenario is a higher than expected
share of early retirements.

Scenario 2: fiscal consolidation

This scenario adds to the pension reform the impact of the fiscal consolidation plan of
€4 billion over 2016-20 announced by the government.

Scenario 3: structural reforms

Structural reforms boosting labour productivity and employment are added on top of
the two previous scenarios. Product market reforms are assumed to raise productivity
growth by 0.5% per year. This is a plausible figure given the measures to streamline
regulations and increase competition outlined in the government’s programme. However,
the size of the impact of reforms is uncertain and many specific measures are still to be
defined. Achieving a 0.5% per year increase in productivity growth will require full and
effective implementation of the government’s programme. The increase is phased in over
five years from 2016. Government spending and revenue are assumed to increase in line
with output. Hence the debt ratio is only affected through the denominator. This is a
conservative assumption, as productivity gains could allow to achieve savings in the public
sector and generate higher tax revenue per unit of output.

Labour market reform is assumed to narrow the participation gap vis-a-vis the other
Nordics by 5% per year, which is a relatively optimistic assumption, requiring the
implementation of ambitious policy measures. The government target of an employment
rate of 72% is reached in 2023. It is assumed that over the long term, higher labour
participation translates into higher employment. The increase in labour participation is
supposed to result in a more-than-proportional increase in tax revenue relative to GDP. The
elasticity of government revenue to GDP is 1.1, as estimated in Price et al. (2014). The ratio
of government spending to GDP is also assumed to be reduced through lower out-of-work
benefit payments. The reduction in benefits associated with higher employment is
calibrated using the share of unemployment and earnings-related benefits in total
government expenditure, as reported in Price et al. (2014). A one percent increase in
employment is assumed to result only in a 0.8% reduction in unemployment and earnings-
related benefits, as the latter include in-work benefits. Overall, a one point increase in the
labour participation rate is assumed to lower benefits by 0.06% of GDP.

© OECD 2016 42


BURGOS_M
Text Box

BURGOS_M
Text Box


Chapter summaries

Chapter 1. Boosting productivity

Boosting productivity growth is necessary to raise living standards and well-being for all. Aggregate
productivity has fallen, mainly driven by manufacturing, although service industries have also tended to
underperform. Reviving productivity requires improving framework conditions further so labour and
capital can more easily move to the most dynamic sectors and firms, making the tax system more
growth-friendly, and supporting innovation, basic research and young firms’ financing.

Chapter 2. Employment and skills

Employment fosters equity and economic inclusiveness because those out of work face the highest
risk of poverty, and it generates the tax receipts on which the social safety net depends. Further
enhancing education and life-long learning would lower hurdles to employment, which are high for the
low-skilled. Policies to speed up tertiary graduation, improve work incentives and activation of the
unemployed and postpone labour market exit are necessary to bring the employment rate closer to the
level of other Nordics. Easing employment regulations and allowing more flexible wage setting would
increase both employment and productivity.
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This Survey is published on the responsibility of the Economic and Development Review
Committee (EDRC) of the OECD, which is charged with the examination of the economic situation
of member countries.

The economic situation and policies of Finland were reviewed by the Committee on 3
December 2015. The draft report was then revised in the light of the discussions and given final
approval as the agreed report of the whole Committee on 23 December 2015.

The Secretariat’s draft report was prepared for the Committee by Christophe André and Jon
Pareliussen, with contributions from Thomas Chalaux, under the supervision of Vincent Koen.
Secretarial assistance was provided by Mercedes Burgos. The previous Survey of Finland was
issued in February 2014.

Information about the latest as well as previous Surveys and more information about how
Surveys are prepared is available at www.oecd.org/eco/surveys.

Further information For further information regarding this overview, please contact:
Vincent Koen, e-mail: vincent.koen@oecd.org;

tel.: +33 1 45 24 87 79; or

Christophe André, e-mail: christophe.andre@oecd.org;

tel.: 4331 4524 96 41; or

Jon Pareliussen, e-mail: jon.pareliussen@oecd.org;

tel.: +33 1452487 19.

See also http//www.oecd.org/eco/surveys/Finland
How to obtain this book This survey can be purchased from our online bookshop:
www.oecd.org/bookshop.

OECD publications and statistical databases are also available via

our online library: www.oecdilibrary.org.
Related reading OECD Economic Surveys: OECD Economic Surveys review the
economies of member countries and, from time to time, selected
non-members. Approximately 18 Surveys are published each
year. They are available individually or by subscription. For more
information, consult the Periodicals section of the OECD online
Bookshop at www.oecd.org/bookshop.

OECD Economic Outlook: More information about this publication
can be found on the OECD’s website at
www.oecd.org/eco/Economic_Outlook.

Economic Policy Reforms: Going for Growth: More information
about this publication can be found on the OECD’s website at
www.oecd.org/economics/goingforgrowth.

Additional Information: More information about the work of the
OECD Economics Department, including information about other
publications, data products and Working Papers available for
downloading, can be found on the Department’s website at
www.oecd.org/eco.

Economics Department Working Papers:
www.oecd.org/eco/workingpapers

OECD work on Finland: www.oecd.org/Finland
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