
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
Summary 
The three Nordic EU countries, Denmark, Finland and Sweden, are small open 
economies with well developed welfare systems and inclusive labour markets. They 
have performed relatively well in the last decade. In Finland and Sweden, catching-
up effects after the crises in the early 1990s and ICT have played a role. Reforms 
have been intensively pursued, facilitated by a consensual governance setting, 
including in the 1990s a widely-shared sentiment of crisis. The three countries have 
gone far in deregulating markets and enhancing competition. In the labour markets, 
overall light employment protection legislation combines with generous 
unemployment benefits. Reforms have focused on improving the efficiency of costly 
active labour market policies, including tightening availability criteria. The universal 
insurance, available as part of the welfare state, may have helped to gain 
acceptance of reform. Challenges include pressures on highly taxed labour in a 
context of increased global mobility of factors of production and the need to improve 
the efficiency of the large public sectors including in the provision of public services.  

 
 
Introduction 
The three Nordic EU economies, Denmark, Finland and Sweden are relatively well 
off with higher than EU average GDP per capita. In the past decade, compared to 
many Member States, these small open economies have seen higher growth and 
higher employment. This Country Focus does not try to assess the impact of these 
countries’ well developed welfare state on economic performance, a contested topic 
with little conclusive evidence. Rather, it tries to put this performance in perspective. 
Three issues seem particularly important. First, the role and implication for economic 
developments and reform policies of the deep economic crises in the early 1990s in 
Finland and Sweden. Second, the degree of deregulation and increased competition 
in product markets. Third, the performance and inclusiveness, in terms of high 
labour market participation, of the Nordic labour markets. There are also common 
challenges to the financing of the welfare state, mainly in the context of increased 
competitive pressures from globalisation and the impact of demographic trends. 
 
In terms of macroeconomic frameworks, only Finland is part of the euro area, while 
Denmark pegs its currency to the euro. The Swedish krona is freely floating but has 
been relatively stable against the euro in the context of the inflation targeting regime. 
in all three countries, price stability is well anchored and public finances are sound, 
easily satisfying Stability and Growth Pact requirements. At the same time, there are 
differences in economic structure where in particular Sweden and Finland have a 
higher share of high-tech industry. The three countries share values as expressed in 
an encompassing welfare state and inclusive labour market (see Lindbeck, 1997, 
Thakur et al., 2003, Kiander, 2004). Common features include: 1) an active state 
running ambitious general welfare and social insurance commitments with a view to 
enhancing equality of income and wealth; 2) high public sector spending, taxes and 
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public employment; 3) active labour market policies aimed at high employment rates 
and inclusion; 4) relatively, albeit decreasingly, centralised wage bargaining and a 
large influence of social partners; 5) a pronounced free-trade regime and 6) more 
recently, a strong focus on innovation. These features developed gradually over the 
post-war period but expanded in terms of the size of government only in the late 
1960s and early 1970s.  
 
 

After rain follows sunshine: the 1990s crises and recovery  
In Finland and Sweden, the impact of and response to the deep economic crises of 
the early 1990s are important for explaining today’s situation. Denmark had earlier 
suffered  macro-economic imbalances in the 1980s; developments in the early 1990 
were less dramatic as regards growth and budgetary performance, but the rise in 
unemployment to 10% similarly created a crisis sentiment in response to which 
labour market reforms were launched. In Finland, real GDP contracted by almost 
12% in the early 1990s and in Sweden by more than 4%. The budget surpluses of 
the late 1980s turned into huge deficits peaking in 1993. From rates of 2-3% before 
the crises, unemployment in 1993 rose to 16% in Finland and 9% in Sweden. In 
Finland the downturn was further exacerbated by the collapse of the Soviet 
economy. The large and persistent depreciation of the Finnish markka and Swedish 
krona set the scene for an export-led recovery. However, neither employment nor 
output have yet recovered to pre-crisis trend lines (Cerra and Saxena, 2005). The 
crises led to a number of policy responses. Stability-oriented macro economic 
frameworks were put in place. The central bank in Sweden (Riksbanken) was made 
independent and responsible for price stability. Finland joined the Exchange Rate 
Mechanism in 1996 and adopted the euro in 1999. In this context, the wage 
formation process takes into account the low inflation regime and wage 
developments have been compatible with safeguarded competitiveness. Budgetary 
frameworks were set up to ensure surpluses and debt reduction. In Sweden, a 
comprehensive pension reform was enacted in the late 1990s. The three countries 
have had room for manoeuvre for the automatic stabilisers to play fully, including in 
the recent downturn (European Commission, 2004a).  
 
Growth in the last few years, in particular in Finland and Sweden, have been 
characterised by high productivity growth. At the end of the 1990s, ICT investments 
and production played an important role. Recently, productivity growth has 
continued at a high note, especially labour productivity growth in high-tech 
manufacturing. All in all, the increase in unemployment, loss in growth and 
budgetary pressures created the need and conditions for reforms in product markets 
and a sharper focus on efficiency and adaptability of labour markets.  
 

  Table 1: Macroeconomic indicators 
1993 - the low point of 

recession 2004 
DK FIN SE EU-12 DK FIN SE EU-12

GDP growth (% change) 0.0 -1.2 -2.0 -0.8 2.4 3.7 3.5 2.0
Output gap -4.0 -7.9 -5.1 -1.0 -0.8 0.4 0.2 -0.5
GDP/capita (PPS, EU-
15=100) 109.6 93.6 104.3 100.2 110.6 109.0 112.5 98.4
Budget balance ( % of 
GDP) -3.7 -7.2 -11.4 -5.72) 2.8 2.1 1.4 -2.7
General government 
expenditure (% of GDP) 61.7 64.2 73.0 53.52) 55.6 50.7 57.4 48.6
Unemployment1) 9.6 16.3 9.1 10.1 5.4 8.8 6.3 8.8
Inflation (% change)  0.9 3.3 4.8 3.4 0.9 0.1 1.0 2.1
Source: European Commission services   Note: 1) % of total labour force; 2) EU-12 excl. Spain 

 
 

Efficiency-enhancing reforms… 
While the deep economic recession created a strong case for efficiency enhancing 
market reforms, EU membership and the internal market have changed the 
conditions for government intervention and product market regulation. The Nordic 
countries, in particular Denmark and Sweden, have the highest tax burden in the EU 
with well-known efficiency risks. Corporate taxes have been reduced whereas 
taxation on labour remains high. Swedish top marginal income taxes were markedly 
reduced in a broad tax reform in the early 1990s. Denmark recently lowered income 
taxes, albeit without reducing top rates for reasons of equity.  
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The Nordic countries have gone far in deregulating markets and reducing 
regulations. According to the OECD product market regulation (PMR) indicators, 
Denmark ranks among the “relatively liberal” countries. Finland and Sweden find 
themselves towards the better end of the middle ground, better than the EU average 
(OECD, 2005a). The degree of transposition of Internal Market directives is among 
the highest in the Union. Network industries were effectively liberalised at a 
relatively early stage. This includes postal services, electricity and telecom sectors. 
At the same time competition policies have been reinforced both nationally and 
through EU competition policy. Denmark, Finland and Sweden also feature a high 
degree of openness to trade and investment, contributing to a high exposure to 
international competitive pressures.  
 
Nevertheless there is still room for improvement. In spite of efforts to enhance 
competition and to remove distortionary regulations, competition problems remain, 
not least in services. As the public sectors are among the largest in the EU and state 
ownership is significant in sectors delivering services which in other countries are 
provided by private suppliers (OECD, 2005b), the efficiency of the public sector has 
a significant effect on the efficiency of the economy as a whole. The general price 
level in all three countries is among the highest in the EU, indicating that there is still 
room for improvement in competition (European Commission, 2004b).  
 

Table 2: Selected structural indicators 
1993 2004 

DK FIN SE EU-12 DK FIN SE EU-12
Total  trade to GDP ratio1)  64.0 59.5 60.1 59.5 81.8 68.7 84.5 68.8
R&D spending (% of GDP) 1.7 2.2 3.0 1.9 2.42) 3.42) 4.32) 1.92)

Product market regulation index 1.5 2.1 1.8 2.1 1.1 1.3 1.2 1.5
Employment rate 72.1 61.0 71.3 60.1 75.7 67.6 72.1 64.8
Structural unemployment 6.7 11.6 4.6 9.1 4.5 7.8 4.9 8.3
Employment protection 
legislation index 2.1 2.3 3.5 3.0 1.4 2.0 2.2 2.3
Source: European Commission services, EUROSTAT, OECD  Note: 1) (X+M)/GDP    2) 2001 

 
 
 

…while maintaining inclusive labour markets 
Reforms of product market in most countries have preceded labour market reforms 
(OECD, 2005a). Denmark, Finland and Sweden have had a relatively good labour 
market performance in the last decade (Table 2). At above 70%, employment rates 
in Denmark and Sweden are among the highest in Europe; in Finland it is lower but 
above the euro area average. However, hours worked per employee are relatively 
low. This can be explained by generous leave schemes and high sickness absence 
(particularly in Sweden), but may also be linked to high marginal tax rates. Labour 
market policy aims at protecting workers from long spells of unemployment (on-the-
market protection) rather than on preserving existing jobs through job protection 
legislation (on-the-job protection). Short of constituting a model, there are common 
elements in the labour market framework in the three countries. Relations on the 
labour market are characterised by a consensual culture. A large share of the labour 
market regulations are the result of agreements between the social partners, with 
little direct state intervention. The wider welfare system includes elements which 
favour broad labour market participation, such as generalised access to childcare. 
This labour market regime can be characterised by the following main elements: 
 

• wage formation has moved towards less centralisation, but social partners 
remain important in highly unionised labour market; 

• unemployment benefits are relatively generous, but controls are strict; 
• employment protection legislation is overall light in an EU context; 
• active labour market policy is given high priority. 
 

In the academic literature it is argued that both full decentralization and full 
centralisation of wage negotiations yield lower wage inflation than intermediate 
situations (Calmfors and Driffill, 1988). In the Nordic countries unionisation is high 
and wage negotiations are relatively centralised; while Denmark in particular has 
seen a shift towards decentralisation, several centralised features persist. In 
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Denmark, mainly minimum wages are negotiated centrally while actual wages are 
set at local level. In Sweden, wages are typically negotiated by sector. In Finland, 
the tradition has been to negotiate long-term moderate centralised wage 
agreements, supplemented by income tax cuts. The degree of centralisation of 
labour market agreements also has a bearing on issues related to the financing of 
the welfare state. As noted by Andersen (2004), centralised agreements tend to take 
more into account wider effects of the agreements, such as on labour supply. 
 
Unemployment benefits in the Nordic countries are among the highest in the EU, in 
particular for low wage earners, and benefit duration is relatively long. The purpose 
of the unemployment benefits is to maintain a degree of income equity between 
employed and unemployed but also to support a period of job search. However, this 
entails the risk of contributing to weak or negative financial incentives to remain 
actively in the labour market. Disincentives of this kind are relatively marked in the 
three countries, both in terms of net replacement rates and unemployment traps 
(Carone et al., 2003). Most studies underline the importance of financial incentives 
for effectively addressing such traps. While the level of unemployment benefits has 
not been lowered in the Nordic countries, other aspects of the benefit regimes have 
been reformed. In Denmark and Finland, recent tax reforms have addressed the 
disincentives caused by the combination of benefits and taxes by introducing an 
earned-income tax credit. In Sweden, recent efforts to reduce labour income taxes 
have been made but tax increases at local level have had a partially offsetting effect. 
In Denmark, the duration of unemployment benefits has been reduced from seven to 
four years. In the same vein, the criteria for eligibility for unemployment benefits 
have been tightened in Denmark and in Finland (Danish Ministry of Finance, 2004). 
 
The generous unemployment benefits should, however, be seen in the context of 
the relatively light employment protection legislation (EPL), with rules governing the 
labour market to a large extent based on collective agreements between the social 
partners. According to OECD indicators, Denmark has some of the least onerous 
employment protection rules, with Sweden and Finland being closer to the EU-15 
average. When comparing labour markets, the academic literature has pointed to a 
possible trade-off between unemployment benefit generosity and strictness of labour 
market regulation. In particular, it has been claimed that the degree of employment 
protection and the level of unemployment benefits can be substitutes (Buti, Pench 
and Sestito, 1998). The chart below illustrates this relation for the EU-15 countries 
(using the OECD gross replacement rate as a proxy for benefit generosity). 
Denmark is in the quadrant with generous unemployment benefits and light EPL, 
while Finland and Sweden are closer to the average on both scores. Some, but not 
all, of the countries with heavier EPL have less generous unemployment benefits.  
 
Chart 1: Gross replacement rate and employment protection legislation 
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 Source: OECD.   Note: The GRR is from 2001 and the EPL is from 2003 

 
However, employment performance varies between these different combinations. 
While the evidence of a link between EPL and unemployment is inconclusive (for a 
survey see Young, 2003), less onerous hiring and firing rules contribute to flexibility 
and adaptability on the labour market and labour market turnover tends to be higher, 
as is notably the case in Denmark and Sweden. Moreover, heavy EPL tends to 
hamper both job destruction and job creation. It may therefore aggravate insider-
outsider type problems which contribute to structural unemployment. In Denmark, 
the “flexicurity” combination of generous unemployment benefits and light EPL has 
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allowed for a relatively low structural unemployment rate. Furthermore, high 
employment protection may lead to slower adjustment of the labour market to a 
downturn, thereby enhancing the risk of persistence of unemployment at a higher 
level (Danish Ministry of Finance, 2004).  
 
Maintaining high unemployment benefit levels without generating excessive work 
disincentives places high demands on labour market policy and institutions. The 
financial disincentives can to some extent be counterbalanced by active labour 
market policies, where strict availability rules play an important role. The 
effectiveness of activation policies in complementing the generous unemployment 
benefits is a key factor for the sustainability of the Nordic labour market (Andersen, 
2004). Active labour market policy can help displaced workers to re-integrate into 
the labour market and thus enhance the adaptive capacity of the labour market 
(OECD, 2005d). Activation of the unemployed can reinforce availability rules and 
raise qualifications and employability. However, relying on administrative measures 
for the enforcement of availability rules rather than on financial incentives is costly. 
At some 4% of GDP (2004), labour market policy expenditure in Denmark is highest 
in the EU followed by that in Sweden. In Denmark’s 2003 labour market reform, 
activation was scaled back and more focus put on job search. In Sweden, measures 
have been taken to streamline and focus programmes while volumes have generally 
been cut (even if there has been an expansion again in 2004/2005). In Finland, a 
strengthening of active labour market policies was part of the 2003 employment 
programme. All in all, a recent OECD study finds that labour market reform intensity 
has been high in the Nordic countries, in particular in Denmark and Finland, with the 
focus of the reform efforts being on active labour market policies (OECD, 2005c).  
 
 

Future challenges 
Advanced economies face increasing competitive pressures from globalisation and 
in many cases labour supply pressures from demographic trends. Increased global 
competition puts pressure on mobile tax bases and factors of production. Ageing 
populations increase budget pressures for pension payments and welfare services 
with a shrinking workforce. In the Nordic countries where the public welfare 
commitments require large public resources these issues are particularly pertinent.  
 
The Nordic approach to safeguarding the financing of the welfare state is based on 
current pre-saving by reducing debt levels; increasing labour supply to compensate 
for the increased ratio of pensioners and on increasing competition in services to 
allow for a more cost-effective provision of public services. This strategy is well 
reflected in the challenges identified in the EU Lisbon agenda for growth and 
employment. The labour market, product market and tax/pension reforms carried out 
over the last decade give the Nordic countries a good starting point to face these 
challenges. This is evidenced in the assessment of long-term fiscal sustainability 
made by the European Commission and the Council on the basis of national stability 
and convergence programmes. The three countries are all deemed to be in a 
“favourable position” to meet the budgetary challenges from ageing.  
 
Nevertheless, the potential scope for addressing future challenges of financing the 
welfare commitments in the Nordic countries is restricted by their already high taxes 
(in particular on labour) and high participation rates. It therefore cannot be excluded 
that expenditure priorities will need to be reviewed. If taxes are not raised, the tax 
base may need to be broadened through increased labour market participation. In 
this context, there is scope to further increase employment among older workers 
and students (European Commission, 2004c). A specific challenge is the inclusion 
of immigrants, in particular from less-developed countries whose employment rates 
are much lower than among workers of Nordic origin. The labour market integration 
of the descendants of these immigrants will be important for future labour supply.  
 
 

Conclusion 
Some fifteen years ago, Mancur Olson (1990) asked “How bright are the Northern 
lights”. He concluded that an economy open to imports and exports, avoiding special 
interests legislation, cartelisation and collusion can be innovative and prosperous 
even with large equality-oriented transfer systems. This assessment still seems valid 
and, overall, the Nordic economies have shown an ability to adapt within such an 
approach by enacting economic reforms. In Sweden and Finland, in particular, the 
momentum for reform can be linked to the aftermath of the crises of the early 1990s 
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and to EU entry. In all three countries, a consensual governance setting has 
facilitated reforms. The universal insurance from the welfare state may also have 
helped to gain acceptance for reform. Looking ahead, the inclusive and relatively 
flexible labour markets may be an asset in view of increased globalisation. 
Nevertheless, challenges for all three include pressures on highly taxed labour in a 
context of increased global mobility of factors of production and the need to improve 
the efficiency of the large public sectors including in the provision of public services. 
The already high employment rates need to be raised to secure the financing of the 
welfare commitments. Further reforms in tune with the Lisbon agenda should help 
meet the future challenges.  
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