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After a long period of quite fast economic
growth, the Finnish economy entered a deep re-
cession in the beginning of the 1990s. The vol-
ume of gross domestic product declined by 10
per cent in the period from 1990 to 1993, and
it took six years for the output to recover to the
level prevailing before the crisis. As a conse-
quence, employment plummeted and unem-
ployment soared. In the mid-1990s, both the
number of employed people and the total
number of hours worked were 19 per cent low-
er than in 1990. Labour input had been at this
low level previously in the late 1940s. Unem-
ployment rate increased from 4–5 per cent in
the 1980s to 18 per cent in 1994, after which it
has slowly declined to its current level of ap-
proximately 10 per cent.

As is evident from Figure, unemployment in
Finland was not as serious a problem as it was
in most other European countries before the
economic crisis of the 1990s. Even the great
depression of the 1930s did not have as large
an impact on unemployment in Finland as else-
where simply because only about one third of
the Finnish population was dependent on wage
labour in the 1930s. In fact, in the light of their
superior employment performance in the 1980s,
the Nordic countries (Finland included) were
regarded as models for other countries in organ-

izing their labour market institutions (see, e.g.,
Layard, Nickell and Jackman 1991; Pekkarinen,
Pohjola and Rowthorn 1992).

What then went wrong as the Finnish unem-
ployment rate rose in three years to the record
high levels, and what could be done to remedy
the situation? These issues are addressed in the
articles published in this issue of the Finnish
Economic Papers. The articles are a part of the
output of a research project conducted under my
supervision at the Helsinki School of Econom-
ics and Business Administration in 1996–98.
The project was financed by the Yrjö Jahnsson
Foundation, and most of its results, including
the papers appearing here, have been published
in Finnish in Pohjola (1998).

The aim of the papers published here is to
shed light on the question of what happened to
the equilibrium rate of unemployment in Fin-
land in the 1990s. The studies are all based on
the same analytical framework, developed in
Layard, Nickell and Jackman (1991), in mod-
elling the relationship between unemployment
and other economic variables. By estimating a
small structural macroeconomic model, impos-
ing equilibrium conditions on the model and
solving for the equilibrium rate of unemploy-
ment, explanations for unemployment are ob-
tained in terms of the model parameters and the
development of the exogenous variables in the
model.

In its simplest form such a model consists of
two structural relationships. The labour demand
or the price setting curve specifies a negative
relationship between the real wage rate and the
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employment level. Firms reduce their demand
for labour when real wages increase. Alterna-
tively, they find it more difficult to reduce the
real product wage by increasing the output price
when output and employment are low than
when they are high. The wage setting curve
gives the real wage rate as an increasing func-
tion of the employment rate: the tighter the la-
bour market, the higher the real wage. Wage
setters (e.g. trade unions) find it easier to ob-
tain real wage increases when full employment
is approached. The equilibrium rate of employ-
ment or unemployment is the rate at which the
real wages desired by firms and by wage set-
ters are equal. Consequently, unemployment is
the mechanism which ensures that the claims on
the national output are compatible.

In “Wage formation in Finland, 1960–1994”
Jaakko Pehkonen estimates the wage setting
relationship. His results show that productivity
growth is the main determinant of real wage
growth. Unemployment has also a statistically
significant impact on wages. A one percentage
point increase in the unemployment rate re-

duces real wages by 0.7 – 1.2 per cent when the
rate of unemployment is 5 per cent. The impact
is about half of this when the unemployment
rate is 10 per cent. Other significant factors in-
fluencing real wage growth include union pow-
er, replacement rate, import prices and labour
taxes. Regarding the formulation of fiscal poli-
cies, the interesting finding here is that differ-
ent taxes seem to exhibit differential rates of
shifting onto labour at least in the medium term.

In their joint paper “Finnish unemployment:
Observations and conjectures” Jaakko Kiander
and Pehkonen calculate the equilibrium unem-
ployment rate for the Finnish economy and an-
alyze the factors behind the increase in unem-
ployment in the 1990s. The average rate of un-
employment was 10 percentage points higher in
the early 1990s than in the 1980s. Kiander and
Pehkonen demonstrate that increases in the real
interest rate account for half, i.e. 5 percentage
points, of this raise in unemployment. Higher
labour taxes contributed 4 percentage points,
better unemployment insurance 1 percentage
point and higher wage pressure on the part of

Figure. Unemployment in selected countries in 1920–1938 and 1950–1995

Source: Maddison (1991) and the database of ETLA (The Finnish Institute for Economic Research)
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trade unions also 1 percentage point. Declining
import prices lowered unemployment by 1 per-
centage point.

The authors also predict unemployment to
fall to 8–9 per cent if the real interest rate falls
to its average level of the 1980s. Structural re-
forms of the labour market institutions are need-
ed for the equilibrium unemployment rate to
decline below this level.

In the article entitled “Finnish unemploy-
ment: A view from outside” Stephen Nickell, by
studying cross sections of 20 OECD countries
in 1983–88 and 1989–94, examines how labour
market institutions influence unemployment in
the longer term. Among the institutions consid-
ered are labour taxes, laws and regulations cov-
ering employees’ rights, trade unions and the
structure of wage bargaining systems including
minimum wages, and social security systems
and the treatment of the unemployed.

The estimation results indicate that different
taxes do not exhibit differential impacts on un-
employment. There is, however, some evidence
that overall labour tax rates raise unemploy-
ment. A 5 percentage point reduction in the ag-
gregate tax wedge reduces unemployment by
about 13 per cent (e.g. from 8 % to 7 %). The
cross-section estimation results provide no evi-
dence for the view that stricter labour standards
lead to higher unemployment. Employment pro-
tection seems to raise long-term unemployment
but to reduce short-term unemployment with no
apparent overall effect. Empirical evidence in-
dicates that trade unions generate wage pressure
and cause unemployment but this can be offset
by co-ordination among both unions and em-
ployers. Minimum wages appear to have little
or no impact on unemployment except among
the young. Generous and long-lasting unem-
ployment benefits tend to increase unemploy-

ment, but this effect can be offset by active la-
bour market policies and strictly administered
systems.

In the light of these estimation results Nick-
ell then investigates how labour market institu-
tions in Finland perform in comparison with
other OECD countries. This is done by insert-
ing into the estimated equation the Finnish val-
ues for the labour market institution variables
and calculating the equilibrium unemployment
rate. This yields an equilibrium rate of 8.2 per
cent, which is very close to the estimate ob-
tained by Kiander and Pehkonen using a time-
series approach. Nickell concludes the paper by
arguing that the equilibrium rate can be
achieved by maintaining an expansionary
enough monetary and fiscal policy stance while
preserving the existing relatively favourable
wage bargaining and social security institutions.

It can be concluded from the studies by Kian-
der and Pehkonen and by Nickell that the equi-
librium unemployment rate is about 8–9 per
cent. If economic growth continues at the
present rate of about 4 per cent a year, unem-
ployment should fall to the equilibrium level in
a year or two. For unemployment to decline to
the 4–5 per cent level that prevailed in the
1980s, structural reforms of the labour market
institutions are needed.
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