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ABSTRACT: The beginning of the 1990 s has witnessed the collapse of the Eastern Euro-
pean economies and a severe recession in some Western European countries. However, in
most countries the economic difficulties have been milder than those experienced during the
Great Depression of the 1930s. Finland is an exception of this rule. In Finland the current
recession - if measured by output losses - has been clearly worse than the previous one 60
years ago. Yet Finland is not the only Western country where some of the current develop-
ments resemble those of the 1930s. For example, also the other Nordic countries and the
United Kingdom have experienced more or less severe debt deflation. All the Nordic count-
ries also experienced a banking crisis.

In this paper we discuss the relative role of foreign and domestic shocks. Was the economic
policy conducted during the recession the right one? Was the crisis unavoidable after the li-
beralization of international capital movements? We also further review the actual develop-
ments and the economic policy discussion during the recent depression.
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TIIVISTELMA: Iti-Eurcopan taloudet sortuivat 1990-luvun alussa ja myos jotkut Lénsi-
Euroopan maat ovat kokeneet suurimmat tuotantomenetykset sitten sotienvilisen ajan.
Useimmissa lintisissd maissa vaikeudet ovat kuitenkin olleet pienemmat kuin 1930-luvun
lamassa.

Suomi on kokenut viime vuosina suuren laman, jota voitaisiin kutsua toiseksi suunreksi la-
maksi. Se muistuttaa monella tavalla 30-luvun ensimmdisté suurta lamaa. Osa Suomen vai-
keuksista johtuu erityistekijoistd, esimerkiksi Neuvostoliiton kaupan supistumisesta. Suomi
ei kuitenkaan ole ainut maa, jossa nykyinen taantuma muistuttaa 1930-Juvun lamaa, Esimer-
kiksi muissa Pohjoismaissa ja Isossa-Britanniassa on koethy samantapaisia vaikeuksia yli-
velkaantumisen ja sitd seuranneen velkadeflaation seurauksena. Laman taloudelliset ja sosi-
aaliset vaikutukset ovat niin suuria, ettd aihe tulee ldhivuosina olemaan tirked twtkimus-
kohde.

Tutkimuksessa vertaillaan 1930- ja 1990-luvun lamoja, tarkastellaan laman aiheuttaneita
kotimaisia ja ulkomaisia tekijoitd, pohditaan talouspolitiikan mahdollisuuksia laman torjun-
nassa sekd ldpikiyddin laman aikana kiytyi talouspoliittista keskustelua.

AVAINSANAT: Lama, velkadeflaatio
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1. Introduction’

During recent years the Eastern European economies have collapsed and some Western Euro-
pean countries have experienced their greatest output losses since the interwar period. The
economic difficulties in most countries have nevertheless been less severe than during the
Great Depression of the 1930s.

Finland, however, has recently experienced a great depression, the Great Depression 11 (GD
i1}, that in many ways corresponds to the Great Depression of the 30s (GD 1). The Finnish GD
II - as measured by output losses - is also deeper than the Finnish GD 1. The depression of the
1930s was (like, e.g., in Sweden and in the UK) in Finland rather mild compared to, e.g., the

USA and Germany.

Some of Finland's recent difficulties are country-specific: For example, the pre-collapse level
of trade with Soviet Union was higher than in other Western European countries, However,
Finland is not the only Western European country where the recent recession resembles the
interwar depression. For example, the other Nordic countries - with their banking crises and
debt deflation - and the UK experienced similar difficuities during the depression of the
1930s. Recently King (1994) has pointed out that the 1990s recession has been deepest in
those countries where the pre-recession increase in debt was fast and led to debt problems. In
figure 1 we have added Finland to King's data.’

The economic and social consequences of the recent Finnish depression are such that it will
be an important research area in the years to come. In the following we raise some questions
which should be on this research agenda. In section 2 we point to the many similarities of the
Great Depression II with the Great Depression of the inter-war period and compare the gen-
eral developments during the two depressions. In section 2.2. we discuss the role of deficits in
the current account and accumulating foreign debt, which in both depressions seriously con-
strained economic policies. The role of monetary and fiscal policies is dicussed in sections
2.3. and 2.4. In section 2.5. we describe the debt and deflation problems which strengthened
the external shocks Finland experienced and prolonged the depressions. In this connection we
point to special problems of debt deflation in a small open economy. The process may last
longer if a large part of the creditors, which should gradually offset the spending cuts of the
debtors, live outside the country, i.e., if the country as a whole is overindebted. The devalu-
ations used for reflation of the economy also add to the debt problems of the sheltered sectors,
as the foreign debt of small countries is often denominated in foreign currencies. In section
2.6. we discuss the labour market reactions during the two depressions, in section 2.7. the role
of institutional changes and in section 2.8. the possibilities to forecast great depressions.

: This paper was presented at the 40th Anniversary Symposium of the Y1j6 Jahnsson
Foundation in August 1994, in Sannis. We are grateful for the comments of Pekka Ahtiala,
Bengt Holmstrom, Seppo Honkapohja and Lars Jonung and other participants in the seminar.
: The shortfall of growth is the difference between the actual growth rate between 1989
and 1992 and the trend growth between 1974 and 1989. The household debt ratio is the ratio
of household debt to GDP.



Figure 1. Debt and the 1990s recession
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In section 3 we deal with the opinions and discussion of economists in both periods. Once
again, similarities in the topics are strong. The public debate has focus upon cyclical prob-
lems, many related structural issues and the role of economic policies in general. In this con-
nection we wish to take up the role of Yrjo Jahnsson, who was the only professional
economist questioning the economic policies in the 30s. During the recent depression the
public debate has been much more intensive: we have heard disagreeing views on the origin
of problems and on the proper policies not only from political parties, but also from univer-
sities and research institutes. The fact that the authors have had different views on the nature
of problems and on the proper policies, hopefully helps to present a balanced survey of this
discussion. In section 4 we give some preliminary conclusions.

2. Comparison of the two depressions
2.1.  General developments

Both great depressions were preceeded by strong booms related to expansive policies, and to
deregulation. Credit expansion led not only to growth of domestic demand and of imports, but
also to increases in wages and prices, particularly in asset prices. Capital movements were
free in both periods, and part of the expansion was financed by private borrowing from
abroad, which seemed attractive under fixed exchange rates. These developments, together
with an unexpected fall in exports and deterioration in the terms of trade, led to balance of
payments problems and higher interest rates. International interest rates were high and be-
cause of speculation on the future value of the markka, the Finnish interest rates were even
higher. This was followed by a fall in domestic demand, decline in asset prices, problems



with the indebtedness of the firms and households, credit losses and banking crises, severe
production losses, and record high unemployment.

Figure 2. GDP at constant prices, 1925 = 100 and 1986 = 100
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Due to the Gold Standard in the early 1930s and the fixed ECU-parity in the earty 1990s, the
exchange rate and monetary policies were first inactive and a period of very high real interest
rates was experienced. In both cases it was also the collapse of the international monetary
framework that finally freed national reflationary policies. Similarities (see table 1.) can
further be found in the development of government budgets deficits and particularly in the
problems that deflation causes in an open economy where most agents feel over-indebted.

Table 1. Similarities of GD 1 and GD 11

Preceeding boom: increase in 1926-28 1987-89
debt and asset prices

Deregulation of external 1926 1985-89
economic relations

Current account deficits' 1927-30 1988-92
Fixed exchanﬁe rate system 1926-31 1682-92
that collapse

High interest rates 1928-31 1989-92
Export shock 1929-30 1990-91
Debt deflation in an indebted 1930-34 1990-94
small open economy

Reflation 1932- 1993-

! There was a small deficit every year from 1978 but a sharp increase began in 1988,
21 gé)lced exchange rate regime was continued after a 12.6 per cent devaluation in November




In connection with great shocks the loss of income experienced is typically, almost by defini-
tion, considered not to be cyclical but structural. This more or less permanent nature of the
problems sertously limits the possibilities to overcome great depressions by economic po-
licies. Particularly fiscal stimulus, even the functioning of automatic stabilizers, is constrained
by the mere size of deficits and the debt. In small open economies the problems related to the
"twin deficit" - the accumulation of the public and the foreign debts - are closely intertwined.
The deteriorated external balance may hinder any expansion of public debt.

The GD I started in Finland somewhat earlier than in other countries: the booming economy
experienced difficulties in exports already in 1928, The international interest rate increases of
1928 and 1929 were followed also in Finland. Monetary policies were further tightened also
because of the acute current account problems. Domestic demand, particularly construction
and investment declined. Within three years output declined by 4%, which was much less
than in other European countries. Unemployment rose, but not to the same level as in other
countries. Devaluation and relatively favorable developments in the export markets heiped
the economy to recover relatively soon. Some sheltered sectors, e.g., construction, banking
and agriculture suffered longer than export-oriented manufacturing.’ Figure 5. shows the vol-
atility of the construction sector: In the 20s its volume more than doubled and then was re-
duced by half, while in the 80s it first increased by 50 % and then decreased by 50 %.

Figure 3. Terms of trade
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3 See Hjerppe, lkonen, Valkama (1993).



Figure 4. Interest on government bonds and inflation
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Output losses during the GD II have been much greater than in the GD 1. After the rapid
growth during the latter half of the 80s, GDP declined by close to 13 % from 1990 to 1993.
External shocks were in the aggregate larger, and also the starting point was more difficult. At
the end of the 80s the current account deficit had become structural even without any further
external shocks. On the top of the problems caused by bad policies came the big surprises:
trade with sosialist countries, which was expected to decline only gradually, collapsed in
1991, international and domestic interest rates where higher than expected, the terms of trade
worsened (this happened also during GD 1), export markets in Western Europe suffered from
a deeper-than-expected recession, and it proved harder than expected to defend the hard

currency line: the short-term interest rate differential between Finland and Germany was dur-
ing several years 4-5 %.

Figure 5. Volume of housing construction, 1926 = 100
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Figure 6. The share of Russia/Soviet Union in Finnish exports
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The development of unemployment rates in various countries during the recent recession and
during the Great Depression confirms our views on the relative severity of the two depress-
ions. The 90s was in Finland much worse than the 30s. The current depression in Finland re-
sembles that of the US in the 30s. Of course, many reservations, particularly on the social and
psychological costs of the depressions, have to be made. The safety nets of the welfare system
that have been developed in the post-war period, make, e.g., income losses by unemployment
smaller. Of course, the costs of the safety nets are also higher.

2.2.  The role of external constraint

The long-term growth performance of the Finnish economy has been relatively good. During
the last hundred years only a few countries (Japan and Taiwan) have had higher growth rates.
A basic structural problem in a fast growing economy has been the allocation of resources be-
tween the open and sheltered sectors. Ambitious growth targets have led to serious balance of
payments crises and to repeated conflicts between the external and internal balance (current
account equilibrium vs. full employment). The most severe crises have taken place after the
first world war, at the end of the 20s (just before the Great Depression), during the second
world war, in connection of the first oil crisis, and again during the present depression.

Large current account deficits and a mounting foreign debt acted as a constraint also in con-
nection with both great depressions. During the years preceeding the depressions import ex-
penditures exceeded export earnings and the country became indebted already during the
"good times". When difficulties in the export markets appeared, there was no easy way out. If
one cannot balance expenditures and income in good times, the adjustment needed in bad
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times will be bigger and more painful. It will also be the greater, the longer the necessary ad-
justment is postponed.’

More expansionary policies in the beginning of both GD I and GD II aimed to stop the falling
domestic demand would have led to increased foreign borrowing (or would have stopped the
restoration of the external balance). The constraint posed by the external debt thus led to
tighter policies and to higher unemployment than would have been the case with less foreign

debt.*

The present short-run trade-off between external and internal equilibrium related to more or
less expansive fiscal policies (change in public demand) is depicted in figure 8. It shows how
radically the position of the choice loci associated with ordinary demand management po-
licies has changed since the end of the 80s. Fiscal stimulus could lead to a decrease in unem-
ployment, but it would also seriously exacerbate the current account. The trade-off line
related to fiscal policies is expected gradually to shift upwards to the left because of increased
competitiveness and upturn in export markets.

Figure 7. The Finnish net foreign debt
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The high level of foreign debt has consequences also for the debt deflation process. When the
Finnish debtors are paying in net terms to foreign creditors, this leads to cuts in domestic de-
mand, but not 10 offsetting spending by the creditors inside the country, which in a closed
economy sooner or later helps to stop the downward spiral. Of course, the foreigners may buy
Finnish shares and other assets or make direct investments in Finland, but only a small part of

) In principle it is possible to avoid the painful adjustment by continuing the borrowing
in bad times and promising to pay back when times get better. There is some limit to which
such a policy is credible and can be continued. Experience shows that it is extremely difficult
to forecast exactly where this limit happens to be.

That the external constraint was also seen to be binding by the policy makers, can be
seen in the publications of the Finance Ministry and the Bank of Finland. See also Koivisto
(1994;). The authors views in this respect differ somewhat, see Kiander (1993), Vartia (1988,
1993).



their increased liquidity is likely to come to Finland. To some extent this has actually hap-
pened: the inflow of foreign capital has heliped to stabilize the economy (see fig. 14).

Figure 8. Phillips curve and the trade-off between internal and external
equilibriam

18.0 ¢ 5
16.0 4
14.0 4
12.0 ¢

10,0 +

Inflation rate, %
&

6.0 ¢

4.0 +

2.0 +

00 L e e e s L e e e e WA S
0 1 2 3 4 5 6 7 B 9 10 11 12 13 14 15 16 17 18 19

Unemployment rate, %

40 1

20+

0.0

Current account per GDP, %

-804
C 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 1B 19



2.3.  Exchange rate regimes and monetary policy

Since its establishment in 1860, the parity of the Finnish markka, except for some shorter in-
tervals, with other currencies has been more or less fixed. Before WW I the markka was tied
to the gold standard. After the war, and after a period of floating and significant inflation, the
markka was tied to the new gold parity in 1926. The gold standard was followed and de-
fended until autumn 1931. Finland gave up the gold standard only after Great Britain and
other Nordic countries had done so. After a year and half of floating, during which the
markka depreciated considerably, it was tied to the sterling.

After WW II Finland joined the Bretton Woods System and after a short period in the early
1970s the markka was fixed against a (trade-weighted) basket of currencies. The inflation rate
has during the post WW II period exceeded the average OECD inflation rates. The markka
was devalued several times during the second half of the 40s, in 1957, in 1967, three times in
1977-78, and again in 1982. Devaluations offered a way to correct functional income disribu-
tion and profitability in the open sector and thus to promote investment and growth. Further-
more, inflation and currency depreciation has not been continuous: there have been long
periods when the inflation rate has been very low, Such periods have occured often also im-
mediately after devaluations, when there has been a lot of idle capacity and unemployment
has been high. If one starts from a disequilibrium situation (where the overvaluation of the
currency is, say, 10 %) a 10 % devaluation does not necessarily lead to 10 % increase in pre-
vaililng domestic prices. It leads to 10 % higher prices than the no-devaluation alternative,
but the no-devaluation alternative means 10 % deflation (if we assume no change in the in-
ternational prices.®

The control of capital movements and the regulated financial system provided the central
bank with considerable monetary autonomy up to the early 80s. With the introduction of free
capital movements and the discontinuation of credit rationing, things changed radically.
These changes should also have led 1o a re-examination by authorities of the roles of monet-
ary and fiscal policies. Fiscal policies, however, were not tight: budgets were often balanced,
but if the budget calculations had been based on a requirement of equilibrium in the current
account, the surplusses should have been even higher.

6 See Alho&Vartia (1983). Many of the problems related to exchange rate regime and
policies are structural and outside the macro-level wage-price-exchange rate determination
process. One fact has been the very divergent price movements in the main export industries,
the forest and metal industries. There are many reasons which make currency appreciations
more difficult than depreciations. Kiander (1994) presents a model, where both negotiating
parties prefer devaluation to deflation. There is one exchange rate, but many export prices,
many profitabilities, many income distributions. The exchange rate affects inflation, but also
competitiveness. It regulates competition between firms in different sectors in the home
country, but also between the domestic firms and foreign firms on the same sector.
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Figure 9, External value of the Finnish markka
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It is against this background of repeated devaluations and of institutional changes, that the
strong support the "strong currency" line becomes understandable. There was a general belief
that exchange rate accomodation was gradually built into expectations and this made the con-
tinuation of the policy more and more difficult. However, it is very difficult to say how much
empirical evidence we have on this: inflation rates have often been very low even after large
devaluations. A vast literature on the devaluation cycles and on the harmfuliness of devalu-
ations was created.” The strong currency approach was also supported by the academic dis-
cussion on credibility, monetary policy and rational expectations.

In June 1991 Finland followed the other Nordic countries and made a unilateral commitment
to fix the parity between the markka and Ecu. However, already in the fall of the same year,
the Bank of Finland had to give up and devalue. Interest rates were high aiready during the
preceeding boom as the Bank of Finland tried to dampen the growth and inflation rates. Due
to the institutional problems, which we will discuss in section 2.7, the effects of the high in-
terest rates on the demand for credit were small. There was also a lot of political opposition to
raising of interest rates. Interest rates were very high in the early phase of the GD II because
the exchange rate parity was defended. After the start of the float the Bank of Finland was not
actively trying to lower interest rates as it was afraid of exacerbating the depreciation of the
markka and inflation. The crisis of the EMS in September 1992 started in Finland, even if
Finland was not a member. After losing considerable currency reserves the markka was al-
lowed to float in September the 6th. Italy devalued on the 13th, the pound started to float on
the 16th, the lira on the 17th, Spain devalued on the same day and Portugal followed on No-
vember 22nd. As described earlier, the fundamentals at that time made Finland the weakest
point in the system, and other weak points were attacked after Helsinki had first given up.?

7 See, e.g, Korpinen & Kykkinen (1974), Oksanen (1978), Leppénen (1975), Korkman

1978, 1980).
g This view is contrary to the pure speculative model of Eichengreen (1992), where fun-

damentals do not have a role.
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It is an interesting question whether Finland could have let the currency float earlier when the
pressure was building up against it.” In the hindsight, when we know that many countries
have resorted to the float, we can say that there was an ex post wrong belief that the float was,
if not impossible, at least infeasible. The main obstacle to allowing the Finnish currency to
float was probably the desire to behave as other Western European countries: Finland ac-
cepted the EMU-criteria when 1t applied for the membership in EU in spring 1992. Of course,
in addition to the Bank of Finland and the majority of the government ministers, many busi-
ness leaders and academic economists believed (and some still believe) that the hard currency
line was the best for the economy.

2.4.  Fiscal policies

During the GD I the stance of monetary policy was tight. The official view emphasized also
tight fiscal policies, but the result was somewhat unclear. During GD II overall fiscal policies
were much tightened until 1994, regardless of the large budget deficits. However, the central
goverment and especially the municipalities have cut their consumption and investment,
while transfer payments have soared. There is some disagreement as to what the actual fiscal
policy line has been. Because of the automatic stabilizers the deficits have been large, even if
some budget cuts have been made.

Discussion related to allocation of resources to the open and sheltered sectors has typically
dealt with the size of the public sector. In recessions the value of public expenditure in rela-
tion to the GDP increases almost by definition. If the shocks the economy experiences are
considered to be permanent, the share of the public sector may be seen as too high. This topic
was discussed during both depressions.

Political rhetoric on the state budgets has not changed much from the 30s to the 90s. During
both depressions the official line has emphasized tight policies and demanded further budget
cuts. The stance of the actual policies is harder to measure. Despite of cuts in public con-
sumption and investment the budget deficits have increased sharply in 1991-1994. There are
three factors which explain most of this development: (i) rapid growth of unemployment
benefits; (ii) bank support of about 8§ percent of GDP; and (iii} higher interest payments.

Decomposition of the deficit to the cyclical and the structural component is particularly diffi-
cult and uncertain when the output gap is large. If the estimation of the Finnish output gap is
based on continuation of the past growth trend of 3 %, this would give an output gap of close
to 20 %. If we lower the potential output, say, by 10 %, the structural part of the deficit, of
course, becomes very large.'

? Actually this was discussed in the Bank of Finland (see Vanhala (1993),
10 See OECD (1994).
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Figure 10,  Gross debt of the central government in relation to GDP
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More important for economic policy decisions than the decomposition of the deficit, is the
sustainability of the public debt. After made and planned cuts the outlook is satisfactory: the
debt/GDP ratio seems to stabilize under 100 % by the end of the 1990s.

Budget cuts made during the period of rapidly falling output have probably worsened the
overall situation, and there has naturally been much discussion of the possibility of a more ex-
pansive fiscal policy. However, there are two main risks connected with the use of fiscal
policy which have prevented the administration from making a Swedish-type Keynesian ex-
periment’’: the fear that higher expenditure would (i) prevent the stabilization of the external
balance and (i) increase the interest rates, which might eliminate the positive income effects
through crowding out effects. The first risk was dominating in the early phases of the depress-
ion, but as the current account has turned positive the second risk is now considered to be
more important.

The fact that fiscal policies have allowed huge deficits during several years is due to the very
good initial state of public finances: In the end of the 80s Finland was one of the few
countries with a negative net debt.” Figure 11. shows that the problem is not yet the size of
the debt but (as in Sweden) the large deficit. Recently there has been a rise in the long rates,
probable due to the large deficits in Sweden and Finland. The Finnish fiscal policies face the
same credibility paradox as many other indebted governments; short-run stimulation could be
more extensive if the decisions to cut the long-term (structural) level of public expenditure
could be credibly made. The problem is that such promises seldom are very assuring in the
eyes of the market.

1 In Sweden the fiscal policy has not been much tightened during the recession of
1991-93, As a result the Swedish budget deficit was the largest in the OECD area, 18 percent
of GDP in 1993.

i2 The state has traditionally provided low-rate loans for housing and agriculture, The
gross debt of the public sector was around 15 % in 1990. Furthermore, the semi-public Fin-
nish pension system is partly funding.
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2.5,  Fisherian debt defiation

Between the two large recessions of the 30s and the 90s debt deflation was not a problem. In
the 80s even the possibility of such a phenomenon was ruled out in the investment calcula-
tions, when the general price level and asset prices increased rapidly. During most of the post-
war period the real interest rates were low or even negative. The indebtedness of the house-
holds was also kept low by legally and institutionally forced credit rationing.

Figure 11.  Public debt in the OECD-countries in relation to GDP
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Figure 12.  Savings ratio of households in Nordic countries
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After the liberalization of the credit markets in the mid-80s the households and firms begin to
increase their borrowing rapidly. More or less the same phenomenon took place also in the
private sector of Finnish economy both in 1925-29 and 1985-89. Rapid economic growth and
an increase in wealth gave a general feeling of optimism and prosperity which encouraged
households and firms to further increase their debts. The good prospects and relatively low in-
terest rates made it also rational to do so ex ante (in fact, rising asset prices helped borrowers
to borrow more and still to keep their debt/wealth ratio constant).'”® This led to a reduction of
saving as measured in the national accounts (see figure 13.). Similar trends were experienced
in all Nordic countries and UK.

Authorities assured publicly many times that no devaluation would occur, and many bor-
rowers of foreign currencies believed that as well in the 80s as in the 20s. A wide differential
between domestic and foreign interest rates and the strong commitment of the Bank of Fin-
land made this option lucrative in the eyes of some small entrepreneurs and bank directors not
accustomed to currency risks."”

Figure 13.  Household assets and debts in relation to disposable income
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12 It is interesting to note that if savings are measured by changes in net wealth, which

corresponds to a broader concept of income, savings ratio of households would have in-
creased and not decreased.

4 See King (1994).

s There was a similar case in Chile in the early 80s, see Akerlof and Romer (1993). To
maintain its own credit-worthiness the government of a small country had to guarantee the
foreign debts taken by the private sector.
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In the 30s the debt deflation was caused by a combination of falling producer and consumer
prices and positive nominal interest rates. The real interest rates for producers were over 20
percent and the values of collateral shrank, causing many problems for borrowers and their
creditors. In the beginning of the 90s there was no deflation if it is measured by consumer
prices and only minor deflation in producer prices. However, high nominal interest rates, fal-
ling asset prices and the rapidly increasing markka-value of foreign currency denominated
debt resulted in real interest rates of 20 percent or more for many investors. At the same time
the savings rates of firms and households rose to record levels. Borrowers tried to reduce their
indebtedness by high saving, but at the same time they saw the value of their wealth melting
away faster than their debts.'

A special problem related to the debt deflation in an indebted small open economy, has been
the effects of devaluations on the markka-value of foreign currency-denominated debt. De-
valuations were an essential part in spurring the export-led recovery: even if the markka value
of the debt increased in the manufacturing sector, so did the export earnings. However, many
firms in the sheltered sector had also taken foreign currency loans: the depreciation of markka
increased their debts and squeezed their sales. Consequently, most firms made record losses
in 1992, This has aggrevated the deflation in many sectors, e.g., in construction and the
wholesale and retail trade. The number of bankruptcies peaked in 1993.

e This process is very well described in Fisher (1932). See also Tobin (1980).
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Figure 14.  Indebtedness of industry, construction and trade
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It should not be a surprise that such a combination of excessively high real interest rates and
decreasing asset prices with low demand produces first payment difficulties, then bank-
ruptcies and finally credit losses for the banks. As a result Finland entered a fullscale banking
crisis in 1992, at the same time with Sweden and a couple of years later than Norway. In these
three countries as well as in the US the crisis was most severe within the savings banks. It is
worth noting that in the GD I the banking crisis was milder in Finland than elsewhere (e.g. in
the US where thousands of banks fell in the early 30s); small banks fell but they were merged
to big banks which survived without large losses. In the 1990s even the best banks have had
to be supported by the state,”’

2.0, Labour market adjustment

Unemployment has soared in GD II to levels never seen before in Finland. Its peak reached
19 percent in 1994. The increase of unemployment has been 15 percentage units within 4
years - a record rise in the post-WW II world in the industrialized countries. In the 30s the
rise of unemployment was much smaller yet it was considered as a national disaster in those
days. The number of registered unemployment was at worst 90,000 (or 7 percent of the labour
force) in 1931. However, it is almost sure that the lower unemployment in the 1930s meant at
the individual level more destitution and suffering than the record high unemployment of the
1990s. The obvious reason for this was the absence of unemployment insurance 60 years ago.

Figure 15,  Unemployment rate in Finland and US
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According to almost all theories wages should decrease as a response to increasing unemploy-
ment. In the 30s, the nominal wages decreased significantly. Due to falling prices the change
of real wages was not so clear. In some sectors - agriculture and forestry - the real wages

17

For the forms of the bank support see, e.g., the various publications of the Govern-
ment Guarantee Fund.
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decreased and finally were close to subsistence level. Real wages of public sector employees
rose somewhat although their nominal wages were cut by 10 percent.

During GD II there has been a significant wage moderation. Three consecutive annual wage
settlements have yielded zero increases in contract wages in 1992-94. In fact, in 1991 a 5 per-
cent general wage cut was almost accepted. In October 1991 the central organizations of
employers and employees accepted an agreement which would have cut nominal wages by 3
percent. The purpose of the wage cut was to avoid a devaluation. However, the trade unions
of the export industries did not accept the proposal, which then collapsed. Soon after this the
Bank of Finland was forced to devalue the markka. There has later been a lot of discussion
about whether such a wage cut would really have helped the maintenance of a fixed exchange

rate.

The continuation of small but positive wage drift and the slowdown of inflation have kept
real wages more or less unchanged in 1992-1994. However, due to many increases of taxes
and tariffs, the real disposable income of households has shrunk considerably. There has been
much discussion on the role of wage flexibility and the non-wage labour costs. Of course,
these are general European problems and also in the Finnish debate the international argu-
ments have been repeated.’

2.7.  Consequences of institutional changes

An important Jesson from both of the great depressions is that institutional changes like dere-
gulation of foreign trade or of financial markets or tax reforms may have serious conse-
quences for the functioning of the economy. Even if resources are devoted to investigating
these behavioural changes already beforehand, great uncertainties remain as to the magnitude
of the consequences. The liberalization of trade contributed to the current account deficit be-
fore GD I and the deregulation of financial markets did the same before GD II. We have in
figure 13 sketched the consequences of institutional changes related to the GD 11"

The post-war financial markets (before 1985) were characterized by regulation and attempts
to stimulate investments by low interest rates. Interest rates on credits were administered,
low- interest deposits were not taxed and capital movements regulated. The Bank of Finland
controlled the volume and allocation of investments by controlling availability of credit from
the banks. The banks were indebted to the central bank and it could control the banks' behav-
iour by controlling their profitability. Bank-intermediated debt-financing was favoured further
by high tax rates, possibilities to deduct interest payments from taxable income and generous
depreciation and provision allowances.

In this kind of environment deregulation led to rapid credit expansion and contributed to the
overheating of the economy: the debt ratios of firms and households increased. High corpor-
ate tax rates and tax planning directed the profits to risky businesses. At the same time the
risks related to cost of financing increased: rates were market determined and a part of the
credits was denominated in foreign currencies.

8 For a recent contribution to this discussion see Dréze, Malinvaud (1994).
o We are grateful to Tarmo Valkonen for this figure.
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The aim of the tax reform carried out in the late 1980s was to broaden the tax base and lower
tax rates. Introduction of a low tax on interest from deposits increased the required return on
real estate and equity. The early version of the avoir fiscal system tightened taxation of firm
income and dividends. Debt-financing simply became less attractive than it had been. It is an
interesting research task to try to investigate how these stitutional changes contributed to
the decline in share and real estate prices.

Figure 16.  Asset prices and timing of the institutional changes
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2.8. Forecasting and great depressions

Ecenomic decision making under uncertainty requires some view of the future and it is im-
portant that the users of forecasts understand the risks related to various forecasts. During
normal times there is a tendency to overestimate the ability to accurately forecast future
events: conditional point forecasts are taken too seriously, no alternative scenarios are in-
vestigated, and not enough precautionary measures are taken, One lesson from the great de-
pressions is that big surprises do happen every now and then. These surprises are related to
events that are (often falsely) considered to be outside economics: international politics, wars,
earthquakes, weather, strikes, availability of raw materials, epidemic diseases, technological
or institutional changes, social innovations, etc. Few of us know how high the probability of
dying in a meteor impact is, few firms are prepared for the big Japanese earthquake, and few
goverments are prepared for large systemic risks which lead to banking crisis and unsustain-
able public deficits.

It is not possible to discuss these problems and their role in recent developments in detail
here. However, it is clear that large forecasting errors were made in Finland before and during
the GD IL. Underestimation of the growth rates during the latter half of the 80s was one rea-
son why economic policies were not tightened enough. On the other hand, underestimation of
the severity of the recession certainly postponed the solving of the problems because of lack-
ing realism. If, e.g., unemployment had been forecast - and the public had believed it - to
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increase 1o 20 % a couple of years earlier than it actually was, this would have contributed to,
wage moderation in the overbeated economy. In hindsight, many firms overinvested and be-
came overindebted, which led to bankrupties, credit losses and banking crises. Households
based their plans on unrealistic asset prices and had to correct their financial position by in-
creased saving, which led to a furher fall in domestic demand. The public institutions were
not prepared for systemic risks related to an unusually deep recession. The banking crisis be-
came rapidly acute and the rules of the game related to risk sharing between banks and the
public sector were not clear.

Figure 17.  Errors made in forecasting the GDP for the next year's budget in the
previous fall
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The banking crises is not even today generally understood to be a systemic problem: accord-
ing to the popular view only the banks are to blame. The banks' role in the unhappy develop-
ments has been overestimation of the importance of the market shares and underestimation of
the credit risks. However, the major reason for banking crises has been the unexpected re-
cession and the resulting very high level of credit losses. Banks cannot avoid interest rate
risks and credit losses even if they invested only in goverment bonds or state guaranteed
loans. A cautious banking system would not be good for the economy. Having a banking
crisisis once in a century may be a sign of the fact that the system is functioning well rather
than a sign to the contrary. This is why we need continuous discussion of the institutions re-
lated to banking inspection and to banking crises.

3. Where do the economists disagree?

There seem to be the same basic divisions of opinion on economic policies during the both
depressions, GD ] and GD II. The question of the exchange rate is the most important issue.
In GD I the mainstream view did not see any feasible alternatives to the gold standard until its
very collapse (that was of course a common pattern of thinking throughout the world in those
days). Sixty years later the majority of economists still saw the regime of fixed exchange rates
as the best way to cope with the crisis, although the number of those proposing a
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discretionary devaluation increased as the recession proved more severe than expected. In the
following we point out also to main disagreements as to fiscal policies and as to the nature of

structural problems.

3.1.  Yrjé Jahnsson against the establishment in the 30s

The community of economists was small in Finland in the 1930s. The economics professors
of the Helsinki University as well as the economists and other officials of the Bank of Finland
and the Ministry of Finance were great believers of classical economics. It was no surprise
that they did not see any alternatives to deflationary policies and the gold standard, which was
seen as a force of nature. The market forces were given the task of liquidating the least effi-
cient firms. An interesting exception to this rule was Y1j6 Jahnsson, professor of economics
of the Helsinki University of Technology. He was almost the only public figure who argued
seriously against the gold standard and deflation, which he saw as the main reason for the
economic misery of the early 1930s.” His ideas seem to have developed independently during
the 1920s. During the GD I he became accustomed with the writings of Gustav Cassel, John
Maynard Keynes and the members of the Stockholm school (Bertil Ohlin, Dag Ham-
marskjo6ld, Gunnar Myrdal). He shared their view that activist economic policy can be used to
affect economic activity. However, the ideas of Jahnsson were too radical in the Finland of
the 1930s; he was isolated and his writings were not published in major Finnish journals or
newspapers.”' The official stance was that the recession was an unavoidable consequence of
the booming 1920s.

Yr1j6 Jahnsson wrote a large number of papers on the depression in the early 1930s. Most of
them are well written and clear in their reasoning and logic. Jahnsson was invited to give a
talk in the Finnish Economic Society. He argued against tight policies. The Society did not
publish the paper as it was considered too controversial. Jahnsson was conscious of the ef-
fects of reflation on the current account. As a remedy he proposed that an increase in the
money supply should be accompanied by higher import duties. In that case the higher domes-
tic demand could be maintained without a deterioration of the external balance and/or a col-
lapse of the exchange rate. The gold standard was strongly defended by the mainstream
economists of the time. Yrj6é Jahnsson mildly critisized the gold standard, but when other
countries gave it up he strongly argued that also Finland should do so.

3.2.  Public debate of the 1990's

Sixty years later the scene of the discussion on economic policy is richer but still the same
lines remain. During the 80s it gradually became a mainstream view of Finnish economists
that the past history with inflationary periods and devaluations should be ended by adopting a
truly fixed exchange rate. However, as the foreign debt started to accumulate during the latter
half of the decade there were warnings that the deregulation of capital movements and credit
controls had led to a loss of autonomy on the side of monetary policies, and that the fiscal

2 Autio (1992) gives a good description of the discussion on the abolishment of gold
standard.
a It is worth mentioning that Yrj6 Jahnsson's wife, Mrs. Hilma Jahnsson, was also ac-

tive in the economic policy discussions, and probably contributed a lot to her husband's
thinking.
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policies were not tight enough. Moreover the hard currency line had not been reflected in the
centralized wage negotiations. With fixed exchange rates this development was seen to lead
to problems with interest rate and exchange rate risks, see e.g. Vartia (1988).

When it became obvious in 1991 that the exchange rate was not sustainable, the willingness
to accept a corrective devaluation began to increase. After the first devaluation in November
1991 turned out to be insufficient it was easier to demand a second in 1992. One of the major
areas of discussion has been whether the Bank of Finland defended the exhange rate too long
and whether it should have been more active in lowering interest rates after the markka was

allowed to float.

In summer 1992 the discussion on the exchange rate and monetary policy intensified. A group
of economics professors (Honkapohja, Koskela, Paunio, Holmstrém) argued publicly for a
major devaluation. Rudiger Dornbusch took part also to the debate by saying in a TV inter-
view just few a days before the floating of the markka that a 40 percent devaluation would be
a proper solution to the Finnish crisis. An interesting feature of the Finnish debate was that
the President of the Republic, Mauno Kotivisto (himself a former governor of the Bank of Fin-
land) took an active part in it. He defended the policy of fixed exchange rates and criticized
the aforementioned professors (including Dornbusch) for not remembering the costs of de-
valuations and the role of liquidity constraints in international finance.

After the markka was allowed to float in September 1992, the tensions in the exchange rate
policy discussions have decreased. In the months after the floating, most economists de-
manded lower interest rates. After hesitation and a building up of reserves for about half a
year the Bank of Finland began to increase the money supply and the interest rates decreased
significantly in the early 1993.

The importance of debt deflation as the main source of the sharp decline of demand has been
gradually recognized by most economists. Especially this view was emphasized in the reports
of three foreign experts whom the Bank of Finland invited in 1993 to stimulate the discussion
and evaluate the policies (C. Bordes, D. Currie and H. Tson Soderstrém, 1993). All three
agreed that the severity of the depression was mainly caused by the over-indebtedness of the
late 1980s. As a solution to the crisis, they agreed on the importance of lower interest rates
while the opinions were divided on fiscal policy. Séderstrém favoured a more expansive fis-
cal stance, Bordes and Currie considered the budget deficit already excessive and urged for
rapid balancing of the budget.

Discussions over the reasons for the current recession and on the right conduct of fiscal policy
have been controversial.”? In the beginning of the recession public debt was small and some
economists, e.g., Koskela, Paunio (1991) and Kiander (1993) and Ahtiala (1993) recom-
mended fiscal expansion. Some others, e.g., Valkonen, Vartia (1992) and Kukkonen (1992)
pointed out to the connection between fiscal stimulus and current account deficit, which they
saw as the main problem. By 1994 the current account has been balanced, but the outlook for
the public debt is such that most economists now see little possibilities for fiscal expansion.

£ The official policy line has been rather well documented, e.g., in the regular economic
surveys of the Ministry of Finance and the publications of the Bank of Finland. However, as
there was a lot of disagreement also within, e.g., the government ministers the future research
would benefit much from a documentation of the unofficial material that prepared for the
decisions. A project started recently by SITRA aims at a documentation on the recession.
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Many, e.g., Kukkonen (1994) have also pointed that the crowding out effects of the interest
rates may already more than offset the positive income effect. Budget cuts have given rise to
much debate on their depressing effects in a period of falling output, on sustainability of the
large budget deficits and finally to more ideological debate on the problems of the welfare
state. In the last connection, particularly the role of safety nets on the flexibility of the labour
market has been discussed. Some, e.g., Paunio (1994) see that the Finnish discussion reflects
the world wide ideological fight on the future of the welfare state. Whether the budget deficits
have been sustainable or not depends naturally on the expectations of the future growth of the
Finnish economy. It is still an open question whether to what extent the experienced fall in
output is permanent or cyclical. Recently some have again emphasized the export shocks as
the main source of disturbances (Tarkka 1994).

Table 3. Stance on economic pelicy during GD I
Government  Business Labour Academics
Exchange rate pol. fixed devalue fixed devalue
(before floating) (fixed)
Monetary policy loose loose loose loose
(after floating)
Fiscal policy tight tight loose tight
(loose)
Labour market more flexibility needed flexibility various
not the opinions
answer

A recurrent topic of discussion has been the proper stance of fiscal policies: public deficits
have been large but so has unemployment. Majority of discussants have favored tight fiscal
policy. Those opposing this view have been a minority defending the idea of extensive wel-
fare state and questioning (Kiander 1993, limakunnas 1993, Santamiki-Vuori 1993, Willner
1992, 1993, Berglund 1993) the reasonability of pro-cyclical fiscal policy. The Finnish corpo-
ratist wage bargaining system has also been under attack: central bank, government and
employers' organisations have suggested wage cuts and local bargaining,

The above table summarizes the main lines of the opinions but does not tell the whole truth.
On devaluations the opinions were divided; export industries and their workers favored it as
well as many academics (Honkapohja, Paunio, Tanskanen, Holmstrém) while the majority of
trade unions, government economists, firms operating in the closed sector and a few aca-
demics (Haaparanta, Virén) were against it. In the time of high devaluation expectations pre-
ceeding the float, some of the discussion on the exchange rate policies was damped by the
negative effects of the devaluation demands on the interest rates: the devaluation should have
come as a surprise. For example, all the forecasts published by the research institutes were
based on the assumption of more or less fixed rates. It was particularly the academics and
some business leaders that kept up the open discussion at that time.
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There was very little discussion of the alternative exchange rate regimes in connection with
both depressions. Fixed exchange rates and the ECU-peg were seen as a part of the integra-
tion to Western Europe. When Finland aimed at the membership in the EU it could not at the
same time start to float, contrary o what the others were doing.

There has been a lot of discussion and disagreement on the structural nature of the depression.
Here it is perhaps useful to distinguish two types of situations which can lead to so-called
structural problems: 1) say, the capacity to earn exports has not grown in line with the imports
or public sector has grown out of line (whatever that means) in the years preceeding the crisis,
2} the economy 1s initially in equilibrium, but the exogenous shock is so large and permanent
that a structural problem is created. In case 1) the economy gradually develops a structural
problem, in case 2) it has an unexpected structural problem. In the GD 1 and GD 1I both types
of structural problems were probably present, even if a disagreement of their relative size
exists. In very severe depressions the type 2) problem is very likely to emerge, even if it is not
preceeded by type 1) structural problem. Thus if a healthy economy with a "proper” size of
public sector is hit by a large enough negative shock, there will be problems with financing
the public expenditure. Even the functioning of automatic stabilizers may lead to unsustain-
able accumulation of public debt.

Table 4. Contributions of various demand components to changes in the GDP
Year 1990 1991 1992 1993

GDP change +0.0 7.1 -3.8 -2.0

Exports +0.3 -1.5 +2.7 +5.4

Public demand +1.2 +0.6 0.7 -1.7

Private demand -1.5 -6.1 -5.8 -5.7

Last but not least, there is still major disagreement on the reasons that led to the Great De-
pression II. How much did the various factors contribute? Some economists stress the outside
shocks, which a small country usually regards as given. Some point to bad policies
(excessively expansionary policies during the 80s and bad timing of institutional changes)
some stress the deflationary process. If we look at table 4, which gives the simple technical
contributions to GDP of various demand components, we see that the decline in domestic de-
mand contributed much more to the decline in output than in an average recession.”” On the
basts of this simple information it is likely that the endogenous debt deflation process contrib-
uted very much to the depression, even if it was set in motion by exogenous shocks and bad
policies and supported by institutional changes. Econometric work on the effects of wealth on
consumption and investments partly confirm this view, see Alho (1991), Takala (1994).

More sophisticated calculations with econometric models can shed light, e.g., on the relative
magnitude of external shocks. It is clear that a decline in exports to the Soviet Union or a
strong worsening of the terms of trade or the general Western European recession in the early

2 This table deals with volume changes and it does not properly take into account the
terms of trade deterioration.
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1990s all produced serious consequences for the Finnish economy. However, the construction
of credible counterfactual simulations is difficult. If Finland wouid not have experienced
difficulties in exports in the beginning of the 1990s, the monetary and exchange rate policies,
interest rates, budget deficits, credit losses, several political decisions and many other things
would have been also different. To endogenize all these and thus to build credible counterfac-
tuals is also an important research area. What are the effects of the collapse of the Soviet
Union on the economic development in Finland? We have carried out some attempts in this
area, but the results are too preliminary to be reported here, i.e., how does the world differ
from the world where the Soviet Union would not have collapsed? The collapse not only had
an effect on trade but also on unification of Germany and European monetary policies and
thus to the timing of the Finnish devaluations, etc.

4. Conclueding remarks

The Great Depression 11 will be an important research area in Finland in the years to come.
We have pointed out to the many similarities of the recent depression with the Great Depress-
ion of the 1930s and raised some questions that should be on this research agenda. As such
the crisis also offers good material for testing various competing hypothesis. There is still
wide disagreement on the origin of the crisis: What was the relative role of foreign and do-
mestic shocks? Discussion on the role of economic policies has not yet come to any con-
clusions as to what could and should have been done otherwise.? The basic problem seems to
be: Must all bubbles burst (like the real estate bubble in Finland, Sweden, Norway and the
UK in the 1990s) or can we limit debt deflation by more expansive monetary policy?

We have stressed the view that the Finnish economy experienced a strong boom in the years
preceeding the depression: Financial markets we liberalized at the time when economy was
growing fast, terms of trade improved, fiscal policies were expansive, credit expansion was
very fast and asset prices doubled. The country was internally and externally overindebted be-
fore the depression. This made it very vulnerable to eventual shocks in the world economy.
When bad luck in the international markets {collapse of Sowviet trade, high real interest rates,
worsening terms of trade, recession in Western Europe) was experienced and the acute crisis
broke out there was no easy way out. The extemnal constraint was so strong that it was diffi-
cult to overcome the problems by economic policies. The deflationary process that was set in
motion was aggravated by the fixed exchange rate regime and the excessive level of asset
prices preceeding the crisis.”

We have also emphasized some problems typical to an over-indebted small open economy
that make the deflationary process longer and exchange rate accomodation less effective. Part
of the creditors which should contribute to the revival by increasing their expenditure are
abroad. The devaluations increased the markka value of debt as it was mostly denominated in
foreign currencies. In addition, the devaluations that were necessary for the reflation of the
economy added particularly to the debt problems and deflation of the sheltered sectors.

H For two opposing views on the possibilities of economic policies see Reinikainen
$1994) and Soderstrom (1994).
5 Asset prices declined by half during a couple of years, even if wage and price inflation

was only stopped.
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The first lesson from the current and past great depressions - GD I and GD ¥ - is that such
things happen every now and then. It is iikely that during the next hundred years many
countries will experience serious depressions. Unexpected shocks may be either real or mon-
etary. Bad crises occur if there are simultaneously various kinds of shocks as was the case
throughout the world in the 1930s and in Finland in recent years. Institutions should be built
so that they stand big surprises. Institutional changes in the environment should be followed
and their implication studied. If you cannot forecast, you should be prepared for various alter-
natives. Research and general discussion of various policy options is important. It also seems
that the severe peace-time economic crises are likely to lead to the debt deflation process
which was observed in connection of the Finnish GD I and GD II.
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