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CHAPTER FOUR

Finland and EMU

Jonathon W. Moses'

his chaprer aims to explain Finnish atticudes and ambitions wich

regard to joining an eventual economic and monetary union

(EMU). To do so, it examines the Finnish body politic from sev-
eral disparate angles; the intent is to provide an economic and a political
analysis of the current movement toward EMU. As one of the youngest
members of the European Union (EU), the character of the debate in Fin-
land on EU issues is somewhart less developed than it is in some of the
older member states. In some ways, Finnish support for the EU is vocal,
n:&nul:m. and almost naive. In other ways, the discussion is more muted
and nuanced. On matters regarding EMU, there is support and concern in
both the public and private debates. This chapter tries to map these con-
flicting concerns.

The chapter is divided into six sections. The first section provides a his-
torical backdrop: Finland relied heavily on exchange rate changes as an ac-
tive policy instrument throughout the posewar period. This history, along
with that of the successful EU referendum campaigp, is important for un-
derstanding the radical nature of the changes currently being considered.
The second section looks at the potential economic costs and criteria for
Finand’s participation in EMU. The third section examines Finland’s insti-
tutional arrangements, in particular its labor marker institurtions, for signs of
costly constraints on effective EMU participation. The fourth section spec-
ulates on the distributional divides that can be expected on the road to EMU
and after; the fifth section—on issue linkages—returns us full circle, de-
scribing how EMU is linked to other significant Finnish policy issues in an
attempr to make EMU membership more artcractive. The sixth section forms

a conclusion.
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In general, the picture painted is one of cautious support. Whereas Fin-
land’s economic structure is not very well suited for participation in EMU
and its history with past exchange rate adjustments makes a currency union
of questionable utility, the country is in the mood for change. Finns want
and need an economic transformation of some sort and apparently they are
willing to pay the costs. In terms of meeting the convergence criteria and
providing enthusiastic support more generally, Finns are strong candidates
for participating in EMU. These ambitions, however, will require rather
large social costs.

The Finnish Context

Over the postwar period, Finland, probably more than any other European
country, relied on devaluations as a regular and systematic part of its eco-
nomic policy arsenal. It is important to understand this history in order to
evaluate the difficulties thar lie ahead for Finland in a future EMU.

Exchange Rate History

Finnish economists introduced the world to the phrase and concept of a “de-
valuation cycle” (Korkman, 1978, 1980). Throughout the century, Finns
have effectively wielded an offensive exchange rate policy to protect their do-
mestic price level and/or secure its competitiveness in a world economy. In
the postwar period, devaluations were used in roughly ten-year intervals
(1949, 1957, 1968, and 1977-78) to rescue the Finnish economy from self-
induced recessions. The devaluation cycle now is perceived to have been a
vicious cycle. Since 1973, the value of the markka has been adjusted nearly
a dozen times (see Table 4.1); devaluations were, until quite recently, an ex-
plicic part of the Finnish competitiveness policy. It would be costly to forger
this history in the rush to establish EMU. (See Moses, 1995b.)

Finland's flexible exchange rate history is a long one. The Bank of Fin-
land withdrew from the gold standard in the fall of 1914, allowing the
markka to decline to about one-cighth its previous value by 1923. Accept-
ing inflation, Finland was one of the very few countries that avoided the in-
ternational depression of 1921 and learned a valuable lesson in the use of
flexible exchange rates (Haavisto and Jonung, 1993; Lester, 1939/1970).
This lesson was not quickly lost on following generations. During the
1930s, Finland avoided the deepest depths of the international depression
by using an undervalued currency to protect its domestic price level and af-
terward rebuild its economy on the back of an export-led recovery.

This tradition was maintained even under the relatively rigid Bretton
Woods regime. As a signatory since 1948, Finland was granted adjustments
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Table 4.1: Postwar Exchange Rate Adjustments of the Finnish Markka

Date
31 May 1945
27 July 1945
16 October 1945
4 July 1949
19 September 1949
16 September 1957
12 October 1967
21 December 1970
15 February 1973
4 June 1973
5 April 1977
1 September 1977
17 February 1978
21 September 1979
25 March 1980
6 October 1982
11 October 1982
16 May 1986
17 March 1989
7 June 1991
15 November 1991
8 September 1992

Movement

42.9 percent devaluation
28.5 percent devaluation
11.2 percent devaluation
15.0 percent devaluation
30.8 percent devaluation
28.1 percent devaluation
23.8 percent devaluation

2.4 percent revaluation

5.1 percent revaluation

5.7 percent devaluation
3.0 percent devaluation
8.0 percent devaluation
1.3 percent revaluation
2.0 percent revaluation
4.3 percent devaluation
6.0 percent devaluation
1.6 percent devaluation
4.0 percent revaluation
(no adjustment)

12.3 percent devaluation

Notes

Bretton Woods period

Markka floats

Trade-weighted basket peg

ECU-peg

Markka floats

Source: Moses (1995a).
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The reasons for Finland’s European policy turnaround are fairly obvious,
and we need touch upon them only briefly. The security issue is probably
paramount, although Finns deny that they are searching for extra security;
but changes in the international political order undoubtedly have made Fin-
ish EU membership less controversial. A second argument for membership
also relates to the fall of the Soviet Union. No other Western industrialized
country was more dependent on trade with the Soviet Union. Whereas the
Soviet share of Finnish exports was at 27 percent in 1982, it fell precipi-
tously to 11 percent in 1990. The repercussions on the Finnish economy
were enormous. EU membership, mm:nnu:v\. is seen as a means of reinvigo-
rating the Finnish economy and reorienting it toward Western markets:
Both the type of exports and the markets they are sold in required immedi-
ate attention.

In the first round of Finland’s 1995 presidential campaign, party (and
particularly party leader) positions with respect to EU membership were
established. Of the six candidates, all four of the major-party candidates
originally supported EU membership.> Only Claes Andersson from the
Left Party and the independent Keijo Korhonen—each representing fairly
small groups—opposed membership. After the election, the Center Party’s
Paavo Viyrynen actively opposed Finnish membership (a change thar re-
flects the underlying tensions within the Center Party on the issue of EU
membership).?

While security and economic issues appear to play a significant role in in-
fluencing Finland’s positive attitudes toward EU membership, pessimism
has grown with the more recent extension of Community powers. Support
for membership (at its peak in Finland in 1992) ook a beating after the
Danish no vote to the Maastricht Treaty—in every party setting. (See Table
4.2.) The opposition, however, did not seem to reap the full benefit of this
fall in support, as the difference was split between the opposition and those
with no opinion. Still, indecision in Europe (particularly in Denmark) about
the benefits of greater integration can be seen as one of the primary causes
of the pre-referendum increase in Euro-skepticism among Finns.

This interpretation was reflected in a survey taken in November 1993.
Finns were weary of a European Union with too much power: 82 percent of
those asked believed security and defense should remain primarily the re-
sponsibility of the Finnish government; 90 percent thought that health and
social welfare policies should be decided by national governments (and nor
jointly with the European Community); 65 percent thought that industrial
policy, 64 percent thought that value-added tax (VAT) rates, and 53 percent
of those polled thought that the currency should remain in the hands of na-
tional, not EC governments (Ludlow, 1994). The Finnish general public, like
many in Europe, is apparently leery of too much power centered in Brussels.
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Table 4.2: {
¢ 4.2: Party Support for EC/EU Membership Before and After the Danish Veto

Left Social Green

posaal Agricultural  Conservative Total

Before the Danish Veto (May 1992, percent)

F
or 42 65 69 46 85 61
Against 50 22 24 43
7 27
Other 9 12 7 11 8
12
After the Danish Veto (June 1992, percent)
F
or 51 59 51 34 74 50
Against 30 26 27 50 14
31
Other 19 16 22 16 12 18

Source: Lindstrém, (1992) 24-25.

During the ref: i
re : i
_ Durh mm. %R:ch campaign, there was little explicit reference to
monet y 1ssucs. inns expect great economic gains from EU membership
1s optimism is attached m .
ore to the opportunities off i
e this o . he opportunitics offered by the sin-
m:.ﬁ . t than HM any dynamic potential of an EMU. On EMU, Finnish
itudes seem to be influenced : u
: ced more by the fears of capi i
es s . capital flight, th
incentive it provides for fisc: i rscruring the
iscal rectitude, and the ! i
ncent , e hopes of restructuring th
Mﬁqgsozq on a broader, more productive footing o
m: . . . . . . ’
pport in Finland is complicated. Finland’s exchange rate history

&Cﬂv ne _v < Y e 0% area. in
s 0@_1 w : mCﬁ IS L—:_: to P:—anﬂn 4 common curren Ie. H

wwmmﬂum%mw @mlov&, EMJ:& has relied heavily on exchange rate adjustments
ave—by and large—been successful. Still, s h :
there has been a concentrated effort to try and i the dire o.mlw o
fixed rates of exchange; ic may be tha MZ:C ”o<n . ar.n &:wn:o: o.maonn
extra mcsman:mn. and support necessary to mmn::m””“r”oﬁ:&@ﬂoimn ﬁ”n
exchange rate picture is not clear-cut, the nature and stren .HT oMWn.»w : M
support for the EU suggests that voters will be willing to vnM what _M.Em

ment costs are necessary to achieve EMU. Not only do they see ke,
nomic benefic from being associated with the other vamnﬁmnmwm nmﬂ

membershi illi
1 P but they are also willing to pay a large security deposit for pr
tection against potential Eastern aggressors. P

Economic Criteria

\~ TG QOCDC::.O _V ospects C_ _vh_ :.ﬁ—.mVN:.: —.: m_‘ HH can _vn 0<m—CN_0& in two
ways. M 1rs ‘ W i cc. ‘%
; ) L, O‘:O can wa rﬂﬁrﬂﬂ mu:wbm:ﬂ& —: —u@ NT—O to MNHmm Hrﬂ ZNNMHHmﬁrﬁ
crireria i
3 N:& ; SO, 270:. H—‘Hn wnﬁOD& 1ssue concerns ﬂrﬂ MHHCOﬂCHN_ O—JNHNOH@H

Finland and EMU ¢ 89

istics of the Finnish economy. If Finland’s economy is not well integrated
with the rest of Europe’s, and/or if the Finnish economy is particularly sus-
mnwa.&_n O asymmetric shocks, the costs of participating in EMU can be

quite large.

Convergence Criteria

The Finnish economy is in a shambles: Unemployment hovers around 20
percent. Still, Finland can be considered an honorary member of Europe’s
elite convergence club. In 1993, Finland was one of a handful of countries
that actually met three of the four convergence criteria.* Finland’s record in
terms of the Maastrichr criteria is impressive, especially when one considers
the severity of the current crisis (and ignores the exchange rate clause, as is
vogue). The debt figure in 1994 was within a whisper of the criterion, and
two of the remaining three criteria were satisfied. Although the deficit re-
mains a problem, there is broad consensus that this indicator also will fall
within the criterion in the very near future. Indeed, the European Commis-
sion expects Finland’s deficit to fall to 1.1 percent in 1996 and its debr level
to hold steady at around 64 percent (Barber, 1995).

Nor is this record a single-shot performance: Finland has a history of fis-
cal conservatism. It is only with the enormity of the current crisis that Fin-
land’s debt burden has come even close to approaching the 60 percent (of
gross domestic product, or GDP) level. Throughout most of the 1980s,
Finnish government debt hovered around 20 mnnna:ﬂ.m The same could be
said for Finnish budget deficits, which stayed within the 3 percent of GDP
margins throughout the entire postwar period—up to 1990. On the other
two criteria, inflacion and interest rates, the Finnish postwar period is less
impressive. Still, over the past four years, the Finnish inflation rate has been
held under the Maastricht criterion, and the same can be said for Finnish
long-term interest rates after January 1993.

Thus there is little doubt that Finland can and will fulfill the convergence
criteria in the very near future. The Organization for Economic Coopera-
tion and Development (OECD, 1993a) calculated that more than 90 per-
cent of the Finnish budget deficit was cyclical, mostly a reflection of the
current economic crisis. The surge in public spending (from 40 to 55 per-
cent of GDP from 1989 to 1992) is also a result of the crisis, as is the de-
cline in public revenues (Soderstrom, 1993: 188-192). The government has
accepted strict spending guidelines for the next few years, and to fulfill these
it has made explicit and concrete decisions on how to reduce the deficit.
Once the current, deep depression is over, Finland should be able to adapt
fairly easily to meeting the demands of the Maastricht criteria. Indeed, Fin-
land’s economy may have turned the corner: Industrial output in 1995 grew
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by 7.5 percent, and trade with the former Soviet Union (particularly Russia)
is reviving.

Economic Structure

While Finland’s record with respect to the convergence criteria is positive,
the structure of its economy lends itself to rather severe asymmetric demand
shocks. This section looks at Finland’s economic structure from two vantage
points: trade and production.

Like the other Nordic countries on the periphery of Europe, Finland re-
lies on Europe as both a marker for its exports and a producer of its im-
ports.® Forty percent of Finland’s exports and 40 percent of its imports are
with EU member states. Indeed, four our of Finland’s top five export mar-
kets are within the EU: Germany (13 percent of all exports), Sweden (11
percent), the United Kingdom (10 percent), and France (5 percent). Still,
the Finnish economy is less open than that of other small European coun-
tries, and its openness is decreasing, During the 1980s, Finland’s ratio of ex-
ports (to GDP) fell from about one third to less than one-quarter (Currie,
1993: 106). In the share of both value added and employment, the Finnish
tradables’ sector shrunk over the 1990s.

What may be more relevant is the type of export goods upon which the
Finnish economy is most dependent. Table 4.3 suggests that the country is
heavily reliant on the forest industry—in particular paper and paper prod-
ucts, but also cork and wood exports. Paper and paper products make up a
quarter of Finland's total exports, significantly more than the percentiles for
any of the other export goods. Studies of European trade structures and their
interaction find Finland’s trade structure, like Greece's, to be clearly differ-
ent from the EU average.

Another way to measure export dependence is in terms of the propor-
tion of total manufacturing chat goes to export. Although production and
export figures are not completely complementary, Table 4.4 atcempts to
gauge the share of manufactures that is exported in some of Finland’s
most significant industries.” Table 4.4 begins like the previous table by
listing the five most important export industries for 1992 (at the two-
digit SITC level). It then gives the nearest production equivalent, mea-
sured in ISIC terms. Comparing these two gives us a rough estimate of
how much of an industry’s production goes to export. For Finland’s most
significant export industry (paper and paper products), nearly 60 percent
of production is exported. This industry also represents a substantial per-
centage (18.5 percent) of industrial employees in Finland (Yearbook of
Nordic Statistics, 1994). Indeed, this secror represents the largest indus-
trial employer at the two-digit ISIC level in 1992. In short, the nation’s
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Table 4.3: Five Most mmﬁo:ma Finnish Export Items, 1993

Export Share (percent)

SITC Product Group Description
64 Paper and paper products 25
67 Iron and steel 6
72 Specialized industrial machinery 6
76 Telecommunications equipment 5
24 Cork and wood 5
47

Total export share of all five products

Source: Yearbook of Nordic Statistics, (1995).

ort Composition of Manufacturing, 1992

Table 4.4: Top Five Export Industries and Ex
. Export
i alent
Export Industry mr‘—,ﬂﬂw_ mn Nearest Product Equiv Share in
duction
SITC - Exports 1 ISIC Description _v%ah”___c
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ode
Paper, paper 57.4
64 wwwwﬁ“m%%hn_. 26.7 34 products
Iron-steel, basic 58.5
67 Iron and steel 6.3. 371 industry
7 wvaoi:wam 51 n/a
machinery
24 Cork and wood 4.7 n/a
Transport 43.8
78 Road vehicles 4.6 384 manufacturing

i i i 2 “road
Note: The ranking of export industries difters from that in Table PM cn.nwﬁa _:w H_NWE v
<nEm_nw.. was a more important export industry than “telecommunications equip .

Source: Yearbook of Nordic Statistics, (1994, 1995).
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products handicaps its ability to score highly in either the GL or the in-
terindustry indices. Like the other Nordic countries, the Finnish economy is
not particularly well integrated or diversified compared to other West Euro-
pean economies.

Finland’s economy is highly susceptible to negative external demand
shocks because of its overreliance on forest industry exports. On this
point there is fairly broad consensus. The price of timber products fluc-
tuates widely in world markets and is affected significantly by the dollar’s
value. Price slumps can be exacerbated by a low dollar level because a low
dollar will increase the supply of timber and paper products from North
American producers, anvanmmm:m world timber and paper prices in Euro-
pean currency terms. Maintaining fixed exchange rates to a basket that
does not include the dollar will exacerbate booms and slumps in the
Finnish economy.

However, studies that have looked ar the symmetry of shocks between
Finland and specific EU member states have found their relationship to be
more nuanced than the export figures might suggest. In particular, Finland’s
shocks with respect to Europe’s core economies (Germany, France and the
United Kingdom) appear to be predominantly symmetric. Haaparanta and
Heinonen (1991) found this to be the case, although they found that asym-
metries increased during the 1980s.8 These conclusions were supported (at
least with respect to the core economies) by Tarkka and Akerholm’s (1992)
study, although they found significant asymmetric disturbances between
Finland’s economy and some of Europe’s more marginal economies (for ex-
ample, Denmark, Portugal, Ireland, and Greece).

Thus the structure of the Finnish economy, as it now stands, would not
appear to support an argument for participation in a future EMU. Finland’s
reliance on forest industry exports—an industry that experiences volarile
price movements, and is influenced by the value of the dollar—suggests that
Finland will pay in terms of exaggerated business cycles without recourse to
exchange rate adjustments.

The lessons here are mixed. On the one hand, Finland’s ability to quickly
reach the Maastricht criteria suggests that the cost of adapting during the
transition period to a single currency will be relatively small. The costs are
small, because these are decisions that would be made regardless of the con-
vergence criteria: Finland’s fiscal history is a conservative one. The social and
employment costs can be considerable. On the other hand, should Finland
enjoy the rewards of meering the criteria and become a member of EMU,
the costs may be quite large. If the Finnish economy does not go through a
radical, structural transition at the same time, its overreliance on forest in-
dustry products is likely to exacerbate the Finnish boom-bust cycle.

Finland and EMU ¢ 93

Institutional Setting

My primary concern here is to investigate the degree to which %nnmmn insti-
tutional cleavages in Finland can be expected to facilitate or rm:m_nm.m the
move to EMU and its performance afterward. While the focus o.m my inves-
tigation is on labor market institutions, the end of the section investigates
the potential for both bureaucratic and political party cleavages. .

The Finnish labor market—like the Swedish, and in contrast to those in
much of the rest of the world—is characterized by high levels of unioniza-
tion and centralization under peak bargaining organizations. Finland’s bar-
gaining coverage rate is 95 percent, second only to Austria (at 98 percent),
while 72 percent of its labor force is unionized (Traxler, _.oo%. 173). More
than in Sweden, economy-wide bargaining is entrenched in Finland: Peak
associations of employers and employees negotiate package deals on wages
and prices as well as economic and social policy. The &nmna.n of coverage and
coordination is such that Traxler describes Finland’s capacity for implemen-
tation as “high” (Traxler, 1994: 175).

The Finnish labor market, however, is unique in that its peak labor orga-
nizations are split along ideological lines—which happen to correspond with
different sectors of the economy. This division has not only made the o_w-
tainment of centralized agreements more difficult (and rardy; in the Zoa_n
context, Finland’s move to centralized bargaining was quite late), but it also
has led to some lack of discipline among collective bargaining partners. Thus
some of the benefits of collective, centralized bargaining have been lost be-
cause of the internecine struggles among unions.”

Workers in Finland’s private sector are mainly organized under four um-
brella organizations: the Central Organization of Finnish Trade C:_o:m
(SAK; about 60 percent of unionized employees), %w Confederation wm
Salaried Employees (TVK; about 21 percent), the Finnish Central Organi-
zation of Professional Workers (Akava; about 12 percent) and the Confed-
eration of Technical Employees’ Organizations in Finland (STTK; mvﬁ.:: .\
percent). Both ideologically and organizationally, the labor movement is n.r-
vided broadly into a Social Democratic majority and a strong OOEB::_MH
minority. Trade union leadership, both in the central ::_o:m.m:.a in most
branch unions, is in the hands of the Social Democrats. The principal 00.5-
munist-led unions are those organizing the construction and foodstuffs in-
dustries; however, the Communists are active also in a number of other
industries. On the employer side of the Finnish equation, there are two
major organizations: the Finnish Employers’ m&wEH_o: (STK) and the Em-
ployers’ Confederation of Service Industries (LTK). Together these two or-
ganizations cover over 60 percent of private sector employees.
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Since 1977, these institutions have been formally linked to, and in-
formed about, exchange rate policy decisions. In that year, the SAK would
accept the terms of a comprehensive wage agreement only if it contained a

evaluation clause. The Bank of Finland was strongly opposed to this clause,
but its resistance was in vain. The eventual agreement called for the iniria-
tion of negotiations berween labor market representatives on the possible
compensation of wage earners in the event of a substantive devaluation
(Waris, 1979). As a result, wage-earner organizations are both aware of and
instrumentally involved in decisions regarding exchange rate adjustments.

What is the effect of this institutional framework? For present purposes,
the most important consequence of chis would be whether ic can facilirate
the adjustments that will be required in EMU—given Finland’s rather
unique economic structure. In particular, does the high degree of coverage
facilitate greater or less wage flexibiliry?

Characterizing the flexibility of national labor markets is not easy, and |
have applied some of the same measures used in Chapter 9 to try to find a
comparable measure of wage rigidity in the Finnish economy. As Table 4.5
suggests, Finnish real wage growth greatly ourstripped productivity increases
throughout most of the past two decades. Compared to the other Nordic
countries, Finland scored exceptionally low in terms of the discrepancy re-
mainder. Although the difference berween product real wage and productiv-
ity growth rates appears to be diminishing, by 1987 the Finnish record was
still disturbing. Yet the picture may be nrmzmim. During the mid-1990s, be-
cause of the depression, there have been no negotiated collective pay rises.
Because of the carry-over effects and a small wage drift, wages and salaries
did rise by one percent over this period, but real wages in Finland actually
declined. (See Nordic Economic Outlook, 14 February 1994, p. 9.) Neicher
did the 1991-92 depreciations lead to immediate compensatory wage
claims, as might have been expected.

Christian Bordes (1993) has investigated the degree of wage flexibility in
Finland. He found that the country has a particularly high value of elasticity
for its nominal wage rate with respect to inflation, and a relatively high value
with respect 1o unemployment. Compared to other OECD economites, Fin-
land has the highest value for its elasticity of nominal wage rates with respect
to inflation. These conditions facilitated the devaluation cycle: The economy
adjusted to negative shocks with a deterioration in employment. This, in
turn, slowed nominal pay increases. The adjustment jtself was facilitated by
the high elasticity of nominal wages to unemployment (Bordes, 1993: 83).

This is not to suggest that the centralized bargaining structure in Fin-
land can be held responsible for the current economic difficulties.
Throughout the 1980s, this system delivered rather moderate wage in-
creases, even during the boom conditions that followed the liberalization of

Finland and EMU ¢ 95

Table 4.5: m,SEm\: Labor Productivity and Real Wage Development in Manufacturing
1967-72 1973-77 1978-83 1984-87

3.8 5.0
Product real wage growth 6.4 5.0
E 4.8 5.0
Productivity Growth 4.8 0.4
1.6 5.4 -1.0 0.0

Discrepancy

Note: Data are average annual percentage change.
Source: Calmfors (1990b), p. 24.

Finland’s financial markets. Indeed, Finland’s share of total wage n.oma *Mo
national income actually fell throughout the 1970s and Gwom., Uwom::m the
Finnish profit levels. Wage shares msnnnm.m& only after &a Finnish o_:m:wﬁ
fell off, suggesting that the country’s high wage share is a consequence,
rather than a cause, of the current slump (Currie, 1993: 123). U
The relevant question is: How will wages be affected by m.: v.
The lessons here are more encouraging. If we assume H.rm: H.Tn EMU wi be
inflation adverse, Finland’s high nominal wage elasticities ,.z:r respect HM :M
flation will be less problemaric. More important, should Finland v.mW:. ar
by an asymmetric demand shock, such that unemployment levels begin to
rise, we can expect fairly strong nominal wage drops (due to the maﬂmzm neg-
ative elasticity of nominal wages with respect to m:naw_ov:dn:c.. _ is _.m:m_m-
nificant, as the burden of adjustment costs within EMU most likely wil 70
borne on the backs of workers. Under these unique conditions, one might
st that Finnish labor benefits from lower wages. ‘
m:mﬂww wﬂﬂnwﬁmaﬂcmo:m_ legacies in Finland are mmmimwu:m with respect Hm
movement toward EMU. First, divisions between the Finnish nazﬂw_&vm:_
and government over the necessity of fixed nxnwmzmn rates have vnnm mﬁw-
oping for some time. This difference came to light in 1991, w ozwﬁ _M.
markka was linked to an ECU basket. The then nnzﬂ.& bank governor, %_
Kullberg, forced the hands of the government on the issue: He unexpecte Tv\
announced in a press conference that Finland would vm:m.mﬁ by mo__wéﬁm t M.
Swedish example (in linking to the mOCv.. m<n:.8m=v.\|5 the vmm.“:_:m%-
1992—Kullberg was forced to nnmmm_? taking with him much of the credi
ili i s hard-currency policy.
?r@”ﬁ”%wﬁ% Mo<n::dm5 5&%@7»% won its 1992 skirmish Emﬂr. H.rn cen-
tral bank, its victory was almost certainly Eq}.wn. In w&n« to participate hus
the third stage of EMU, legislation mo<n::=.m Finland’s bank i_ﬁ Tmﬂn to an
reformed significantly—granting it more ﬁsanvn:an:nn” In ¢ M s o:m
medium term, then, the central bank and its _o.:m-mﬁza_:m pre Qm:Mn or
fixed rates will benefit. Eventually, however, this rw&-.éoz indepen m.wﬂn.n
might be lost in the halls of the European Monetary Institute (EMI). In this
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out of the light of public debate; the institutional arrangement in Finland
(among Finland’s central bank, the Parliamentary Supervisory Board, and
the government) allows these decisions to be made by a small group of rel-
atively autonomous actors. Interest rates, exchange rate policy, and mone-
tary policy in general have been described traditionally in technical,
apolitical terms.

Having said that, two important sectoral interests predominate in the
battle for Finnish monetary policy (and hence in the fight for support of
EMU): those more traditional interests that benefited and actively encour-
aged a Finnish adjustment policy based on frequent exchange rate adjust-
ments, and those more nascent interests that want to pursue a fixed rate
policy in order to discipline wage earners and encourage investments in
high-tech industries.

The forest industry sector in Finland has enormous political and eco-
nomic resources at its disposal.!! With these resources it has been able to in-
fluence monetary policy and has benefited tremendously by Finland’s active
devaluation policy. This reliance on devaluations has, however, undermined
the price competitiveness of labor-dependent productive firms in the
nascent Finnish high-tech sectors. These industries argue that frequent de-
valuations encourage continued investment in the forest industry sector at
the expense of other sectors. The original hope of the fixed exchange rate
strategy (since 1982) was that it would aid in diversifying the Finnish econ-
omy: to force a move out of the forest and into more high-tech industries.'?
These industries benefit less from a devaluation strategy and are more de-

pendent on domestic wage competitiveness. Although the original strategy
failed, the new push for EMU in Finland can be seen as a second attempt to
employ this sort of diversification strategy. Should this strategy prove suc-
cessful, distributional consequences along sectoral, and hence regional (that
is, rural-urban), lines can be expected.

The organization of Finland’s peak union affiliations also provides some
interesting insights into sectoral interests with respect to support for a po-
tential EMU. As mentioned earlier, unions are divided along sectoral and
ideological lines. This division provides us with an opportunity to see how
different sectors react to a given monetary policy (at least among organized
workers in that sector). These divisions can be seen in the 1991 “Sorsa pro-
posal,” which called for a 7 percent wage cut instead of a devaluation.
While the closed sector unions preferred this proposal, exposed unions were
vehemently opposed, preferring instead an equivalent devaluation. In the
end, the exposed unions were strong-armed into conceding, burt there was
a great deal of uncertainty during the industry-level bargaining round. The
chreat of exit haunted the whole process. Eventually, because of a run on
the reserves, the central bank devalued, and the markka fell by 15 percent.
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for a variety of reasons, and full membership—in all EU projects—is seen as
a necessary and important element in convincing others of their new geopo-
litical position. But political support need not be read only in security terms.
For the time being, there is great hope that participating in the EU will bring
about the investment and employment sparks currently lacking in the
Finnish economy. While the 1992-93 depreciation has helped to increase
competitiveness in Finland, there remains a great deal of uncertainty. Be-
cause of this, the fortunes of Finland’s economic and political future have
been tied to the hope of an economic recovery in the rest of Europe. The
sagacity of this decision remains to be seen. Politically, however, there is great
support for European solutions. In contrast to Swedes, Finns have main-
tained optimism about the EU. Polls taken in June of 1995 showed stable
support for EU membership, with 55 percent of the people polled being
“fairly satisfied” with membership and 40 percent being dissatisfied (Car-
negy, 1995b). These results were close to those of the referendum outcome
in October 1994, where 56.9 percent supported membership.

In addition, as is the case in many other countries, there is a hope that
Finland may have some say about the nature of European monetary policy
in the European Central Bank. Under contemporary economic conditions,
Finns have effectively lost control of their monetary policy. Because of the
increased mobility of finance capiral; it has been difficult for them to main-
tain confidence in, and support for, their basket-pegged exchange rates. Pop-
ular opinion has it that Finnish monetary policy is now being made in
Germany. The hope is that participating in EMU will return some element
of Finnish control over the interest rate policies that affect the domestic
economy.

The second main linkage issue has to do with restructuring the Finnish
economy. As previous sections have alluded to, participation in EMU is seen
as bitter but necessary medicine for improving the health of the Finnish
economy. In Finland there is broad consensus abour the importance of fur-
ther integrating with the rest of Europe. Economic integration is seen as the
only hope for escaping from the threat of economic volatility. With the col-
lapse of its near-monopolistic trade relationship with the Soviet Union, Fin-
land is facing a world economy that demands higher product standards than
did the Soviet Union and it remains an export economy in search of a mar-
ket. Almost overnight, Finland lost its principal supplier of cheap energy.
Membersship in the EU, with its generous transition funds, is seen as a means
of restructuring the Finnish economy to meet the needs of a new, more de-
manding marketplace. Participation in EMU is seen as a significant element

in this restructuring process.
Over the past decade, there has been a general recognition of the need
for the Finnish economy to move away from its heavy dependence on the
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forest industry sector and into a more diversified, more production-based
cconomy. Forsman, Haaparanta, and Heinonen (1993) argue that an acrive
exchange rate policy, like the one Finland pursued throughout most of the
postwar period, accommodates negative demand shocks for key export in-
dustries; but in so doing, it also may prevent an economy from achieving a
higher degree of diversification by blocking structural change. As we saw
carlier, devotion to a new fixed-exchange-rate regime is one important as-
pect of a policy designed to spur diversification.

In order to meet the requirements of the European Common Market and
maintain competitiveness, Finland has had to streamline its trade and sub-
sidy policies, liberalize large segments of its economy, and reorient its export
outlook. As Finland has the most liberal (thar is, noninterventionist) of the
Nordic economies, this transition might have been less painful for it than for
the others—had it not been for the severe depression. Preparing for Euro-
pean integrarion, although painful, is seen as part of the necessary costs of
re-orienting the Finnish economy in a more westerly direction. One main
element of this restructuring plan has to do wich the final linkage item: at-
tracting European investment capiral.

Although the most recent depreciation has not prompted inflation, fears
of previous devaluation cycles still haunt the Finnish investment environ-
ment—at least that part of it which is potentially mobile. In the middle of
the 1980s, Finnish companies rapidly began expanding their foreign direct
investments in Europe both in reaction to the Single European Act and out
of concern that the government would return to its devaluation cycle. By the
lace 19805, every chird markka was invested abroad by a handful of majot
Finnish international firms. In the 1990s, the outflow has decreased, but it
is still substantially higher than the inflow (Viyrynen, 1993: 70).3 It is
hoped that participation in EMU will stop the outflow of Finnish capital.
{See Figure 4.1.)

Curiously, the devaluation cycle may have contributed to Finland’s rela-
tively high level of general investment; its removal as an instrument could
have drastic consequences on domestic investment. The earlier environment
was described by Korkman (1992: 289): “A common interpretation ts that
there used to be an ‘implicit understanding’ berween industry, the forest in-
dustry in particular, and the central bank, thar investment activity should be
strong, and that, as part of such a policy, the exchange rate would be deval-
ued if this was necessary to ensure some minimum return on investment.
Arguably, this is one explanation for the high investment ratio which has
been characteristic of the Finnish economy. . . .”

"Thus more mobile investment capital —fearing future devaluations—has
begun to flee. The remaining investment capital can no longer expect to
benefit from furure devaluations. Arguably, the Finnish investment climare
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- ‘ Figure 4.1
Finnish FDI Flows

Percentage GDP
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Source: OECD (1993b).

is in transidon. During this transitionary _unaomr until more Eo.v__m n»m:SM
pools can be encouraged to return to the country, the domestic _v:<nm~5amn
environment looks dour. The difference, :.:mo:::mﬁn_& ,rum :M: rm.n: Bmm&
up for with stocks of inward foreign m:n.mnm investment ATUS_._ nt _Mm HMWUH,
the Finnish case is strikingly deviant: Finland has a very small stoc mo o mw
(See Figure 4.2.) Thus EMU wm:mnwwwaos no:_.& be seen _m.w part MSME Hmﬁo
strategy to minimize the potential risks for foreign capirtal in an p

fit. .
mﬁ:MMﬁ M:Wn“mcm of the overlapping (as opposed to crosscutting) nature Mm
Finnish political, regional, and ideological n_nmwmmnm. there Raw_.m MQO_M
sectoral and societal pressures for future &Qﬁ_:m:o:m.. How ﬁromnm,)n Za w&n
cated along the road to EMU remains to be seen. As in the rest Mv H n_ ME:-
region, financial markets in Finland are small, young, m:m aww:.amw y e
fluential. The strongest advocate for EMU Enavonmr% is (an ,Mu: WE i
the Finnish central bank. For the Bank of m_:._m:mv EMU members n“@nu\nn
finally provide a firm nominal constraint on m:::.mr wage aﬁ:\nmmn_m:manmm:
governments—a policy for which it has been arguing over severa Mn ¢ ”:T
also will relieve the bank from ?B%ao_:m:v\mﬁno:mv m_owmwﬂaﬁmﬁoo”wﬁaa

1 ¢ to devalue. In this policy, the centra .

M“M“_M_m W_MMMM Finns are willing and confident that they will be among the
first group of countries to constitute the EMU.
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Figure 4.2
Stocks of FDI, 1991
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Conclusion

In conclusion we might ask: What are the costs of Finnish membership in
EMU, and what is the likelihood of Finland mmrmnism membership, given
those costs? As is the case with many of the other councries discussed in this
volume, answers to these questions are difficult and subtle. Economically,
there are strong arguments against Finland’s joining EMU. Politically, there
appears to be strong support for participation. How can these differences be
reconciled?

From a historical perspective, the conclusion is quite clear: Finns always
have relied on flexible exchange rates. Unless there is a radical transforma-
tion of the Finnish economy, participation in EMU will be very costly. Finns
have developed other adjustment mechanisms in the past and have become
heavily reliant on them. The reason for this reliance on exchange rate ad-
jusements is clearly demonstrated in the unique production and export
structure of the Finnish economy. Overdependence on a specific export sec-
tor, forest products, makes the Finnish economy terribly susceptible to
asymmetric demand shocks. Without recourse to adjustable exchange rates,
the Finnish economy—should it not undergo a radical restructuring—will

have to rely even more heavily on unemployment and wage flexibility as
mechanisms for adjusting to these shocks.
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The key element of the economic analysis is locked in the phrase “un-
less there is a radical restructuring or transformation.” This is where the
political argument enters and takes center stage. In Finland there are
strong political pressures for just that sort of economic restructuring.
Using the collapse of the Soviet market as an excuse and an engine for
change, Finland hopes to begin rebuilding its economy on a broader,
more Western-oriented export foundation. Participation in the European
Union and its EMU are seen as important elements in that restructuring
drive.

Because of these ambitions, there is an apparent willingness to pay what
could amount to be very significant social costs of transformation. To be fair,
the alternative—maintaining an overdependence on the forest industry—
could be equally costly as the fortunes of this industry are notoriously cycli-
cal. Still, Finland’s economic past does not bode well for membership in a
European currency union. Restructuring will mean that adjustments to in-
ternational demand shocks will be taken from the macropolicy arena and
forced down to the microlevel: onto the pay slips of wage earners. Thus, in
the long run, participation in EMU is linked to a strategy for restructuring
the Finnish economy. This straregy, in turn, will depend on the ability of
Finland’s elites to maintain political support for a transformation that will
be both enduring and costly.

Notes

1. T would like to thank Jeffry Frieden and Erik Jones, along with all of the
other members of the EPG, for their comments and suggestions over the
many drafts of this chapter. Of course, I alone remain responsible.

2. Specifically, they were: Martti Ahtisaari (Social Democrats), Paavo Viyrynen
{Center Party); Raimo Ilaskivi (Samlingspartiet: the Conservative Party);
and Elisabeth Rehn (Swedish People’s Party).

3. Politically, agrarian interests have been more powerful in Finland than in
the other Nordic countries. See Andersson, Kosonen, and Vartiainen
(1993).

4. The members that met three of the four criteria (none met all four) in 1993
were; France, Ireland (exempted debrt), Luxembourg, the Netherlands, and
the United Kingdom.

S. According to Bank of Finland figures, about half of the central government’s
debt is denominated in foreign currencies.

6. Unless otherwise noted, the figures in this paragraph are from Yearbook of
Nordic Statistics (1995).

7. In 1992, the most recent year for which we have comparable statistics, Fin-
land’s export structure changed from the year after (1993). In 1992, Road
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11.

12.
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Vehicles were more important than Telecommunications Equipment in
Finnish export terms. Contrast Table 4.3 wich Table 4.4.

These asymmerries, the authors argue, are probably the result of the rela-
tively late deregulation of the Finnish financial sector; the radical change in
Finland’s eastward trade; and, of course, dependence on the forest industry.
Industrial negotiations did not really become centralized until the 1960s,
since which time they have raken on several of the characeeristics of the
Swedish and Norwegian models. See Golden and Wallerstein (1995).
Though Liponen, the prime minister, is a Social Democrat, his crisis gov-
ernment included Conservatives, Greens, and former Communists.

In 1992, the Bm::mun?:mzm of paper and paper products alone (ISIC 34) ac-
counted for 20 percent of all Finnish industrial production and 12 percent
of Finnish GDP (Yearbook of Nordic Statistics, 1995).

Two examples are almost universally presented as the sort of firms that the
adjustment policy was supposed to encourage: Nokia (a high-tech, electron-
ics firm) and Kone (a forklift producer).

Viyrynen notes that in 1992, Finnish companies invested about 8.9 billion
markkas (net) abroad, while a total of 1.7 billion was invested in Finland,

CHAPTER FIVE

Greece and EMU

Miranda Xafa’

his chapter addresses a number of issues in assessing  Greece's
prospects for convergence with the European Union and its integra-
tion in EMU:

* Is Greece a good candidate for monetary union with the rest of the EU
based on the criteria set out in the optimum currency area literature?

* What drives positive sentiment toward EMU and support for the “hard
drachma” policy?

* How far is Greece from fulfilling the convergence criteria laid out in
the Treaty as a prerequisite for joining EMU?

* What are the prospects for, and obstacles to, convergence?

* Does compliance with the fiscal convergence criteria ensure convergence?

Political Economy Considerations

Support for membership in the European Community (EC) in public opin-
ion and across political parties has increased significantly since full mem-
bership in January 1981. (Sec Figure 5.1.) Public opinion turned mildly
negative with the election of a Socialist government in October 1981, which
denounced the Furopean Community (and the North Adantic Treaty Or-
ganization [NATO}) on grounds of conspiring to reduce Greece's sover-
eignty. Nonetheless, growing transfers to Greece from the EC structural
funds and agricultural support funds subsequently helped increase public
support for membership.

The deepening of European integration with the Single Market program
and the Maastricht Treaty, the collapse of the Soviet Union, and the end of




