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EDITORIAL

Determined action needed to
strengthen the economy

10 DEC 2015 11:00 AM . BANK OF FINLAND BULLETIN 5/2015 . EDITORIAL

Resolving the protracted problems in the Finnish economy requires action in three areas.

It is necessary to improve cost-competitiveness, continue structural reforms and end
growth in the public debt.

The outlook for the Finnish economy remains subdued. According to the Bank of Finland
forecast, economic growth will gradually gain momentum, albeit still remaining slower
than the euro area average. The problems in the economy have turned out to be of a long-
term nature. Since 2008, there have been particularly strong reductions in exports and

corporate investment in export sectors.

General government finances are weak. Relative to GDP, the general government deficit
has grown above 3%, and general government debt above 60%. In the absence of new
decisions, the debt will continue to grow at a rapid pace.

Finland has witnessed the arrival of a large number of asylum seekers in 2015. The
impact of increased immigration on the long-term trend of the public finances will
largely depend on how well the persons settling in Finland and their eventual
descendants can find employment. Their employment rate immediately following
immigration will be lower than the average for the population as a whole, but over time
more and more immigrants can be expected to find jobs as their language skills and other
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capabilities improve. Research data suggests that official integration measures can have a
considerable impact on immigrant employment.

Resolving the protracted problems in the economy requires action in three areas. The
first of these is to improve cost-competitiveness. The second involves structural reforms
to enhance the preconditions for economic growth and the long-term sustainability of the
public finances. Finally, consolidation measures are needed to halt the growth in the
public debt.

Cost-competitiveness in Finland has declined significantly since 2007, in particular.
Compared with the average in the country’s trading partners, the price of labour has
risen faster and firms’ capacity to pay wages has been weaker in Finland. The
profitability of output generated in Finland has worsened notably in the export sectors.
The pay settlement agreed in autumn 2013 ended the weakening trend in cost-
competitiveness but did not yet lead to essential improvements, as the rate of increase in
the price of labour has, on average, also remained slower than usual in the trading
partners.

Solutions are now required that will lead to sufficiently large and rapid improvements in
cost-competitiveness. Such solutions would boost the outlook for exports and export
sector employment. Simultaneously, they would make a sustainable contribution to
favourable employment developments in home market sectors.

In the area of structural reforms, the pension reform passed by Parliament this year is
very important. However, it will not be sufficient on its own. It is crucial for the social
and health care reform to be completed in a manner that will ensure productivity
improvements in the public services. The Bank of Finland has also highlighted other
areas of structural reform in which the implementation of measures would have
significant implications. Regulation restricting competition can be reduced in certain
sectors, conditions for growth in the supply of housing can be improved and working
careers can be lengthened not only from the end but also from the beginning and in the
middle.

As the problems of the Finnish economy apply, in particular, to exports and investment
by exporters, a fiscal stimulus will offer no solutions. Export output cannot be supported
by stimulus measures maintaining domestic demand and increasing debt.

Since 2008, Finland has pursued one of the most relaxed fiscal policies in the EU. In
2009 and 2010, the policy was eased, and the tightening of recent years has been
considerably more moderate. The most common, internationally comparable measure of
fiscal expansion is a change in the general government cyclically-adjusted budget
balance. According to this measure, no other EU country’s fiscal policy has supported
economic growth as much as Finland’s, when the current situation is compared with that
of 2008.

Growth in public debt would be less of a problem if a prolonged period of strong
economic growth were to be expected. In Finland, on the contrary, the additional debt
now being taken on will need to be serviced in the future in an environment where a
smaller proportion of the population is of working age and a greater proportion is in
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retirement, and where more people than at present are in need of health and care

services.

It is therefore vital to reduce the general government deficit. In order to reverse the trend
in the growth of public debt, spending cuts will need to be made on a broad front. If
consolidation measures are not taken, those who are now young will need not only pay
the bulk of the baby-boomers’ pensions and health and care services but also service the
previous generations’ debts. In addition, they will need to find employment in an
economic situation where the problems may still be unresolved.

Helsinki, 10 December 2015
Erkki Liikanen
Governor of the Bank of Finland

Tags

 structural reforms
» public debt

» cost-competitiveness
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BANK OF FINLAND FORECAST

Finland’s economic situation
remains difficult

The Finnish economy is still in a difficult situation. During the forecast period, the return
to growth will be very sluggish and much slower than in the rest of the euro area.
Developments in Finland’s export markets now look weaker than previously forecast,
and as a result foreign trade will give little stimulus to the economy in the immediate
years ahead. During the forecast period, growth will depend on domestic demand. In
2016, the Finnish economy will grow 0.7%, followed by 1.0% in 2017. Risks to the

forecast are predominantly on the downside and productivity development will be weak.

World trade growth, and hence Finland’s export demand, was much more sluggish in
2015 than expected in the Bank of Finland’s June 2015 forecast. Chinese growth has
slowed, and the Russian economy will continue to contract during the forecast period
2015—2017. On the other hand, growth is fairly brisk in important Finnish export
markets in Europe and the United States, and euro depreciation will help facilitate
exports outside the euro area. The continued accommodative monetary policy stance will
boost euro area growth, thereby improving the outlook for Finnish exports.

Increasing investment in the euro area will support export growth in 2016. The
weakening trend in Finland’s cost-competitiveness will, however, not be turned around
during the forecast period, and Finnish exports will not reach the pace of growth in the
export markets. At the present moment, factors that have usually facilitated a speedy
recovery in exports (such as rapid growth in world trade or especially competitive, new

Bofbulletin.fi — Bank of Finland articles on the economy


http://www.bofbulletin.fi/en/archive/?date=2015-12-18
http://www.bofbulletin.fi/en/archive/?issue=2015-5
http://www.bofbulletin.fi/en/economic-outlook/
http://www.bofbulletin.fi/en/2015/3/finland-falling-further-behind-euro-area-growth/

export products) are lacking. The alternative scenario explores a situation in which
exports do not begin to grow at all during the forecast period and the gap between
exports and the export markets deepens.

Consumer price inflation will continue to be exceptionally slow in the forecast years,
reflecting the sluggish trend in crude oil prices. In April 2015, Finnish inflation dipped
below the euro area average, and the difference in price levels relative to the rest of the
euro area has slowly begun to narrow. Inflation according to the harmonised index of
consumer prices (HICP inflation) will average -0.1% in 2015, picking up to 0.3% in 2016
and 1% in 2017.

Nominal earnings will rise moderately in the forecast period in accordance with the
current labour market agreement, and the slow inflation will support growth in real
earnings, particularly in the early part of the forecast period. Despite the wage restraint,
the growing trend in unit labour costs would appear set to continue at a faster pace than
in the rest of the euro area, as productivity growth will continue to be very slow.

Private consumption will increase only moderately in the forecast years, but even weak
growth will help sustain private demand. Household incomes have developed in a
relatively stable manner during the recession years. This is partly due to the increased
significance of current transfers as a source of income, particularly on account of the
increase in the retired population. In fact, the growing share of households’ income
formation taken by pensions has reduced the sensitivity of private consumption to the

business cycle.

During 2015, there were at last some signs of a recovery in investment activity and rising
investment expectations. Investment is forecast to enter a period of gentle growth in
2016 and 2017, as gradually strengthening external demand and the projects already
underway support an increase in corporate fixed investment.

The steep labour market decline that continued until June 2015 has now bottomed out.
Due to the weak first half of the year, however, the number of employed will remain more
or less the same as in 2014, while the unemployment rate will rise to 9.4%. The labour
market situation will improve only slowly in the forecast period on account of the
sluggish growth in the economy and an increase in structural unemployment.

The rapid growth in the number of asylum seekers has also raised questions over the
economic impacts of immigration. Over the longer term, the key factor here is how
successful immigrants are in finding employment. Most immigrants are of working age,
hence immigration could potentially ease the problems related to a contracting labour
force. Effective integration can help immigrants find employment.

Finland’s general government fiscal position has been in deficit for 6 years already,
causing a substantial increase in the public debt. During the forecast period, general
government debt will exceed 68% of GDP, and in 2017 it will be twice the level of 2008.
The pace of debt accumulation is a matter for concern, as Finland’s longer-term growth
outlook is weak, on account of the prolonged recession, contraction in the working-age
population and the ongoing restructuring of Finnish industry. Despite the Government’s
consolidation measures, the general government structural deficit will show scarcely any
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improvement in the forecast period, as the surplus on the earnings-related pension funds
is continuing to erode due to the rapid increase in pensions expenditure.

A review of Finland’s external balance in light of the financial balance of the various
sectors reveals a major change since the global financial crisis, but one that has attracted
too little attention. In contrast to previous years, both households and the public finances
have since 2009 been simultaneously in deficit. The external balance of the economy has,
in contrast, long been bolstered by the financial surplus in the corporate sector. This
trend is a cause for concern, as the corporate sector’s financial surplus is sustained by the
low level of corporate investment. The Finnish economy is currently running on debt at
the same time as the potential output of the economy continues to decline. This trend is
unsustainable.

Finnish growth to remain among the weakest in the
euro area

According to the Bank of Finland forecast, GDP will contract by 0.1% in 2015. Domestic
demand will pull GDP growth into positive territory in 2016, but it will remain very
muted. Growth will reach 0.7% and 1.0% in 2016 and 2017, respectively. In the forecast
years, GDP in Finland will improve only by a total of 1.6%, while growing in the euro area
by 5.1% over the same period. Risks to the forecast will continue to lie on the downside,
and productivity performance will be weak.

Table 1. Forecast summary
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Change on previous edellisesta year

2014 20157 2016" 2017
Gross domestic product -0,4 -0/ 0,7 1,0
Private consumption 0,5 0,5 0,6 0,6
Public consumption -0,2 -0,1 0,6 0,6
Private fixed investment -39 -11 33 2,8
Public fixed investment -0,9 -2,3 1,3 14
Exports -0,7 0,1 21 2,7
Imports 0,0 -2,8 3,2 2,8
Contributions to growth from components of demand
Domestic demand -0,5 0,0 11 1,0
Net exports -0,3 11 -0,4 0,0
Inventory change and statistical discrepancies 0,4 -1,2 0/ 0,0
Savings ratio, households -0,3 0,1 0,6 0,7
Current account, % of GDP -0,9 -0,1 -0,2 -0,3
Labour market
Hours worded -0,7 0,1 0,5 0,5
Number of employed -0,4 -0,3 0,4 0,4
Unemployment rate, % 8,7 9,4 9,2 9/
Unit labour costs 14 17 1,1 1,0
Compensation per employee 1,4 1,8 1,4 1,5
Productivity 0,0 0,2 0,3 0,5
Gross domestic product, price index 1,6 0,5 1,0 1,0
Private consumption, price index 1,6 0,2 0,4 1,0
Harmonised index of consumer prices 1,2 -0,1 0,3 1,0
Excl. energy 1,5 0,3 0,5 0,8
Energy -1,7 -5,8 -1,8 3,6
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Economic growth in the forecast period will hinge on private consumption and

investment. The exceptionally accommodative monetary policy will maintain a low level

of lending rates for households and non-financial companies, support consumption and

enable a pick-up in investment following a period of contraction lasting several years.

The contribution of net exports to economic growth will remain limited during the

forecast period, as the usual pull is not coming from Finland’s export markets and

competitiveness has not improved.

The cut-off date for the statistical data and other information included in the forecast

was 19 November 2015. On 4 December 2015, Statistics Finland released the latest

quarterly national accounts data, which are discussed more closely in a separate article.
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Chart 2.
Contributions to growth, components of aggregate demand
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Sources: Statistics Finland and Bank of Finland.

Households: Slow inflation supports growth in
purchasing power

Current growth in private consumption, though subdued, has helped sustain domestic
demand. Private consumption will continue to rise at a moderate rate over the forecast
years, with the rate of growth remaining practically unchanged from 2015, at around

0.5%, in 2016 and picking up slightly in 2017.

The prolonged recession is reflected in consumer confidence, which has weakened
almost continuously since May 2015. In autumn, consumers’ expectations of both
Finnish economic developments and of their own prospects have declined. However,
even large fluctuations in the consumer confidence indicator are known to occur without

being instantly reflected in household consumption behaviour.

Real household income is expected to increase by 0.8% in 2015. This means a turn for
the better in household income development, after three years of stagnation or
contraction in real household income. While earnings growth will be sluggish in 2015,
growth in real household income will be buoyed by falling consumer prices. Nominal
wages will continue to increase only slowly in 2016 and 2017, but real earnings will rise,
supported by subdued inflation, especially in 2016. A slight improvement in employment
will also begin to drive up real household earnings, which will continue to increase at an
average rate of just under 1% over the forecast years.

Changes in the taxation structure, together with higher social security contributions, will
lower households’ disposable income by around EUR 500 million in 2015 and by roughly
the same amount in 2016—2017. The major loss of purchasing power in 2015 is related to
the increase in indirect taxes, whereas in 2016 it will derive from an increase in the
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unemployment insurance contribution, and in 2017 from an increase in pension
contributions.

In 2015, the availability of instalment-free periods on housing loans has bolstered growth
in households’ purchasing power. The total value of housing loan contracts renegotiated
by autumn 2015 amounted to around EUR 13 billion. This is estimated to increase the
amount of household assets available for other consumption and savings by a little over
EUR 500 million in 2015 and a little under EUR 200 million in 2016.

Income transfers have gained in importance as a source of income, in part due to rising
unemployment, but above all to growth in the retired population. In 2015, the retired
population in Finland already reached over 1.5 million people. Similarly, newly awarded
pensions have grown in amount, reflecting the longer working careers of new retirees.
Pension income is, at least in the short term, independent of economic cycles, and,
hence, a higher share of pension income in household income formation will help reduce
the sensitivity of private consumption to cyclical fluctuations.

The sluggish income development witnessed in recent years has had a surprisingly small
impact on private consumption, as the household savings ratio has fallen during the
recession. The savings ratio will pick up slightly in the forecast years, but will remain
historically low.

In step with house purchases and rising nominal house prices, the stock of outstanding
housing loans has expanded, while the low level of interest rates has supported
households’ debt servicing capacity. The availability of instalment-free periods on
housing loans has also contributed to the expansion of the housing loan stock. In the
second quarter of 2015, households’ debt-to-income ratio had already surged to 123%,
and debt accumulation is expected to continue also in the forecast years.

Chart 3.

Slow inflation supports growth in real income
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Investment ratio still low

Investment in Finland has been contracting for several years. Developments have been
much weaker than in competing countries and the euro area as a whole. In 2015, we have
finally seen some signs of investment recovery and expectations have risen, with a slight
upturn in investment forecast for 2016—2017.

Private investment has declined considerably in recent years. Investment is more than
15% below the 2011 level and, at the same time, corporate profitability — operating
surplus in relation to value added — has deteriorated. Private investment has declined
much more than total output, which has led to a drop in the total investment ratio. Both
fixed and residential construction investment have contracted considerably since 2011.
The GDP share of corporate fixed investment has not been so low since the mid-1990s
(Chart 4).

Chart 4.
Corporate fixed investment still low
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Changes in Finland’s industrial structure, weak demand and growth prospects, excessive
surplus capacity, uncertainty over the future and an ageing population have all
contributed to the subdued level of investment. Both surveys and the recent growth in
corporate loans indicate that financial factors pose no obstacle to growth.

In 2015, investment is still decreasing. However, during the course of the year there have
been some signs of a recovery in fixed investment. A number of individual, large
investment projects are underway, turnover in construction has begun to grow and an
industrial investment survey reveals that corporations estimate they will be increasing
their investment. In 2015, residential construction has declined due to subdued new-
build construction. On the other hand, the brisk pace of renovation work is expected to
continue.

During the forecast period 2016—2017 private investment will begin to grow, particularly
as corporate fixed investment increases (Chart 5). Growth in corporate fixed investment
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will be bolstered both by gradually strengthening external demand and by projects
already underway. In 2016, housing investment will increase as new-build construction
picks up. The growth in investment will be sufficient to put the investment ratio of the
economy on a slightly strengthening trajectory. However, despite the forecast recovery in
investment, the investment ratio in the forecast period will remain well below the long-

term average.

Chart 5.
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Foreign trade: Euro area investment will support
export growth

The recovery in Finnish exports has been delayed and is lagging behind the progress of
exports in competing countries, although increased investment in the euro area will
support export growth. (Chart 1). Global growth prospects have deteriorated, particularly
in the emerging economies, bringing uncertainty to the budding growth. The
depreciation of the euro will facilitate exports to countries outside the euro area.
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Chart 6.
Growth in Finnish exports slower than growth in the
export markets
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Finnish exports largely comprise capital goods and services, so increased investment in
the euro area will generate an upturn in Finnish exports in 2016. The large proportion of
capital goods explains the delay in export growth compared with other euro area
countries, and export growth will remain slower than the pace previously witnessed.

The growth impact of net exports (the difference between exports and imports) will in
2015 remain positive due to the contraction in imports of goods and services. Increased
investment and exports will also lead to increased imports, so the positive impact of net
exports will fade towards the end of the forecast period.

The export markets will continue to grow, with support from the US and European
economies, but growth will be slower than previously expected. The slowdown of the
Chinese economy and the increasingly weak prospects for other emerging economies
have added uncertainty to the outlook for Finnish exports.

Export growth will continue to be slower than the progress in the export markets. Since
the turn of the millennium, Finland’s share of world trade has contracted sharply,
particularly compared with the growing share of the emerging economies. Over the
forecast horizon, export growth will remain slower than in competing countries, so

market shares will also contract relative to other advanced economies.

The euro’s depreciation against the dollar supports Finnish exports. On the other hand,
the prospects of exports to Sweden and Russia are subdued after the depreciation of the
krona and the collapse of the rouble.

In 2015, the value of foreign trade suffered from the drop in the price of crude oil, which
particularly reduced imports. In addition, the recession in the Russian economy cut
exports. By contrast, increased exports of vehicles to Germany expanded exports.
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The goods and services account turned positive in 2015 as a result of improved terms of
trade, and the account will remain positive throughout the forecast period. (Chart 2). The
terms of trade improved primarily in response to the drop in the price of crude oil, so the
impact will be temporary. The current account will be close to balance due to negative
net current transfers.

Chart 7.
Current account relative to GDP
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Developments in the exports and imports of goods over the past 25 years has been

analysed in a separate article.

Labour market: Weakening labour market trend
bottomed out

The decline in employment and increase in unemployment appear to have flattened out,
but labour market conditions will improve only slowly in the forecast period. Subdued
economic growth and high structural unemployment will slow the improvement in
employment, and unemployment will remain high.

The steep deterioration in labour market conditions since summer 2014 has eased. The
rise in the trend unemployment rate has come to a halt and, in recent months, the rate
has fallen to 9.3%. The number of people employed has increased and the trend
employment rate has improved significantly.

In recent years, the number of people employed has decreased particularly in
manufacturing. The recent improvement in labour market conditions is partly due to the
fact that manufacturing employment has finally recovered. The number of people
employed has grown in 2015 also in social and health care services, and to a slight degree
in construction. In the trade sector, in contrast, employment developments have been
weak.
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Due to the weakness of the labour market in the first part of the year, the number of
people employed in 2015 will remain unchanged from the previous year but will post an
increase of 0.2% in 2016 and 0.4% in 2017. The unemployment rate will climb to 9.4%
this year, falling back slowly to 9.1% in 2017 (Chart 8).

Chart 8.
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Due to the subdued economic growth, labour market conditions will improve only slowly
in the forecast period. The prolonged weakness of the economy has been reflected in an
increase in long-term and structural unemployment in recent years. The average
duration of unemployment continues to lengthen, and the vacancy filling rate is still
slow. In recent years, flows between employment and unemployment have slowed and
job creation is lethargic. Overall, labour market dynamics continue to be sluggish and the
unemployment rate will remain persistently at over 9% throughout the forecast period.

The arrival of asylum seekers in Finland during the autumn will have only a minor
impact on the labour market in the forecast period. Due to the asylum seekers, the
unemployment rate is expected to climb by a few tenths of a percent towards the end of
the forecast horizon. The effect of immigration on the labour market and the public

finances is examined in more detail elsewhere.

Costs and prices: Inflation exceptionally slow

Developments in consumer prices remain exceptionally subdued. Inflation according to
the harmonised index of consumer prices (HICP inflation) will average —0.1% in 2015,
but will rise to 0.3% in 2016 and 1.0% in 2017. Increases in indirect taxation will push up

inflation by 0.3 of a percentage point in the forecast period.

The largest individual factor that has affected consumer prices in 2015 is the drastic dip
in the world market price of crude oil since summer 2014. The price of crude oil has been
reflected directly in fuel prices, and indirectly in the prices of other goods in the
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production of which energy is used as an intermediate good. Developments in the price
of crude oil are expected to remain subdued in the forecast period. In the early part of
2016, there will be a temporary inflationary peak as the impact of the dip in the price of
crude oil fades. In addition to energy prices, many other commodity prices have also
declined in recent years.

The prices of manufactured consumer goods are expected to continue their downward
trend. The fall in world market prices of commodities and slowdown in the emerging
economies will push down the prices of industrial goods. On the other hand, the
depreciation of the euro will push up the consumer prices of imported goods, which will
become manifest towards the end of the forecast period.

Food prices started to decline in 2015. Price competition in the daily consumer goods
trade, low prices of crude oil and the fall in world market prices of food commodities will
sustain the subdued developments in consumer prices throughout the forecast period.

Services prices are the only items fuelling inflation in 2015. Rents, which are included
under services prices, and the prices of other housing services have risen in recent years
at a rapid pace. In early 2015, there was a broadly based slowdown in services inflation,
suggesting that the impact of a weak economy and moderate wage developments have
passed through to consumer prices.

Domestic inflation slowed in April 2015 to a level below the euro area, and thus the
difference in price levels relative to the euro area, which had been expanding since the
financial crisis, has begun to slowly contract. Price developments in Finland and the euro
area are examined in more detail elsewhere in this publication.

Chart 9.
Components of HICP inflation
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Nominal earnings will grow by some 1% per annum in the forecast period. The Pact for
Employment and Growth concluded by the social partners in 2013 defines the pay rises
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for 2015 and 2016. Earnings will grow in real terms, too, due to the very slow rise in

prices.

Growth in unit labour costs will slow in 2016—2017 to some 1%. Competitiveness, as
measured by unit labour costs, will not improve relative to the euro area (European
Commission’s Autumn 2015 Economic Forecast). Even though earnings growth is
moderate relative to past experience, this does not improve cost-competitiveness,
because, at the same time, non-wage labour costs are rising and improvements in labour
productivity are sluggish. Labour productivity has declined in recent years, due partly to
structural changes in the economy. Productivity growth will remain exceptionally modest

throughout the forecast period.
Chart 10.
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Public finances: Debt will continue to grow at a
rapid pace

Finland’s public finances will continue to post a deficit of close to 3% during the forecast
period, and the public debt will increase further to 68% of GDP in 2017. The forecast
takes account of the new Government’s budget proposal for 2016 and measures
envisaged for 2017. The Government’s objective is to halt the growth in the debt ratio
during the government term, but it is uncertain whether the objective will be achieved.

The general government deficit exceeded the 3% threshold set in the EU’s Stability and
Growth Pact already in 2014. The deficit was lower than expected, and the previous
Government did not decide on any new measures in the early part of 2015 beyond earlier
savings measures. Thus, the deficit will exceed the threshold in 2015, too, amounting to
3.2% of GDP. Weak economic growth will drag down fiscal consolidation in the next few
years, too. In response to consolidation measures, the general government deficit will
contract to 2.9% in 2016, and further to 2.7% in 2017 (Chart 11). Fiscal policy was
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accommodative in 2014, but will tighten in 2015 and 2016. The general government
structural deficit will barely change, since pension expenditure will continue to grow at a
brisk pace despite the cyclical situation (Chart 1 in Pace of debt growth disquieting).

Chart 11.

Central and local government deficits
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Central government finances will improve slightly in 2015 and through the forecast
period, but will still remain substantially in deficit. The new Government already
outlined targeted savings measures in its Government Programme. The measures
amount to around EUR 4 billion at the overall general government level during the
government term. The savings measures comprehensively cover the central government
expenditure items, but the largest cuts will be made in the largest expenditure items, i.e.
social benefits and education. Expenditure on development aid will also be markedly
decreased. The Government will ease earnings-related taxation and tighten indirect taxes
so that, overall, taxation will ease slightly. At the same time, there will be a one-off
investment of EUR 1.6 billion in 2016—2018 to support key government projects and
reduce the infrastructure maintenance backlog. The forecast also takes account of the
addition of EUR 450 million to the 2016 Budget due to the refugee situation. On-budget
debt will rise to 53.5% of GDP in 2017.

Local government finances will also remain in deficit in the forecast period. The rate of
increase in municipal taxes will moderate overall in 2016, and the focus of local
government finances will shift in the forecast years towards adjustment of expenditure.
Measures available for attaining more balanced local government finances include
savings achieved via reductions in municipal responsibilities and commitments, and
increased revenue from higher service charges and real-estate taxes.™! Growth centres, in
particular, are facing increasing service needs and investment due to expansion. The
challenge for regions suffering net migration loss is to reconcile population ageing and a

1. These measures have not been taken into account in the forecast.
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weakening funding base. Local government debt will continue to grow rapidly, exceeding
10% of GDP in 2017.

The surplus on the earnings-related pension funds will remain at 1.3% in the forecast
period. Earnings will be fuelled by an increase in pension premiums in 2017 in
accordance with the pension reform. Pension expenditure growth will moderate slightly,
as index increments to pensions will remain low due to slow inflation and the slow rise in
the level of earnings. The number of pension recipients will continue to grow at a brisk
pace. The financial position of other social security funds will be eroded by the deficit on
the unemployment insurance fund, in particular. In the context of the agreement to
continue the Pact for Employment and Growth, it was also agreed to increase
unemployment insurance contributions by 1 percentage point in 2016. The downturn in
the number of unemployed in 2016 will also gradually ease the position of the social
security funds, as expenditure on unemployment and social assistance will begin to
contract.

Influenced by increases in social security contributions, the tax ratio will rise slightly in
2016—2017, to 44.8%. The Government’s objective is to halt the growth in the debt ratio
by the end of the government term. Growth in public debt will moderate in the forecast
period, but the debt ratio will rise to over 68% in 2017.

Chart 12.

General government debt growing
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External balance: Current account bolstered by
corporate sector

An examination of the external balance of the Finnish economy in the light of different
sectors’ financial balances reveals the big change the Finnish economy has undergone in
the recession years. Unlike before, both households and the public sector have
simultaneously been incurring debt since 2009. In contrast, the economy’s external
balance has long been supported by financial surpluses in the corporate sector.
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Households and the public sector alternately showed deficits and surpluses from the
1970s until the recession years. One sector’s surplus financed the other’s deficit. For
example, in the depression years of the 1990s, an increase in the household savings ratio
and a contraction in housing investment slowed external imbalance growth amid the
accumulation of public debt. In the years preceding the current recession (i.e. in 2009
and 2010) the household savings ratio was also high (cf. Chart), but it has subsequently
decreased strongly. Instead, in recent years, household debt accumulation has increased
and is expected to do so in the forecast period, too, in parallel with public sector debt.

The Finnish corporate sector has shown financial surpluses since the beginning of the
1990s. During the recession, the sector has remained in surplus, but the surplus is now
explained by factors other than those in past decades. At the beginning of the 1990s, the
corporate sector’s financial balance was an indication of improving capital positions.
Finnish companies were digesting large investments made in the 1980s in their efforts to
rapidly internationalise. The financial balance reflected good corporate profitability since
the latter part of the ’80s. In particular, the large operating surplus of the electronics
industry boosted the entire corporate sector’s financial surplus. Corporate profitability
has weakened since the financial crisis, with the sector’s surplus now being mainly
accounted for by its historically low investment ratio. Notably, corporate fixed
investment in manufacturing has declined sharply.

In the recession years, domestic demand has been sustained by household and public
consumption rather than investment. Towards the end of the forecast horizon, the
household savings ratio will turn positive and the general government deficit will
contract to some extent. The economy’s external balance will improve, as the corporate
sector’s surplus is sufficient to cover other sectors’ deficits. This is causing concern,
however, as the corporate sector’s financial surplus is maintained by the paucity of its
investment. Such a trend is unsustainable in the long term.

Chart 13.
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RISK ASSESSMENT

Forecast risks predominantly on
the downside

TODAY 2:00 PM . BANK OF FINLAND BULLETIN 5/2015 . ECONOMIC OUTLOOK

Growth in corporate investment and exports is expected to be reflected in slowly
improving output in the immediate years ahead. Nevertheless, owing to increased
uncertainties in the global economy, there is a possibility that exports will not yet begin
to rebound. On the other hand, the pick-up in domestic investment may be jeopardised if
competitiveness problems cannot be resolved and the high degree of uncertainty
surrounding fiscal consolidation persists. For these reasons, another possibility is that

economic activity in the immediate future will be weaker than forecast.

Developments in international demand increasingly
uncertain

Finland’s export outlook is being overshadowed by an increase in global risks. The
refugee question and the weakening of the security situation following terrorist attacks
have added to uncertainty in Europe. Moreover, growth prospects in the emerging
economies have continued to worsen. In particular, there is a higher risk of deterioration
in China’s economic situation. Euro area growth may thus be slowing before it even really
got started.

Even so, the preconditions for faster-than-projected demand growth in Europe do exist.

The ongoing low level of interest rates and continuation of the ECB’s asset purchase
programme further reduce funding costs and, by extension, the return requirements on
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investment. Demand growth is also being buttressed by the fall in the price of oil, which
may be even greater than assumed. In addition, fiscal policy leeway has increased in
many EU countries as fiscal adjustment measures have reduced deficits. The risk of an
abrupt tightening of fiscal policy has, therefore, generally diminished, helping to bolster
demand growth in Europe. These factors may even lead to faster-than-forecast growth in

demand for Finnish exports.

However, uncertainty may impair the effectiveness of the accommodative monetary
policy and other factors supportive of growth. As economic predictability weakens, it
typically slows most the mobilisation of fixed investment projects. If investment in EU
countries were to become bogged down, this would be particularly harmful for Finland’s
export outlook.

Domestically, economic policy and pay settlements
are among the main risk factors

Finland’s economic activity in the immediate years ahead will be strongly affected both
by the progress made with the Government’s policy measures and structural projects to
consolidate the public finances and by developments on the labour market. If the
programme to cut the growing public debt is effective, this will stabilise the operating
environment for non-financial corporations, thereby shoring up investment demand. It is
also of utmost importance to have concrete targets for the social and health care reform
and the related costs, as the reform will have a significant impact on household finances.

In any case, the overall risk related to the stance of economic policy has increased in
response to the higher levels of public debt. Central and local government balance sheets
afford less scope than before for the operation of automatic fiscal stabilisers. Even small
negative surprises will, therefore, require a reassessment of fiscal policy. In addition, the
mild current account deficit could rapidly deepen merely if the price of oil were to rise
faster than predicted.

During the forecast period, the functioning of the domestic markets will still be strongly
predicated on both public and household borrowing, but pay increases that may be too
rapid from the perspective of competitiveness would still support consumer demand
growth. During the forecast period, growth in export earnings will remain slow and, with
ongoing population ageing, an increasingly large part of the population will be outside
the labour market. As a consequence, the forecast foresees an ever greater part of
domestic demand still being based on income from the public sector, financed through
taxes, pension contributions and borrowing. This will be reflected in growth in external
debt. Clearly, domestic demand growth cannot rest indefinitely on the weakening
external balance.

Domestic risk factors can thus be assessed based on what path the economy takes
towards a more balanced trend. The forecast scenario is based on a gradual recovery in
exports and an assumption that there will be no change in Finland’s credit rating. Low
interest rates will enable an edging up of debt. If these factors bolstering domestic
demand were to begin to break down, the economic outcome would be much weaker
than projected (see alternative scenario).
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ALTERNATIVE SCENARIO

What if exports don’t recover in
the years ahead?

Finnish exports declined 0.8% in 2014, lagging further behind the export markets and
world trade growth, and they are set to barely grow at all in 2015. The scale of the
problem is illustrated by the fact that the volume of exports is still approximately EUR 10
billion lower than in 2007. If exports had continued to grow on their long-term trend
after 2007, the loss now would be that much greater. If the negative indirect impact of
poor export performance on e.g. investment were taken into account, the final bill would

increase further still.

The loss of export markets has now continued for almost a decade. Structural changes in
industry and an erosion of competitiveness have shifted the focus of growth to the
domestic market, and the public finances have deteriorated sharply. There is a threat that
this sort of development will continue in the years ahead if cost-competitiveness and

export performance cannot be improved.

This alternative scenario assesses the dynamic effects of exports on the Finnish economy
in a situation where export performance remains much weaker than in the baseline
forecast. In the scenario, exports fail to equal export market growth, remaining at the
level of 2015 for three years. Wages and salaries are assumed to develop as foreseen in
the baseline, with no improvement in cost-competitiveness. Moreover, poor export
performance gradually begins to erode investor and consumer confidence in the Finnish
economy. Deteriorating confidence leads to rising risk premia on domestic interest rates
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and an increase in the savings ratio in 2018 and 2019. Higher risk premia also add to the
interest expenditure on government debt.

The alternative scenario foresees a GDP volume in 2019 of about EUR 5 billion below
that of 2015. GDP growth in 2016—2019 is, on average, 1 percentage point slower than
the baseline. The export volume envisaged in the scenario for 2019 is approximately EUR
8 billion smaller than in 2015. Given the considerable use of imported inputs in exports,
imports also fade in the wake of the declining export performance. Losses in GDP growth
thus remain more limited. However, imports contract by less than exports, because
private consumption and investment continue to support the weakening economic
growth. Net exports turn negative, and Finland accumulates foreign debt.

Chart.
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The fragile export performance is also reflected in employment, total wages and salaries,
and consumer confidence, with their resultant weakening gradually beginning to dampen
private consumption growth. Although consumers’ growing uncertainty raises the
savings ratio, it remains below the baseline figure amid slower income developments.
Price increases in the economy are also sluggish. Poor export performance adds to
uncertainty over investment decisions, thus reining in private investment growth.

Improvements in investment are also constrained by higher risk premia.

The direct impact of the anaemic export performance on the public finances is limited, as
exports generate no tax revenues, but the indirect impact is substantial. Consequently,
the alternative scenario assumes a significant deterioration in the public finances
compared with the baseline. The deficit grows by close to 1 percentage point in a few
years, and the debt ratio at the end of 2019 is 2.6 percentage points (around EUR 5
billion) higher.

If Finland’s international competitiveness remains unchanged or weakens further still, it
is possible that exports cannot be increased as hoped for in the immediate years ahead,
resulting in a deepening gap between Finland’s exports and the export markets. Such
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developments would have very damaging implications for economic growth and the
public finances over a relatively short horizon.

Table.
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Alternative scenario: Exports stagnate

Supply and demand 2015-2019 at 2010 prices

2019
2015 2016 2017 2018 2019 2020 2021 deviation,
%
% change on
previous
year
Baseline
GDP -01 0.7 1.0 1.3 1.2 16 1.5 193,828
forecast
Alternative
. -01 0.4 0.4 0.3 0.4 0.9 0.7 188,872
scenario
Difference 0 -0.3 -0.5 -1 -0.8 -0.7 -0.8 -26
Baseline
Imports -2.8 3.2 2.8 3 2.8 27 2.8 82,418
forecast
Alternative
. -2.8 2 1 0.6 0.8 11 1.2 76,647
scenario
Difference 0 1.2 -1.8 24 -2 -1.6 -1.6 -7.0
Baseline
Exports 01 21 27 2.9 2.9 2.8 27 83,339
forecast
Alternative
. 0.1 0 0 01 0.5 1 1 75,525
scenario
Difference 0 -21 27 -2.8 24 -1.8 17 9.4
Private Baseline
0.5 0.6 0.6 1.3 1.6 1.5 13 107,757
consumption  forecast
Alternative
. 0.5 0.6 0.5 0.2 1 0.9 0.5 105,943
scenario
Difference 0 0 -01 -1 -0.6 -0.6 -0.8 17
Private Baseline
-1 3.3 2.8 2.6 2.3 2.2 1.8 33,651
investment forecast
Alternative
. -1 3.2 21 1.2 0.6 0.6 0.2 32,394
scenario

Source: Bank of Finland.
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Difference 0 -0.2 -0.7 14 17 -1.6 17 -37
Export Baseline
0.1 2.8 3.9 4 39 3.9 3.9 134.3
markets forecast
Alternative
) 01 2.8 3.9 4 3.9 3.9 3.9 134.3
scenario
Difference 0 0] 0 0 0 0 0 0
Private
Baseline
sector 0.2 0.8 1.2 1.3 1.3 15 1.8 14
) forecast
output price
Alternative
. 0.2 0.5 0.7 0.4 0.7 11 1.4 ma4a
scenario
Difference 0 -0.3 -0.5 -0.9 -0.6 -04 -04 2.3
Private
Baseline
consumption 0.2 0.4 1 11 1 12 1.6 14.4
forecast
deflator
Alternative
. 0.2 0.2 0.6 0.6 0.5 0.8 1.3 12.5
scenario
Difference 0 -0.3 -04 -0.6 -0.5 -0.3 -0.3 17
Hours Baseline
0.1 0.5 0.5 0.5 0.4 0.4 0.3 4191
worked forecast
Alternative
) 01 0 -0.3 -1 -0.7 -0.5 -0.7 4,029
scenario
Difference 0 -0.5 -0.8 -1.5 -11 -0.9 -1 -3.9
Disposable
Baseline
household 11 1.5 1.6 24 2.8 26 27 2.8
) forecast
income
Alternative
) 11 1 0.8 0.9 17 17 17 17
scenario
Difference 0 -0.5 -0.8 -1.5 -11 -0.9 -1 -11
Current Baseline
-0.3 -0.5 -0.5 -0.5 -0.6 -0.7 -0.7 -0.6
account forecast

Source: Bank of Finland.
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Alternative
. -0.3 -0.9 -1.4 17 -21 2.4 -2.6 -21
scenario
Difference 0 -04 -0.9 -1.2 -1.5 -1.7 -1.9 -1.5
General
Baseline
government -3.1 -29 -27 -27 24 -25 -27 2.4
forecast
net lending
Alternative
) -31 -3 -2.9 -3.2 -3.2 -3.4 -3.7 -3.2
scenario
Difference 0 -01 -0.2 -0.5 -0.8 -0.9 -1 -0.8
General
Baseline
government 62.8 65.7 681 69.7 711 719 724 711
forecast
debt
Alternative
. 62.8 66.1 69 71.5 737 75 761 737
scenario
Difference 0 0.4 0.9 1.8 2.6 31 36 2.6
Household
i ) SP:n ennuste 01 0.6 0.7 0.6 0.8 0.8 0.6 0.8
savings ratio
Vaihtoehtoinen
) 01 0.4 01 0.2 0.4 0.3 0.2 0.4
kehitys
Poikkeama 0 -0.3 -0.6 -0.4 -0.5 -0.5 -0.4 -0.5
Baseline
Employed -0.3 0.4 0.4 0.4 0.4 0.4 0.3 2,480
forecast
Alternative
. -0.3 01 -0.4 -0.9 -0.8 -0.5 -0.7 2,391
scenario
Difference 0 -0.3 -0.8 -1.3 -1.2 -0.9 -1 -3.6

Source: Bank of Finland.
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FORECAST ASSUMPTIONS

Outlook for emerging economies
worsened

Near-term growth in the global economy and world trade will be slower than previously
forecast. However, low commodity prices and the condition of the monetary economy
will support global growth. Economic recovery is expected to gradually gather strength in
the euro area, becoming more broadly based. Exchange rate developments to date serve
to bolster the outlook for euro area growth and inflation. The Russian economy will
contract over the next two years, given the low price of oil. Economic growth in China has
slowed, but will continue to be relatively robust.

The outlook for the global economy has weakened during the past six months. The
sudden slowdown in economic growth in China was reflected in a considerable decline on
global stock markets and rising long-term interest rates, but the situation has stabilised
in the autumn. Capital inflows turning into capital outflows from emerging economies
has impaired their prospects. The global economy is also being affected by uncertainty
about the timing and size of the US Federal Reserve’s monetary policy tightening. The
ECB’s macroeconomic projections envisage average global growth of 3.3% in 2015—-2017.

Euro area monetary policy is exceptionally accommodative: policy interest rates are at
the zero lower bound and a combination of forward guidance and asset purchases has
brought long-term interest rates down. Credit operations have lowered the costs of bank
funding and eased securities-based borrowing. Clear signs of an improvement in the

economic situation are visible, for instance on the private credit markets.

Confidence in the economy has improved in the euro area, reinforcing the effects of the
Eurosystem’s measures on the real economy. Economic recovery is expected to gradually
gather strength in the euro area and become more broadly based. Growth will be
supported by rising real income in response to the fall in the oil price, low interest rates
and depreciation of the euro. The underpinnings of growth will be domestic demand and,
notably, private consumption. The growing number of asylum seekers will increase
public expenditure and transfers to households. However, asylum seekers’ integration
into the labour force and the ranks of the employed will take time. In the ECB’s
macroeconomic projections, euro area growth is expected to pick up to 1.5% in the
current year, to 1.7% in 2016 and 1.9% in 2017.

The US outlook is the strongest amongst the advanced economies, with the economy
growing 2.6%, on average, in 2015—2017, according to the ECB projections. US growth
will be sustained by strong private consumption and investment.

The near-term outlook for Japan is moderately positive. In China, economic growth is
expected to climb to roughly 6.8% this year and to moderate to around 6.3% towards the
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end of the forecast period. Russian growth has now been contracting significantly for
three consecutive years. In the current year, the country’s economy will shrink by more
than 4%, driven by the low price of oil. In response to an assumed slight rise in the price
of oil, the contraction in Russian GDP will bottom out during the forecast period.

World trade growth will remain much slower in 2015 than assumed in June. The ECB’s
macroeconomic projections foresee average world trade growth of 3.1% in 2015—2017.
Growth in Finland’s export markets will remain slower than world trade growth,
averaging 2.3% in 2015—2017, which is in part attributable to the weakness of economic
prospects in Russia in particular.

World market prices of commodities, and energy in particular, fell considerably in the
summer and early autumn. The decline in the price of oil will make a positive
contribution to global output prospects. In the course of 2016, the prices of crude oil and
other commodities are forecast to begin to edge up slowly, but will remain well below
those witnessed in recent years.

Based on market expectations, the 3-month Euribor will remain exceptionally low in
2017, at -0.1%. The yield on Finnish 10-year government bonds will rise slowly, reaching

an average of 1.3% in 2017.M"

Table

1. The interest rate assumptions in the forecast are derived from market expectations current on 16 November
2015. The interest and exchange rate assumptions are purely technical and do not anticipate the monetary policy

decisions of the Governing Council of the European Central Bank or estimates of equilibrium exchange rates.
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Forecast assumptions

2013 2014 20157 2016 2017
Finland’s export markets', % change 24 27 01 2.8 3.9
Oil price, USD/barrel 108.8 98.9 53.8 52.2 57.5
Euro export prices of Finland’s trading partners,
% change -29 -01 4.5 2.6 29
3-month Euribor, % 0.2 0.2 0.0 -0.2 -0.1
Yield on Finnish 10-year government bonds, % 1.9 1.4 0.7 1.0 1.3
Finland’s nominal competitiveness indicator? 1013 1022 982 975 975
US dollar value of one euro 1.33 1.33 1m 1.09 1.09

! Growth in Finland’s export markets equals growth in imports by countries to which
Finland exports, on average, weighted by their respective shares of Finnish exports.

2 Narrow plus euro area, 19999Q1 = 100

f = forecast

Sources: Eurosystem and Bank of Finland.
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National accounts for the third
quarter of 2015

TODAY 2:00 PM . BANK OF FINLAND BULLETIN 5/2015 . ECONOMIC OUTLOOK

On 4 December 2015, Statistics Finland published advance quarterly national accounts
data containing the latest statistical data on Finnish economic developments in the third

quarter of 2015.

The Bank of Finland’s macroeconomic forecast presented in this publication was
prepared before the release of the quarterly data by Statistics Finland. The forecast is
based on the quarterly national accounts published by Statistics Finland in September, a
flash estimate for the third quarter released in November and extensive indicator data on

economic developments.

According to the flash estimate published in November, real GDP in the third quarter
was 0.8% lower year-on-year and 0.6% lower quarter on quarter.

The most recent quarterly national accounts data signal a slightly more favourable
development in real GDP for 2015 than the data previously published. However,
economic growth has not returned to a clear upward trajectory during the year. Growth
in domestic demand continues to be weak, and export performance has not returned
clearly to growth.

According to the most recent quarterly national accounts, real GDP in the third quarter
of 2015 declined by 0.2% year on year and 0.5% quarter on quarter. At the same time,
real GDP growth for the second quarter was revised upwards. In response, real GDP for
the first half of 2015 is higher than the September estimate.

The rate of private consumption growth in the first half of 2015 was higher than
previously estimated. Private investment contracted in the first half of the year in year-
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on-year terms, but the level of investment was slightly higher than in earlier accounts.
Export growth was weaker in both the first and the second quarter than previously
estimated.

Of demand components, lower net exports and a contraction in investment eroded GDP
growth in the third quarter. Exports were 0.7% down on the previous quarter and 3.4%
down year-on-year. Both goods and services exports declined year-on-year. Imports, in
turn, were up 1.8% quarter-on-quarter, but down 3.4% year-on-year.

Private investment contracted 1.4% quarter-on-quarter and 3.6% year-on-year. The
contraction in investment was broadly based, with the exception of investment in soil
and water engineering. Investment in machinery and equipment was 1.5% down quarter-
on-quarter and 5.2% year-on-year, while investment in housing construction was 0.4%
down on the previous quarter. By contrast, investment in other civil engineering

projects rose 6.3% year-on-year.

Private consumption grew 0.8% quarter-on-quarter, with consumption of consumer
durables and services notably increasing from the previous quarter.

Value added at basic prices recorded a quarter-on-quarter decline of 0.4% in the third
quarter. Output contracted particularly in electrical engineering and electronics. Value
added in services was 0.1% down on the previous quarter, with business services and ICT
business posting growth. Output in construction increased by 0.1%.

Work input grew. The number of people in employment rose by 0.1%, while the number
of hours worked increased by 0.9% quarter-on-quarter. The wage bill was 0.5% up on the
previous quarter.
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PUBLIC FINANCES

Pace of debt growth disquieting

The prolonged recession in the Finnish economy has been directly reflected in the public
finances, which have posted a deficit for 6 years already. In 2017, the public debt will rise
to over 68% of GDP, which is more than double the level recorded in 2008. Given that
the longer-term outlook for Finnish economic growth is poor due to the prolonged
recession, a dwindling working-age population and industrial restructuring, the upward
trend in public debt is disquieting.

Achievement of Government objective uncertain

The new Finnish Government’s objective is to halt the upward trend in the debt ratio
during the government term and put an end to growth in euro-denominated debt by
2021. To underpin these objectives, it was agreed in the Government Programme to
consolidate the public finances by around EUR 4 billion during the government term.
According to the Bank of Finland forecast, it is uncertain whether either of the objectives

will be achieved.

Even though the previous Government already applied fiscal policy in an effort to
consolidate the central government finances, Finland’s public finances have deteriorated
in tandem with the overall subdued condition of the economy. Despite higher taxation,
tax revenue has grown more sluggishly than expenditures. Growth in social benefits and
allowances has been fuelled not only by higher unemployment but also by the continued
brisk pace of pension expenditure growth. Finland’s fiscal stance has remained fairly
neutral relative to the business cycle since 2013 (Chart 1). Measures to tighten central
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and local government finances will be offset in 2015, in particular, by a growth in
earnings-related pension fund expenditures due to an increase in the number of pension

recipients.
Chart 1.

Cumulative change in structural deficit since 2007
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Source: Bank of Finland calculations.

Comparisons show that the trend in Finland’s public finances diverges from European
developments. The general government deficit has remained within the limits of the
Stability and Growth Pact, with the exception of the outcome for 2014. However, when
earnings-related pension funds are excluded, Finland’s public finances have deteriorated
in recent years and are now among the weakest in the euro area. The large surpluses on
the pension funds have masked the deep deficits in central and local government
finances. In addition, the central and local government deficits have remained fairly
unchanged in recent years, while general government finances elsewhere in Europe have
improved on average.

The General Government Fiscal Plan sets targets for nominal budget balances for the
different general government subsectors. The deficit target for central and local
government for 2019 is 0.5% of GDP, at maximum. The target for the earnings-related
pension funds is a surplus of 1%, and for other social security funds a balanced budget.
The targets for the earnings-related pension funds and other social security funds seem
to be achievable. The local government target is also attainable, on condition that the
planned revenue-increasing measures will be fully implemented and municipal
expenditure growth can be slowed. The central government target, for its part, is
ambitious and may necessitate further measures to consolidate expenditures if the tax
rate is not increased as indicated in the Government Programme.
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Slow economic growth hampers efforts to reign in
pace of debt accumulation

The general government debt-to-GDP ratio in Finland will rise to over 60% in 2015. Even
though the debt level is still moderate in European terms, the upward trend is
disquieting. Debt growth has come to a standstill or has even begun trending downwards
in several euro area countries. Finland’s situation is difficult because of the challenges
brought by the current economic recession and restructuring, but also because of the
weaker longer-term growth outlook due to a dwindling working-age population and more
muted productivity developments. Fiscal sustainability is also eroded by growing age-
related expenditure and high structural unemployment.

A comparison with the situation during the recession of the 1990s sheds some light on

the difficulties involved in debt management (Chart 2). Public debt™ grew rapidly in the
1990s, peaking at over 75% of GDP in 1996. It took 12 years after that until the debt ratio
had been reduced to 35% (in 2008). The adjustment phase was shorter in the local
government sector, with municipal debt accumulation turning up again at the turn of the
millennium. In the immediate post-millennium decade, debt grew by around 5% of GDP,
and the share of local government in total public debt more than doubled. The rapid
growth in municipal expenditure is also evidenced by the fact that the average municipal
income tax rate rose by 2 percentage points in 1996—2008, even though the total tax
ratio of the economy declined by almost 5 percentage points.

Chart 2.

Public debt and economic growth in Finland from the

1990s to 2025
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The decline in the debt ratio was supported by robust economic growth. In 1996—2008,
nominal GDP grew at an average rate of 5.6% per annum. Given that GDP growth is
expected to remain at 1-1.5% in real terms in the next few decades and age-related
expenditure continues to increase rapidly, stabilisation of the debt ratio will require

1. Non-consolidated EDP debt.
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substantially more sizeable consolidation measures than to date. At the same time, the
room for manoeuvre in taxation has narrowed sharply.

Fiscal consolidation is more difficult than before also because inflation is slow. In an
environment of subdued inflation, the freezing of index increases, for example, does not
bring about a rapid correction in the expenditure structure, and revenue growth also
remains sluggish. In addition, slower growth in nominal GDP makes it more challenging
to correct debt relative to GDP.

The long-term outlook for the public finances is weak. According to the Bank of Finland’s

assessment, the long-term sustainability gap'® in Finland’s public finances is around
3Y2% of GDP, a good half of a percentage point less than a year earlier. The forecast for
the sustainability gap edged down particularly due to more precise impact assessments of
the pension reform. Compared with the current system, the pension reform will result in
a rising number of persons employed and, correspondingly, in a lower number of
pensioners. The sustainability gap assessment was also slightly lowered by a new
population projection.

Despite the lower assessment of the sustainability gap, the consolidation measures for
the immediate years ahead are substantial. It can be mechanically calculated that, to
stabilise the debt ratio in the long term at around 60%, central and local government
budget balances should be strengthened by as much as 6% of GDP in the 2030s. As a
benchmark for the calculation, we can take a scenario that includes no consolidation, in
which case public debt would exceed the value of GDP in 2029. (Chart 3). In practice, the
consolidation efforts would need to be even more sizeable, since the negative growth
effects from fiscal tightening have not been taken into account here.

The strong growth in immigration in 2015 will increase public expenditure in the short
term but may, in the longer term, lead to higher employment, thereby strengthening the
public finances (see the article on the impact of immigration). Funds allocated to
immigration in the Budget will be tripled to 0.3% of GDP in 2016. In the budgetary
planning period 2016—2019, the costs of social integration are estimated to grow further.
The forecast assumes the increase in immigration resulting from the current refugee
situation to be temporary, so that it will have no practical impact on fiscal sustainability
in the long term.

2. The sustainability gap forecast is based on Statistics Finland’s newest population projection and the Finnish
Centre for Pensions’ assessment of the impact of the pension reform on the number of pension recipients and on

employment.
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Chart 3.

Fiscal consolidation will require a substantial surplus

in the years ahead
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In addition to the pension reform, the structural reform of social welfare and health care
services occupies a key role in narrowing the sustainability gap. This is intended to
generate savings of EUR 3 billion in the public finances by the end of the 2020s. As the
reform pursues cost savings, particular attention in the planning phase should be paid to
the mechanism by which the savings are to be generated. Concrete savings can be created
primarily by defining the public service promise in accordance with the savings objective.
Financial benefits achieved via improved productivity materialise gradually and are, in
any case, difficult to quantify in advance. From a financial perspective, it is also
important to ensure that the new system and its financial balance-related objectives fall
within the fiscal governance framework.

Besides central government borrowing, other financial commitments of central
government have also increased rapidly in recent years. Guarantees to Finnvera have
increased, in particular, as have state-guaranteed housing loans. The increase in
commitments does not automatically mean higher expenditure in the future, but such a
risk has inevitably increased. Even though guarantees (for example) may be an efficient
way to support corporate activities in an event of financial market disruptions, it is
difficult to justify the state’s involvement in risk-bearing by businesses in normal times.
The focus of the EU fiscal governance framework on real-terms national accounts may
otherwise encourage such conduct that budget expenditure is converted into financial
transactions. An example of this is the partial capitalisation of budget-funded
development aid. It would be advisable to pay attention to the selection of the most
appropriate funding form for the activity being financed.
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A brief history of Finnish foreign
trade

Finland is a small open economy, where fluctuations in exports and imports have shaped
the big picture of developments in the economy. A historical review of these
developments suggests that the current situation provides no such conditions for rapid
export growth supporting the economy as those seen in the earlier growth phases of
economic history. Despite facing difficulties, the forest industry is still one of the pillars

of Finnish exports alongside the machinery and metal industry.

Future of foreign trade from a historical perspective

In recent years, the structures of the Finnish economy have undergone radical changes in
the wake of difficulties encountered by the forest and electronics industries, and these
transformations are also reflected in the composition of foreign trade. Export earnings
from the mobile phone business, which had long underpinned our economy, have
disappeared, the significance of Russia has diminished and commodity prices have
plummeted. Export recovery has been expected to bring a solution to the already
protracted weak economic situation.

Some light can be shed on the growth outlook for foreign trade by examining the subject
from a long-term perspective and by relating the current state of foreign trade to earlier
turning points in the economy. This article analyses the recent history of Finnish foreign
trade from the viewpoint of goods trade, commencing from 1989 and closing with the
evolution of the most recent months. This period of a quarter of a century includes many
significant turning points in economic history, such as the depression of the early 1990s,
the boom and bust of the domestic electronics industry, the stock market IT bubble, the
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international commodity boom and the financial crisis. These have all shaped the
structure of Finnish foreign trade in terms of both trading partners and merchandise.

A historical review of these developments suggests that the current situation provides no
such conditions for rapid export growth supporting the economy as has been seen in the
earlier growth phases of economic history. As a counterbalance to the sluggishness of
growth prospects for international trade and the weakness of domestic price
competitiveness, no signs are discernible that would give reason to expect in the near
term such export growth figures as we have seen in recent decades. However, moderate
cost developments and improving economic structures could create circumstances in

which the export sector stands a good chance of posting longer-term growth.

Chart 1.

Finland's trade balance by goods category
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Slump in exports to the former Soviet Union

In 1989, the Soviet Union was the largest market for Finnish exports, accounting for 15%
of Finnish goods exports. The collapse of the Soviet Union in 1991 led to a slump in
Finland’s eastern trade, thus deepening the depression that had started from the
financial and banking sector (Chart 2). The export contraction mirrored a weakening of
demand, in particular, for means of transportation, machinery and equipment, and wood
and paper products.

Worthy of note is that, despite the deep depression, the trade balance improved and
turned positive. Although the value of exports dropped by 15% between the peak of 1989
and the trough of 1991, imports declined simultaneously by 24%, which is an indication
of the huge role of domestic factors in causing the depression. The export value and trade
surplus began to rise rapidly in the latter part of 1991 — one and a half years before GDP
contraction was reversed. The markka was devalued in November 1991 and allowed to
float in September 1992, which gave a boost to cost competitiveness. The trade balance
improved relative to all main trading partners, except for Russia (Chart 3).
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Chart 2.
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Trade balance by country
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Period of globalisation and rapid economic growth

Finland’s trade surplus grew throughout the 1990s, achieving its peak at the turn of the

millennium. Behind the surplus growth lay the overall rapid evolution of world trade,

which pulled along the Finnish export industry, attended, in particular, by the wood and

paper industry and electrical engineering and electronics (Chart 4). In the wake of

globalisation, the trade surplus expanded, viewed by country, on a very broad front.

Finnish export firms managed to create products enjoying widespread demand and

capable of capturing new geographical market areas.
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By the turn of the millennium, the electrical engineering and electronics industry had
outstripped the forest industry as the largest export sector, its products accounting for
about a third of total export value. At current prices, approximately EUR 20 billion worth
of computers and electronic equipment were exported in the peak year of 2000.
Similarly, at the top of its trend, the trade balance posted a surplus of EUR 1.4 billion a

month.
Chart 4.
Value of Finnish exports by goods category
7000 EUR million per month other
6 000 mm Transport equipment
we Machi d
5000 caupment
= Computers and
4 000 electronic equipment
= Basic metals and
3000 metal products
e Chemicals and
2000 chemical products
mmm Refined oil products
1000 e Wood and paper
products

—Total

1989 1994 1999 2004 2009 2014
Converted into 2014 euros using the GDP deflator; data-smoothing by the HP filter.
Sources: Finnish Customs and calculations by the Bank of Finland.

10 December 2015
bofbulletin.fi

From IT bubble to financial crisis

The trade surplus began to shrink at the beginning of the first post-millennium decade,
albeit remaining positive until the end of the decade. The burst of the international IT
bubble slowed world trade growth, bringing an end to the conquest of the world by the
Finnish electronics industry, as measured by the value of goods exports.

Exports of computers and electronic equipment long remained strong, but the
purchasing-power-adjusted value of exports never again climbed above the level as at the
turn of the millennium. Output and export volumes of domestic information and
communication technologies (ICT) continued to grow, but the prices of ICT products
dropped at a rapid pace at the same time, so that euro-denominated export earnings
remained subdued.

Following a short-run recession, the world market prices of many commodities
embarked on a sharp rise, which continued until the onset of the international financial
crisis (Chart 5). Higher commodity prices were mirrored in Finnish imports of Russian
crude oil, in particular, and began to erode the trade surplus. In foreign trade statistics,
industrial action in the paper industry in 2005 also stands out as a drag on exports and
the trade balance, but the contraction remained short-lived.
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In addition to commodity prices, factors underlying import growth in Finland included
the China phenomenon and the strengthening of domestic demand. China’s importance
grew towards the end of the decade, and imports in particular increased strongly as from
the middle of the decade, which pushed Finland’s trade balance with China into deficit
territory. Meanwhile, Finland’s trade balance with Germany also moved into deficit. As
approximately a third of Finnish imports comprises intermediate goods for the export
industry, the fast import growth was also a reflection of increasing export demand.

Chart 5.
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Financial crisis and electronics meltdown

The financial crisis that had originated in the global financial markets spilled over swiftly
to the real economy, causing a worldwide recession, as a consequence of which the value

of Finland’s foreign trade collapsed. Both exports and imports contracted by more than a
third, from the peak of the trend to the trough.

Compared with previous recessions, the foreign trade crash was considerably deeper and
more broadly-based. The foreign trade value declined for all key goods categories and
trading partners.

The value of electrical engineering and electronics exports plummeted by a half and has
not recovered since, in contrast to other goods categories (Chart 4). Behind the meltdown
lay the domestic mobile phone sector’s difficulties, which were not directly linked to the
financial crisis, despite taking place during the same period.

As a large part of Finnish exports has traditionally consisted of investment goods and
industrial intermediate goods, export performance has been highly dependent on other
countries’ business cycles. Following the collapse of mobile phone exports mainly
focused on consumer markets, the share of investment goods and the dependence of
exports on business cycles in trading partner countries have increased further still.
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Soon after the crisis, the trade balance turned negative, as commodity prices returned to
an upward trajectory. Finland became a net importer of computers and electronic
equipment.

Chart 6.
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Recent years and latest changes

After a temporary recovery following the financial crisis, the value of both exports and
imports has decreased. The falling value of foreign trade has been broadly visible in most
goods categories, continuing over an exceptionally long period compared with earlier
episodes of decline. Post-crisis industrial output related to high technology fell
permanently, and the average productivity of domestic labour deteriorated, meaning that
the cost competitiveness of the economy remained weak. The protracted period of high
costs vis-a-vis competitors has dented market shares of Finnish export firms.

Despite the forest industry’s difficulties, the value of forest product exports has remained
relatively stable in recent years. Although the share of wood and paper products in
exports has halved since 1989 to around 20%, the forest industry has maintained its
position as the pillar of Finnish exports alongside the machinery and metal industry. The
significance of the forest industry is also highlighted by the relatively large domestic
value added share of its exports and by the fact that wood and paper products barely
need to be imported thanks to domestic production.

The decline of exports and imports steepened since 2014 in response to the plunge in
world market prices of commodities. Even so, the trade balance shifted into surplus
particularly on account of the lower price of crude oil.

The export contraction has also been attributable to the historically extensive shutdown
at the Porvoo oil refinery in spring 2015, cutting out about EUR 1 billion worth of exports
of refined oil products. Correspondingly, crude oil imports also declined. The impact of
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oil products on the annual change of export value was approximately —4 percentage
points in the second quarter. However, refined oil products are of less significance for
economic output than one would presume based on their export share, as the domestic
value added share of refined oil products is very small compared with other export
sectors.

Lower exports have been offset by their value being boosted by higher exports of
transport equipment to Germany. This increase reflects the completion of cruisers at the
Turku dockyards in 2014 and 2015 and the expansion of car manufacturing at the

Uusikaupunki car factory.

Exports to Russia have contracted sharply. As late as 2008, Russia was still Finland’s
largest trading partner in terms of both export and import value, but its share began to
shrink in 2013 amid Russia’s economic problems and falling commodity prices. The
shares of Sweden and the United Kingdom in Finnish exports have also diminished.
Germany has become Finland’s most important trading partner. The Netherlands,
Estonia, China and the United States have also gained in importance in recent years.

Table.
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Finland's largest export and import markets in January—August
2015

Exports Omports
Change
Share ¢ Share Change
cf.
Ranking  Country 2015, 2008 Ranking  Country 2015, cf.
% ’ % 2008, %
%
1 Germany 141 41 1 Germany 15.5 1.4
2 Sweden 97 -0.4 2 Sweden 1.7 1.6
United
3 73 0.9 3 Russia 1.4 -4.9
States
4 Netherlands 6.7 1.6 4 China 7.2 0.2
5 Russia 5.9 -57 5 Netherlands 6.9 27
United United
6 51 -0.4 6 3.6 0.6
Kingdom Kingdom
7 China 4.8 17 7 Denmark 3.3 1.0
United
8 Estonia 2.9 0.8 8 31 -1.0
Kingdom
9 Norway 2.9 -01 9 France 31 -0.3
10 Belgium 2.9 0.4 10 Estonia 2.8 0.6

Source: Finnish Customs.

The value of Finnish exports and imports in 2014 amounted to EUR 78 billion (38% of
GDP) and EUR 79 billion (39%) respectively. Goods accounted for 73% of exports and
70% of imports, despite slight decreases in recent decades.

In 2014, the value of goods exports according to foreign trade statistics™ was EUR 56
billion. Measured in terms of export value, the most important domestic export products

1. The Finnish Customs foreign trade statistics provide an abundance of details of goods exports and imports.
Foreign trade data have been collected monthly, broken down into nearly 14,000 goods categories by country of
origin and destination. The statistics exclude transit goods, i.e. transports via Finland. For enabling longer-term
reviews, earlier foreign trade statistics were aggregated and amended so as to correspond to current goods
classifications. Annual foreign trade statistics for 1989—1995 were disaggregated at monthly level using the
Denton—Cholette method. In order to smooth out strong monthly variations, the calculations made use of the
Hodrick—Prescott filter. Euro-denominated export and import figures were converted into 2014 euros using the
GDP deflator.
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comprised wood and paper products (20% of goods exports), basic metals and metal
products (14%), computers and electronic equipment (12%), refined oil products (8%)
and transport equipment (6%). The most important import products were crude oil and
refined oil products (18%), computers and electronic equipment (13%), chemicals and
pharmaceuticals (12%), transport equipment (8%) and machinery and equipment not
classified elsewhere (8%).
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The most expensive country in the
euro area

TODAY 2:00 PM . BANK OF FINLAND BULLETIN 5/2015 . ECONOMIC OUTLOOK

In the years since the financial crisis and up until recent months, domestic consumer
prices have risen at a higher pace than in the euro area, and Finland is currently the most
expensive country in the euro area as measured by consumer prices. The elevated price
level erodes consumers’ purchasing power, while the rapid increase in prices weakens the
cost-competitiveness of Finnish export industries. Compared with the rest of the euro
area, the price rise has been particularly rapid for commodities with large components of

labour costs and indirect taxes.

Finns pay more

Between 2007 and 2015, the Harmonised Index of Consumer Prices (HICP) has risen
15% in the euro area, against 20% in Finland. This implies a further increase in the
domestic price level, which was high to begin with. In 2014, an average Finnish
household paid EUR 121 for a basket of goods that could be bought for EUR 100, on

average, in the euro area.

The relationship between consumer prices and the competitiveness problem is
demonstrated by the fact that in order to achieve the same purchasing power as in the
euro area, the nominal wage of a Finnish employee must be 21% above the average for
the euro area.
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Chart 1.
Finland is the most expencive coutry in the euro area
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This article explores developments in consumer prices by commodity group and
examines why consumer prices have risen faster in Finland than in the euro area. Of the
commodity groups, services prices, in particular, have posted higher growth in Finland
than in the whole of the euro area (Chart 1). The share of services in HICP is 41%.
Similarly, consumer prices for food (22% of HICP) and energy (8% of HICP) have risen
faster in Finland than in the euro area. Only have the prices of industrially manufactured
consumer goods (29% of HICP) risen more slowly in Finland than in the euro area (Chart

2).

The analysis shows a rapid increase, in particular, in the prices of commodities with a
large labour cost component. The increases in indirect taxes introduced in Finland in
recent years have also fuelled inflation more than in the euro area on average (Chart 3).
Furthermore, the elevated price level in Finland is often attributed to the low level of
competition in the closed-sector industries. However, the rise in domestic prices of some
commodities appears to have been dampened by changes in market structures, which
have increased the competition.
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Chart 2.

Domestic consumer prices have risen faster
than prices in the euro area
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Chart 3.

Higher taxes have fuelled inflation more
in Finland than in the euro area
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Taxes and wages have lifted food prices

Food prices began to decline in Finland soon after Finland’s accession to the EU, moving
closer to the European level of prices. However, the decline was temporary, and real food
prices have trended up again since the turn of the millennium, with food prices

approaching pre-accession levels.!

1. Statistics Finland (2014).
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In 2007-2015, in particular, the rate of increase in food prices in Finland has been
clearly higher on average than in the whole euro area. However, early in the period, in
2007-20009, the rise in food prices was, temporarily, more subdued in Finland than in
the euro area. (Chart 4).

Chart 4.

Indirect taxes explain the rapid rise in food

prices in Finland
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In the run-up to the financial crisis, world market prices of food rose swiftly, but the
impact on Finnish consumer prices came later than in the rest of the euro area. Whereas
the increase in world market prices typically fed through gradually into consumer prices
in other euro area countries, Finland experienced a leap in prices in early 2008. The non-
synchronous transmission of world market prices mainly reflects the longer cycles of
price agreements between industry and trade in Finland compared with the rest of the
euro area. In October 2009, the value-added tax on food in Finland was cut from 17% to
12%, and increased to 13% one year later. The cut in the value-added tax largely passed
through to consumer prices, which temporarily effected a marked slowing of the rise in
food prices.

But since 2009, food prices in Finland have risen faster than elsewhere in the euro area,
up until last year when the price reduction campaigns of the central food chains began to
work their way into food prices. The reduction in agricultural producer prices in 2014
helped pave the way for the food price campaign. However, by the central food chains’
own account, the campaigns have been financed partly by profit margins.

Of food prices, the prices of meat and fish and fruit and vegetables (Chart 5) rose most
rapidly in 2010-2013. The prices of alcoholic beverages and tobacco have risen faster
than elsewhere in the euro area, due to higher alcohol and tobacco taxes, while the
introduction of a tax on soft drinks has markedly driven up the prices of non-alcoholic
beverages. Overall, the net effect of tax changes on food prices has been around 8% in
2009-2015.
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Another factor behind the difference in the food price rise, in addition to tax changes, is
the higher rate of increase in wages compared with the rest of the euro area. In addition,
there are some signs of higher margins being charged within the food production chain,
i.e. by producers, industry and stores. In a joint project, the Pellervo Economic Research
Institute (PTT) and the Natural Resources Institute Finland explored developments in
the margins of producers, industry and stores in the production chains of meat, cereals,
vegetables and fruit. They found a significant rise in the stores’ share in cash flows
related to food sales in 2008—2012.21 The negotiating power of the food retailer sector
within the production chain lies in the high degree of store-chain concentration. In 2014,
the S Group and K Group held a combined market share of nearly 80% of aggregate sales
of daily consumables.

Chart 5.
Meat and fish prices and fruit and vegetables prices rose the fastest
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Energy price advantage over euro area lost

In Finland and the euro area alike, consumer energy prices have outpaced inflation since
the turn of the millennium. In the first few years of the new millennium, the rise in the
price of energy was slower in Finland than in the euro area, the rate of increases for
Finland being 37% and that for the euro area 47%.

Since 2007, domestic energy prices have risen faster than euro area prices, and the price
advantage gained early in the millennium has faded away. The faster rise in energy prices
mainly reflects higher taxes on energy. Since 2007, tax increases have accounted for 15%
of the price of energy in Finland, compared with 6% in the euro area.

In June 2014, world market prices of crude oil began to drop, and the price of Brent oil
was halved by January 2015 (Chart 6). Since June 2014, consumer fuel prices have
declined 28% in the euro area and 21% in Finland. The decline in consumer prices has

2. Peltoniemi et al. (2014a), (2014b) and (2015).
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not been as steep as in world market prices, considering that excises and VAT, as well as
the margins of e.g. service stations and the oil refining process, are also built into

consumer prices.

Chart 6.
Price decline in crude oil has fed through less to
consumer prices in Finland than in the euro area
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Taxation explains only part of the national differences in the pass-through of the oil price
shock to consumer prices, given the harmonisation of fuel taxes in EU. In the old
Member States, taxes account for around two-thirds of consumer prices on petrol and
diesel, and differences in national tax rates represent only a couple of percentage points.

Slower increase in industrial goods prices in Finland
than in the euro area

Prices of industrially manufactured consumer goods, excluding energy, have risen at a
slower rate in Finland than in the euro area. In the new millennium, the rate of increase
in the prices of industrial goods (excl. energy) has been only 1% in Finland, against 11%
in the euro area. In Finland, the prices of pharmaceuticals, cars and electronics, in
particular, have posted more subdued growth, whereas developments in the prices of
clothes, furniture and fittings, newspapers and magazines and household appliances
have been broadly similar in Finland and the euro area. (Chart 7).
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Chart 7.

Slower growth in domestic prices of cars, pharmaceuticals and
data processing equipment compared with the euro area
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Given the strict regulation of the pharmaceutical market and the high publicly
reimbursable share of prescription drugs, policy changes exert a major influence on the
prices of pharmaceuticals. The favourable price developments compared with the euro
area are partly related to the reforms of the pharmaceutical market in the new
millennium. In April 2003, Finland introduced a drug substitution scheme, where the
pharmacies are allowed to substitute for a drug prescribed by a doctor a less expensive
one containing the same active substance, unless this has been expressly forbidden by
the doctor or customer. In 2009, this scheme was complemented by a drug reference
price system, where a reference price is used as a ceiling for the reimbursement payable
by the Social Insurance Institution (Kela). Since 2005, the prices of pharmaceuticals
have fallen by around 15%.

Tax changes are also largely responsible for developments in car prices. Car prices have
declined in step with used car imports and internet car sales, which began to gain ground
in the new millennium, stimulating price competition. Taxes on imported private cars
were reduced in 2003, which boosted car imports. In 2008, the car tax scheme for first-
time registration of motor vehicles was replaced by an emission-based scheme, which
shifted the focus of taxation from the purchase to the use of cars. Since 2009, VAT is no
longer built into the car tax, which reduced prices further.! The motor vehicle tax
annually charged for the use of a car is a component of the national consumer price index
but not of HICP, which is analysed here.

Consumer prices for electronics have declined rapidly across the board. The price decline
largely mirrors the rapid pace of quality improvements in electronics, which is reflected

in a drop in the price index. Domestic electronics prices have fallen faster than euro area
prices, which is probably partly attributable to differences in the quality adjustment

3. VIV (2009).
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methods of euro area countries. The steep decline is also related to the increase in
internet trade and the ease of price comparison, which has driven price competition.

Direct tax effects do not fully account for the slower rate of increse in industrial goods
witnessed in Finland as compared with the euro area, as reductions in individual
commodity taxes have been offset by increases in many other tax rates. In addition to the
across-the-board VAT increase, a 9% VAT was imposed on e.g. newspapers and
magazines after 2012. Since 2005, tax increases have altogether accounted for some 2%
of the increase in consumer prices of industrial goods.

Rents drive up services prices

The high rate of services inflation reflects in particular the rapid increase in rents. In
2007-2015, rents have risen in Finland an average 3.2% per annum, and currently
account for around 30% of services. Elsewhere in the euro area rents have risen only
1.6%. As well as rents, other housing costs, including house prices, have risen faster in
Finland than in the rest of the euro area. The rents of business premises also climbed
swiftly, especially in the early years of the recession.

In addition to housing costs, the prices of e.g. restaurant services and other services have
surged. The price increase on these services reflects the stronger wage developments in
Finland compared to other euro area countries.

Services account for a significant part of intermediate consumption by the corporate and
public sectors. An analysis of the relevance of various services for the increase in service
producer prices (Chart 8) shows that professional, technical, scientific and logistic
services make a significant contribution to the increase in producer prices. The prices of
management consultant services, in particular, appear to have risen rapidly. The price of
logistics services has mirrored oil price fluctuations, the effect of which has already
turned negative. The contribution of professional and other similar services to the rise in
producer prices fell substantially in the years of recession. In the wake of the recession,
the prices of the real estate business and of administrative and support services have, in
contrast, gained in significance as a driver of the rise in service producer prices.

Services price developments in Finland are discussed in detail in the article Rise in
services prices has made Finland an expensive country, published in June 2015.
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Kuvio 8.
Logistics and business support services have
increased service producer prices
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Fiscal effects of immigration
depend on labour market
outcomes

Immigration will bring about a favourable change in the age structure, as the majority of
immigrants are young adults. The effects on the public finances will above all depend on
the impact of population growth on the costs of various publicly funded services and on
the labour market performance of the immigrants. While population growth increases
the costs of some publicly funded services, not all the costs will grow proportionally with
the population. The average employment rate for immigrants is lower than for natives
but it can be influenced. Immigration does not appear to weaken the employment

prospects for the native population.

Immigration affects the size and composition of the
population

Although attitudes towards immigration are not shaped by economic factors alone,
studies on immigration often highlight concerns about the impact of immigration on the
wages and employment level of the native population and on public finances.™
Immigration has an effect on both the size and the age structure of the working-age
population, as the majority of immigrants are young adults. For example, in its 2015
population projection, Statistics Finland foresees a reduction in the working-age
population of Finland by 75,000 persons by 2030. According to the same projection, the

1. See e.g. Preston (2014).
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Finnish working-age population would shrink by 300,000 persons if there were no

migration.

The age structure of the immigrants is the very reason why many ageing Western
economies have looked upon immigration as a potential solution to the fiscal problems

caused by a deteriorating dependency ratio.!

As the population increases, the costs of some public sector services (education, social
welfare and health care services) will increase broadly in pace with the population
growth. However, part of the public sector services are so-called collective services (e.g.
part of infrastructure costs), the total costs of which are independent of the size of the
population. The costs of these services per taxpayer will fall as the population
increases.'!

Population growth also means more taxpayers, which is reflected in tax revenue and
income transfers. The magnitude of these changes depends on the labour market

outcomes for immigrants, in particular.

Immigration carries with it a huge potential. Publicly produced individual services are
mainly consumed by children, the young and the old, while especially the social benefits
payable as old-age pensions are intended for those over 60 (Chart 1). Considering that
the majority of immigrants are of working age, immigration has a favourable impact on
the age structure in fiscal terms. However, fulfilment of that potential requires that

sufficient numbers of the immigrants find employment.

Chart 1.

Net public sector expenditure and number of persons
with native language other than Finnish or Swedish, by age
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frulletin.

2. The literature on the fiscal effects of immigration does not generally focus on refugees, but adopts a broader
view on immigration. There are many special issues related to refugees and exceptional waves of immigration that
fall beyond the scope of the present article.

3. According to national accounts data, the general government individual consumption expenditure was around

17% of GDP in 2014, while collective consumption expenditure was around 8% of GDP.
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Employment rates lower for immigrants than for
natives

In Sweden and Finland alike, the employment rate for non-native-born persons is just
over 60% (Chart 2). The employment rate for the native population is slightly higher in
Sweden than in Finland. In both countries, the unemployment rate is clearly higher

among immigrants than among natives.

Chart 2a.
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An analysis of the employment situation of immigrants to Finland in age bracket 16—64,
grouped by year of immigration, shows that employment improves over the period of
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residence (Chart 3). In addition, immigrants who arrived in Finland in 2005 and 2006
have had better labour market outcomes than those who arrived in 2000 and 2001.

Chart 3.

Immigrants’ employment improves with length of residence
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Research results point to major differences among immigrants as regards employment

rates, both immediately upon arrival and after a lengthy period of residence.*'For
example, male immigrants of OECD origin who migrated to Finland in 1990-1998 have

attained the level of income of comparable natives, in contrast to female immigrants and

male immigrants from non-OECD countries. !

Immigration has only minor effect on labour market
position of native population

The impact of immigration on the labour market of the host country can manifest itself in
numerous ways. We will outline one key mechanism. Immigration increases the labour
force, causing some unemployment in the presence of wage rigidity. The increase in
labour supply (and the rise in unemployment) will, however, create downward pressure
on wages. Corporate profitability will improve, encouraging companies to invest and
recruit more employees. The rise in labour demand will boost wages and employment.
The final outcome will be a higher level of employment without a change in average
wages or the rate of unemployment.®

The labour input of less educated immigrants and that of the native population may also
be complementary to each other. This may be important especially in an ageing economy
like Finland with a steadily rising level of education, where the labour force participation

4. Pekkala Kerr and Kerr (2011) have conducted a survey of research on the wages and employment of immigrants.
The survey also includes studies on Nordic countries, notably Sweden.
5. Sarviméki (2011).

6. For more details, see e.g. Haavio et al. (2013).
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rate for women is high. The demand for labour-intensive, low-education services is

growing, while the number of persons willing to take these jobs is decreasing.””’ The
educated workforce becomes increasingly specialized in high-productivity tasks, while

immigrants are, at least initially, employed in low-productivity jobs.'*

In such circumstances, immigration may have an effect on income distribution that is not
reflected in average wages. The effect on the wages of natives competing for the same
jobs with immigrants will be negative, while the effect on the wages of other natives will
be positive.

The key challenge for empirical research comes from the difficulties of separating the
impact of immigration on the employment and wages of the native population from other
factors. There is as yet no Finnish research on this subject, but in light of foreign studies,

immigration has only a minor effect on the unemployment and wages of the native

population.t!

Labour market rigidities and integration may
influence the labour market outcomes for
immigrants

The institutions related to the employment security or wages of employees, such as
employment protection, unemployment benefits and minimum wages, are designed to

protect employees against the risks of unemployment and loss of income."" The
downside may be that immigrants will fall below the productive employment threshold.
Instead of being employed in low-wage jobs, immigrants may experience a lower rate of

employment.™™”

Research on the labour market institutions of European countries finds that the
interaction of higher employment protection and barriers to market entry with
immigration may have weakened the capacity of the economy to absorb new employees

and reinforced the adverse labour market effects of immigration on the native

population.t2!

7. Ottaviano — Peri (2008).

8. The readiness of immigrants and natives to accept job offers may differ, reflecting for example the more general
entitlement of natives to earnings-related unemployment benefits.

9. See e.g. Okkerse (2008), Longhi et al. (2005), Dustmann et al. (2007). The labour market may adjust to growing
immigration also via channels other than wages and unemployment. Dustman argues that the output structure of
the economy may change, while Peri and Sparber (2009) maintain that for example in the European countries the
native population has been observed to move into more demanding tasks in step with growing immigration and
competition for low-productivity jobs.

10. These labour market phenomena (such as employment protection, the replacement rate of unemployment
benefits, wage rigidity and barriers to market entry) favour the native population, not least because union
membership is typically less frequent among immigrants, who are more often employed on temporary contracts or
in the grey economy. See Angrist and Kugler (2003).

11. See e.g. Antecol et al. (2006).

12. Angrist and Kugler (2003).

Bofbulletin.fi — Bank of Finland articles on the economy


http://kirstu/sp/Julkaisut/Et/et515/Texts/Arkisto/05_Mini-artikkeli_Maahanmuuton%20makrovaikutukset.docx#_ftn2
http://kirstu/sp/Julkaisut/Et/et515/Texts/Arkisto/05_Mini-artikkeli_Maahanmuuton%20makrovaikutukset.docx#_ftn4

Evidence from the German labour market indicates that while immigration had a
negligible impact on the wages and employment of the native population in the 1990s,
there was a rise in unemployment among earlier migrants. Greater labour market

flexibility would have improved the capacity of the economy to adjust to labour

growth.['3!

Research findings indicate that labour market institutions may play a role in determining
what kind of immigrants get employed. Similarly, active labour market programmes may
influence the labour market performance of immigrants. For example, the Finnish
reform which introduced integration plans for non-working immigrants increased the
earnings of the target group markedly, and so reduced social benefits."* In general,
however, there is little research evidence as to what kind of measures are effective.
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FINANCIAL STABILITY ASSESSMENT

Finnish financial system exposed
to risks in the real economy

Threats to the stability of the euro area financial system relate to the risks to global
economic growth — such as uncertainties around developments in China — and to the
international financial markets. The profitability of the euro area banking sector has
improved from the weak level witnessed previously, but the large amount of non-
performing loans continues to weigh on banks’ balance sheets. Risks to the Finnish
financial system are associated with the weakness of the economy and household debt. In
order to contain potential overheating on the housing loan market and household

indebtedness, the authorities will need new additions to their toolbox.

Risks from emerging economies affect international
operating environment

Slowing performance in the emerging economies is undermining the global economic
prospects for 2015 and increasing uncertainties about the condition of the global
economy. Uncertainty over the progress of structural changes in the Chinese economy,
possible disruptions in the completion of financial market reforms and management of
the financial stability risks from high indebtedness all pose challenges. Chinese economic
developments will also have repercussions on other emerging economies, which will have
to adjust to the considerable fall in commodity prices, tightening financial conditions and
weaker foreign capital flows. Indebtedness in many emerging economies has grown in
the years following the financial crises, particularly in the corporate sector, and this
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growth is partly in dollars. As a result, concerns have arisen over the risks of substantial
debt burdens in times of weak economic growth and tightening financial conditions.

In the advanced economies, the real economy is recovering. According to the Bank of
Finland's September forecast, the real economy in the EU22 (euro area, Sweden,
Denmark, Great Britain) is expected to grow 1.7% in 2015, 1.8% in 2016 and 1.9% in
2017. The low price of oil, euro depreciation and a highly accommodative monetary
policy have supported growth in the euro area. In addition, general government finances
have improved and long-term growth potential is to be improved through structural
reforms. The risks to the short-term growth prospects are mainly external, with the most
significant arising from the condition of the emerging economies. Problems in the
emerging economies may be passed on to the euro area not only through trade and
financial links but also through financial market disruptions and weakened confidence
among economic agents. The longer-term risks, in turn, relate to protracted weak
nominal growth, which could jeopardise the debt sustainability of the public and private
sectors.

During 2015, there has been occasional uncertainty on the international financial
markets. In spring, there were strong market fluctuations in euro area longer-term
interest rates; in early summer, fluctuations were caused by the situation in Greece; in
August—September, the market was turbulent due to China. In autumn, volatility
increased particularly on the stock markets, on the foreign currency markets of emerging
economies and in commodity prices. Weakening market liquidity and increasing
correlation of investor positions will, in turn, strengthen the impact of short-term market
disruptions. The increased systemic importance of investment funds in the euro area
financial system enhances fund management companies' role as possible intermediators,

amplifiers or even originators of market fluctuations.

Economic recovery in the euro area will both enhance financial system stability in the
area and strengthen the banking sector. A strengthening banking sector will, in turn,
enhance monetary policy transmission to the real economy concurrently with banks’
improved lending capacity and eased financial conditions. The profitability of euro area
banks has increased (Chart 1) during 2015 from the poor level of previous years, and
banks’ capital adequacy has improved. However, the large number of non-performing
loans still burdens balance sheets. The low level of interest rates and the small difference

between long-term and short term interest rates (flat interest curve), in turn, weaken

banks’ expectations of future developments in net interest income.Adjustment to
increasingly tighter regulation and to changes in the operating environment also poses a
challenge to banks' business models as new market participants emerge, the shadow
banking sector grows and digitalisation shapes financial services and client processes.

1. Bank Lending Survey 10/2015.
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Profitability of euro area banks improves
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As banks consolidate their balance sheets, the role of other financial institutions in the
euro area financial system has grown in recent years and the significance of capital
market finance increased. Compared with the end of 2008, banks’ share of corporate
debt financing in the euro area has shrunk by 10 percentage points to 40% (Chart 2).
These are positive developments, because diverse funding sources improve the
availability of financing and reduce vulnerability to disruptions in the domestic banking
sector. The aim of the new Capital Markets Union is to continue supporting these
developments, particularly in small and medium-sized enterprises, although a lot of work
remains to be done.
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Chart 2.

Banks’ share of credit market decreased since financial
crisis
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Smoothly running financial markets are important to Nordic banks, which are relatively
dependent on market funding. As a result, maintenance of capital adequacy and high
credit ratings are necessary to secure market participants’ solid confidence in the Nordic
banking sector. The Nordic countries have a large, cross-border, highly concentrated
banking sector, which involves common risks and challenges. The risk factors in the
Nordic financial system comprise primarily the substantial level of household
indebtedness and the continuing house price rises in Sweden and Norway (Chart 3).
Banks’ vulnerability to problems on the housing market and with housing loans is
increased by their dependency on mortgage-backed capital market funding.
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Chart 3.

Rising Swedish and Norwegian house prices threaten
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Finnish financial system exposed to risks from the
real economy

In addition to risks from the international financial markets, stability risks to the Finnish
financial market relate particularly to weak developments in the domestic real economy.
To date, the economic recession in Finland has been seen on the housing market as a
slight but protracted price slump. However, household debt has continued to accumulate
and the related vulnerabilities represent both a considerable financial stability risk and a
macroeconomic risk. The profitability of the Finnish banking sector has increased in
2015, and risk resilience in capital adequacy terms has improved.

Risks in the international economy and the financial markets would, if realised, pass
through to Finland via both the real economy and the international investment position
of Finnish market participants. A sharp decline in international stock market prices
would also indirectly influence the investment position of households via, for example,
investment funds and life and pension insurance companies.

Fluctuations on the international financial markets have in actual fact been the most
important factor affecting the condition of the Finnish financial markets, and the value of

the potential stress index has been growing slightly since mid-2014 (Chart 4)."*! During

2. The stress index has been described in greater detail in the research article Huotari (2015) Measuring financial

stress — A country specific stress index for Finland. Bank of Finland Discussion Papers 7/2006.
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2015, the value of the stress index has risen to a level close to its long-term average,
although it is well below peak post-2007 levels. Among the sub-indices of the stress
index, the stock and currency market indices have been rising. The monetary and bank
market indices have remained unchanged during 2015, whereas the index describing the
long-term interest rate market has fallen since an upswing in spring 2015.

Despite numerous uncertainties, such as fluctuations on the stock and currency markets,
the Finnish financial sector has remained stable and there have been no significant
disruptions either on the domestic financial markets or in financial intermediation.
However, impaired investment securities have weakened the good average solvency
ratios of insurance institutions at the same time as the investment income of these
institutions has decreased. The challenging investment situation continues due to the

prevailing low interest rates.

Chart 4.

Slight increase in stress on Finland’s financial markets
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Household debt increases vulnerabilities related to
the housing market

The fragile situation in the Finnish real economy may increase risks to the domestic
financial system, should the low level of loan losses to date begin to grow. The stock of
loans to households, in particular, has grown at a faster rate than the economy for a
prolonged period. In an environment of low interest rates, debt-servicing expenses
connected with floating-rate loans remain under control, but a possible rise in the level of
interest rates would rapidly increase household vulnerabilities.

On the back of the weak economic developments in Finland, growth in households’
disposable income has been muted. At the same time, households have continued to
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accumulate debt, albeit at a fairly modest pace. The household indebtedness ratio — debt
relative to annual disposable income — rose in June 2015 to an unprecedented 123.2%,

compared with 120.5% a year earlier."

The increase in household indebtedness is due to growth in all key debt items. The stock
of housing loans has grown at a slightly faster rate in 2015, following more sluggish
dynamics in the past few years. In addition to growth in new drawdowns of euro-
denominated housing loans, the expansion of the housing loan stock has been
underpinned by an increased use of interest-only periods and other flexible debt-

servicing arrangements granted by banks.[ However, the recent growth in the housing
loan stock has been modest relative to the figures recorded in the first decade of the new
millennium. In September 2015, for example, the housing loan stock increased at a rate
of over 2% per annum. Consumer credit has grown at a slightly faster pace.

Nevertheless, the significance of housing-related debt has increased further. The stock of
credit granted to housing corporations and housing companies, in particular, has
recently grown at a much faster rate than the stock of housing loans to households. In
June 2015, households’ loans via housing companies amounted to almost EUR 14 bn,
which was 17% more than a year earlier. These loans account for over 10% of the total

stock of household debt.'s!

Despite the weaker economic situation, the debt-servicing capacity of households with
housing loans has remained good on average, and banks’ non-performing assets arising
from housing loans have remained low relative to the loan stock. At the end of June 2015,
banks’ non-performing housing loans totalled over EUR 1 bn, i.e. 1.2% of the stock of

housing loans.®! The situation for consumer credit is slightly weaker: non-performing
consumer credit accounted for 3.3% of the volume of consumer credit in June 2015.
There are also signs of an increase in consumer credit-related payment defaults. Overall,
the share of non-performing household and corporate loans is among the smallest in the
euro area. However, a rise in the level of interest rates in the euro area, combined with
the subdued long-term outlook for the Finnish economy, could be rapidly reflected in a
growth in the volume of banks non-performing loans from the current low level.

Indicators reflecting current developments on the housing loan and housing markets do
not signal marked changes in threats to the stability of the financial system, nor do they
imply a marked increase in problems in the near future. For instance, house prices
relative to the level of earnings and rents are close to their long-term average (Chart 5).
In addition, there are no clear signs of overpricing in the whole country on average.
Relative to consumer prices, however, house prices are expensive in historical terms.
There are also large regional differences in house price developments and accumulation
of housing loan-related debt, especially between growth centres and the rest of the

country.

3. Financial Accounts 2015, 2nd quarter. Statistics Finland.
4. Bank barometer I11/2015. Federation of Finnish Financial Services.
5. Financial Accounts 2015, 2nd quarter. Statistics Finland.

6. Financial position and risks of supervised entities 2/2015. Financial Supervisory Authority.

Bofbulletin.fi — Bank of Finland articles on the economy



Chart 5.

House prices relative to the level of earnings close to
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Improvement in banking sector profitability and
capital adequacy

Despite the recession in the Finnish economy, the profitability of Finnish banks has
remained good on average and capital adequacy ratios have improved slightly in the
course of 2015. Impairment losses on loans and the amount of non-performing assets
relative to the credit stock have remained low.

The low level of interest rates has reduced the relative importance of net interest income
in banks’ income structures, while the relative importance of other income sources, such
as securities-related and other fee income, has increased. Banks’ profitability and income
structures have become increasingly risky, and banks are more prone to disruptions on
the securities markets.

The capital adequacy of banks improved in the first half of 2015. At the end of June 2015,
the Common Equity Tier 1 (CET1) ratio was 17.5%, compared with 15.3% a year earlier.
Equally, the total capital adequacy ratio improved in 2015, to 19.0% in June (17.3% in
June 2014). CET1 capital accounted for 92% of own funds, meaning the quality of own
funds has remained good.” The improvement in capital adequacy was primarily the
result of equity issues and growth in accumulated profits. Banks have also increasingly
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applied internal models for the assessment of credit risks, which has decreased the
amount of risk-weighted assets and hence improved banks’ capital adequacy ratios.

Banks’ potential risks and vulnerabilities have remained largely unchanged. The Finnish
banking system is among the most concentrated in the euro area, with a significant level
of interconnectedness between banking and insurance business. Problems can rapidly
spread from one to the other via ownership structures and investment linkages.
Furthermore, international comparisons show that the Finnish banking sector is more
dependent on market-based funding than banking sectors in other countries on average.
For this reason, disruptions in international capital markets can pass through to the
domestic financial sector fairly rapidly.

Finnish banks’ funding and liquidity situation has so far remained good and they have
encountered no problems in acquiring market-based funding. In future, banks’ exposures
to disruptions in the acquisition of funding will also be mitigated by the new phase-in
requirements according to which banks must have an adequate reserve of liquid assets
that can be easily converted into cash (expressed as a liquidity coverage ratio, LRC) as
well as maintain a stable funding profile based on adequately diversified long-term
funding (measured as a net stable funding ratio, NSFR). The LRC entered into force in
the EU in October 2015 and was first set at 60%. The full requirement (100%) will enter

into force at the beginning of 2018.[!

The Finnish financial markets have seen the emergence of new players operating outside
the banking system (‘shadow banks’) which do not take deposits but intermediate funds
from investors to businesses and private persons in need of funding. These players are as
yet of low importance in financial intermediation relative to the importance of the
mainstream banks, but more diversified funding sources may, in the longer term, deliver
benefits, for instance via risk diversification and new innovations. However, the growth
in shadow banking may entail new risks, since operations not subject to supervision are
non-transparent, nor are the magnitude of shadow banking business and its
interlinkages with other players on the financial markets precisely known.

Completion of Banking Union important

The first pillar of EU Banking Union, the Single Supervisory Mechanism (SSM), began
operations in November 2014. All significant credit institutions in the euro area (in
Finland, Nordea Bank Finland, OP Group, Danske Bank and, as of 2016, Municipality
Finance) are subject to direct supervision by the ECB. The second pillar of Banking
Union is the Single Resolution Mechanism (SRM), for which the regulatory framework is
now in place. The key body within the SRM, the Single Resolution Board (SRB), will
become operational at the start of January 2016. According to the key principle of bail-in
applied by the SRM, owners and creditors will primarily bear the losses of a failed bank.
Banks will contribute to a Single Resolution Fund (SRF), which will be gradually built up
to the target level of around EUR 55 billion by 2024. The countries participating in

7. Financial position and risks of supervised entities 2/2015. Financial Supervisory Authority.
8. For more information, see Commission Delegated Regulation (EU) 2015/65 of 10 October 2014 to supplement
Regulation (EU) No 575/2013 of the European Parliament and the Council with regard to the liquidity coverage

requirement for Credit Institutions.
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Banking Union have agreed that each member country will pay extraordinary
contributions to the Fund during a transitional period if the financial resources of the
Fund are not sufficient to resolve any situation at hand.

The third pillar of Banking Union will comprise a common European deposit insurance
system. Reform of the deposit guarantee scheme is necessary to ensure a fully effective
Banking Union. The current decentralized deposit guarantee based on national schemes
is problematic due to the uncertainties surrounding its effective operation in a
widespread systemic crisis. In the face of a large-scale crisis, we should ensure that all
Member States participating in Banking Union are able to guarantee their citizens the
agreed deposit guarantee of EUR 100,000. The proposal of the European Commission of
November 2015 for a new European Deposit Insurance Scheme (EDIS) will be
implemented in three phases by 2024. The proposal includes several mechanisms for
reduction of the risks of the deposit insurance scheme until the conditions for a fully
operational single scheme are in place. In parallel with EDIS, many other regulatory
initiatives designed to increase the stability of the European banking system are
underway.

The reforms of banking supervision and the principles of bank resolution carried through
as part of the Banking Union initiative serve to considerably strengthen the authorities’
powers of intervention and protect taxpayers against the costs of bank bailouts. However,
to promote financial stability and mitigate the adverse effects of future banking crises,
the completion of all elements of Banking Union is vital.

Capital Markets Union will complement Banking
Union

At the end of September 2015, the European Commission adopted an action plan on
Building a Capital Markets Union for Europe. The action plan was a follow-up on the
public consultations launched in February, in which the creation of a Capital Markets
Union received widespread support.

One aim of Capital Markets Union is to diversify sources of funding to also include non-
bank sources. This would improve the availability of finance notably for SMEs and
promote long-term infrastructure investment. The Commission proposes adoption of a
total of 33 different measures by the start of 2019. In 2017, the Commission will evaluate
progress in achieving the aims of Capital Markets Union and weigh potential priorities.

Capital Markets Union is an important initiative for Europe. In its action plan, the
Commission assesses that if the venture capital markets of Europe were as deep as in the
United States, more than EUR 90 billion of funds would have been available to finance
companies between 2009 and 2014. Securitisation, in turn, is assessed to provide
additional credit to the real economy of more than EUR 100 billion. If implemented
optimally, Capital Markets Union would deliver concrete benefits for the European real
economy.

From a Finnish perspective, diversification of the funding sources of SMEs in particular
would be beneficial as it could help these enterprises grow. At the same time, the easing
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of competition in the provision of investment services and insurance policies to private
persons, especially on a cross-border basis, could reduce prices and facilitate a more
effective allocation of the funds held in deposit accounts.

Wider range of tools needed to address housing
market risks

The purpose of macroprudential policy is to prevent excessive exuberance and crises in
the financial system. The board of the Financial Supervisory Authority (FIN-FSA) is the
macroprudential decision-maker in Finland. It takes decisions from a macroeconomic
perspective and drawing on the expertise of key authorities. In the euro area, the ECB
Governing Council takes macroprudential decisions with a view to the financial stability
of the euro area as a whole. For financial stability to be achieved it is essential that
decision-makers have access to sufficient instruments, i.e. macroprudential tools, in good
time before risks emerge. Adoption of legislation on new tools does not, however, mean
their immediate activation; the macroprudential authority must assess on a case-by-case
basis the timing and appropriateness of deploying the tools, with due consideration to
the cyclical conditions.

As of 2015, FIN-FSA has had the power to decide each quarter on the imposition of a
countercyclical capital buffer requirement of 2.5%, at the most, on banks (Table), but use
of this macroprudential tool is not appropriate under the prevailing cyclical conditions.
Although the Finnish banking sector is currently sound despite the weakness of the
economy overall, banks are, nevertheless, vulnerable to potential problems on the
housing market. Due to the low risk weights on housing loans employed in banks’ capital
adequacy analyses, the buffers built up against housing loan losses are relatively small.
Risk weights should be set so as to also capture any systemic risks stemming from
lending for house purchase.

The macroprudential tools available under existing legislation designed to control
lending for house purchase, i.e. the loan-to-value (LTV) ratio and higher risk weights on
housing loans, are designed primarily to support banks’ resilience. However, a broader
set of macroprudential tools is necessary to contain, where necessary, potential
overheating on the housing market and household over-indebtedness. In the light of
international experience, restriction of the loan-to-income ratio has been assessed as an
effective tool to this end. It makes sense to develop the tools in the cyclical conditions
prevailing before the risks to financial stability actually materialise. Extension of housing
loan maturities and widespread use of interest-only housing loans in the context of an
exceptionally high degree of monetary policy accommodation also augment the risks on
the housing market. The authorities should be equipped with powers to restrict, where
necessary, both the maximum size of new housing loans relative to the borrower’s debt-
servicing capacity and loan maturities, and to impose requirements for loan
amortisation.

Table.
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Macroprudential decisions taken in Finland

Date of Countercyclical
Quarter . . O-SlI buffer
decision capital buffer

16
112015 0% set
Mar 2015
30
11/2015 0% set
Jun 2015
2015 6 Additional capital requirement imposed on four
Jul 2015 credit institutions to take effect on 7 Jan 2016.
29
11/2015 0% set
Sep 2015

Source: Financial Supervisory Authority.

Nordic link of Finnish banking sector poses a
challenge for macroprudential policy

Despite the close interlinks between the Finnish banking sector and the other Nordic
countries, macroprudential toolkits vary across the Nordic region. Furthermore, Finland
is the only Nordic country participating in Banking Union. These differences may
become more salient in the immediate years ahead, if Nordea, the largest Finnish bank in
balance sheet terms, goes ahead with a proposed change of group structure that will put
more than a third of the Finnish banking market in the hands of branches of foreign
banks.

This would be a significant change for Finland, considering that responsibility for both
the supervision and the resolution of a systemically important bank would transfer to
Sweden, outside the area of Banking Union and the Eurosystem. In such a case, a large
part of the Finnish banking sector would be subject to the Swedish Resolution
Mechanism, which is different to that of the euro area, and possibly to a different deposit
guarantee scheme. This might change the competitive market position of the banks
operating in Finland.

The deployment of macroprudential tools to address structural systemic risks would also
be more difficult, as the change would lead to a shift of competence to the Swedish
Financial Supervisory Authority. In addition, mutual cross-border recognition of
macroprudential measures to address structural systemic risks is voluntary or without
foundation in law. This potential significant change in the Finnish banking system
highlights the need for close convergence of the macroprudential toolkits of Finland and
Sweden. In addition, the reciprocity principle should be effectively and comprehensively
applied between EU countries.
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Finland is greying — will this
weaken the effectiveness of
monetary policy?

« Juha Kilponen
Head of Forecasting

« Helvi Kinnunen
Senior Adviser

+ Petri Maki-Franti
Senior Economist

This article studies the link between population ageing and monetary policy transmission
in Finland from the perspective of consumption behaviour and the macro economy. We
estimate the consumption functions of Finnish households in various age groups, using
household-specific data. If consumption in the younger cohorts is more sensitive to
changes in income and interest rates than consumption in the older, growth in the
population share of the elderly will decrease the economic impact of changes in the key
monetary policy interest rate. The effect of ageing on consumption is estimated by taking
into consideration the age variation of household margins. The results are based on
wealth and income distribution data from Statistics Finland. Finally, we describe the
effect of demographics on monetary policy transmission, using a general equilibrium

model of the Finnish economy.
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Monetary policy transmission channels and
demographics

Monetary policy affects in different ways the consumption, net wealth and asset
expenditure and income of different age groups. In addition to the interest rate channel
and wealth effect, ageing can change monetary policy transmission mechanisms via the
credit, risk taking or expectation channels. The relative importance of the various
channels defines whether ageing increases or decreases the effectiveness of monetary
policy.

Ageing affects the interest rate channel of monetary policy mainly because the young
tend to be more indebted than the elderly. As a result, consumption by the young is more
sensitive to interest rate changes than consumption by the elderly. This is particularly the
case if a household has a housing loan with a variable interest rate. Elderly people are net
lenders, and do not therefore finance their consumption by borrowing to the same
extent. The younger a population, the more sensitive it is to interest rate changes, other
things being equal, and the more effective monetary policy changes are on average.

Monetary policy effects via the credit channel emerge via creation of the price of credit.
In an aged economy, the need for external finance is smaller, as tends to be the share of
credit and liquidity constrained households. Because the elderly tend to have a larger

amount of net wealth, this has a negative impact on the risk premia on loans.”As a
result, the availability of finance is on average better in an aged economy and its price is
lower, which is likely to reduce the response of the economy to monetary policy changes.

Asset prices respond strongly to actual and expected changes in interest rates, and
correspondingly, consumption responds to changes in asset prices. Population ageing
increases the monetary policy effect via the wealth effect channel, because young
households typically have less assets and their financial portfolio more heavily comprises
equity investments than in the case of older households. In an aged economy, the wealth
channel is thus stronger than on average and monetary policy is more effective.

The relative importance of the different channels has been examined in various models.
The impact of population ageing has been assessed by e.g. analysing how the

transmission of monetary policy shocks to the economy has changed over time, or by

[2] [3]
b

estimating consumption functions for households in various age groups. The impact

of ageing on monetary policy transmission has been examined also using general
equilibrium models that incorporate features of overlapping generations (OLG)

models.

1. This effect may, however, be offset by the fact that the remaining life cycle of the elderly is shorter than that of
the young. This may also boost the risk premia of loans with longer maturities, in particular.

2. E.g. Imam (2013) has analysed, using a sample of five countries, deviations of the impulse response functions
implicated by the Taylor rule and found that the decrease in the response of employment and inflation to changes
in interest rates over time is partly explained by population ageing.

3. Wong (2014) estimates, using age-specific consumption functions, the effects of interest rate shocks on
consumption demand in various age groups. The tightening of monetary policy reduces consumption by young
households significantly more than that by older households. Household-level data have been aggregated by

demographics to the level of the economy as a whole.
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The research findings on the role of ageing in the transmission of monetary policy are
somewhat contradictory. Most empirical studies show that population ageing has a
negative impact on the effectiveness of monetary policy. For example, estimates by Imam
show that an increase in the old-age dependency ratio of one percentage point lowers (in
absolute terms) the cumulative impact of a monetary policy shock on inflation and
unemployment by 0.10 of a percentage point and 0.35 of a percentage point, respectively.
On the other hand, simulations conducted by Miles in 2002 using a general equilibrium
model show that monetary policy becomes more effective with ageing. This is the result
of a strong wealth effect caused by changes in interest rates.

Wealth by age group in Finland

In terms of the wealth effect, it is of key importance how the wealth and debt positions of
households differ between age groups. The more the elderly have wealth and the stronger
the response of the value of property to changes in interest rates, the stronger is the
response to rises in interest rates as households become older. In Finland, the differences
in wealth between age groups are significant, and they have increased as a result of the

protracted economic recession.™ Measured by cohort averages, the real and financial
wealth of 45—54-year-olds is double the size of those 10 years younger. Wealth also
appears to remain substantial among the oldest cohorts (Chart 1).

Even though the life cycle model suggests older households should draw down their
savings, the savings rate of these households is, both in Finland and in many other

countries, even higher than in the younger cohorts.®! The differences in the level of
financial wealth are smaller than in the level of real wealth, but financial wealth grows,
too, with ageing. Measured by net wealth, household wealth more or less triples when the
age of the principal breadwinner approaches 50 (Chart 1). The decrease in debt levels
accompanied with an increase in housing wealth boosts net household wealth.

4. Kara and von Thadden (2010) as well as Fujiwara and Teranishi (2007) have studied, using general equilibrium
models that incorporate life cycle features, population ageing effects and monetary policy transmission, as well as
the effects of ageing on the general equilibrium interest rate. Using an overlapping generations model, the effects
have been examined by e.g. Miles (2002). Also e.g. Saarenheimo (2005) has examined, with the help of an
overlapping generations model, the effects of ageing on equilibrium real interest rates in a global economy.

5. On the impact of the economic recession on various age groups, see also Kinnunen — Miki-Frinti (2015).

6. This could be due partly to a strong motive to leave an inheritance or e.g. uncertainty about the adequacy of

pensions as the need for care grows with ageing.
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Chart 1.
Finnish household wealth and debt in 2013,

by age group
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The distribution of Finnish household average net wealth by age group does not differ
significantly from that found in the other European countries. For example in Sweden
and the United Kingdom, net financial wealth increases by age group more or less in

parallel with Finland."”!

In terms of wealth effect, the composition of financial assets also plays a key role. The
larger the share of fixed-interest investments in the financial portfolio of the elderly, the
larger the impact of monetary policy tightening on the value of their assets. In Finland,
deposits account for approximately half of all financial assets, and the share seems to rise
slightly with age. Particularly among those over 75, the majority of these assets would
seem to be in bank deposits (Chart 2). Developments in the market value of shares are,
however, of key importance to the wealth of those who are close to or have recently
reached retirement age.

7. See e.g. Cowell, F.A. — Karagiannaki, E. — McKnight, A. (2013).

Bofbulletin.fi — Bank of Finland articles on the economy


http://www.bofbulletin.fi/en/charts/chart/finnish-household-weath-and-debt-in-2013-by-age-group/
http://www.bofbulletin.fi/en/charts/chart/finnish-household-weath-and-debt-in-2013-by-age-group/
http://kirstu/sp/Julkaisut/Et/et515/Texts/07_Teema-artikkeli_Kinnunen-Maki-Franti_en.docx#_ftn1

Chart 2.

Composition of households' financial assets by
age group in 2013
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In terms of monetary policy transmission, the pension system also plays a key role. The
generosity of the defined benefit pension scheme determines how much longer life
expectancy increases the need for personal precautionary savings. If statutory pension
benefits are small or if the replacement ratio of pensions decreases with population
ageing, this increases the need for personal savings. As a result, consumption by the
elderly is increasingly dependent on personal wealth and property income, and the
wealth effects in monetary policy transmission become increasingly important. In the
case of a generous pension system, in turn, a growing share of household income is social
benefits that are not dependent on the economic cycle. This decreases the need for
precautionary savings.

In Finland, the extensiveness of the defined benefit and earnings-related pension scheme
improves the consumption possibilities of the elderly and decreases the need for personal
savings. Even though pension benefits have been weakened by the pension reforms, and
despite the fact that the pension index compensates pensioners only partly for the growth
in real earnings, the wealth accrued through pension savings is significant relative to
other wealth. A cohort-specific examination shows that imputed pension wealth grows

steadily with the rise in the expected age of retirement.®!

Household margin and consumption

The importance of the interest rate channel and the wealth effect channel in terms of
consumption behaviour is examined empirically by comparing consumption behaviour in
the various age groups. Differences in the consumption behaviour of the various age
groups reflect the changes in households’ preferences in the various phases of the life
cycle. On the other hand, the possibilities of a household to consume and save depend on

the life cycle.[!

8. On developments in pension wealth by year of birth, see e.g. Risku (2015).
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According to the life cycle hypothesis, the larger the share of middle-aged people in the
population, the higher the savings rate in the economy. Differences in the consumption
behaviour of households in various cohorts may thus change the transmission of
monetary policy as the share of the elderly in the economy grows. Interest rate changes
are reflected not only in the interest rates on housing loans and household credit, but
also in asset prices. An increase in interest expenses or property income have an impact
on disposable income and consumption.

Results for Finland suggest that the response of consumption is strongly affected by the
household margin. Through the liquidity constraint, the monetary policy credit channel
may have an impact on the responsiveness of consumption to changes in income and
wealth as the population ages.

Household margin

The household margin refers to the amount of money households have left (monthly/

annually) after standard expenses.,"" A small margin restricts a household’s
possibilities to smooth consumption over time. If for a large portion of the households
the margin remains small, this is reflected as an increase in the sensitivity of private
consumption to fluctuations in disposable income. On the other hand, this also increases
the monetary and fiscal policy impact on consumption.

In Finland, the household margin has decreased slightly in recent years, due to an
increase in household indebtedness. On the other hand, the low level of interest rates has
clearly compensated for the impact of higher debt levels. As the population ages, the
household margin improves, due to a decrease in the proportion of the heavily indebted.

The financial position of retirement-age households is, however, significantly tighter
than that of households in prime working age. An examination by 10-year cohorts shows
that household margin increases steadily from the 25—34-year-olds until close to
retirement, i.e. the age of 55—-64 (distribution of household margin by age group, see
Chart 3), but the margin of the over-65-year-olds shrinks close to the level of that of the
younger age groups. The margin of a median household is highest in the group of

9. In addition to labour market position and wealth, a household’s necessary expenses, particularly housing costs,
vary in the different phases in the life cycle. The differences in consumption expenditure are large both between
and within the cohorts. According to Ahonen and Vaittinen (2015), the difference in the consumption expenditure
of retirement- and working-age households has continued to shrink, and consumption expenditure of the
retirement-aged is now higher than ever before. The group of retirement-age households however continues to
include a significant amount of low-income households that have difficulties in covering even their necessary
expenses.

10. The household margin was defined as a function of the disposable income for a household, housing expenses
and living costs such that margin = household income minus housing and debt servicing costs and basic living
costs.

11. For a more detailed discussion of household margin, see e.g. Persson (2009) and J6nsson et al (2011). See also

Maki-Franti (2014).
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55—64-year-olds (EUR 14,500 per unit of consumption per annum), but among
over-64-year-olds the margin is just some EUR 8,500 per annum. Of pensioners, 40%
were below the annual margin of EUR 10,000, whereas in the group of 55—64-year-olds,
the proportion was 23%. Correspondingly, only 12% of pensioners exceeded the margin
of EUR 25,000, whereas among 55—64-year-olds the portion was 29%. On the other
hand, the amount of households with little means of subsistence is lower in the group of
retirement-age households than among younger households. Among 45—54-year-olds
and 55—64-year-olds, the margin of approximately 7% of households remained negative,
i.e., their income was not sufficient to cover even basic living costs. In contrast, among

pensioners, the proportion of such households was only 3%.

Chart 3.

Distribution of household margins, by age group
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Household margins are strongly dependent on wealth. Financial wealth accounts for a
relatively small share of household gross wealth in Finland, but particularly for elderly
households — which usually do not have debt — owner-occupied housing increases the
margin for consumption. The median household margin for all households is EUR 4,000
per annum, whereas the median for owner-occupiers is close to EUR 14,000 (Chart 4).
The comparison also shows that even in the lowest income decile of owner-occupiers, the
margin is close to that of a median rental household.
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Chart 4.

Financial margin: all households
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Consumption function estimations

Consumers’ willingness to use their income and assets for consumption and saving varies
according to the phase of their life cycle. The size and composition of wealth may also
affect consumer demand.

However, the basic model of consumption behaviour is not materialising in practice, due
to both uncertainty about future developments and problems in the availability of
liquidity. Consequently, the following estimations explicitly allow for variations in
household margins. Consumption behaviour at different ages is explored by estimating
cohort-specific consumption functions using cross-sectional data so as to also enable a
separate examination of the behaviour of liquidity-constrained households.

Consumption responses are investigated using a model in which logarithmic household

consumption expenditure is the dependent variable.["® Consumption is accounted for by
disposable income, wealth and various background variables. The estimations make use
of household-level data based on Statistics Finland’s annual income distribution survey
and the European Central Bank’s household finance and consumption survey of 2013.

For our purposes, disposable income comprises all a household’s earned and capital
income and social benefits. Wealth includes housing wealth, risk-free bank accounts and
risky financial assets. The consumption equations were estimated separately for five age
groups: 25—34-year-olds, 35—44-year-olds, 45—54-year-olds, 55—64-year-olds and those
over 65. The age, gender and marital status of the household reference person,
information on whether there are children in the household, and the income and wealth
quintile represented by the household were used as background variables. Of these

12. Helander (2014) has estimated the income and wealth effects of consumption using Finnish data.
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variables, marital status, children and the income and wealth quintiles turned out to be
statistically significant.

Household margins may play an important role in explaining differences in consumption
elasticity. Households living at subsistence level naturally respond more strongly to
changes in disposal income. The consumer credit on offer is typically expensive, which
acts as a constraint on the liquidity of these households. To control for this factor,
consumption functions were estimated separately for households whose household

margin was assumed to be below EUR 250 a month per consumption unit.™?

The amount of disposable income provides a statistically significant explanation for
consumption in all age groups. The income elasticity of consumption for liquidity-
constrained households with little means of subsistence is in all age groups higher than
for other households and broadly in line with the life-cycle model (Chart 5), i.e. saving is
highest in the age group approaching retirement. The fluctuation range of elasticity
estimates for liquidity-constrained households is fairly large, at 0.9—0.65. Consumption
elasticity for these households is smallest among 55—64-year-olds, i.e. the age group

transferring to retirement.

Chart 5.

Income elasticities of consumption: whole sample and
financially constrained households
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In contrast, consumption elasticity for the whole sample diminishes steadily with age
until retirement (Chart 5). An examination of all households irrespective of household
margin shows the income elasticity of consumption varies from 0.8 among those aged
25—34 to 0.5 among those over 65. Income elasticities of consumption in the present
analysis are larger than e.g. the elasticities estimated by Helander on the basis of 1998

13. This limit excludes clear outliers from the sample. The estimation results were, in some respects, sensitive to
these outliers so that income elasticities of consumption increased when the financially most distressed were

dropped from the sample.
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household data. Irrespective of the estimation model, average elasticities estimated for

the population as a whole remained below 0.4 in Helander’s (2014) study.!™

In no age group does consumption respond significantly to changes in wealth.!s!
Consumption elasticities in respect of financial or housing wealth variables had in

cohort-specific models only in some cases a statistically significant effect."®! Even then
the estimated elasticities were typically low or negative. Wealth has the strongest effect
on consumption among 35—44-year-olds. In this age group, an increase of one euro in
risky investments boosts consumption by 0.7 of a cent.

The wealth effects estimated here are weaker than the wealth effects estimated by
Helander (2014) for Finland on the basis of 1998 data or the effects estimated by Sousa

(2009) for euro area households."” According to Helander, net housing wealth, in
particular, has a statistically significant positive impact on consumption. However, this
wealth effect was in size minor or even negative for households with a small amount of

housing wealth."®)Sousa suggests that, instead, at the level of the euro area as a whole,
consumption displays a high degree of elasticity with regard to financial, but not housing,
wealth.

On the basis of these consumption function analyses, it appears that the savings
behaviour of Finnish households does not correspond very well to the life cycle model.
Saving increases steadily with age, which weakens the role of the interest rate channel of
monetary policy in Finland. Nor will population ageing reinforce the wealth effect of
monetary policy. Admittedly, wealth in the economy will increase along with changes in
the age structure, but consumption barely appears to respond to changes in wealth.
Overall, responses of consumer demand to interest rate changes will fade to some extent

as ageing continues to advance.

Simulations using the general equilibrium model

Simple empirical models may not be sufficient to capture the relative importance of, and

changes in, different monetary policy transmission channels in the context of population

ageing. In contrast, better insights into different channels of influence can be obtained by
using a macroeconomic general equilibrium model.

The general equilibrium model analyses presented here made use of the Bank of
Finland’s general equilibrium model calibrated for the Finnish economy and age

structure."® In this model, consumers’ life cycle behaviour is conveyed via two types of
households. The consumer is either a worker, i.e. a working-age person, or a retirement-

age person whose income mainly comprises pension benefits but who can also

14. Helander (2014), p. 27-31.

15. Wealth variables received statistically significant values particularly in the income model, but consumption
elasticity with regard to wealth also remained very small in these cases.

16. Based on Finnish data, Kilponen (2012) has presented similar results for housing prices.

17. Sousa (2009).

18. Helander (2014), p. 27-31.

19. For a more detailed description of the model, see Kilponen — Ripatti (2006) and Kilponen — Kinnunen —
Ripatti (2006).
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participate in working life. The household types differ in terms of productivity and
planning horizon.

Household wealth in the model comprises discounted earned income, financial assets
and pensions. Financial assets comprise bonds, for which the nominal yield corresponds
to risk-free interest, and shareholdings, reflecting the present value of future corporate
profits.

In their decisions on consumption and labour supply, both types of households take into
account their expected discounted lifetime wealth. Interest rate increases boost bond
yields, thereby adding to disposable household income. On the other hand, interest rate
increases reduce the present value of expected earned income, public transfers and
pensions, as well as the value of shareholdings. An essential aspect for the model results,
and a difference compared with typical overlapping generation models, is that this model
also allows pensioners to increase their labour supply, thereby seeking to maintain their
level of consumption in the event of negative wealth shocks. Although the model
describes the pension system as a defined benefit-based regime, it also includes features
from an earnings-related, defined contributions scheme. Accordingly, for example,
longer working careers also have an impact on future pension wealth. In the model, life
expectancy is reflected in the length of households’ planning horizon. Working-age
persons discount their future earnings over much longer horizons than do those of
retirement age. On the other hand, longer life-spans lengthen the discount period for
both working-age and retirement-age persons.

The impact of ageing on monetary policy transmission becomes visible in comparisons of
responses to interest rate changes between young and aged economies. In the latter, the
average life expectancy is longer and the number of those reaching labour market age is
smaller than in the former. For assessing the effects of monetary policy, the simulations
assumed a unexpected interest rate increase of 25 basis points, with half of the shock
effect disappearing in a year’s time. A three years longer life-span was assumed for the
aged economy than for the young economy. Additionally, it was assumed there was no
growth in the working-age population of the aged economy, whereas the young economy
was assumed to boost working-age population at an annual rate of 0.18%. Otherwise, the
model’s key parameters affecting corporate and household behaviour were kept
unchanged. A matter of interest is the extent to which the macroeconomic impact of a

nominal interest rate shock differs in these economies.
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Chart 6a.

Model simulations: Impact of population ageing
on monetary policy transmission
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Chart 6b.

Model simulations: Impact of population ageing
on monetary policy transmission
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Chart 6c¢.

Model simulations: Impact of population ageing
on monetary policy transmission
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Chart 6d.

Model simulations: Impact of population ageing
on monetary policy transmission
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The simulations suggest that a tightening of monetary policy has a smaller impact on
consumption in the aged economy than in the young economy. The response of both
private consumption and GDP to monetary tightening is weaker in the aged economy
than in the young economy (Chart 6). An interest rate increase in the model triggers a
negative wealth effect, with a stronger-than-average impact on ageing people. On the
other hand, longer life expectancy lengthens the planning horizon for both working-age
and retirement-age persons. Both households are able to smooth out their consumption
paths over a longer period of time. Persons of retirement age, in particular, increase
labour supply in response to interest rate rises in order to smooth out the negative wealth
effect on consumption. Ageing barely affects inflation responsiveness, but the impact of
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the interest rate on inflation is slightly smaller in the aged economy than in the young

economy.

The marginally smaller impact of the interest rate on inflation in the aged economy also
means that, following an interest rate increase, the real interest rate rises somewhat less.
This serves to weaken the responsiveness of consumption by both working-age persons
and pensioners in the aged economy. The bulk of the differences in the responses of
consumption and, as a consequence, of GDP to interest rate shocks is accounted for by
more moderate reactions from consumption by working-age persons. This is specifically
attributable to the fact that the impact of an interest rate shock on the discounted
financial wealth of working-age persons is smaller in the aged economy than in the young

economy.

Population ageing weakens the impact of interest
rate changes

The way ageing changes monetary policy transmission has already been an important
issue in the relevant literature for some time. The main finding is that interest rate
changes would appear to have less of an impact on economic activity than before. In
Finland, the question of the effects of population ageing on monetary policy transmission
is topical precisely now that post-war baby boomers are approaching retirement and
preparing for a longer pension period.

A key outcome of these analyses was that ageing weakens the effectiveness of monetary
policy via the interest rate channel. Retirement-age consumption is less responsive to
income developments than in the case of younger people. Consequently, ageing weakens
the effects of interest rate changes on demand. Although the income elasticity of
retirement-age persons with small incomes is slightly higher than for other households,
average income elasticity will barely increase as the population ages. This is due to the
fact that those of retirement age include relatively fewer households who live at
subsistence level and would therefore respond strongly to changes in income. In
addition, this age group includes more debt-free households living in owner-occupied
housing than do younger age groups.

Ageing would not appear to change the transmission of monetary policy to the economy
via the wealth effect channel. Admittedly, households’ net wealth grows with age, but the
consumption of Finnish households does not generally seem to respond in a statistically
significant manner to changes in wealth in any age group. In the absence of significant
changes in households’ wealth portfolio, the role of the wealth effect channel in monetary
policy transmission appears likely to remain limited in the future, too. The
internationally weak wealth effect could be explained by the concentration of Finnish
household wealth in owner-occupied housing.

The simulation results of the general equilibrium model were similar. An unexpected
tightening of monetary policy has a smaller impact on consumption and economic
growth in the aged economy than in the younger economy.
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Monetary policy channels of influence appear to weaken to some extent as the population
ages. Nevertheless, the significance of monetary policy will not diminish in the future.
Owing to the weakening of the interest rate channel, a more active interest rate policy
will be needed and, in addition, the relative importance of non-standard monetary policy
channels of influence may become more pronounced.
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FORECAST TABLES

Forecast for the Finnish economy

in 2015-2017

10 DEC 2015 11:00 AM . BANK OF FINLAND BULLETIN 5/2015 -

December 2015

ECONOMIC OUTLOOK

1. Balance of supply and demand, at reference year 2010 prices

% change on previous year

2013 2014 2015 2016 2017°
GDP at market prices -11 -0.4 -0.1 0.7 1.0
Imports of goods and services 0.0 0.0 -2.8 3.2 2.8
Expc.)rts of goods and 11 -07 01 21 27
services
Private consumption -0.3 0.5 0.5 0.6 0.6
Public consumption 0.8 -0.2 -0.1 0.6 0.6
Private fixed investment -71 -3.9 -11 33 2.8
Public fixed investment 35 -0.9 -2.3 13 1.4

Source: Bank of Finland forecast December 2015.
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2. Contributions to growth1

2013 2014 2015 2016 2017°
GDP, % change -11 -0.4 -0.1 0.7 1.0
Net exports 0.4 -0.3 11 -0.4 0.0
Domestic demand excl. inventory
-11 -0.5 0.0 11 1.0
change
of which Consumption 0.0 0.2 0.3 0.5 0.5
Investment -1.2 -0.7 -0.3 0.6 0.5
Inventory change + statistical
-0.4 0.4 -1.2 01 0.0

discrepancy

' Bank of Finland calculations. Annual growth rates using the previous year's GDP shares

at current prices as weights.

Source: Bank of Finland forecast December 2015.
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3. Balance of supply and demand, price deflators

Index, 2010 =100 and % change on previous year

2013 2014 2015 2016 2017°

GDP at market prices 108.4 1101 110.7 1.8 12.9

26 1.6 0.5 1.0 1.0

Imports of goods and services 106.8 105.2 103.3 104.6 107.0

-1.4 -1.6 -1.8 12 2.3

Exp?rts of goeds and 104.5 1037 103.0 1045 106.9
services

-1.0 -07 -0.7 1.5 23

Private consumption 108.6 110.3 110.5 m.0 112.0

2.3 1.6 0.2 0.4 1.0

Public consumption m.2 127 141 15.2 116.6

25 13 1.2 0.9 1.3

Private fixed investment 108.2 108.8 109.7 110.4 1M1

1.4 0.5 0.8 07 0.7

Public fixed investment 109.3 110.1 110.0 M1 12.6

2.0 0.8 -0.1 1.0 13

Terms of trade (goods and services) 97.8 98.6 99.7 99.9 99.9

0.4 0.8 11 0.3 -0.1

Source: Bank of Finland forecast December 2015.
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4. Balance of supply and demand, at current prices

EUR million and % change on previous year

2013 2014 2015  2016" 2017

GDP at market prices 202,743 205,178 206,014 209,474 213,586
1.5 1.2 0.4 17 2.0

Imports of goods and services 80,624 79,392 75,839 79,262 83,369
-1.4 -1.5 -4.5 4.5 5.2

Total supply 283,367 284,570 281852 288735 296,955
06 0.4 -1.0 24 2.8

Exports of goods and
78,979 77,810 77,326 80,106 84,145

services
01 -1.5 -0.6 36 5.0
Consumption 161,622 164,523 165,883 167,831 170,597
24 1.8 0.8 1.2 1.6
Private mM,31 113,621 114,384 115,551 117,355
2.0 21 07 1.0 16
Public 50,311 50,902 51,499 52,280 53,242
33 1.2 1.2 1.5 1.8

Fixed

investment 42,805 41,608 41,307 42,828 44,252
-3.8 -2.8 -07 37 33
Private 34,415 33,225 33,124 34,457 35,654
-5.8 -3.5 -0.3 4.0 35
Public 8,390 8,383 8,183 8,371 8,598
5.5 -0.1 2.4 23 27
Inventory change + statistical 39 629 2664 2030 2040

discrepancy

Source: Bank of Finland forecast December 2015.
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4. Balance of supply and demand, at current prices

% of previous year's total demand -0.2 0.2 -1.2 0.2 0.0
Total demand 283,367 284,570 281852 288735 296,955
0.6 0.4 -1.0 24 2.8
Total domestic demand 204,388 206,760 204,526 208,629 212,809
0.8 1.2 -11 2.0 2.0
Source: Bank of Finland forecast December 2015.
5. Balance of supply and demand
% of GDP at current prices
2013 2014 2015° 2016 2017
GDP at market prices 100.0 100.0 100.0 100.0 100.0
Imports of goods and services 39.8 387 36.8 378 39.0
Exp(.?rts of goods and 39.0 37.9 375 38.2 394
services
Consumption 79.7 80.2 80.5 80.1 79.9
Private 549 554 555 55.2 549
Public 24.8 24.8 25.0 25.0 24.9
Fixed investment 211 203 201 204 207
Private 17.0 16.2 161 16.4 16.7
Public 41 41 4.0 4.0 4.0
Inventory change + statistical
discrepancy, 0.0 0.3 -1.3 -1.0 -1.0
Total demand 139.8 1387 136.8 1378 139.0
Total domestic demand 100.8 100.8 99.3 99.6 99.6

Source: Bank of Finland forecast December 2015.
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6. Prices

Index, 2010 =100, and % change on previous year

2013 2014 2015 2016" 2017
Harmonised index of consumer prices,
1204  121.8 1217 122.0 123.2
2005=100
2.2 1.2 -0.1 0.3 1.0
Consumer price index, 2005=100 18.3 119.6 119.3 119.6 120.8
1.5 1.0 -0.2 0.2 1.0
Private consumption
108.6 110.3 110.5 11.0 112.0
deflator
23 1.6 0.2 0.4 1.0
Private investment deflator 108.2 108.8 109.7 110.4 ma
1.4 0.5 0.8 0.7 0.7
Exports of goods and services deflator 1045 1037 103.0 104.5 106.9
-1.0 -0.7 -0.7 1.5 2.3
Imports of goods and services deflator 106.8 105.2 103.3 104.6 107.0
-1.4 -1.6 -1.8 1.2 2.3
Value-added
deflators
Value-added, gross at basic
) 108.0 109.9 110.4 mM.2 12.6
prices
25 1.7 0.4 0.8 1.2
Private sector 106.9 1087 108.9 109.7 M1
2.4 17 0.2 0.8 1.2
Public sector 112.8 14.8 116.4 17.3 118.8
2.8 17 1.4 0.8 1.3

Source: Bank of Finland forecast December 2015.
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7. Wages and productivity

% change on previous year

2013 2014 2015" 2016" 2017

Whole economy
Index of wage and salary earnings 21 1.4 11 11 1.3
Compensation per employee 1.4 1.4 1.8 1.4 1.5
Unit labour costs 1.4 1.4 17 11 1.0
Labour productivity per employed o1 0.0 0.2 03 05

person

Source: Bank of Finland forecast December 2015.
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8. Labour market

1,000 persons and % change on previous year

2013 2014 2015" 2016 2017

Labour force survey (15-74-year-olds)
Employed persons 2,457 2,447 2,440 2,450 2,461
-1 -0.4 -0.3 0.4 0.4
Unemployed persons 219 232 252 247 245
6.1 5.8 8.6 -2.0 -0.6
Labour force 2676 2679 2,692 2,697 2,706
-0.5 0.1 0.5 0.2 0.3
Working-age population (15—64-year-olds) 3,508 3,491 3,477 3,475 3,470
-0.5 -0.5 -0.4 -01 -0.1

Labour force participation rate,

% 65.5 65.4 65.6 65.6 65.4
Unemployment rate, % 8.2 87 9.4 9.2 91
Employment rate (15-64-year-olds), % 68.5 68.3 68.2 68.5 68.9

Source: Bank of Finland forecast December 2015.
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9. General government revenue, expenditure, balance and debt

% of GDP

2013 2014 2015" 2016" 2017
General government revenue 55,0 549 55.6 557 55.8
General government expenditure 576 583 58.8 58.6 58.6
General government primary expenditure 56.3 570 576 57.5 57.5
General government interest expenditure 13 1.2 12 11 11
General government net lending -2.5 -3.3 -3.2 -2.9 -2.7
Central government -3.6 -3.9 -3.2 -31 -3.0
Local government -07 -0.8 -0.8 -0.9 -0.8
Social security funds 1.8 1.3 0.9 11 11
General government primary balance -1.3 =21 -2.0 -1.8 -1.6
General government debt (EDP) 556 593 62.8 65.7 681
Central government debt 443 464 49.2 51.5 53.6
Tax ratio 43.8 439 445 447 44.8

Source: Bank of Finland forecast December 2015.
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10. Balance of payments

EUR million

2013 2014 2015° 2016" 2017
Exports of goods and services (SNA) 78,979 77810 77326 80,106 84145
Imports of goods and services (SNA) 80,624 79,392 75,839 79,262 83,369
Goods and services account (SNA) -1,645 -1,582 1,488 844 776
% of GDP -0.8 -0.8 0.7 0.4 0.4
Investment income and other items, net
(+ statistical discrepancy) 664 2055 452 672 742
Current transfers, net -2,381  -2,406 -2,233 -2,038 -2,083
Current account, net -3,363 -1,932 -293 -522 -564
Net lending, % of GDP
Private sector 0.9 24 31 26 25
Public sector -2.5 -3.3 -3.2 -2.9 -27
Current account, % of GDP -17 -0.9 -01 -0.2 -0.3

Source: Bank of Finland forecast December 2015.
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11. Interest rates

%

2013 2014 2015° 2016" 2017
3-month Euribor1 0.2 0.2 0.0 -0.2 -0.1
Average interest rate on new loan
5 2.3 24 21 1.9 2.0
drawdowns
Average interest rate on the stock of loans? 1.8 1.8 1.6 1.5 1.5
Average interest rate on the stock of
3 0.5 04 0.3 0.2 0.2
deposits
Yield on Finnish 10-year government bonds' 19 1.4 0.7 1.0 13

! Technical assumption derived from market expectations.

2 Finnish credit institutions’ loans to households and non-financial corporations (excl.

overdrafts, credit card credits

and repurchase agreements).

3 Finnish credit institutions’ deposits from households and non-financial corporations.

Source: Bank of Finland forecast December 2015.
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12. International environment

Eurosystem staff projections

2013 2014 2015f 2016" 2017

GDP, % change on previous year

World 3.2 34 2.9 34 37
USA 1.5 24 2.4 27 2.6
Euro area -0.3 0.9 1.5 17 1.9
Japan 1.6 -01 0.5 0.8 0.6

Imports, % change on previous year

World 25 35 1.5 35 4.2
USA 11 3.8 51 43 46
Euro area 1.4 4.5 53 48 53
Japan 3.0 7.3 1.3 2.5 1.8

Index, 2010 =100, and % change on previous
year

Import volume in Finnish export markets 131 1161 116.2 119.5 124.2

2.4 27 01 2.8 3.9

Export prices (excl. oil) of Finland's trading
102.2 103.0 1034 1055 108.5
partners, national currencies

Export prices (excl. oil) of Finland's trading
104.8 1047 1094 12.3 15.5
partners, in euro

Industrial raw materials (excl. energy), HWWA
936 890 711 61.6 64.4
index, in US dollars

-27 -4.9 -201 -13.3 4.5

Oil price, USD per barrel’ 108.8 989 538 522 57.5

Source: Bank of Finland forecast December 2015.
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12. International environment

-2.8 -91 -45.6 -2.9 101

Finland's nominal competitiveness indicator”® 1013 1022 982 975 97.5
1.5 0.9 -3.9 -0.6 0.0

US dollar value of one euro' 133 133 m 1.09 1.09
34 0.0 -16.8 -1.6 0.0

! Technical assumption derived from market expectations.

2 Narrow plus euro area, 1999Q1=100

Source: Bank of Finland forecast December 2015.
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13. Current and June 2015 forecast

2014 2015° 2016F 2017

GDP, % change -0.4 -0.1 0.7 1.0
June 2015 -01 0.2 1.2 1.3
Inflation (HICP), % 1.2 -0.1 0.3 1.0
June 2015 1.2 0.2 1.0 1.5
Current account, % of GDP -0.9 -01 -0.2 -0.3
June 2015 -11 -11 -0.8 -0.6
General government net lending, % of GDP -3.3 -3.2 -29 -27
June 2015 -3.2 -31 -31 -3.0
General government debt (EDP), % of GDP 59.3 62.8 65.7 681
June 2015 59.3 62.5 65.1 67.3
Unemployment rate, % 87 9.4 9.2 91
June 2015 87 91 8.9 8.6

Source: Bank of Finland forecast December 2015.
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