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Abstract 
 
Low-wage subsidies are often proposed as a solution to the unemployment problem among 
the low skilled. Yet the empirical evidence on the effects of low-wage subsidies is 
surprisingly scarce. This paper examines the employment effects of a Finnish payroll tax 
subsidy scheme, which is targeted at the employers of older, full-time, low-wage workers. 
The system’s clear eligibility criteria open up an opportunity for a reliable estimation of the 
causal impacts of the subsidy, using a difference-in-difference-in-differences approach. Our 
results indicate that the subsidy system had no effects on the employment rate. However, it 
appears to have increased the probability of part-time workers obtaining full-time 
employment. 
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 1. Introduction 

One way to reduce unemployment among the low skilled is to cut labour taxation for low-

income workers. The basic idea in targeted tax cut is that it decreases the cost of employing 

the target-group workers, and thus increases wages and employment of this group. In theory it 

should not matter whether tax cuts are provided as a wage subsidy to the employers or as an 

equivalent income tax reduction to the workers. However, in practice, the wage subsidy given 

to the employers of low-skilled workers can be more effective in increasing the demand for 

those workers than a reduction in the taxes paid by the employees.1 The reason is that if 

wages are rigid downwards, the subsidy reduces labour costs and therefore increases labour 

demand more than a reduction in the labour income tax paid by the employees themselves. 

Despite the large agreement in the theoretical literature that these subsidies should be 

effective, there is relatively little empirical research that has examined the effectiveness of the 

(employer-side) wage subsidies. This is in a marked contrast to a large literature that has 

examined the effects of the targeted tax cuts for employees.2 3 One reason for the lack of 

research is that low-wage subsidies, in the form of targeted cuts to employers’ social security 

contributions, have not been implemented in practice in many countries.  

The purpose of this paper is to offer new evidence on the causal effects of low-wage subsidies 

by examining the impacts of a highly targeted low-wage subsidy experiment that started in 

Finland in 2006. The design of the Finnish low-wage subsidy scheme makes evaluating its 

impacts relatively straightforward. In order to be eligible for the subsidy, the workers must be 

over 54 years of age, earn a salary between 900 and 2,000 euros per month and work full 

time. This means that we can find several comparison groups for the targeted workers, thus 

allowing a difference-in-difference-in-differences (DDD) approach. We can simultaneously 

control for any permanent differences across the eligible and ineligible groups and take into 

account time-varying differences in labour demand for different skill groups. The latter, 

particularly, may be quite important if skill-biased technical change or globalisation changes 

the relative productivity of different workers.  
                                                
1 See Phelps (1994, 1997) and Dreze and Malinvaud (1994) 
2 See Eissa and Liebman (1996) and Eissa and Hoynes (2004) who examine the effects of the Earned Income 
Tax Credit in the US case and Blundell et al. 2006 for the UK evidence on the effectveness of Working Families 
Tax Credit (WFTC) or Card and Hyslop (2005) for experimental evidence on effectiveness of Self Suffiency 
Project. Kramarz and Philippon (2001) and Crepon and Desplatz (2003) evaluate the French low-wage subsidy 
system. All this literature is discussed in more detail in Section 2. 
3 There is also large literature which focused on hiring subsidies that are directed to unemployed workers. 
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The empirical analysis in the paper has many phases and utilises several different data sets. 

We begin by looking at the overall impacts of the subsidy system on the employment rates 

using data from the Finnish Labour Force Survey. In the following part we use register data of 

the unemployed and examine in detail whether the subsidy system increased re-employment 

rates of the unemployed. In the last part we use data that cover all workers in firms that are 

members of the Finnish Employers’ Confederation. The benefit of these data is that they 

contain detailed information about the working hours and monthly wages of the workers that 

determine eligibility for the subsidy. This enables us to build a clearly defined treatment 

group and corresponding control. We examine the impacts of the subsidy system on the job 

leaving rate, as well as working hours and wages of those workers who keep their jobs. 

This paper contributes to the literature in many ways. First, as mentioned already, the clear 

eligibility criteria of the Finnish low-wage subsidy experiment makes it possible to examine 

the effects of a low-wage subsidy on target-group employment, while controlling for the 

simultaneous changes that affect the demand for all low-wage worker or all older workers. 

Second, this paper adds to the relatively scarce literature that has examined the effects of low-

wage subsidies on employment and it is the first that uses data from a Nordic country. Finland 

is a good case for analysing the effectiveness of payroll tax subsidies. Union contracts have 

led to a relatively narrow wage distribution which could have contributed to the gap in the 

unemployment rates between low-skilled and high-skilled workers that is among the largest in 

Europe, according to the Eurostat Labour Force Survey. Finally, since the subsidy scheme 

was targeted to older workers, our results also provide new evidence on the effectiveness of 

policies that aim to increase the demand for older workers.   

The paper proceeds as follows. Section 2 reviews earlier relevant empirical work.4 Section 3 

explains the Finnish subsidy system in more detail. In section 4 we look at the trends in the 

employment rates of workers in different age groups using data from the Finnish Labour 

Force Survey. In section 5, we use register-data of the unemployed and examine in detail 

whether the subsidy system affected re-employment rates of unemployed. In Section 6 we 

examine the impacts of the subsidy system on the job leaving rate, as well as working hours 

and wages of those workers who keep their jobs using data of the Finnish Employers’ 

Confederation. Finally, section 7 discusses results from a number of extensions to the analysis 

above. Section 8 concludes. 
                                                
4 For the sake of space, we do not cover the theoretical literature on payroll tax subsidies here. Brown et al. 
(2007) contains an extensive list of theoretical work in the area. 
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2. Earlier empirical work 
 
The best-known scheme aiming at promoting low-wage employment with subsidies to 

employers was implemented in France, where payroll taxes were reduced for the low-wage 

workers several times in mid 1990’s. The main difference between the Finnish and the French 

subsidy schemes is that the French subsidy affects all low-wage workers, while the Finnish 

subsidy is targeted at older low-wage workers. The evaluation of French scheme is thus more 

difficult, since it is hard to distinguish between the employment effects that are due to the 

subsidy from the simultaneous changes affecting all low-wage workers5. 

Employment effects of the French payroll tax subsidy scheme have been evaluated by 

Kramarz and Philippon (2001) and Crepon and Desplatz (2003). Kramarz and Philippon base 

their evaluation on household survey data and examine the effects of changes in the minimum 

labour costs - hence capturing the effects of both the changes in minimum wage and the 

changes in payroll tax subsidies at the minimum wage level. By comparing workers affected 

by the minimum wage increases with workers just above the new minimum wage, they show 

that increases in labour costs increase transitions to non-employment. However, their analysis 

regarding the effects of a decrease in the labour costs due to an increase in the payroll tax 

subsidy reveals no significant employment effects. The authors measure this as an increase in 

minimum-wage workers coming from non-employment. 

Crepon and Desplatz (2003) perform their analysis with firm-level employment as the key 

dependent variable. They calculate the ex-ante change in labour costs due to the payroll tax 

subsidies, using payroll tax parameters and the composition of the firm’s labour force before 

the introduction of the payroll tax changes. They find that employment in firms that received 

larger subsidies grew more than employment in firms that employed fewer low-wage workers 

and hence received fewer subsidies. The authors interpret this as strong evidence for the 

employment effects of low-wage subsidies. Since the outcome variable is total employment, 

the authors cannot discover whether the increase in employment occurs in the targeted low-

wage group or whether the increase in employment is due to an increase in high-wage 

workers.   

                                                
5 The Finnish and French subsidy systems are roughly similar in magnitude, but the Finnish subsidy is phased 
out more slowly and hence has an impact on labour costs at much higher wage levels.  
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Targeted payroll tax subsidies have also existed in the Netherlands and in Belgium. Goos and 

Konings (2007) evaluate the effects of changes occurring in the ‘Maribel subsidies’ system in 

Belgium in the late 1990s using firm-level data. These subsidies reduced the payroll taxes 

paid on manual workers. Even though the subsidy was not specifically targeted to the 

employers of low-wage workers, its lump-sum structure reduced the payroll taxes for the low-

wage workers more than for the other groups. Goos and Konings find that the subsidy had 

significant effects on employment6. 

The subsidies discussed above involve a decrease in the payroll taxes of the subsidized 

workers. Gruber (1994) analyses the effect of a reverse experiment, increasing the costs of 

hiring certain groups by increasing mandatory employer contributions. He examines the 

effects of forcing employers to purchase health insurance that includes maternity benefits, a 

change mainly affecting young women. He shows that the costs of these group-specific 

mandates are mainly borne by workers in terms of lower wages and that the additional costs 

have little effects on employment. 

While permanent non-categorical subsidies to all employers of the low-wage workers are 

rather rare, there is a large literature evaluating the effects of temporary subsidies to 

employers who hire long-term unemployed persons or workers with disabilities. Many of 

these programs have been evaluated using randomised trials. In his comprehensive survey of 

the US programs Katz (1996) concludes that wage subsidies have been effective in improving 

the earnings and employment of disadvantaged groups, at least when combined with training 

elements. More recent evidence is available from Britain, where the so-called ‘New Deal’ 

system has led to modest improvements in the productivity of the target group (e.g. Blundell 

et al. 2004).7 8 

As discussed in the introduction, an alternative to employer-based subsidies is to target the 

subsidy to employees. This is the way in which the Earned Income Tax Credit in the US and 

the Working Families Tax Credit in the UK are designed. There exits a large literature that 
                                                
6 We are not aware of the econometric evaluations of the Dutch system, but Bovenberg et al. (2000) evaluate its 
effects using a simulation model calibrated to Dutch data. Their conclusion is that the most effective way of 
reducing unemployment is the introduction of in-work benefits, though the simulation results between the 
benefits paid to the low-wage workers or to the employers of these workers are roughly similar. 
7 See also Gesine (2009) that focuses on the wage effects of hiring subsidies. His paper also includes an 
extensive survey of the empirical work on hiring subsidies.  
8 There is also literature on the effects of payroll tax reductions that affected all employees (Gruber, 1997), or all 
employees in some regions (Korkeamäki and Uusitalo, 2009 and Bennmarker et al., 2009). 
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examines the effectiveness of employee-base subsidies. Despite the different nominal 

recipients, there are also similarities that make the results from the evaluation of these subsidy 

schemes relevant for the Finnish case. All these schemes share the property that the subsidy is 

targeted to the low-wage workers and that the subsidy gradually decreases after earnings 

increase above some threshold level. They are also intended to be permanent subsidies for the 

low-wage workers instead of temporary subsidies for the newly hired. Importantly for the 

evaluation, these schemes also have other eligibility criteria in addition to low earnings. This 

allows comparing wage and employment changes after the introduction or expansion of the 

subsidy in the eligible group and in some comparison group that is in a reasonably similar 

position in the labour market. Using this strategy, Eissa and Liebman (1996) and Blundell 

(2006) compare the changes in labour supply between single mothers and (ineligible) single 

women without children. Both of these studies find substantial effects on the labour supply9.  

 

 3. The Finnish employer low-wage subsidy scheme 
 
Since January 1st 2006 Finnish employers have been eligible for a wage subsidy if they 

employ a low-wage worker that is over 54 years old. The subsidy-scheme is temporary and 

will be in force until December 2010.10 The subsidy depends on the wage level and may be up 

to 16 per cent of the gross wage or 13 per cent of the total pre-reform labour costs including 

payroll taxes. 

The subsidy covers full-time workers who are employed at least 140 hours per month and 

whose wage is between 900 and 2,000 euros per month. The subsidy equals 44 per cent of the 

part of the monthly wages that exceeds 900 euros. The maximum subsidy per employee is 220 

euros a month. The amount of the subsidy is reduced by 55 per cent of the monthly wages 

exceeding 1,600 euros.  

The wage subsidy is paid to the employer and can be seen as simply a reduction in the payroll 

tax rate for the firms that employ old low-wage workers. In 2006 the average payroll tax rate 

                                                
9 Card and Hyslop (2005) provide experimental evidence on the effectiveness employee-based wage subsidies. 
They evaluate Canadian Self-Sufficiency Project, which gave randomly chosen welfare recipients a subsidy for 
full-time work for 3 years. The results indicate that the subsidy had a clear negative- although temporary- effect 
on welfare participation.   
10 Whether the system will be continued will depend on its effectiveness during the experimental period. Since 
the experiment will be quite long, it is reasonable to believe that firms can react to it and therefore the evaluation 
of this system will also reveal relevant information for a truly permanent scheme.  
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was 20.9 per cent of the gross wage. The tax is levied on all wages. The revenues are mainly 

used for funding the employee’s pension system and the sickness insurance. The tax rate is 

slightly higher for larger and more capital-intensive firms. For large firms, pension payments 

also vary according to the age structure of the employees and according to the disability and 

unemployment pensions granted to former employees. Still, even for large firms the payroll 

tax is a proportional tax on all wages paid.  

The 2006 tax subsidy created a system where the payroll tax rate is a decreasing function of 

monthly wages when wages are between 900 and 1,400 euros. The payroll-tax rate is at its 

minimum (5.2%) when the monthly wage equals 1,400€. When wages are between 1,400 and 

1,600 euros, firms get the maximum subsidy of 220 euros. The subsidy is gradually reduced 

when wages increase above 1,600 euros so that the subsidy reaches zero when the monthly 

wage equals 2,000 euros. In this phase-out range the payroll taxes are strongly progressive 

with tax rates increasing from 7.2 % at the wage level of 1,600 €/month to roughly 21% at the 

wage level of 2,000 €/month. Figure 1 illustrates the effects of the low-wage subsidy by 

plotting the reduction in the payroll tax due to the system and the corresponding average 

payroll tax rate.  

Finland has no minimum wage laws. However, union contracts also cover non-union workers 

so that in practice the lowest legal wages are set in the union contracts for about 95 per cent of 

the workers. In the union contracts, the lowest wages vary across sectors, regions and tasks. In 

typical low-wage sector contracts, the lowest full-time wages were around 1,300 in 2006. In 

comparison one could note that according to Statistics Finland the average wage for full-time 

workers was around 2,500 euros in 2006. The subsidy is therefore targeted at workers that are 

well below the average wage, with the maximum subsidy paid to those whose wage is close to 

the minimum wage.  
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Figure 1: The Finnish low-wage subsidy system. 
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Notes: The payroll tax reduction due to the Finnish low-wage subsidy system (right axis) and the corresponding 

average payroll tax rate (left axis), when the payroll tax without a subsidy is a proportional 21% tax. 

Since most full-time workers earn more than 1,400€/month, the subsidy both lowered the 

average payroll tax rate of target group workers, and made the payroll tax more progressive. 

The effects of progressivity on wages and employment crucially depend on whether the 

labour market is competitive or not. In competitive labour markets, an increase in 

progressivity typically reduces labour supply, whereas in an imperfect labour market, the 

opposite may hold. For example, in union models, a revenue-neutral increase in tax 

progressivity can increase employment, since it renders nominal wage increases less 

profitable for the unions, tilting the balance between employment and high wages in favour of 

increased employment (see e.g. Lockwood and Manning 1993, Holmlund and Kolm 1995 and 

Koskela and Vilmunen 1996). This is a relatively robust result that has garnered some 

empirical support, and it also holds under different labour-market imperfections (see e.g. the 

discussion in Sørensen 1997).  



 

 8  

However, the mirror image of this result is that gross wages for low-paid workers may rise 

less than they would have risen in the absence of the progressive payroll tax system.11 

Second, even if a rise in tax progressivity may increase employment at the extensive margin 

(i.e. the number of employees), it can still reduce the hours of work or, more generally, effort 

by individual workers at the intensive margin.12 Therefore, it is also important to account for 

how the hours that are worked change because of the reform. 

 

 4. Employment rates by age 

As a first attempt to assess the employment effects of the wage subsidies we use data from the 

Finnish Labour Force Survey. We do not have micro-data at our disposal but we used 

employment rates and average hours per employed worker both calculated for one-year age 

groups. These data are unpublished tables produced for internal use at Statistics Finland. 

Statistical publications report similar numbers aggregated to five-year age groups. 

We use data on employment rates and hours per employee for one-year age-groups between 

ages 46 and 60 from the period 2001 – 2007 and specify a simple difference-in-differences 

model that captures differences in employment rates across age groups and general trends in 

the labour markets. The effect of the subsidy scheme is captured by an interaction term, 

SUBSIDYit, indicating that the subsidy system has been implemented (year ≥ 2006) and that 

the age-group is eligible for the subsidy (age ≥ 54). The equation to be estimated is therefore  

itttiiitit ε+)D(yearΦ+)D(ageΩ+β+α=y SUBSIDY , (1) 

where yit is the variable of interest i.e. the employment rate or average hours of age group i in 

year t. The coefficient β is an unbiased estimate of eligibility for the subsidy if there are no 

other age-specific trends that are correlated with the subsidy scheme. As can be seen from 

Figure 2 this assumption is likely to be violated. Employment rates for the older age groups 

had been increasing for several years before the introduction of wage subsidies for reasons 

clearly unrelated to the subsidy scheme. To avoid interpreting these changes as an effect of 

                                                
11 This is, in fact, what some unions, where a large proportion of members are in the low-wage area, feared and 
therefore they opposed the introduction of the low-wage subsidy system. 
12 This point had already been examined by Jackman and Layard (1990). In the long term, tax progressivity can 
also reduce the incentives to acquire education. 
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wage subsidies for workers over 54, we add age-specific linear trends to the equations that we 

estimate. 

Figure 2. Employment rates of selected age-groups in 2000 – 2007.  
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The results are displayed in Table 1. We first report the effect of the subsidy on employment 

rates and then hours and per employee. The first two columns include both men and women. 

The next columns report the results for men and women separately. All equations include a 

full set of age and year dummies; coefficients of these dummy-variables are not reported in 

the table.   

The estimates are reported in Columns 1, 3, and 5 indicate that the difference in the 

employment rates before and after the introduction of the subsidy system is on average 2.8 

percentage points higher in the age groups eligible for the subsidy than in the younger age 

groups. Also, hours per employed worker seem to have increased by 21.9 hours per year or by 

about 1.4 percent. However, both these changes seem to be due to a general increase in 

employment in the older age groups. After adding cohort-specific trends to the equations the 

estimated effects decrease close to zero and are not significant in any specification.   

If the employment rates of the older age groups had increased after the reform we should have 

been able to detect them by using data from the Labour Force Survey. Focusing on the 

employment rates instead of the number of employed workers also captures the changes in the 

cohort size effectively controlling for the changes in the labour supply. The drawback to the 
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Labour Force Survey is that information on wages or education is not available. Hence, we 

could not capture differential changes in low-wage and high-wage employment. This is why 

we now proceed to triple differences (DDD) analysis, first in Section 5, on exit from 

unemployment using register-data of the unemployed and, second in Section 6, on job leaving 

rates, hours of work and wage rates using data from the employers’ organisation.  

 

Table 1. Difference-in-differences estimates on employment rates. 
 
Employment rate All Men Women 
 1 2 3 4 5 6 
       
Subsidy 0.028*** -0.006 0.021** -0.006 0.035*** -0.008 
 (0.008) (0.010) (0.010) (0.014) (0.009) (0.011) 
Year effects yes yes yes yes yes yes 
Age effects yes yes yes yes yes yes 
Age-specific trends  yes  yes  yes 
N 105 105 105 105 105 105 
Adj R2 0.98 0.99 0.96 0.97 0.97 0.99 
Standard errors in parentheses, * p<.1; ** p<.05; *** p<.01 
 
      
  
Hours All Men Women 
 1 2 3 4 5 6 
       
Subsidy 21.9** -7.8 26.4 -11.2 20.9 0.2 
 (14.1) (21.7) (22.1) (35.6) (15.1) (24.4) 
Year effects yes yes Yes yes yes yes 
Age effects yes yes Yes yes yes yes 
Age-specific trends  yes  yes  yes 
N 105 105 105 105 105 105 
Adj R2 0.87 0.88 0.71 0.72 0.86 0.86 
Standard errors in parentheses, * p<.1; ** p<.05; *** p<.01 
      
  
Log hours All Men Women 
 1 2 3 4 5 6 
       
Subsidy 0.014 -0.004 0.015 -0.006 0.014 0.001 
 (0.009) (0.013) (0.013) (0.020) (0.010) (0.016) 
Year effects yes yes yes yes yes yes 
Age effects yes yes yes yes yes yes 
Age-specific trends  yes  yes  yes 
N 105 105 105 105 105 105 
Adj R2 0.87 0.88 0.71 0.72 0.86 0.86 
Standard errors in parentheses, * p<.1; ** p<.05; *** p<.01 
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 5. Entry of the unemployed to the workforce 
 
We analyse the effect of the subsidy on re-employment rates using individual-level data from 

Finnish Longitudinal Census files. The data contains a 33% random sample of population that 

resided in Finland at some point between 1990 and 2006 and hence also a random sample of 

the unemployed at any given point in time. We take three separate cross-sections of data 

containing those who were unemployed in the last week of the years 2003, 2004 and 2005 and 

examine their employment status in the end of the following year. To focus on the elderly 

unemployed we limit the data to those between the ages of 45 and 59 at the time when we 

draw the samples i.e between 46 and 60 when we measure their labor market outcomes. The 

unemployed in the first two cross-sections are not eligible for the subsidy but those who were 

unemployed in the end of 2005 become eligible from the beginning of 2006 if they are over 

54 years old in 2006. 

 

We define the treatment group as those who are eligible for the subsidy, i.e. those whose 

monthly wages are less than 2,000 EUR and who are over 54 years old. Since wages for the 

unemployed are not available, we cannot create treatment and control groups based on the 

current wage level. As a partial solution we split the data by education into those with no 

more than basic education and those with at least a secondary education; and by previous 

wage into those whose pre-unemployment monthly wage was below 2,000 EUR and those 

whose pre-unemployment wage was higher than that. Pre-unemployment wages are based on 

months worked and annual income received during the previous year. To avoid excessive 

measurement errors we only included data on those who had worked at least six months 

during the calendar year. Since many unemployed workers have incomplete earnings histories 

we could calculate reliable pre-unemployment wages for only about half of the sample. We 

have thus two alternative treatment groups in this section: The 54-60 -year-old workers whose 

pre-employment monthly wages were below 2,000 EUR or the 54-60 -year-old workers who 

have no more than basic education. Workers who are younger than 54 or whose pre-

employment monthly wages were above 2,000 EUR (or who have more than basic education) 

are used as control group. 

 

We begin by estimating the effect of low wage subsidy on re-employment rates of 

unemployed workers. The estimated equation has the following form: 
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)WAGEGAGEG(YEARβ+)WAGEG(YEARβ+)AGEG(YEARβ+
)WAGEG(AGEGβ+WAGEGβ+AGEGβ+YEARβ+Xβ+α=)=E|=P(E

tiit8tit7it6

tii5ti4i3t2it1itit

1,1,

1,1,1 01

−−

−−−

∗∗∗∗

∗
 (2) 

In this equation i indexes individuals, t indexes years and )=E|=P(E itit 01 1−  is the 

probability that an unemployed worker finds employment between t-1 and t. itX  is a vector of 

individual characteristics, YEAR controls for common time shocks, AGEG is an age group 

dummy, which controls for permanent differences between older and younger workers, 

WAGEG is a wage group dummy (based on previous earnings or education level), which 

controls for permanent differences between low-wage (low-skill) and high-wage (high-skill) 

workers, AGEG*WAGEG controls for time-invariant characteristics of the treatment group, 

YEAR*AGEG controls for the time-specific shocks that affect the outcome of older workers, 

and YEAR*WAGEG captures the time-specific shocks common to low-wage (or low-skill) 

workers. The third level interaction term ( 8β ) captures all variations in the outcome specific 

to older low-wage (or low-skilled) workers after the introduction of the low-wage subsidy 

scheme. This is the “difference-in-difference-in-differences” (DDD) estimator. Its identifying 

assumption is that there is no contemporaneous shock that affects the relative outcomes of the 

treatment group differently than other older workers or other low-wage (low-skill) workers. 

Table 2 presents the main results of the exercise. First, in Column 1 we presents difference-in-

difference-in-differences estimates i.e. the coefficient of a triple interaction between the post-

reform period, age over 54 and only compulsory education while controlling for the pair-wise 

interactions between these variables. The coefficient is positive, indicating that the re-

employment rates of the unemployed that are more likely to be eligible for the subsidy 

increase by one per cent due to the reform. However, this estimate is not statistically 

significant. In the second column we use an indicator of previous wages that are below 2,000 

euro instead of an indicator of low education. Since data on previous wages is missing for 

many observations the sample size is dramatically reduced. The estimate is larger than in the 

previous column but still insignificantly different from zero. In Column 3 we limit the 

comparison group to those whose previous monthly wage is below 3,000 euro and in Column 

4 exclude the unemployed who are 55 because their early retirement benefits changed in 2005 

in a way that is likely to increase re-employment incentives. Neither has much effect on the 

estimates.13     

                                                
13 An earlier decided pension reform came into force during the same time, affecting the early retirement 
incentives of all 55 year olds (not only low-income older workers).  
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Table 2. The effect of the subsidy on re-employment rates. 

 (1) (2) (3) (4) 
older*low educ*after 0.011 

(0.010) 
   

older*low.prev.wage*after 
 

 0.019 
(0.019) 

0.021 
(0.021) 

0.023 
(0.022) 

 126625 48049 43200 39942 
 0.037 (0.046) 0.040 0.044 
   Wage 

<3000 
Wage<3000 
& Age ≠ 55 

The dependent variable is a binary indicator that an unemployed person is re-employed at the end of the 
following year. Sample average 0.28. The sample consists of workers who were 45-59 and unemployed at the 
end of year t-1. Standard errors are in parentheses. All specification include controls for age, age and year 
interactions, gender. Specification 1 has also control for low education, low education*year, low 
education*older. Specifications 2-4 control also for low prev. wage, low prev. wage*year, low prev. wage* 
older. 
 

 6. The impact of the low-wage subsidy on job exit rates, wages and working 
hours 

 

In this section we examine the impact of the low-wage subsidy scheme on the probability of 

exiting from current employment. As entry into new jobs is relatively rare at old ages, 

reducing exits could be a key channel to how the subsidy could affect employment. In 

addition we examine the effect of low-wage subsidy on wages and working hours. 

 

The data for this section come from the payroll records of the Finnish employers’ association. 

The data cover all private sector workers except the firm’s top management in firms that are 

members of the association and provide information about monthly wages, working time, and 

some information about workers’ individual characteristics such as age, gender and education. 

The data contains pseudo ID codes identifying each person and each firm that allow the same 

person to be followed over time as long as the person remains employed by a firm that is 

included in the data. In addition, we have access to register data from the tax authorities that 

includes the actual subsidies paid to all individuals in Finland.  

The main benefit of the data is that wages are accurately reported. In most firms the wage data 

comes directly from the firm’s pay system. Hours are also reported accurately in the firms that 

pay hourly wages. The firms that pay monthly salaries typically only report normal weekly 

hours. Even this information is likely to be more reliable than self-reported hours in 

household surveys. 
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The sample that we use in the empirical analysis is constructed as follows. We have two years 

of data before the reform (2004 and 2005) and two years after the reform (2006 and 2007). 

We drew four separate samples: for each year; we take those employed at the end of the 

previous year (t-1) and follow them until the end of year t. To limit the comparison group to 

reasonably similar workers we restricted both samples to those over 45 and below 59 years at 

the time when the wage information was collected (time t-1). In addition, we only consider 

employees whose wage is less than 3,000 € per month. 

We determine eligibility for the subsidy based on age and monthly wage in year t-1, and 

calculate the subsidy based on monthly wage in that year. We begin by dividing the data into 

two age groups (below 54/above 54) and two wage groups (below 2,000/above 2,000).  We 

thus have four different age-wage categories. Our treatment group is the workers who are 

eligible for the subsidy, i.e. older low-wage workers. Notice that we do not restrict the 

treatment group to full-time workers. If we did this, we would not capture the possibility that 

a part-time worker could become a full-time worker because of the introduction of the 

subsidy.14 

Table 3 collects some descriptive analysis of the target and the control group in the post- 

reform years, 2006 and 2007. Most eligible workers work in the service sector. The share of 

female workers in the treatment group is higher than their average share in both sectors. Not 

surprisingly, workers in the treatment group are also less educated than other workers. The 

mean wage in the eligible group is at the phase-out range of the subsidy, suggesting that most 

of the employers of the target group workers face a progressive payroll tax system. 

The table also reports the share of those who actually received the subsidy among the eligible.  

The take-up rate is calculated as the share of those who actually received the benefit in year t 

according to data from the Tax Register to those who would eligible for the benefit according 

to the wage and the working hours reported in the employers’ association data. Not all 

employers of the eligible used the subsidy. The take-up rate is 64% in the service sector and 

56% in the industrial sector.15 16  

                                                
14 On the other hand, the treatment group now includes part-time workers who are not eligible for the subsidy. 
We also analysed the case where the treatment group was restricted to full-time workers. See the discussion at 
the end of Section 6. 
15 Analysis of the take-up rate reveals that take-up is higher in bigger firms and in firms where the mean wage is 
smaller than the average.  Representatives of the federations of industries and entrepreneurs have suggested that 
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Table 3. Descriptive statistics from payroll data.  
 

 Service sector Industrial sector 
 Eligible* Others Eligible* Others 
Obs 17159 87146 13332 105573 
Female 0.87 0.81 0.55 0.25 
Basic edu 0.45 0.23 0.55 0.37 
Secondary edu 0.46 0.42 0.40 0.59 
Academic edu 0.10 0.36 0.04 0.04 
Age at t-1 55.81 50.79 55.81 51.29 
Wage at t-1 1724 2221 1702 2359 
Fulltime at t-1 0.90 0.96 0.82 0.99 
Take-up rate ** 0.64  0.56  
Subsidy ** 66.71  142.11  

 
*Eligibility is defined as having a wage between 900-2000 euros a month in year t-1 and being over 53 years old 
in year t-1. **Mean monthly value of the subsidy in year t for those who received any subsidy. This table was 
prepared using only (post reform) years 2006 and 2007. The take-up rates are calculated using actual realised 
wages and working hours (unlike in regressions where eligibility is determined on the basis of wages at the 
previous period, without working hours restrictions). 
 

We begin by estimating the effect of the low-wage subsidy on the job exit rate. We defined 

those who were not found in the same firm the next year as leavers. As previously we use the 

difference-in-difference-in-differences strategy. The regression equation has a form similar to 

Equation (2) in Section 5: 

)WAGEGAGEG(YEARβ+)WAGEG(YEARβ+)AGEG(YEARβ+
)WAGEG(AGEGβ+WAGEGβ+AGEGβ+YEARβ+Xβ+α=)=E|=P(E

tiit8tit7it6

tii5ti4i3t2it1itit

1,1,

1,1,11 01

−−

−−−−

∗∗∗∗

∗
(3) 

In this equation )=E|=P(E itit 10 1−  is the probability that a worker leaves a firm between t-1 

and t. The WAGEG variable is now an indicator variable that gets value one if the monthly 

wages in year t-1 were below 2,000 EUR. As explained in section 5, this specification 

controls for any permanent differences between treatment and control groups as well as any 

simultaneous changes affecting employment of all older workers or employment of all low-

wage workers at the time when the low-wage subsidy was introduced. The third level 

                                                                                                                                                   
cumbersome administrative details related to the subsidy system may explain why some firms have not applied 
for the subsidies.  
16 In our analysis eligibility is defined using the previous year’s earnings and age, and thus the share of workers 
who actually received the subsidy is even lower than when measured by current earnings and working hours in 
the year when subsidy scheme was at place. The take-up rate for the eligible in this set up is 0.42 in the industrial 
sector and 0.52 in the service sector. Some people in the non-eligible group also received the subsidy, the share 
is 0.02 for the service sector and 0.01 for the  industrial sector. 
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interaction term ( 8β ) captures all variations in outcome specific to older low-wage workers 

after the introduction of the low-wage subsidy scheme.  

We also estimate a specification where we replaced the treatment-dummy variable 

WAGEG)AGEG(YEARt ∗∗  with the amount of the subsidy the employer would be eligible 

for. Now the effect of the subsidy is also identified from the differences in the size of the 

subsidy among the eligible group. Since the size of the subsidy depends on the wage level we 

replace the rough low-wage high-wage groups with finer 100 euro wage intervals. At the 

same time we fully control for age by including it as one-year age dummies.  

We calculated the low-wage subsidy that the firm would get for each worker in year t if 

his/her wage remained unchanged from year t-1. Since the payroll tax subsidy was introduced 

only in 2006, this measure is zero for all workers in the 2003 and 2004 samples. For the 2005 

sample the measure gets positive values if the 2005 wage is below 2,000 euros and if the 

worker is over 53 (i.e. over 54 and hence eligible in 2006), and likewise for the 2006 sample.  

Our model is therefore identified from the differences in the changes in job-leaving rates 

between the group that becomes eligible for the low-wage subsidies and groups that are either 

too young to be eligible or have a wage exceeding 2,000 euro. In both cases we estimate the 

impacts of the eligibility for the low-wage subsidy, not the effect of actually receiving the 

subsidy. As we report in the empirical section, the take-up rates were well below 100 per cent, 

indicating that not all firms that are eligible for the subsidy ever apply for it17.   

We use a similar specification when we examine the effects on hours and wages conditional 

on employment. In this analysis of adjustment in the intensive margin we limit the data to 

those who are employed in the same firm in both years t-1 and t. The dependent variable is 

either log hourly wages or log weekly hours. 

Table 4 illustrates a DDD estimation of the effect of low-wage subsidy on job-leaving rates 

for the industrial sector. The upper panel compares the change in job exit rates for older low-

wage workers (treatment individuals) before and after the introduction of the low-wage 

subsidy scheme with the change in the job exit rates of younger low-wage workers. Each cell 

contains the mean job-leaving rate for the group labelled on the axes, along with standard 

errors and the number of observations. There is a clear fall in the job-leaving rates for both 

groups during this period. The difference-in-differences estimate, i.e. the difference in the 
                                                
17  Our results should therefore be interpreted as effects of eligibility, or intention to treat effect.   
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changes of the job-leaving rate between older and younger low-wage workers is -2.5 per cent. 

If there was a distinct labour market shock that affected older workers over this period, this 

estimate would not correctly identify the impact of the low-wage subsidy scheme. In the 

bottom panel we perform the same exercise for high-wage workers. The difference between 

the change in the job-leaving rate for older and younger high-wage workers is also negative, -

2.1 per cent. Taking the difference between these two panels, we get the DDD estimate, which 

is negative but not statistically significant.  

In the lower panel we perform the same exercise for service sector workers. The DD between 

older and younger low-wage workers indicates a 2.2 per cent fall in the job-leaving rate. This 

difference is similar for high-wage workers (2.5 per cent). According to the lower panel, the 

DDD estimate indicates that there was no change in the job-leaving rate of the target group. 

The results in this table demonstrate the power and importance of the DDD estimation. 

Without the other control group, one would mistakenly conclude that the subsidy system was 

effective in reducing exit rates. 

The first row of Table 5 presents the results of the same analysis in a regression framework. 

We first re-report the coefficient of the treatment variable (older*low-wage*after) in our 

DDD specification for industrial sector workers. We estimate this linear probability model by 

OLS. In Column 2 we control for other observables, such as educational category (4), gender, 

union contract, and two-digit industry. Adding these control variables does not render the 

coefficient significant. 

The lower panel reports the results of a specification where we explain the job-leaving rate by 

the amount of the subsidy the worker’s employer is eligible for (in 100 euro). The 

specification in the first column includes controls for age-group, wage-group and time period. 

In the next column we report the results for a specification which controls for time-specific 

shocks to age- and wage-groups, as well as age-group wage-group interaction. Now we find 

that even if we take into account the actual amount of the subsidy the employers could be 

eligible for, the system is still not effective in reducing exit rates. The result remains when 

controls for gender, education and industry are included. 
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Table 4.  DDD Estimates of the impact of low-wage subsidy on exit rate. 
 
  Industrial sector 
Wage < 2000     
 before after difference diff-in-diff 
age > 54 .248  

(.431 ) 
[13158] 

.191  
(.393) 

[13332] 

-.056  
(.005) 

 

 
 

age < 54 .207 
 (.405) 
[15606]   

.176  
(.381) 

[15596] 

-.031  
(.004) 

 

-.025  
(.008) 

 
Wage > 
2000-3000 

    

 Before After difference diff-in-diff 
age > 54 .219 

(.414) 
[40251] 

.199 
(.399) 

[40349] 

-.020 
(.003) 

 

age < 54 .178 
(.381) 

[55444] 

.177 
(.382) 

[49628] 

.001 
(.002 ) 

-.021 
(.004) 

   DDD: -.004 
(.008) 

 
Service sector 

Wage < 2000     
 Before after difference diff-in-diff 
age > 54 .266 

(.441) 
[13458] 

.269 
(.443) 

[17159] 

.003 
(.005) 

 

 
 

age < 54 .233 
(.423) 

[19588] 

.259 
(.438) 

[23434] 

.025 
(.004) 

 

-.022 
(.007) 

 
Wage 2000-
3000 

    

 Before after difference diff-in-diff 
age > 54 .157 

(.364) 
[19939] 

.163 
(.369) 

[26878] 

.006 
(.003) 

 
 

age < 54 .134 
(.340) 

[30203] 

.165 
(.371) 

[36834] 

.031 
(.003) 

-.025 
(.004) 

 
   DDD: .003 

(.008) 
Each cell contains mean exit rate (job leaving rate between t-1 and t) for the group identified. Standard errors are 
given in parentheses; sample sizes are given in square brackets. Sample consist of 45-59 years old workers in 
year t-1.  
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Columns 3 and 4 report the same estimations for service-sector workers. The additional 

control variables include dummies for gender, educational category and educational field. The 

results indicate that subsidy scheme had not impact on job leaving rate.  

Since a simultaneous pension reform made it easier for 55-year–old workers to leave to early-

retirement, we have checked the robustness of the results when this age group is dropped from 

the sample. The qualitative results remain the same: the exit rates did not decline in a 

statistically significant way in either sector.18 

Table 5. Effect of low wage subsidy on job-leaving rates (DDD estimates). 
 
 Industrial sector Service sector 
Specification I (1) (2) (3) (4) 
Treat*after -0.004 -0.002 0.003 0.001 
 (0.008) (0.008) (0.008) (0.008) 
Controls  x  x 
Observations 243364 243364 187493 187493 
R-squared 0.00 0.03 0.02 0.02 
Specification II (1) (2)   
Amount of subsidy/100 0.003 0.004 0.005 0.004 
 (0.006) (0.006) (0.005) (0.005) 
Controls  x  x 
Observations 243364 243364 187493 187493 
R-squared 0.01 0.04 0.04 0.04 
Dependent variable: worker exits firm between t-1 and t. The sample consists of workers who were 45-59 years 
old whose earnings were between 900 and 3000 euros in year t-1. The upper panel reports the coefficient on the 
third level interaction (older*low-wage*after) of equation (2). In all columns other controls are dummies for 
older, low-wage, (older*low-wage), after and (older*after) and (low-wage*after) interactions. The additional 
controls for industrial sector (column 2) include educational category (4), gender, union contract, and two-digit 
industry and for service sector (column 4) gender, educational category and educational field. The lower panel 
reports the coefficient of amount of subsidy (in 100 euros). In all columns the controls include age dummies, 
wage group dummies (by 100 euros), wageg*after, ageg*after, and ageg*wageg interactions.  Columns 2 and 4 
include also additional controls reported above. Standard errors in parentheses.* significant at 5%; ** significant 
at 1%. 
 

Next, we analyse how low-wage subsidies affected working hours and earnings for those who 

remained with their employer. Table 6 reports the OLS estimates of the third-level interaction 

from equation (1), where the dependent variable is now the log weekly working hours.  From 

the upper panel, we find that the introduction of the wage subsidy increased the working 

hours for older workers in the industrial sector by almost 4.5 per cent. The lower panel 

suggests, however, that when measured by the actual amount of the subsidy the employers are 

eligible for, the impact on working hours decreases to 1.8 per cent. There are probably some 

                                                
18 These results are available from the authors upon request. 
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non-linear effects on working hours, depending on the workers’ wage level. There seems to 

be no effect of the low-wage subsidy for service-sector workers. We also investigated whether 

this increase in working hours was due to a possible increase in the share of full-time workers 

within the group of older low-wage workers. Our results (not reported) indicated that the low-

wage subsidy did, in fact, significantly increase the likelihood of becoming a full-time worker 

for part-time workers in the industrial sector19.  

Table 6. Effect of low-wage subsidy on working hours for stayers (DDD estimates). 
 
 Industrial sector Service sector 
Specification I (1) (2) (3) (4) 
Treat*after 0.045 0.046 0.002 0.001 
 (0.005)** (0.005)** (0.002) (0.002) 
Controls  x  x 
Observations 196112 196112 151078 151078 
R-squared 0.11 0.15 0.03 0.05 
Specification II (1) (2) (3) (4) 
Amount of subsidy 0.018 0.016 0.000 0.000 
 (0.004)** (0.004)** (0.001) (0.001) 
Controls  x   
Observations 196112 196112 151078 151078 
R-squared 0.33 0.35 0.10 0.11 
Dependent variable: log. weekly working hours at t. The sample consists of workers who were 45-59 years old 
whose earnings were between 900 and 3000 euros in year t-1 and who remained with their employer until the 
end of year t. The upper panel reports the coefficient on the third level interaction (older*low-wage*after) of 
equation (3). In all columns controls include dummies for older, low-wage, (older*low-wage), after and 
(older*after) and (low-wage*after) interactions. The additional controls for industrial sector (column 2) include 
educational category (4), gender, union contract, and two-digit industry and for service sector (column 4) gender, 
educational category and educational field. The lower panel reports the coefficient of amount of subsidy (in 100 
euros). In all columns the controls include age dummies, wage group dummies (by 100 euros), wageg*after, 
ageg*after, and ageg*wageg interactions.  Columns 2 and 4 include also additional controls reported above. 
Standard errors in parentheses.* significant at 5%; ** significant at 1%. 
 

Table 7 reports the results of regression where the dependent variable is log real hourly 

wages. The sample consists of stayers, i.e. workers who have remained with the same 

employer for at least two periods. For the industrial sector there seems to be an almost 2 per 

cent decrease in hourly wages. For the service sector the results are less clear. The low wage 

subsidy had no or very little effect on hourly wages20. 

                                                
19 The subsidy increased the likelihood of becoming a full-time worker by 7 per cent. Subsidies had no impact on 
the working hours of workers who were already full-time workers in year t. 
20  Even though the hourly wages decreased in the industrial sector, the monthly wages increased, since there 
was an overall increase in working hours. 
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All these estimations were carried out using the subsidy eligibility definition, which is based 

on age and earnings in year t-1. This includes both part-time and full-time workers. As a 

robustness check we examined how results change if eligibility for the subsidy is restricted 

only to full-time workers in year t-1. We included controls for full-time work in time t-1 in 

these regressions. This did not have an effect on our results. 

Table 7. Effect of low-wage subsidy on hourly wages for stayers (DDD estimates). 
 
 Industrial sector Service sector 
Specification I (1) (2) (3) (4) 
Treat*after -0.019 -0.012 -0.004 -0.003 
 (0.003)** (0.003)** (0.003) (0.003) 
Controls  x  x 
Observations 196112 196112 151078 151078 
R-squared 0.38 0.48 0.55 0.57 
Specification II (1) (2) (3) (4) 
Amount of subsidy -0.019 -0.016 -0.003 -0.003 
 (0.003)** (0.002)** (0.001)** (0.001)* 
Controls  x  x 
Observations 196112 196112 151078 151078 
R-squared 0.63 0.66 0.76 0.77 
 
Dependent variable: hourly wage at t. The sample consists of workers who were 45-59 years old whose earnings 
were between 900 and 3000 euros in year t-1 and who remained with their employer until the end of year t. The 
upper panel reports the coefficient on the third level interaction (older*low-wage*after) of equation (3). In all 
columns controls include dummies for older, low-wage, (older*low-wage), after and (older*after) and (low-
wage*after) interactions. The additional controls for industrial sector (column 2) include educational category 
(4), gender, union contract, and two-digit industry and for service sector (column 4) gender, educational category 
and educational field. The lower panel reports the coefficient of amount of subsidy (in 100 euros). In all columns 
the controls include age dummies, wage group dummies (by 100 euros), wageg*after, ageg*after, and 
ageg*wageg interactions.  Columns 2 and 4 include also additional controls reported above. Standard errors in 
parentheses.* significant at 5%; ** significant at 1%. 

 
 7. Some Extensions 
 
As noted above, the comparison of changes in the exit rates, hours worked and wages between 

those who are eligible for the low-wage subsidy and those who are not reveals the impact of 

the reform, not the impact of actually receiving wage subsidies. As long as we are primarily 

concerned about the effects of introducing a low-wage subsidy policy, this is probably the 

main parameter of interest. However, incomplete take-up is likely to lead to smaller 

employment effects than a policy that would automatically reduce payroll taxes for the 

eligible workers. If we are interested in evaluating the effects of actually receiving low-wage 
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subsidies or in identifying labour demand elasticities due to a reduction in the labour costs, we 

need to account for the incomplete take-up rates. 

Moving away from analysing the effects of the policy change to the effects of a reduction in 

payroll taxes immediately introduces serious selectivity problems. Thus, in order to calculate 

the effects of actually receiving the subsidy we use eligibility for subsidy as an instrument for 

receiving subsidy. In the simplest case, where both the eligibility for the subsidy and 

recipiency of the subsidy are dummy variables, the IV estimate for the effect of the subsidy is 

the Wald estimate 

]=R|E[S]=R|E[S
]=R|E[Y]=R|E[Y

=β
iiii

iiii
WALD 01

01
−
−

                       (8) 

where Y is the outcome of interest, S indicates that the firm receives subsidies for worker i. 

The numerator in this expression is the difference in the outcome variable between the 

persons that are eligible for the subsidy, and the denominator is the difference in the fraction 

actually receiving the subsidy. If receiving the subsidy is impossible for those who are not 

eligible for the subsidy 00 =]=R|E[S ii , the Wald estimate simply scales up the effects by 

multiplying the difference between eligible and ineligible persons by the inverse of the take-

up rate.  

One should also note that as long as eligibility for the subsidy has some effect on the fraction 

receiving subsidies the denominator of the equation is strictly positive, and inferences on 

whether the effect is significantly different from zero can be based directly on the numerator. 

Hence, if eligibility for the subsidy has no significant effect on the outcome of interest, neither 

has actually receiving the subsidy had any effect. 

To illustrate the role of the take-up rate, we show the impact of actually receiving the subsidy 

on working hours when eligibility for the subsidy is used as an instrument for received 

subsidies (Table 8). As expected, the point estimate of the subsidy has increased in the 

industrial sector: since the take-up rate is close to 50%, the coefficient of the actual subsidy is 

roughly two times larger than the coefficient of eligibility alone. In the service sector, since 

the effects of eligibility are not significant, neither are the impacts of actually receiving the 

subsidy. The results regarding earnings (not shown) follow the same pattern. 
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Table 8. Instrumental variables estimates on the effect of actually receiving the subsidy on 
working hours for stayers. 

 
 

 Industrial sector Service sector 
Specification I (1) (2) (3) (4) 
person received 
subsidy 

0.111 0.113 0.003 0.002 

 (0.012)** (0.012)** (0.003) (0.003) 
Controls  x 151078 151078 
Observations 196112 196112 0.03 0.05 
R-squared 0.11 0.16 0.003 0.002 
Specification II (1) (2) (3) (4) 
the amount of the 
subsidy received 
/100 

0.035 0.032 0.001 0.000 

 (0.007)** (0.007)** (0.002) (0.002) 
Controls  x 151078 151078 
Observations 196112 196112 0.10 0.11 
R-squared 0.33 0.36 0.001 0.000 
 
Dependent variable: log weekly working hours. The sample consists of workers who were 45-59 years old whose 
earnings were between 900 and 3000 euros in year t-1 and who remained with their employer until t.  The upper 
panel reports the coefficient on actually receiving the subsidy where receiving of subsidy is instrumented by 
eligibility. In all columns controls include dummies for older, low-wage, (older*low-wage), after and 
(older*after) and (low-wage*after) interactions. The additional controls for industrial sector (column 2) include 
educational category (4), gender, union contract, and two-digit industry and for service sector (column 4) gender, 
educational category and educational field. The lower panel reports the coefficient of the amount of the actual 
subsidy (in 100 euros), instrumented by the amount of the subsidy the person is eligible for (in 100 euros). In all 
columns the controls include age dummies, wage group dummies (by 100 euros), wageg*after, ageg*after, and 
ageg*wageg interactions.  Columns 2 and 4 include also additional controls reported above. Standard errors in 
parentheses.* significant at 5%; ** significant at 1%. First stage coefficient for columns (1) and (2) in spec I: are 
0.407 (0.006)**, 0.405 (0.006)** in spec II: The  (3) and (4) in spec I: 0.569 (0.003)*** and spec. II 0.564 
(0.003)**. 
 

The usual worry with the targeted subsidy systems is whether they lead to substitution or 

replacement effects. This ‘revolving door’ issue may arise if employers simply shed ineligible 

workers to be able to benefit more from the subsidies for eligible workers. Then even if the 

share of the targeted workers rises, overall employment may not necessarily increase.  Given 

that we did not find statistically significant employment effects for the target group, there is 

little need to examine the substitution effects in our case.  

Finally, if the goods market is non-competitive, the tax cut may also lead to increased profits 

because the market prices of the final goods do not necessarily move in a one-to-one relation 

with marginal costs. (See the analysis in e.g. Myles, Ch. 11, (1995) for commodity taxes; the 

analytics are similar with respect to the taxation on labour.) Our analysis using data on 
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financial statements of Finnish corporations, combined with information about firm-specific 

low-wage subsidies, does not seem to reveal robust linkages between the amount of subsidies 

received and the profit rates.21  

 8. Conclusions 

While low-wage subsidies are often regarded as a promising way to improve the labour-

market prospects of low-skilled workers, the current evidence on their effectiveness is scarce. 

The evidence is mainly based on universal subsidy schemes that are difficult to evaluate 

because of the lack of a natural comparison group. Using detailed, individual-level, panel 

data, this paper estimated the employment effects of a Finnish low-wage subsidy scheme that 

was targeted to low-wage older workers. The clear eligibility criteria opened up a way to use 

the DDD estimation strategy that allows for controlling for, for example, time-varying 

differences for labour demand of a given skill category. In fact, we find that leaving out the 

other control group, essentially returning to the standard DiD analysis similar to earlier papers 

in the field, would produce upwards-biased estimates of the impacts of the subsidy system. 

The results indicate that the subsidy scheme was not effective in increasing the employment 

of eligible workers. However, it might have led to increased working hours in the industrial 

sector by making some former part-time workers work full-time. The results regarding the 

impacts on wages are somewhat ambiguous: monthly wages rise, but hourly wages (in 

comparison to wages in the control groups) seem to have dropped in some cases. This is 

interesting because it is, in fact, one of the theoretical predictions of the impacts of 

progressive taxes under imperfectly competitive labour markets.  

Quite why the results are so disappointing remains unclear. Perhaps the subsidy has not been 

sufficiently large, given that the treatment group (elderly workers) can consist of workers for 

whom it is particularly difficult to remain employed or to be hired. Or perhaps the wage 

demand for these workers is simply inelastic. Needless to say, these results cannot be 

regarded as a universal case against low-wage subsidies. What they demonstrate is the need 

for careful evaluation of these schemes that can, one hopes, in the end, help design the 

schemes in the best possible way. 

                                                
21  This issue was analysed using register-data of all Finnish corporations, available from the tax authorities, 
from 2004-2007. The profit rate (profit/turnover) was explained in a fixed-effects framework by the subsidy 
(divided by turnover) the firm received and firm and year dummies. This analysis did not provide evidence that 
subsidies had increased the profitability of the subset of firms that received them.  



 

 25  

 

References: 

Bell, B., R. Blundell and J. Van Reenen (1999) ‘Getting the Unemployed Back to Work: The 

Role of Targeted Wage Subsidies’, International Tax and Public Finance, 6, 339-360 

Blundell, R., M. Costa Dias, C. Meghir and J.Van Reenen, 2004. "Evaluating the 

Employment Impact of a Mandatory Job Search Program," Journal of the European 

Economic Association, MIT Press, vol. 2(4), pages 569-606, 06. 

Blundell, R. (2006) ‘Earned Income Tax Credit Policies: Impact and Optimality, The Adam 

Smith Lecture 2005’, Labour Economics 13, 423-443. 

 Bovenberg, L., J. Graafland and R.A. de Mooij (2000) ‘Tax reform and the Dutch labor 

market: an applied general equilibrium approach’, Journal of Public Economics 78, 

193-214. 

Brown, A., C. Merkl and D. Snower (2007) ‘Comparing the effectiveness of low-wage 

subsidies’, CEPR Discussion Paper No. 6334.  

Card, D. and D. Hyslop (2005) ‘Estimating the Effects of a Time-Limited Earnings Subsidy 

for Welfare Leavers’ Econometrica, 73 (6), 1723–1770 

Chéron, A., J.-O. Hairault and F. Langot, (2008) ’A quantitative evaluation of payroll tax 

subsidies for low-wage workers: An equilibrium search framework’, Journal of Public 

Economics 92, 817-843. 

Crépon B. and R. Desplatz (2003) ‘Evaluating the effects of payroll tax subsidies for low 

wage workers on Firm Level Decisions’, INSEE, Document du travail du CREST 2003-

06 

Drèze, J.H. and E. Malinvaud (1994) ‘Growth and Employment: The Scope for a European 

Initiative’, European Economy, No. 1. 77–106. 

Edlin, A. and E. Phelps (2009) ‘Getting serious about job creation: Part I’, The Economists’ 

Voice 6, Issue 5, Article 3.  



 

 26  

Eissa, N. and H. Hoynes (2004) ’Taxes and the labor market participation of married couples: 

the earned income tax credit’, Journal of Public Economics 88, 1931–1958. 

Eissa, N. and J.  Liebman (1996) ’Labor supply response to the earned income tax credit’ 

Quarterly Journal of Economics CXI, 605–637. 

Gesine, S. (2009) Employer wage subsidies and wages in Germany. IAB Discussion Paper 

9/2009.  

Goos, M. and J. Konings (2007), ‘The Impact of Payroll Tax Reductions on Employment and 

Wages: A Natural Experiment Using Firm Level Data,’ LICOS Discussion Papers 17807. 

Gruber J (1994) “The Incidence of Mandated Maternity Benefits” American Economic 

Review 84(3), 622–641. 

Gruber J (1997)  The Incidence of Payroll Taxation: Evidence from Chile, Journal of Labor 

Economics, 15 (3, Part 2), S72-S101 

Holmlund, B. and A.-S. Kolm (1995) ‘Progressive Taxation, Wage Setting, and 

Unemployment: Theory and Swedish Evidence. Swedish Economic Policy Review 2, 

423-460. 

Jackman, R. and R. Layard (1990) ‘The Real Effects of Tax-based Incomes Policies’, 

Scandinavian Journal of Economics 92, 309-324. 

Katz, L. (1996) ‘Wage subsidies for the disadvantaged’ NBER Working Paper 5679. 

Knabe, A. and R. Schöb (2008) ‘Minimum wages and their alternatives: A critical 

assessment’, CESifo Working Paper No. 2494. 

Knabe, A., R. Schöb and J. Weimann (2006) ‘Marginal employment subsidization: A new 

concept and a reappraisal’, Kyklos 59, 557-577. 

Korkeamäki, O. and R. Uusitalo (2009) ‘Employment and wage effects of a payroll-tax cut: 

Evidence from a regional experiment’, International Tax and Public Finance, 

forthcoming. 

Koskela, E. and J. Vilmunen (1996) ‘Tax Progression is Good for Employment in Popular 

Models of Trade Union Behaviour’, Labour Economics 3, 65-80.  



 

 27  

Kramarz, F. and T. Philippon (2001) ‘The impact of differential payroll tax subsidies on 

minimum wage employment’, Journal of Public Economics 82, 115-146. 

Lockwood B and Manning A. (1993) Wage setting and the tax system. Theory and evidence 

for the United Kingdom. Journal of Public Economics 52:1–29 

Myles, G. (1995) Public Economics. Cambridge University Press. 

Phelps, E. (1994) “Low-Wage Employment Subsidies versus the Welfare State”, American 

Economic Review, Papers and Proceedings ,84, 54-58. 

Phelps, E. (1997) Rewarding Work: How to Restore Participation and Self-Support to Free 

Enterprise, Cambridge, MA: Harvard University Press.  

Sørensen, P.B. (1997) ‘Public Finance Solutions to the European Unemployment Problem?’ 

Economic Policy October 1997, 223-264. 



CESifo Working Paper Series 
for full list see Twww.cesifo-group.org/wp T 
(address: Poschingerstr. 5, 81679 Munich, Germany, office@cesifo.de) 

___________________________________________________________________________ 
 
2981 Frederick van der Ploeg, Rapacious Resource Depletion, Excessive Investment and 

Insecure Property Rights, March 2010 
 
2982 Wolfram F. Richter and Christoph Braun, Efficient Subsidization of Human Capital 

Accumulation with Overlapping Generations and Endogenous Growth, March 2010 
 
2983 Francesco Cinnirella, Marc Piopiunik and Joachim Winter, Why Does Height Matter for 

Educational Attainment? Evidence from German Pre-Teen Children, March 2010 
 
2984 Bernard Van Praag, Well-being Inequality and Reference Groups – An Agenda for New 

Research, March 2010 
 
2985 Francesca Barion, Raffaele Miniaci, Paolo M. Panteghini and Maria Laura Parisi, Profit 

Shifting by Debt Financing in Europe, March 2010 
 
2986 Alexander Haupt and Magdalena Stadejek, The Choice of Environmental Policy 

Instruments: Energy Efficiency and Redistribution, March 2010 
 
2987 John Komlos and Marek Brabec, The Trend of BMI Values among US Adults, March 

2010 
 
2988 Emanuele Massetti and Lea Nicita, The Optimal Climate Policy Portfolio when 

Knowledge Spills across Sectors, March 2010 
 
2989 Helmut Rainer and Thomas Siedler, Family Location and Caregiving Patterns from an 

International Perspective, March 2010 
 
2990 Toru Kikuchi and Ngo Van Long, A Simple Model of Service Offshoring with Time 

Zone Differences, March 2010 
 
2991 Assaf Razin, Efraim Sadka and Benjarong Suwankiri, Migration and the Welfare State: 

Dynamic Political-Economy Theory, March 2010 
 
2992 Bård Harstad, Buy Coal! Deposit Markets Prevent Carbon Leakage, March 2010 
 
2993 Axel Dreher, Stephan Klasen, James Raymond Vreeland and Eric Werker, The Costs of 

Favoritism: Is Politically-driven Aid less Effective?, March 2010 
 
2994 Sven Neelsen and Thomas Stratmann, Effects of Prenatal and Early Life Malnutrition: 

Evidence from the Greek Famine, March 2010 
 
2995 Claude Hillinger and Bernd Süssmuth, The Quantity Theory of Money: An Assessment 

of its Real Linchpin Prediction, March 2010 
 
 



 
2996 Matthew M. Chingos and Martin R. West, Do More Effective Teachers Earn More 

Outside of the Classroom?, March 2010 
 
2997 Laurence Jacquet and Dirk Van de gaer, A Comparison of Optimal Tax Policies when 

Compensation or Responsibility Matter, March 2010 
 
2998 Valentina Bosetti, Carlo Carraro, Romain Duval and Massimo Tavoni, What Should we 

Expect from Innovation? A Model-Based Assessment of the Environmental and 
Mitigation Cost Implications of Climate-Related R&D, March 2010 

 
2999 Scott Alan Carson, Nineteenth Century Stature and Family Size: Binding Constraint or 

Productive Labor Force?, March 2010 
 
3000 Jukka Pirttilä and Ilpo Suoniemi, Public Provision, Commodity Demand and Hours of 

Work: An Empirical Analysis, March 2010 
 
3001 Bertrand Candelon and Franz C. Palm, Banking and Debt Crises in Europe: The 

Dangerous Liaisons?, March 2010 
 
3002 Joan Costa-i-Font and Marin Gemmill-Toyama, Does Cost Sharing really Reduce 

Inappropriate Prescriptions?, March 2010 
 
3003 Scott Barrett, Climate Treaties and Backstop Technologies, March 2010 
 
3004 Hans Jarle Kind, Tore Nilssen and Lars Sørgard, Price Coordination in Two-Sided 

Markets: Competition in the TV Industry, March 2010 
 
3005 Jay Pil Choi and Heiko Gerlach, Global Cartels, Leniency Programs and International 

Antitrust Cooperation, March 2010 
 
3006 Aneta Hryckiewicz and Oskar Kowalewski, Why do Foreign Banks Withdraw from 

other Countries? A Panel Data Analysis, March 2010 
 
3007 Eric A. Hanushek and Ludger Woessmann, Sample Selectivity and the Validity of 

International Student Achievement Tests in Economic Research, March 2010 
 
3008 Dennis Novy, International Trade and Monopolistic Competition without CES: 

Estimating Translog Gravity, April 2010 
 
3009 Yin-Wong Cheung, Guonan Ma and Robert N. McCauley, Renminbising China’s 

Foreign Assets, April 2010 
 
3010 Michel Beine and Sara Salomone, Migration and Networks: Does Education Matter 

more than Gender?, April 2010 
 
3011 Friedrich Schneider, Tilman Brück and Daniel Meierrieks, The Economics of Terrorism 

and Counter-Terrorism: A Survey (Part I), April 2010 
 
3012 Friedrich Schneider, Tilman Brück and Daniel Meierrieks, The Economics of Terrorism 

and Counter-Terrorism: A Survey (Part II), April 2010 



 
3013 Frederick van der Ploeg and Steven Poelhekke, The Pungent Smell of “Red Herrings”: 

Subsoil Assets, Rents, Volatility and the Resource Curse, April 2010 
 
3014 Vjollca Sadiraj, Jan Tuinstra and Frans van Winden, Identification of Voters with 

Interest Groups Improves the Electoral Chances of the Challenger, April 2010 
 
3015 Guglielmo Maria Caporale, Davide Ciferri and Alessandro Girardi, Time-Varying Spot 

and Futures Oil Price Dynamics, April 2010 
 
3016 Scott Alan Carson, Racial Differences in Body-Mass Indices for Men Imprisoned in 19th 

Century US Prisons: A Multinomial Approach, April 2010 
 
3017 Alessandro Fedele, Paolo M. Panteghini and Sergio Vergalli, Optimal Investment and 

Financial Strategies under Tax Rate Uncertainty, April 2010 
 
3018 Laurence Jacquet, Take it or Leave it: Take-up, Optimal Transfer Programs, and 

Monitoring, April 2010 
 
3019 Wilhelm Kohler and Jens Wrona, Offshoring Tasks, yet Creating Jobs?, April 2010 
 
3020 Paul De Grauwe, Top-Down versus Bottom-Up Macroeconomics, April 2010 
 
3021 Karl Ove Aarbu, Demand Patterns for Treatment Insurance in Norway, April 2010 
 
3022 Toke S. Aidt and Jayasri Dutta, Fiscal Federalism and Electoral Accountability, April 

2010 
 
3023 Bahram Pesaran and M. Hashem Pesaran, Conditional Volatility and Correlations of 

Weekly Returns and the VaR Analysis of 2008 Stock Market Crash, April 2010 
 
3024 Stefan Buehler and Dennis L. Gärtner, Making Sense of Non-Binding Retail-Price 

Recommendations, April 2010 
 
3025 Leonid V. Azarnert, Immigration, Fertility, and Human Capital: A Model of Economic 

Decline of the West, April 2010 
 
3026 Christian Bayer and Klaus Wälde, Matching and Saving in Continuous Time: Theory 

and 3026-A Matching and Saving in Continuous Time: Proofs, April 2010 
 
3027 Coen N. Teulings and Nick Zubanov, Is Economic Recovery a Myth? Robust 

Estimation of Impulse Responses, April 2010 
 
3028 Clara Graziano and Annalisa Luporini, Optimal Delegation when the Large Shareholder 

has Multiple Tasks, April 2010 
 
3029 Erik Snowberg and Justin Wolfers, Explaining the Favorite-Longshot Bias: Is it Risk-

Love or Misperceptions?, April 2010 
 
3030 Doina Radulescu, The Effects of a Bonus Tax on Manager Compensation and Welfare, 

April 2010 



 
3031 Helmut Lütkepohl, Forecasting Nonlinear Aggregates and Aggregates with Time-

varying Weights, April 2010 
 
3032 Silvia Rocha-Akis and Ronnie Schöb, Welfare Policy in the Presence of Unionised 

Labour and Internationally Mobile Firms, April 2010 
 
3033 Steven Brakman, Robert Inklaar and Charles van Marrewijk, Structural Change in 

OECD Comparative Advantage, April 2010 
 
3034 Dirk Schindler and Guttorm Schjelderup, Multinationals, Minority Ownership and Tax-

Efficient Financing Structures, April 2010 
 
3035 Christian Lessmann and Gunther Markwardt, Decentralization and Foreign Aid 

Effectiveness: Do Aid Modality and Federal Design Matter in Poverty Alleviation?, 
April 2010 

 
3036 Eva Deuchert and Conny Wunsch, Evaluating Nationwide Health Interventions when 

Standard Before-After Doesn’t Work: Malawi’s ITN Distribution Program, April 2010 
 
3037 Eric A. Hanushek and Ludger Woessmann, The Economics of International Differences 

in Educational Achievement, April 2010 
 
3038 Frederick van der Ploeg, Aggressive Oil Extraction and Precautionary Saving: Coping 

with Volatility, April 2010 
 
3039 Ainura Uzagalieva, Evžen Kočenda and Antonio Menezes, Technological Imitation and 

Innovation in New European Union Markets, April 2010 
 
3040 Nicolas Sauter, Jan Walliser and Joachim Winter, Tax Incentives, Bequest Motives, and 

the Demand for Life Insurance: Evidence from two Natural Experiments in Germany, 
April 2010 

 
3041 Matthias Wrede, Multinational Capital Structure and Tax Competition, April 2010 
 
3042 Burkhard Heer and Alfred Maussner, A Note on the Computation of the Equity 

Premium and the Market Value of Firm Equity, April 2010 
 
3043 Kristiina Huttunen, Jukka Pirttilä and Roope Uusitalo, The Employment Effects of 

Low-Wage Subsidies, May 2010 




