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PREFACE

This Economic Survey offers projections of economic developments in 2018-2020.
The forecast and trend projections in the survey are prepared independently by the
Ministry of Finance Economics Department based on the Act on the implementa-
tion of the Treaty on Stability, Coordination and Governance in the Economic and
Monetary Union and on multi-annual budgetary frameworks (869/2012).

The forecasts are based on national accounts data for 2017 published by Statistics
Finland in March 2018 and on other public statistical sources available by 12 April

2018. Both the short-term and medium-term projections take account of the deci-
sions taken by the Government in its spending limits discussions on 11 April 2018.

Helsinki April 2018
Ministry of Finance Economics Department
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The source for all data on materialised developments is Statistics Finland unless otherwise indicated.

SYMBOLS AND CONVENTIONS USED

- nil

0 less than half the final digit shown

not available

not pertinent

forecast

CPB  CPB Netherlands Bureau for Economic Policy Analysis
HWWI Hamburgisches WeltWirtschafts Institut

IMF  International Monetary Fund

MoF  Ministry of Finance

*¥%

Each of the figures presented in the tables has been rounded separately.
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Summary

Economic outlook for 2018-2020

Finland’s economic growth will continue at an annual rate exceeding 2% but slow
to a rate of below 1%2% over the medium term. The rapid economic recovery and
sustained strength of economic growth will increase demand for labour and em-
ployment growth will be faster than for years. The employment rate will climb to
72.5% in 2020. Although the number of job vacancies will increase, the unemploy-
ment rate will fall slowly.

Economic growth will be supported by both domestic demand and foreign trade.
Household demand will be subdued by slowing growth in real disposable income.
Although private investment growth will be slower than in 2017, the ratio of invest-
ment to GDP will rise to 20%. Growth in exports will level off in line with the trends
in world trade and economic growth will no longer be as strongly supported by net
exports as earlier.

General government deficits will decrease, and general government finances will
reach a surplus at the turn of the decade. Nevertheless, general government indebt-
edness will continue despite good economic growth when entering the 2020s.

Global economy growth continues

Global economic growth will accelerate further in 2018 and then continue at a
slower pace. Growth in the United States in particular will be rapid this year. The re-
cently adopted tax reform is anticipated to boost the already high rate of economic
growth, but at the same time it will have an adverse effect on the state of public fi-
nances. Strong growth in the euro area is continuing, economic confidence remains
high and investments are now almost at the same level as before the crisis. Despite
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continued low inflation expectations, inflation is expected to accelerate towards the
end of the outlook period.

Growth in world trade slowed in the second half of last year. During the outlook pe-
riod, growth will, above all, be maintained by import demand in emerging econo-
mies. World trade will again grow faster than global output but not so much faster
as was seen last decade.

Employment growth has exceeded expectations

Finnish GDP is expected to grow by 2.6% in 2018. The signals still point towards
continued economic growth. These signals include increases in new orders in man-
ufacturing and in business output expectations as well as a continuing construction
boom in growth centres. On the other hand, there are also signs of constraints on
growth as many workplaces are facing a shortage of skilled labour, and lack of de-
mand is more common in many private business sectors than in late 2017.

The broad-based and rapid strengthening of economic activity increased employ-
ment during 2017. The upward trend in employment gained strength exceptionally
rapidly both before and after the turn of the year, with the employment rate trend
having already risen to around 71%.

Demand for labour is increasing swiftly. According to the European Commission’s
confidence indicators, Finnish enterprises’employment expectations are at their
highest since 2011. The job vacancy rate in Finland is, however, only at the medium
level among EU Member States.

With strong economic growth continuing and demand for labour gaining strength,
the number of employed persons in 2018 will be 1.8% higher than in 2017. Employ-
ment growth will remain rapid throughout the outlook period and the employment
rate will rise to 72.5% in 2020.

The slow fall in the unemployment rate is at least in part due to the activation of
the disguised unemployed and other persons outside the labour force to become
jobseekers, which is normal in the context of an economic upswing. Although the
reduction in unemployment has been uneven, the combined number of the un-
employed and the disguised unemployed has decreased quite steadily since early

12
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2016.The unemployment rate will fall steadily over the outlook period and end up
at 7.0% in 2020.

In 2018, the growth in private consumption will accelerate as a result of the rise in
employment and in the earnings level. The increase in household disposable in-
come will accelerate clearly, but real income growth will be more moderate as infla-
tion picks up.

Faster economic growth, brisker exports, low interest rates and positive trends
in the global economy will support private investment growth in Finland. Rapid
growth in housing construction is continuing.

Export growth will remain more moderate than last year but will still outperform
world trade growth. Transport equipment export growth is anticipated to continue
in 2018. The current account has reached a surplus driven by the trade balance, but
the balance of services will remain in deficit. The current account will show a slight
surplus throughout the outlook period, primarily due to favourable export develop-
ment. On the other hand, the current account surplus will be reduced by a stronger
increase in export prices than in import prices and by a deficit in factor incomes and
income transfers.

Prices will rise in 2018 across a broad range of product categories, but the increases
in the prices of services will have the greatest impact on overall inflation. This year,
price increases will be fuelled by, for example, the price of crude oil, which is at a
higher level than last year, and by increases in the prices of processed foods. Indi-
rect tax hikes will accelerate inflation by as much as 0.4 percentage points.

The earnings level will rise by 1.9% in 2018. Wage drifts are expected to remain be-
low average as local settlements become more common and because of compa-
ny-specific items. The increase in the earnings level will accelerate in 2019 to 2.5%
due to timing factors relating to collectively agreed pay rises. In 2020, the rise of the
earnings level to 2.8% will be accelerated further by good economic growth and
the reintroduction of holiday bonuses in the public sector.

In 2019, economic growth is expected to slow to 2.2%. Accelerating inflation will

decelerate the growth in real household disposable income. The slowdown in pri-
vate consumption growth will improve the household savings rate.

13
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Strong world trade growth will support Finnish exports during the outlook period
and Finland will not lose market shares in 2019. Net exports will support growth
throughout the outlook period even though imports of production inputs will also
increase. Imports will be boosted not only by the demand for production inputs but
also by domestic demand for investment and consumption demand.

In 2020, Finnish GDP is expected to grow by 1.8%. Growth in private consumption
will decelerate further, despite the sum of wages and salaries rising due to the ac-
celerating growth in the earnings level. With inflation rising, real income growth will
slow, however.

On the other hand, export growth will already underperform world trade growth in
2020. The goods to services ratio is expected to remain almost unchanged, which
means that exports will continue to be driven by exports of goods.

The annual growth in private investments will average 3%2-4% but this growth will
continue at a slower pace than in recent years. Nonetheless, private investments will
rise to around 20% in ratio to GDP towards the end of the outlook period and at that
point already clearly exceed the cyclical peak seen in the second quarter of 2008.

General government finances gaining strength but sustainability gap persists

Economic growth and the improving employment situation strengthen general gov-
ernment finances in the next few years. Measures to control growth in expenditure
and boost public service provision will improve the state of general government
finances. At the turn of the decade, balance will be restored and a slight surplus
reached in general government finances after more than ten years of imbalance.
Central government expenditure will still be clearly higher than income this year,
but the imbalance in central government finances is also being gradually reduced.

GDP growth and consolidation measures will reduce the public debt to GDP ratio.
General government debt continues to increase in the early years of the 2020s.

The long-term challenges of general government finances have not changed sub-
stantially. Following cyclical stabilisation, economic growth will slow clearly and will
not be sufficient to cover the rapid increase in public expenditure caused by chang-
es in the population age structure. Population ageing will increase care and nurs-

14
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ing expenditure and have a negative effect on general government finances until
the 2030s if expenditure growth cannot be curbed through structural reforms. The
fighter aircraft acquisitions of the Defence Forces will also add to the central gov-
ernment deficit in the 2020s.

Risks inherent in economic development

Most of the risks in the global economy forecast are still somewhat skewed to the
downside. Worsening trade disputes may hamper world trade growth.

The implementation of United States tariffs on steel and aluminium imports may re-
sult in trade policy countermeasures elsewhere. Introduction of trade barriers in a spe-
cific context will result in countermeasures that will be reflected over a broader area.

A particular positive risk perceived is economic development in the euro area ex-
ceeding expectations. This would improve Finland’s export prospects. The rate of
growth may also turn out to be higher than forecast in emerging economies. In-
deed, diversification of the geographical distribution of exports is one of the pos-
itive risks. In addition, continued favourable development in service exports may
increase the value-added from exports.

The risks in the investment forecast are, on the one hand, related to potential cor-
rective movements in the financial and capital markets and any resulting increases
in general uncertainty and, on the other hand, to faster-than-forecast international
economic growth. In addition, the implementation of major projects according to
the planned schedule is uncertain due to various authorisation processes and mo-
bilisation of financing.

Private consumption growth based on a low level of household saving creates a
negative risk in the consumption forecast. Private consumption growth based on
consumer confidence is highly sensitive to negative news.

Positive risks are associated with the employment outlook. Among others, decisions

made in the government negotiations on general government fiscal plan might
have employment growth enhancing impact.

15
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Table 1. Key forecast figures

2017

EURbn

GDP at market prices 224
Imports 85
Total supply 309
Exports 86
Consumption 174
private 122
public 52
Investment 51
private 42
public 9
Total demand m
domestic demand 225

Table 2. Other key forecast figures

GDP, EUR bn

Services, change in volume, %

Industry, change in volume, %

Labour productivity, change, %

Employed labour force, change, %

Employment rate, %

Unemployment rate, %

Consumer price index, change, %

Index of wage and salary earnings, change, %
Current account, EUR bn

Current account, relative to GDP, %

Short-term interest rates (3-month Euribor), %
Long-term interest rates (10-year govt. bonds), %
General government expenditure, relative to GDP, %
Tax ratio, relative to GDP, %

General government net lending, relative to GDP, %
Central government net lending, relative to GDP, %
General government gross debt, relative to GDP, %
Central government debt, relative to GDP, %

2015

2015

210

0.4
-1.7

0.2
-0.4
68.1

9.4
-0.2

14
2.1
-1.0
-0.0

0.7
571
439
-2.8
3.0
63.5
47.6

16

0.1
3.2
1.0

0.9
13
17
0.2
0.7
2.2
-5.2
1.2
13

2016

2016

216
1.6
1.2
1.7
0.5

68.7

8.8
0.4
11

-3.0

-14

-0.3
0.4

56.0
441
-1.8
2.7
63.0
474

2.1
5.7
3.

3.5
1.8
1.8
1.8
14
78
5.8
29
2.7

2017

change in volume, %

2.6
3.5
29

7.8
15
1.6
13
6.3
8.4
2.9
3.6
2.1

2018**

2017 2018**

224
2.8
3.9
24
1.0

69.6

8.6
0.7
0.2
15
0.7

-0.3
0.5

53.7
434

-0.6

-1.7

61.4

473

233
2.6
3.2
0.9
1.8

VAR
8.1
1.2
19
1.8
0.8

-0.3
1.0

527
425
-0.6
-1.6
60.4
46.9

2019**

2.6
43
3.1
6.1
14
1.8
0.5
3.6
3.7
3.2
3.3
2.3

2019%*

243

2.0

3.2

1.2

1.0

71.9

7.5

14

2.5

2.3

0.9

0.0

14

52.0

4.3

-0.2

-0.9

58.9

45.6

2.2
3.9
2.7

4.8
1.2
15
0.5
3.8
3.9
3.1
29
21

2020%**

1.8
3.0
2.2

3.5
13
14
0.9
29
3.6
-0.7
24
1.9

2020**

252
17
2.3
1.2
0.7

72.5
7.0
1.7
2.8
2.3
0.9
0.1
17

51.7

41.9
0.1

-0.4

574

44.4
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Medium-term outlook

Finnish GDP growth accelerated to 2.6% last year. Economic growth is anticipated
to remain almost at the same level, 2.6%, this year but slow to a more moderate lev-
el of around 2% in the 2019-2020 period. In the medium term from 2021 to 2022,
economic growth is projected to return to the level of potential output growth, that
is, just over 1%." Historically, the growth anticipated over the medium term is slow,
which is due to structural factors in the economy.

Labour input growth will increase potential output growth slightly during the cur-
rent year and the next two years. After that, labour input growth will fall to below
zero as the size of the working-age population contracts. Labour input growth is
also determined by the structural unemployment rate.

Growth in total factor productivity has been modest in the past few years and will
remain poor from a historical perspective. Output has dropped in high-productivity
industries, and at the same time services have gained increasing prominence in the
economy. In medium term, total factor productivity trend growth is projected to ap-
proach 1%, whereas the average growth seen in the early 2000s was above 2%. The
estimated trend growth in total factor productivity will, however, be clearly above
the average seen over the past five years.

The economy’s potential output is dependent not only on total factor productivity
and labour input, but also on the existing capital stock. For several years, low invest-
ment rate slowed capital stock growth and weakened future economic growth po-
tential. Investment has, however, picked up and the rise in the investment rate will
increase the level of potential output through capital stock growth by an annual
rate of just over ¥2%. Overall, it is projected that the economy’s growth potential will
rise to just over 1% a year in the medium term.

1 The medium-term outlook can be examined on the basis of potential output, because this is thought to
determine the economy’s growth prospects. In its assessments of potential output, the Ministry of Finance
uses the production function method as developed jointly by the European Commission and Member
States, in which potential output growth is divided between projections of potential labour input, capital
and total factor productivity. Potential output and output gap are latent variables, the assessment of which
involves uncertainties, particularly during a strong economic cycle and under conditions of rapid changes
in the production structure. The output gap, i.e. the difference between total actual output and potential
output, is positive when actual output is higher than potential output. This means that economic produc-
tion capacity has been utilised and output growth exceeding potential output creates price pressures in
the economy.

17
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Table 3. Key forecast figures for the medium term

2016 2017 2018**  2019**  2020**  2021**  2022**

GDP at market prices, change in volume, % 2.1 2.6 2.6 2.2 1.8 13 1.1
Consumer price index, change, % 0.4 0.7 1.2 14 1.7 1.8 2.0
Unemployment rate, % 8.8 8.6 8.1 7.5 7.0 6.9 6.8
Employment rate, % 68.7 69.6 71.1 71.9 72.5 729 73.2
General government net lending, relative to
GDP, % -1.8 -0.6 -0.6 -0.2 0.1 0.3 0.3
Central government 2.7 -1.7 -1.6 -0.9 -0.4 -0.2 -0.1
County government -0.4 -0.5 -0.4
Local government -04 -0.1 -0.2 -0.4 -0.1 -0.1 -0.2
Social security funds 13 1.2 1.2 1.1 1.1 1.1 1.0
Structural balance, relative to GDP, % -0.5 -0.1 -0.5 -0.6 -0.3 -0.1 -0.1
General government gross debt, relative to
GDP, % 63.0 61.4 60.4 58.9 574 56.7 56.0
Central government debt, relative to GDP, % 474 47.3 46.9 45.6 444 435 4.7
Output gap, % of potential output' 23 -0.9 0.1 0.5 0.7 0.7 0.7

! Estimated according the method developed jointly by the EU Commission and Member States

The financial balance of general government
relative to GDP, %

= O =2 NW~MOO

'
N

o
H

'
a

-6
02 04 06 08 10 12 14 16 18 20 22
W Total == Centralgovt. ==Countygovt. == Localgovt. == Social security funds
Sources: Statistics Finland, MoF VM34098
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Contributions to potential growth
according to EU method, %

5 5
4 \ 4
3 TPy y N 3
2 T legll/ N 2
Jﬁ y
1 S % 1
0 LR R R R i 0
1 1
2 2
S S S S S ST S ST S S S S S -3
80 82 84 86 88 90 92 94 96 98 00 02 04 06 08 10 12 14 16 18 20 22
mm Total factor productivity mm Capital mm Labour — Potential growth
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The 2018 estimate is that the output gap will stand at +0.1% of potential output.
When GDP growth clearly exceeds its potential, the output gap will end up being
over +0.5% in 2019 and rise above that in the medium term. The output gap will
close in the next period of economic decline.

Rapid economic growth has reduced the deficit in general government finances
and lowered the debt-to-GDP ratio. Supported by economic growth, the general
government budgetary position will improve further in the medium term, and the
consolidation measures outlined by the Government will also slow expenditure
growth. The debt ratio is, however, threatening to take an upturn, as in the long
term general government revenue will no longer be enough to sustain all the struc-
tures and functions of the public sector that were created on the foundations of a
more favourable demographic structure.

Fiscal Policy

Two years of continuous upswing have greatly brightened the labour market in re-
cent months. Business confidence is high and the demand for labour has increased
rapidly. Employment is growing briskly and unemployment is falling.

Economic and employment growth are boosting general government finances.

Economic growth is increasing tax revenues and reducing unemployment related
expenditures. Decisions to curb growth in public spending are also improving cen-
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tral and local government finances. General government finances are rebalancing
over the next few years for the first time since the financial crisis that began in 2008.

Forecasts suggest that many of the economic policy goals set by the government of
Prime Minister Juha Sipila are materialising. The public debt to GDP ratio began de-
clining in 2016 and the fall in debt ratio will continue until the early 2020s. The me-
dium-term objective set for the structural balance of general government finances
will also be achieved.

The government has also set nominal budgetary targets for central government,
local government and social security funds. Social security funds and local govern-
ment are achieving their assigned targets, but the central government fiscal deficit
remains higher than targeted in 2019.

Besides levelling off the debt ratio, the government has set a target of ending liv-
ing on debt by the year 2021. Despite brisk economic growth, this aim is not quite
materialising. While general government finances will realise a small surplus at the
end of the decade, this will depend on employment pension funds. General govern-
ment debt will continue growing until the early 2020s.

The government has set a target of increasing the employment rate to 72 per cent
and putting an additional 110,000 people into gainful employment during its term
of office. These objectives appear to be materialising, as demand for labour is grow-
ing rapidly and both the number of people in work and the employment rate are
rising to approach the target in 2019.

The most important and far-reaching goal of the government’s economic policy,
closing the sustainability gap, nevertheless remains unrealised. While the sustain-
ability gap has declined during the government’s term of office due to fiscal ad-
justment and rising employment, its closure will require implementation of further
planned structural reforms.

The favourable economic climate is concealing structural factors that have under-
mined general government finances over the current decade. The population is
ageing through the economic cycles, and growth in health care and long-term care
costs due to the changing age structure will inevitably continue at a rapid rate long
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into the 2030s if expenditure growth cannot be curbed by reforming the social and
health care system.

There is a threat of economic growth slowing to a figure between 1 and 1% per
cent when the economic cycle levels out. Ageing of the population will mean no
real increase in labour input, so economic growth will depend solely on increasing
productivity. The foreseeable economic growth will not suffice to finance long-term
provision of current statutory public benefits and services.

The labour markets also have some structural weaknesses that a favourable eco-
nomic climate will not correct, despite rapidly growing employment. The employ-
ment rate remains clearly lower than in other Nordic countries. Many people are out
of work, and a large proportion of the unemployed are hard to employ, even during
an economic upswing. Though there are more job vacancies, some industries and
sectors are suffering from a shortage of skilled labour.

This provides reasons for continuing an economic policy that seeks to improve
conditions for growth and to reinforce general government finances. Conditions
for economic restructuring are favourable when the economy is growing rapidly, as
strong demand mitigates any short-term adverse impacts of reforms. The best way
to mitigate these adverse impacts, even in the short term, is to plan the reforms
consistently and implement them resolutely.

Economic policy during a boom period must focus on measures to boost employ-
ment, long-term growth potential in the economy, and efficiency in public service
provision. Strucutural reforms that increase general government revenues and re-
duce expenditure or its long-term growth will still be needed to safeguard sustaina-
ble financing of public service provision and social security.

A new downturn is inevitable when the boom ends. Preparations for it can be made
by allowing the boom to strengthen general government finances. Reinforcing the
buffers of general government finances will be important not only because of fu-
ture downturns, but also due to major defence procurements and because of the
increase in age-related expenditure that will materialise over the coming decade.
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1 Economic outlook

1.1 Global economy

Rapid growth in global economy continues

The global economy is booming during the current year. Economic growth is
broad-based: in several economies, both exports and domestic demand are sho-
wing robust performance.

The United States economy is growing rapidly this year. Inflation has accelerated since
the second half of 2017 as the economy enjoys full employment. The recently adopt-
ed tax reform is anticipated to boost the already high rate of economic growth but at
the same time projected to have an adverse effect on the state of public finances.

Strong growth in the euro area is continuing, economic confidence remains high
and investments are now almost at the same level as before the crisis. Inflation
expectations still remain low, but inflation is expected to accelerate towards the
end of the outlook period.

Gross domestic product
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Supported by private consumption, rapid economic growth in China continued
in 2017.The level of private debt is causing concern about the vulnerability of the
financial market. In the longer term, economic growth in China is still expected to
slow down and shift from exports to consumption.
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Russia’s economic growth slowed in late 2017 despite the increase in crude oil
prices. The energy sector still plays a major role in the economy and, in the longer
term, the prospects are overshadowed by a narrow production structure, and issues
including structural problems in the labour market.

Favourable economic development has also pushed up prices of energy products
and raw materials. The decisions of the main oil producing countries to limit pro-
duction until the end of 2018 will help to keep crude oil prices steady.

Faster economic growth and gradual normalisation of the monetary policy will

mean that the main market rates will rise in the next few years. Interest rates on go-
vernment loans have gone up recently, particularly in the United States.
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Raw materials prices
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World trade has grown more rapidly than expected

World trade growth slowed in the second half of last year after a very rapid period
of growth seen in 2016. Growth will, above all, be maintained by import demand in
emerging economies. World trade will grow faster than global output when com-
pared with the trends in the past few years. However, the gap is still narrower than
during the first decade of the 2000s.

World trade
change in volume, %
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Risks are still skewed to the downside

The risks to the trends described above are still somewhat skewed to the downside.
Worsening trade disputes may hamper world trade growth. Wide-ranging indebt-
edness raises the concern that expected rises in interest rates will add to the burden
of debt servicing.

Faster-than-expected economic growth in industrial countries, especially in Europe,
is probably the most important of the positive risks. World trade may also be set for
faster-than-expected growth if living standards, and consequently consumer de-
mand, in emerging economies grow even more rapidly than forecast.

Table 4. Gross domestic product

2015 2016 2017 2018**  2019**  2020**

change in volume, %

World (PPP) 33 3.2 37 3.9 3.8 3.6
Euro area 2.2 1.8 2.3 26 2.3 21
EU 1.6 1.7 2.2 24 21 1.9
Germany 1.5 1.9 2.2 2.6 24 2.2
France 1.2 1.2 1.8 2.3 21 2.0
Sweden 3.9 33 2.7 2.8 24 2.2
United Kingdom 22 1.8 1.8 14 1.0 0.8
United States 2.6 1.5 23 2.7 24 2.2
Japan 11 1.0 1.7 11 1.0 0.9
China 6.9 6.7 6.8 6.5 6.4 6.2
India 75 7.6 74
Russia -3.7 -0.2 1.7 1.5 1.4 1.3

Sources: Eurostat, statistical authorities, IMF, MoF

Table 5. Background assumptions

2015 2016 2017 2018**  2019**  2020**

World trade growth, % 2.0 1.6 4.7 4.7 4.7 44
USD/EUR 1.10 1.10 1.15 1.15 1.08 1.07
Industrial raw material price index, EA, €

(2015=100) 100.1 96.3 114.5 1203 132.5 137.3
Crude oil (Brent), $/barrel 53.5 451 54.8 63.8 66.9 69.4
3-month Euribor, % -0.0 -0.3 -0.3 -0.3 0.0 0.1
Government bonds (10-year), % 0.7 04 0.5 1.0 14 1.7
Export market share (2000=100)’ 90.3 92.2 95.0 96.2 96.4 95.5
Import prices, % -4.3 3.2 3.8 2.2 24 2.1

1Ratio of export growth to world trade growth
Sources: Statistical authorities, CPB, HWWI, Reuters, MoF
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1.2 Foreign trade

Finland’s foreign trade took a major upturn in 2017. This was affected by fast-
er-than-projected growth in world trade. In most of Finland’s most important ex-
port countries, economic development was more favourable than anticipated last
year. During the outlook period, growth can still be seen in foreign trade, but export
growth will be more moderate towards the end of the period.

1.2.1 Exports and imports

According to current information, the increase in export volumes was 7.8% in 2017.
Growth took place steadily in goods as well as service exports. According to the latest
figures, the volume growth in goods exports was 8.3% compared with the previous
year and that in service exports was 6.9%. Service exports account for just under a
third of the exports and are anticipated to grow at the same rate as goods exports.

Measured by the annual change, the growth in goods exports was the strongest in
the first quarter of the year, but growth was also rapid during the remainder of the
year. World trade has been growing faster than in the past few years and this has al-
so helped to boost Finnish exports. Growth was seen in most traditional export sec-
tors, including favourable development taking place in exports of machinery and
equipment and forest industry exports increasing. Transport equipment exports
grew significantly and this growth is anticipated to continue in 2018.

According to national accounts data, import volumes increased only by 3.5% in
2017. Goods import volumes were boosted particularly by intermediate and indus-
trial products. As in exports, there was also a broad range of different items con-
tributing to the growth in goods imports. Goods imports will also further pick up in
the coming years due to imports of intermediate products used by export indus-

Table 6. Foreign trade

2015 2016 2017 2018**  2019**  2020**

change in volume, %

Exports of goods and services 0.9 3.5 7.8 6.1 4.8 3.5
Imports of goods and services 3.2 57 35 43 3.9 3.0

change in price, %
Exports of goods and services -0.9 -1.8 29 1.8 1.9 1.5
Imports of goods and services -43 3.2 3.8 2.2 24 21
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tries. Imports of consumer goods are growing steadily. Investments made indicate
broad-based growth continuing in the manufacturing industry, whereby imports of
intermediate products will also increase.

1.2.2 Prices and current account

In 2017, both import and export prices increased. The terms of trade weakened
slightly as the increase in import prices exceeded that in export prices. The price in-
creases are explained primarily by oil and raw material prices. Pricing of oil and raw
materials will raise import prices during the outlook period, but in the coming years
prices will increase at a moderate rate. The US dollar exchange rate is causing down-
ward pressure on import prices at the beginning of the outlook period, but the ap-
preciating exchange rate will push import prices up slightly towards the end of the
period. Throughout the period, the value of imports and exports will rise thanks to
volume growth and price hikes.

Movements in export prices will be slightly more modest than those in import pric-
es. The terms of trade will continue to weaken during the outlook period as import
prices will increase more rapidly than export prices. Export conditions will be fur-
ther improved during the early parts of the outlook period by modest trends in unit
labour costs despite wages and salaries already increasing in 2018.

Strong world trade growth will improve the prospects of Finnish exports over the
outlook period and Finland will no longer lose market shares in 2018 and 2019.

Unit labour costs
2005=100, nominal
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Driven by export demand, exports are set to grow throughout the outlook period.
In 2020, however, export growth will already underperform word trade growth. The
goods to services ratio is expected to remain almost unchanged, which means that
exports will continue to be driven by goods exports.

According to current information, the current account reached a surplus driven

by the trade balance in 2017, but the balance of services remained in deficit. The
current account will show a slight surplus throughout the outlook period, primari-
ly due to favourable export development. The positive trend in service exports will
also mean a lower deficit in the service account. On the other hand, the current ac-
count surplus will be reduced by a stronger increase in export prices than in import
prices and a deficit in factor incomes and income transfers.

Current account
relative to GDP, %
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Sources: Statistics Finland, MoF VM34170

The negative risks in the forecast mainly concern the trends in the world market
and export demand. For example, the recent use of protectionist measures by the
USA only has a minor direct impact on Finnish exports. There is the risk, however,
that introduction of trade barriers in a specific context will result in countermeas-
ures that will be reflected over a broader area. A particular positive risk perceived is
economic development in the euro area exceeding expectations. This could im-
prove Finland’s export prospects. The rate of growth in emerging economies may
also turn out to be favourable for Finland. Indeed, diversification of the geographi-
cal distribution of exports is one of the positive risks. In addition, continued favour-
able development in service exports may increase the value-added from exports.
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Table 7. Current account

2015 2016 2017 2018**  2019**  2020**

EURbn
Balance of goods and services -1.0 -1.6 1.0 2.3 2.9 29
Factor incomes and income transfers, net -1.1 -14 0.5 -0.5 -0.6 -0.6
Current account 2.1 3.0 1.5 1.8 23 23
Current account, relative to GDP, % -1.0 -14 0.7 0.8 0.9 0.9

1.3 Domestic demand

1.3.1 Private consumption

Consumption continues to grow at a slower rate

In 2018, the growth in private consumption will accelerate as a result of the rise in
employment and in the earnings level. Growth in the sum of wages and salaries will
reach almost 4%. The increase in household disposable income will accelerate clear-
ly, but real income growth will be more moderate as inflation picks up. The fastest
rate of growth will continue to be seen in consumer durables, but consumption
growth in all categories will accelerate year on year in 2018.

Growth in household disposable income will also be supported by growth in cur-
rent transfers as pension income increases. The improved employment situation
will slow growth in social transfers. Changes in taxation will continue to increase
employees’ purchasing power. The household savings rate will remain exceptionally
low.

In 2019, growth in private consumption will be bolstered not only by the increase
in the earnings level but also by the higher employment rate, but the sum of wages
and salaries will grow more slowly than this year. The sum of wages and salaries will
still increase by more than 3% and keep the rate of increase in household dispos-
able income higher than seen in the past few years. However, accelerating inflation
will slow down the growth in real household disposable income, decelerating the
growth of private consumption. Private consumption growth will therefore slow,
improving the household savings rate.
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Industry and consumer confidence
balance, seasonally adjusted
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In 2020, growth in the sum of wages and salaries will be most affected by the accel-
erating rise in the earnings level. Although slowing, the improved employment rate
will also support growth in household purchasing power. Real income growth will
be more sluggish due to rising inflation, which will further slow down the increase
in private consumption. The restoration of the savings rate to levels closer to histori-
cal averages will also continue in 2020 but still remain exceptionally low. Household
indebtedness in ratio to disposable income will not, however, take a downturn,
even though the continued moderate rise in housing prices will keep growth slow
in the most significant form of household debt, that is, housing loans.

1.3.2 Public consumption

The public consumption to GDP ratio will drop slightly during the outlook period as
the value of GDP will increase more rapidly than government consumption expend-
iture. Growth in the amount of public consumption will remain relatively slow in the
coming years. The largest items of consumption expenditure by government are per-
sonnel expenses and goods and services purchased. Growth in public consumption
has been curbed particularly by the Competitiveness Pact and consolidation meas-
ures.

Local government consumption accounts for approximately two thirds and central
government for less than one third of public consumption, while consumption by
social security funds makes up the remainder. The share of central government con-
sumption has declined steadily from 31% at the beginning of the millennium to 27%,
whereas the share of municipal consumption has increased from 62% to nearly 66%
during this period. The establishment of the counties will reduce the share of local
government in public consumption to one third from 2020 onwards.

While the share represented by social security funds has varied slightly, it has re-
mained at approximately 7% during the period under review.
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Table 8. Consumption
2017 2015 2016 2017  2018**  2019** = 2020%**
share, % change in volume, %

Private consumption 100.0 1.7 1.8 1.6 1.8 1.5 1.4
Households 95.4 1.9 18 17 1.9 1.5 14
Durables 8.1 29 5.8 5.0 43 24 23
Semi-durables 7.8 1.0 24 2.5 2.8 1.2 1.1
Non-durable goods 25.7 0.7 0.7 1.0 13 13 1.2
Services 53.0 14 1.6 14 1.6 1.6 1.5
Consumption by non-profit institutions 4.6 -2.0 1.0 -0.5 0.5 0.5 0.5
Public consumption 100.0 0.2 1.8 13 0.5 0.5 0.9
Total 13 1.8 1.5 1.4 1.2 1.3

Individual consumption expendture in general
government 0.9 1.0 1.6 0.6 0.3 1.3
Total individual consumption expenditure 1.5 1.6 24 24 1.2 11
Households” disposable income 1.7 2.0 2.3 3. 33 3.7
Private consumption deflator 0.3 0.9 0.9 13 15 1.8
Households’ real disposable income 14 1.1 14 1.8 1.8 1.9

%

Consumption as proportion of GDP (at current
prices) 79.7 79.1 776 76.6 75.8 75.3
Household savings ratio 0.1 -0.7 -0.9 -0.9 -0.7 -0.3
Household debt ratio’ 1242 1264 1282 1298 131.1 131.6

"Household debt at end-year in relation to disposable income.
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1.3.3 Private investment

The rate of growth in enterprise and household investment still remains good

In 2017, private investment grew very rapidly at 8.4% year on year. Growth was fast-
est early in the year and slowed clearly towards the end of the year. Research and
development investment finally grew after eight years of decline. The enterprise de-
mand situation has changed rapidly as Finnish exports have increased briskly and
investments are growing almost worldwide. Low interest rates and excellent devel-
opment in enterprises’ operating surplus facilitate investment financing.

The annual growth in private investment will average 3%2-4%, but this growth will
continue at a slower pace than in recent years. Nonetheless, private investment
will rise to around 20% in ratio to GDP towards the end of the outlook period and
at that point already clearly exceed the cyclical peak seen in the second quarter of
2008.

Investments
relative to GDP, %
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Investment particularly in housing and other buildings, machinery, equipment
and transport equipment was high last year. Household investment in housing
increased likewise by 8.9%. The prevailing cyclical situation in housing construc-
tion still remains good, with growth reaching almost 5% this year as a considerable
number of building permits for dwellings were granted in the fourth quarter of last
year, up by as much as 19% on the corresponding period a year earlier. In addition,
the amount of unsold dwelling units has been rather low recently compared with
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the normal level. In non-residential building construction investment, growth has
been steadier and is now slowing down. The outlook for the next few years is, how-
ever, good due to several major projects being planned. New international investors
have also emerged in the housing and real estate markets, which has increased the
number of building projects started.

Given the cyclical position, the level of state-subsidised housing production (ARA
production) will remain quite high. According to the national accounts, prices in in-
vestment in housing construction rose by 3.6% and those in development support-
ed by the Housing Finance and Development Centre of Finland (ARA) by around 9%
in the Helsinki Metropolitan Area and by little over 7% in other growth centres year
on year. This means the cyclical situation is tightening further and ARA tenders are
becoming more expensive.

Investment in repair construction is not keeping up with the rate of new construc-
tion investment as regards growth figures even though old buildings are now also
being refurbished to better meet the demand and vacant offices are being convert-
ed to homes. Growth in repair investment is forecast to increase at an annual rate of
around 2% during the outlook period.

Investments
change in volume and growth impact, %
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According to the investment survey published in January by the Confederation of
Finnish Industries (EK), fixed industry investment would decrease by more than 8% this
year, mainly due to the completion of individual large-scale projects. Among the ma-
jority of the respondents, however, investment would increase. According to the sur-
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vey, manufacturing industries’ research and development expenditure would increase
by around 4%. Several major industrial projects are being planned, particularly in the
forest industry, and the forecast assumes that one of these will be launched in 2019.
This assumption has an upward effect on the 2019 and 2020 forecasts concerning
non-residential building construction and investment in machinery and equipment.

Civil engineering investment is projected to grow steadily at an annual rate of
around 1%2-2% in the coming years. Only around one third of structures and land
improvement constitutes private-sector investment. Active housing production will
increase public road and street investment, and there will also be a slight increase
in rail investment this year.

Investment in research and development (R&D) will pick up compared to previous
years. According to the forecast, R&D investment growth rate will be approximately
5% in the next few years. Public contributions to R&D funding will also increase this
year. Towards the end of the outlook period, the R&D investment to GDP ratio will
rise to 4%2%.
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The risks in the investment forecast are, on the one hand, related to potential cor-
rective movements in the financial and capital markets and any resulting increases
in general uncertainty and, on the other hand, to faster-than-forecast international
economic growth. In addition, the implementation of major projects according to
the planned schedule is uncertain due to various authorisation processes and mo-
bilisation of financing.
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Table 9. Fixed investment by type of capital asset

2017 2015 2016 2017 2018**  2019**  2020**

share, % change in volume, %

Buildings 478 2.0 104 51 37 3.0 13
Residential buildings 28.6 2.0 10.6 51 4.8 1.0 -1.0
Non-residential buildings 19.2 21 10.1 5.1 2.0 6.0 4.6

Civil engineering construction 9.6 -0.8 9.0 2.0 2.5 2.2 1.7

Machinery and equipment 24.2 4.6 10.7 124 29 5.0 5.1

R&D-investments1 18.4 -5.2 3.3 43 5.0 53 4.7

Total 100.0 0.7 74 6.3 3.6 3.8 29
Private 82.8 2.2 7.8 8.4 37 39 3.6
Public 17.2 -5.2 5.8 29 3.2 31 -0.7

%

Investment to GDP ratio (at current prices)

Fixed investment 204 21.6 22.6 23.0 234 23.7
Private 16.5 17.5 18.7 19.0 19.4 19.8
Public 39 4.0 39 39 4.0 39

"Includes cultivated assets and intellectual property products

1.3.4 Publicinvestment

The public investment to GDP ratio will remain close to the long-term average,
although public investment is expected to grow slightly in the next few years.

The largest items of public investment will be civil engineering investment (30%),
non-residential construction investment (30%) as well as research and development
investment (25%). The level of public investment has remained high due to factors
including a brisk rate of hospital construction, investments in the Government's key
projects and transport infrastructure refurbishment as well as the development of
the counties’ ICT systems.

Local government investment accounts for more than half and central government
investment for less than half of public investment. Social security funds represent a
very small share of the total. The share of central government investment will con-
tinue its decline from 58% at the beginning of the millennium to 45%, whereas the
share of local government investment will increase from 41% to around 55%. Due
to the counties to be established in 2020, the rate of local government investment
among total public investment will fall back to below 50%.
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1.4 Domestic production

1.4.1 Total output

Economic growth will continue at a slowing rate

Output growth accelerated clearly last year. Gross value added for the economy

was 3.1% higher year on year. This is the fastest rate of growth since 2007. Economic
growth was also broad-based as increased output was seen in almost every industry.
Growth was particularly brisk in financing and insurance, business services, manu-
facturing industry and construction. Output declined only in energy supply and ag-
riculture last year. However, the level of gross value added is still 3%2% lower than be-
fore the financial crisis as manufacturing output still remains at a clearly lower level.
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The signs indicating the continuation of the upward trend have still been seen in
the first months of the year. These include increases in new orders in manufacturing
and higher business output expectations as well as a continuing construction boom
in growth centres. On other hand, there are also signs of constraints on growth

as many workplaces are facing a shortage of skilled labour, and lack of demand is
more common in many private business sectors than in late 2017.
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Despite obstacles to output growth, economic activity will remain strong across the
board. Growth is being driven by an increase in orders illustrating strong interna-
tional demand in manufacturing, progress made in numerous private and public
construction projects started, and growth in service production. Although the pe-
riod of fastest growth seen last year appears to be over, the business tendency sur-
veys of the Confederation of Finnish Industries (EK) indicate that the positive trend
will continue at least for the first half of the current year. In addition, the forecast’s
background assumptions concerning acceleration in the growth in world trade and
global economy support export-oriented industrial production and therefore, indi-
rectly, business services. Strengthened imports in Finland’s most important trading
area, Europe, are good news for Finnish industries manufacturing investment and
intermediate products. Due to broad-based growth and a positive carry-over effect,
gross value added for the economy will grow by just under 3% this year. The growth
rate will continue to slow in 2019 and 2020, but total output will still increase by
around 2% per year during those years.
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Net lending by sector
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1.4.2 Secondary production

Manufacturing output undergoing broad-based growth

The upswing seen last year in the manufacturing industries was the strongest in

seven years and output increased by almost 4%. With the exception of energy sup-
ply, growth was evenly strong across all main industries. The forest industry growth
rate accelerated due to increases in the outputs of the mechanical forest industry as
well as pulp and paperboard production. In the metal industry, orders for transport
equipment in particular will ensure output for years to come. The strong growth in the
chemical industry slowed only slightly, and even the electrical and electronics indus-
try reported growth following two years of decline.
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Manufacturing
% of gross value added
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Most of Finland's industrial production comprises raw materials and investment
goods for export, the demand for which has improved as the global economy and
world trade have picked up and capacity utilisation has risen on the back of eco-
nomic growth. In addition, the unit labour cost competitiveness of Finnish busi-
nesses improved last year as the nominal cost of labour per unit of output in the
economy as a whole decreased by 2% last year. This is reflected in the large number
of new orders received by manufacturing companies, up 6%2% year on year in the
first months of the year. The highest number of orders has been won by the forest
industry, but increasing order books have also been reported by the metal industry.
The outlook for output in early 2018 is therefore positive.

Volume index for industrial production
3-month moving average, change yoy, %
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According to business tendency surveys, the highest growth prospects can be
found in the forest, textile and construction product industries, while the lowest
output projections are reported by the food and printing industries. In the forest
industry, output is pushed up by increased demand for pulp, paperboard and sawn
timber. Forest industry growth is also supported by capacity increases such as those
made in Adnekoski. Overall, industrial output will increase by around 3% this year
due to the positive economic outlook and new orders received.

In the years ahead, export demand will increase as world trade growth accelerates,
with imports expected to grow in 2019 and 2020 in the European market in par-
ticular, which is important for Finnish enterprises. Higher production capacity and
efforts made by enterprises to improve the competitiveness of their products will
boost industrial output in the years ahead. The growth of value added in manufac-
turing will be around 3% next year but slow to just over 2% in 2020. Despite this
growth, the volume of industrial output will still remain almost one-sixth lower in
2020 than in the peak year of 2007.

Construction no longer serving as engine for economic growth

The growth of value added in construction slowed only slightly last year and output
increased by 4.5% as there were several major construction projects underway at the
same time. This growth resulted in the level of output exceeding that reached in 2007.
Growth was also promoted by the diversity of construction. Migration is increasing
housing demand in growth centres, municipalities are investing in health care and ed-
ucation facilities, and enterprises have launched capacity expansion and replacement
projects, which could been seen in commercial, office as well as agricultural construc-
tion. However, levels of new construction are higher in growth centres than outside
them, which means that growth is unevenly distributed across the regions. The need
for repair construction is high, particularly as regards residential and office buildings.

The outlook for construction output still remains quite bright although more sub-
dued than a year earlier. Many major construction projects are slated for comple-
tion this year. As some of these have been non-recurring, they will therefore not be
immediately followed by further similar new construction projects. Consequent-
ly, order books of construction companies are on average weaker than normal. In
addition, construction is the main industry suffering from the greatest shortage of
skilled labour. Supported by construction projects currently underway, construc-
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tion output will still increase by a couple of per cent this year, but construction is no
longer serving as the engine for economic growth as it has for the past three years.

Construction will remain buoyant in growth centres in both 2019 and 2020, but
the number of new starts will no longer increase as much as in recent years, fur-
ther slowing the rate of growth. In the 2019-2020 period, the focus will be on a few
major new construction projects and on repair construction, so the annual rate of
increase in construction value added will be around 1%2%.
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1.4.3 Services

Broad-based growth in services

Service production has grown continuously for three years, and last year the growth
rate accelerated to almost 3%. Value added growth in services was considerable in
private and only slight in public services. The fastest growth rate was seen in business
services. Consumer service sales also increased despite the modest development in
purchasing power.
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Service production
change yoy, per cent and balance, 3-month
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The cyclical position of private services is strong. Sales are on the increase and are
generally expected to continue to grow in the first half of the year. Nevertheless,
lack of demand is an equally important obstacle to growth in service industries as is
a shortage of skilled labour. The best conditions for growth can be found in infor-
mation and communication services and in real estate. Brisk sales are also expected
to continue in sales in trade industries and in financing and insurance. The increase
in value added in services this year will be 212% year on year.

Looking ahead, service production will be supported by demand in manufactur-
ing and other industries, providing robust conditions for service-sector growth.
Consumer-driven services will also benefit from the improved purchasing power.
International demand will increase service production serving foreign demand and,
through intermediate products, also domestic service production. Next year and
the year after will see only a slight slowdown in service production growth from this
year, with the coming annual growth rate averaging just under 2%.
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Table 10. Production by industry

2017 2015 2016 2017 2018**  2019** = 2020**  Average
share, %') change in volume, %

Industry 20.6 -1.7 1.2 39 3.2 32 23 -2.5
Construction 71 33 5.6 4.5 1.9 1.5 13 0.2
Agriculture and forestry 2.7 -0.1 31 2.3 2.9 31 2.6 21
Industry and construction 27.8 -0.5 2.2 4.0 2.9 2.7 2.0 -19
Services 69.6 0.4 1.6 2.8 2.6 2.0 1.7 0.5
Total production at basic prices 100.0 0.1 1.8 3.1 2.7 2.2 1.8 -0.2
GDP at market prices 0.1 21 2.6 2.6 2.2 1.8 0.0
Labour productivity in the whole economy 0.2 1.7 24 0.9 1.2 1.2 0.1

1) Share of total value added at current prices.

1.5 Labour force

Employment growth strongest since financial crisis

The broad-based and rapid strengthening of economic activity improved the em-
ployment situation during 2017. According to the Labour Force Survey, the number
of employed persons increased by 1.0%. Despite the extended working hours speci-
fied in the Competitiveness Pact, the working hours did not increase more than this
in 2017. In recent months, the employment rate has increased exceptionally rapidly,
with the employment rate trend already rising close to 71% in early 2018.

Demand for labour has increased swiftly. According to Statistics Finland, the average
increase in the number of job vacancies was 23% in 2017. In February, the number
of new job vacancies reported to Employment and Economic Development Offices
(TE Offices) was more than 20% higher than a year earlier. According to the European
Commission’s confidence indicators, Finnish enterprises’ employment expectations
are at their highest since 2011. Measured by the job vacancy rate, however, Finnish
demand for labour was only at the medium level among EU Member States.

Continued strong economic growth and increased demand for labour will take the
number of employed persons in 2018 up 1.8% year on year, meaning the employ-

ment rate will climb to 71.1%.

According to the Labour Force Survey of Statistics Finland, there was only a slight de-
crease in unemployment in 2017 and the unemployment rate was 8.6%. The slow fall
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in the unemployment rate is at least in part due to the activation of the disguised un-
employed and other persons outside the labour force to become jobseekers, which
is normal in the context of economic upswing. Although the reduction in unemploy-
ment has been uneven, the combined number of the unemployed and the disguised
unemployed has decreased quite steadily since early 2016.
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The unemployment rate trend decreased to 8.4% in February. Driven by the rapid
rise in employment, the number of unemployed persons will decrease more this year
than in 2017. The projected unemployment rate for 2018 is 8.1%.

The continuing reasonably rapid rate of GDP growth and the moderate development
in real wages and salaries will maintain labour demand during the outlook period.
Due to the large number of unemployed and disguised unemployed persons and
measures increasing the supply of labour, growth in employment and the economy
will not yet be restricted by labour supply in the Finnish economy on the whole.

The number of employed persons will increase by 1.0% in 2019 and 0.7% in 2020. The
employment rate will rise to almost 72% in 2019 and further to 72.5% in 2020.

The decrease in unemployment will be slowed by the large numbers of the disquised
and the structurally unemployed. The number of unemployed persons is there-

fore anticipated to remain considerably high for the entire outlook period in spite

of stronger economic growth. The unemployment rate is expected to fall to 7.5% in
2019 and further to 7% in 2020.
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According to the Employment Service Statistics compiled by the Ministry of Eco-
nomic Affairs and Employment, the number of the unemployed and the long-term
unemployed has decreased swiftly since 2017 in all age groups. However, part of this
decrease is simply due to register information being corrected. It is expected that
strong economic growth and good demand for labour will see the number of the
long-term unemployed and the structurally unemployed continue to shrink in the
years ahead although at a slower pace than in 2017.

Although the supply of labour in the Finnish economy on the whole is sufficient,
sectoral labour shortages can already be detected in certain occupational groups. Ac-
cording to the Business Tendency Survey of the Confederation of Finnish Industries
(EK) and the Employment Outlook by Occupation published by the Ministry of Eco-
nomic Affairs and Employment, there is a particular shortage of construction and real
estate service professionals as well as information, health and social services experts.

Elimination of sectoral labour shortages can be promoted by investing in competen-
cies, education and training, improving incentives for employment and increasing la-
bour immigration. Ultimately, sectoral labour shortages will lead to higher pay levels
in the affected industries.

Table 11. Labour market
2015 2016 2017 2018 2019**  2020**

annual average, 1.000 persons

Population of working age (15-74 yrs) 4102 4109 4114 4127 4138 4140
change 6 7 5 13 " 2
Population of working age (15-64 yrs) 3476 3463 3451 344 3436 3429
change -15 -13 -12 -10 -5 -7
Employed (15-74 yrs) 2437 2448 2473 2517 2542 2560
of which 15-64 yrs 2368 2379 2403 2446 2470 2488
Unemployed (15-74 yrs) 252 237 234 221 205 193
%
Employment rate (15-64 yrs) 68.1 68.7 69.6 711 71.9 72.5
Unemployment rate (15-74 yrs) 94 8.8 8.6 8.1 75 7.0

1.000 persons per annum

Immigration, net 12 16 17 17 17 17
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1.6 Incomes, costs and prices

1.6.1 Wages and salaries

In 2017, earnings development was predominantly determined by the Competitive-
ness Pact concluded by the social partners. According to preliminary data, the index
of wage and salary earnings increased by 0.2%. The increase in the sum of wages
and salaries in the Finnish economy on the whole in 2017 was 2.6%, a rate clearly
faster than what could have been anticipated on the basis of the growth in earnings
and employment. This is primarily due to employment among employees having
risen considerably faster than employment among self-employed persons. Addi-
tionally, cuts to holiday bonuses were timed in various statistics in different ways,
which has made it difficult to compare wage and salary statistics.

Negotiations on pay rises for 2018 and 2019 have taken place industry-specifically.
On the basis of collective agreements signed by the end of March, nominal earnings
are estimated to rise by 1.9% in 2018 and 2.5% in 2019. Wage drifts are anticipated
to remain below average due to local settlements and company-specific items.

The total sum of wages and salaries in the economy is predicted to grow by 3.7% in
2018 and 3.5% in 2019.

In 2020, nominal earnings are projected to increase by 2.8% and the sum of wages
and salaries by 3.5%. Rises in earnings will be boosted by the expiry of public-sector
holiday bonus cuts.

In the years ahead, the rise in the level of earnings will continue to be slower than

the average rise seen in the 2000s, which is in line with the high rate of unemploy-
ment.

47



MINISTRY OF FINANCE PUBLICATIONS 9B/2018

Table 12. Disposable income

2017 2015 2016 2017  2018** 2019** 2020**  Average

share, % change, %

Compensation of employees 56.9 1.1 1.8 0.9 2.9 31 33 2.0
Wages and salaries 46.8 1.0 1.6 2.6 37 3.5 3.5 23
Employers’ contributions to so-

cial security schemes 10.1 14 25 -6.1 -0.8 11 2.0 0.9

Property and entrepreneurial inco-

me, net 273 72 47 13.8 59 8.0 5.6 0.7

Taxes on production and imports mi-

nus subsidies 15.7 -0.1 5.7 2.5 2.0 2.6 2.2 3.2

National income 100.0 23 3.2 44 3.6 4.4 3.8 1.8

Disposable income 24 33 47 3.6 4.4 3.8 1.8

Gross national income, EUR bn 215 0 21750 2262 2343 2441 2530

Table 13. Index of wage and salary earnings and labour costs per unit of output

2015 2016 2017 2018%*  2019**  2020**  Average

change, % 2017/2007
Index of negotiated wage rates 0.7 0.6 -0.3 1.3 1.9 2.1 1.8
Wage drift, etc. 0.7 0.5 0.5 0.6 0.6 0.7 0.7
Index of wage and salary earnings 1.4 1.1 0.2 1.9 2.5 2.8 2.5
Real earnings' 1.6 0.5 -0.6 0.7 11 1.1 1.1
Average earnings 14 1.0 0.6 1.9 2.5 29 2.2
Labour costs per unit of output who-
le economy? 0.9 0.0 2.1 0.2 0.9 14 23

1) The index of wage and salary earnings divided by the consumer price index.

2) Computed by dividing the national wage bill by the number of hours worked by wage and salary earners. The figures are affected by
structural changes in the economy.

3) Compensation of employees divided by gross value added in volume at basic prices.

1.6.2 Consumer prices

The slow upward trend continued in consumer prices in 2017. Measured by the
national Consumer Price Index, last year’s inflation rate was 0.7%. The increase in
consumer prices last year was caused mainly by price increases in the service and
energy sub-items. Inflation decelerated towards the end of 2017 and in the fourth
quarter the Consumer Price index rose by 0.6% year on year. This was mainly due to
a reduction in the positive impact of the energy sub-item coinciding with an accel-
eration in the decrease of goods prices.
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The inflation forecast for the current year is 1.2% as measured by the national Con-
sumer Price Index. This year, price increases will be fuelled by, for example, the price
of crude oil, which is at higher level than last year, and hikes in the prices of pro-
cessed foods. Inflation will still be most affected by the hike in service prices, but
the impact will hardly increase at all compared with last year. Changes in indirect
taxes in 2017 will drive inflation by an estimated 0.3-0.4 percentage points.

Consumer price index and index of wage and salary earnings
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The price of crude oil has risen significantly since last summer. As the base effects
are considerable, energy prices are projected to climb quite a bit in summer 2018
compared with the year before. The weakening of the US dollar has, however, clear-
ly dampened the rise of oil price in euros, which is why the impact of the energy
sub-item on inflation will remain moderate this year. Import prices will continue

to rise but at a steadier rate. In the current year, this will have an impact particular-
ly on goods prices, which are projected to fall less than last year. With the earnings
level rising, service prices are anticipated to go up, but the increase will still remain
moderate this year. This is due to factors including lowered daycare charges. On the
other hand, increases in excise duties on alcoholic beverages and tobacco products
will have a significant accelerating impact on inflation this year. Food prices are also
projected to take an upturn during the current year.

Inflationary pressures will be moderate but higher than before also during the next

years of the outlook period because the economy has fewer available resources as
the output gap is closing and turning positive. The national Consumer Price Index is
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forecast to increase by 1.4% in 2019 and 1.7% in 2020. The increase in service prices
is projected to accelerate gradually during the outlook period as the earnings level
rises. The slowly rising oil price and expectations of the strengthening of the US dol-
lar will also maintain inflation in 2019 and 2020.

Inflation in the euro area also slowed last year, despite the gradual strengthening of
economic growth in the area. According to assessments of experts from the Europe-
an Central Bank received in March, annual inflation in the euro area is expected to
be 1.4% in 2018, 1.4% in 2019 and 1.7% in 2020. The comparable growth forecasts
of the Ministry of Finance of Finland based on the Harmonised Index of Consumer
Prices (HICP) are 1.2% for 2018, 1.4% for 2019 and 1.7% for 2020. Finnish inflation in
2017 was clearly lower than the rate seen in the euro area but is projected to accel-
erate this year to a level closer to the average for the euro area.

Table 14. Price indices

2015 2016 2017 2018**  2019** = 2020** = Average

change, %
Export prices' -0.9 -1.8 29 1.8 1.9 1.5 0.2
Import prices' -43 3.2 3.8 2.2 24 21 0.1
Consumer price index -0.2 0.4 0.7 1.2 14 1.7 1.7
Harmonised index of consumer prices -0.2 0.4 0.8 1.2 14 1.7 1.9
Basic price index for domestic supply 2.7 -1.2 52 34 24 2.3 21
Building cost index 0.5 0.5 0.3 2.0 2.0 2.1 2.3

! As calculated in the National Accounts
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2 Publicfinances

2.1 General government finances

The fiscal position of general government finances has improved in recent years
due to government consolidation measures and favourable economic cycle, with
the deficit falling to 0.6 per cent of GDP last year. Over the next few years favoura-
ble economic development will turn the general gov-ernment finances to a small
surplus after more than a decade of deficit. The economic upswing will nevertheless
not correct the sustainability gap in public finances. Growth in age-related expend-
iture due to the changing age structure of the population will automatically impair
general government finances for a long time to come. For general government fi-
nances to move onto a sustainable trajectory in the long term and to enable pen-
sion, care and nursing expenditure to be covered without measures to strengthen
general government finances or further indebtedness, the budgetary position needs
to show a clearer surplus in the early 2020s.

The public debt ratio began falling in 2016 and will continue to decline over the
outlook period. Nominal debt will continue to grow. The level of public debt will be
very high at the onset of the next economic downturn, leaving general government
finances much more vulnerable to a new recession.

The general government finances of Finland cover central and local government, to-
gether with social security funds, which in turn comprise earnings-related pension
funds, and other social security funds. General government finances will be restructured
as of 2020 when new counties begin oper-ating. Statistics Finland will decide the sec-
toral classification of regional government units in national accounts at a later date. Re-
gional administration has been differentiated into its own sector for the purposes of this
Ministry of Finance spring 2018 public finances forecast and medium-term outlook.
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Central government finances remained clearly in deficit in 2017, but this deficit was
much smaller than in the previous year. Economic fluctuations are most clearly re-
flected in central government finances due especially to the high sensitivity of tax
revenues to economic cycle. Rapid economic growth boosted tax revenues while
expenditures was limited under measures due to the government consolidation
measures. Government deficit will gradually decline over the next few years due to
economic growth and consolidation measures.

Local government was slightly in deficit in 2017. This deficit was smaller than in the
preceding year. Local government bears the particular burden of rising social and
health care expenditure due to the changing age structure of the population. Some
local government functions will be transferred to counties when the reform of social
services, health care and regional government takes effect in 2020. Local govern-
ment will remain slightly in deficit over the outlook period.

The surplus of earnings-related pension funds was slightly under one per cent of
GDP last year. This surplus was reduced by rapid growth in pension expenditures,
which was not sufficiently offset by the increase in pension contribution revenues
and income from property holdings. The financial posi-tion of other social securi-
ty funds has been reinforced by the 2016 increase in the unemployment insurance
contribution and falling unemployment. Other social security funds remain in mar-
ginal surplus over the outlook period.

The public finances expenditure fell slightly last year. Total revenue clearly increased
despite reductions in employer contributions and tax cuts granted under the Com-
petitiveness Pact. Expenditure rate and tax rate will continue to slightly decrease
over the outlook period.

The deficit in general government finances related to GDP has remained clearly
below the three per cent reference value stipulated in the Treaty on the Function-
ing of the European Union in recent years, but public debt has exceeded the corre-
sponding 60 per cent reference threshold. The debt ratio is nevertheless also already
expected to fall below the critical threshold next year. Further details of compliance
with EU rules are set out in the stability programme appended as Annex 5 to the
general government fiscal plan.
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General government revenue, tax revenue and expenditure

relative to GDP, %
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Table 15. General government finance”

2015 2016 2017 2018**  2019**  2020**

EUR billion
Current taxes 34.8 35.6 37.2 381 40.1 41.1
Taxes on production and imports 29.7 311 315 322 331 33.6
Social security contributions 27.0 279 273 279 289 29.9
Taxes and contributions, total® 92.1 95.2 97.0 98.9 102.8 105.4
Other revenue?® 22.5 223 22.8 23.2 23.8 25.8
of which interest receipts 21 1.9 1.6 1.8 1.9 21
Total revenue 114.0 116.9 118.8 121.4 125.8 130.4
Consumption expenditure 511 51.7 515 52.6 54.4 55.6
Subsidies 2.8 2.7 2.7 2.6 2.6 2.6
Social security benefits and allowances 41.6 43 4.5 434 444 45.5
Other current transfers 5.8 5.7 53 54 5.6 5.7
Subsidies and current transfers, total 50.2 50.7 50.4 514 52.6 53.8
Capital expenditure® 8.9 9.1 8.9 9.6 10.1 10.2
Other expenditure 9.5 9.3 9.2 9.0 9.1 10.5
of which interest expenses 24 23 2.2 2.0 2.0 21
Total expenditure 119.8 120.8 120.1 122.7 126.2 130.1
Net lending (+) / net borrowing (-) -5.8 -39 -1.3 -1.3 -0.4 0.4
Central government -6.3 -5.8 -3.8 -3.8 21 -1.0
County government -1.0
Local government -14 -1.0 -0.2 -0.4 -1.0 -0.3
Employment pension schemes 2.7 24 2.1 24 2.2 2.1
Other social security funds -0.8 0.5 0.7 0.6 0.4 0.6
Primary balance® -5.4 3.4 -0.7 -1.0 -0.3 0.4

1) As calculated in the National Accounts

2) Incl. capital taxes

3) Incl. capital transfers and consumption of fixed capital
4) Gross fixed capital formation and capital transfers

5) Net lending before net interest expenses
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Table 16. Main economic indicators in general government

Taxes and social security contributions
General government expenditure’
Net lending
Central government
County government
Local government
Tydeldkelaitokset
Other social security funds
Primary balance?
General government debt
Central government debt
General government employment, 1000 per-
son
Central governmnet
County government
Local government
Social security funds

1) EU-harmonized definition
2) Net lending before net intrest expenses

2015

439
571
-2.8
-3.0

-0.7

13
-0.4
-2.6
63.5
47.6

619
133

475
"

2016

441
56.0
-1.8
2.7

-0.4
11
0.2

-1.6

63.0

474

614
131

473
"

Table 17. Fiscal balance and debt ratios in some EU economies

*Finland
Finland

United Kingdom
Sweden
Denmark
Ireland

Spain

The Neatherlands
Luxembourg
Portugal

Austria
Germany

France

Belgium

Italy

Greece

2017

-0.6
-14
2.1

0.9
-1.0
-0.4
31

0.7
0.5
-1.5
-1.0

0.9
-2.9
-1.5
2.1
-1.2

Fiscal balance

2018**

-0.6
-1.2
2.0
0.7
-1.0
-0.2
2.4
0.5
0.3
-14
-0.9
1.0
2.9
-14
-1.8
0.9

2017 2018
% of GDP
434 .5
53.7 527
-0.6 -0.6
17 16
-0.1 -0.2
09 1.0
03 0.2
-03 -04
614 60.4
473 46.9
610 609
130 128
469 469
1 1
2019 2017
% of GDP
-0.2 614
-0.8 62.7
15 86.6
0.6 39.0
-0.9 36.1
-0.2 69.9
17 98.4
0.9 577
0.4 237
12 1264
-06 78.6
11 64.8
3.0 96.9
45 103.8
20 12
08 1796

Source: EU Commission Autumn Forecast 2017; *Finland: Ministry of Finance, Spring 2018
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2019**

423
52.0
-0.2
-0.9

-0.4
0.9
0.2

-0.1

58.9

45.6

605
127

467

2018**

Debt

60.4
62.1
85.3
36.6
35.5
69.1
96.9
549
23.0
1241
76.2
61.2
96.9
102.5
130.8
1779

2020%*

4.9
51.7
0.1
-0.4
-0.4
-0.1
0.9
0.2
0.2
574
44.4

604
12
228
245

2019**

58.9
61.6
84.2
344
347
67.2
95.5
51.5
229
121.1
734
579
96.9
101.2
130.0
170.2
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IMPACT OF EMPLOYMENT AND PRODUCTIVITY GROWTH ON
GENERAL GOVERNMENT FINANCES

Economic growth will usually tend to boost general government finances. It increases
taxable incomes and reduces economic cycle-related income transfers as growth brings
down unemployment. On the other hand, economic growth also increases expenditure
of general government, with the associated rise in price indices governing public sector
salaries, external services and income transfers. The overall impact of economic growth
on general government finances will depend on the economic climate and on the
sources of economic growth, which determine how growth is reflected in prices and
wages, and thereby in public revenues and expenditures.

Economic growth will be visible in the tax revenues of central and local government and
social security funds, in particular through wage growth. If the rising wage bill is due

to improved employment, then income tax revenue will increase in roughly the same
proportion. If the rising wage bill reflects a rise in average earnings, then tax revenues
will grow more rapidly than the payroll due to the progression' of central and local
income taxes and the sickness insurance contribution?. Table 1 shows how a one per
cent rise in wage and benefit income affects revenues from various income taxes and
from social security contributions.

Table 1. Direct tax revenue impacts of a one percentage point rise in wage and benefit

incomes
Wage and benefit incomes (including pensions) +1% Change, %
Central government 1,70
Municipalities 1,51
Church 1,55
Kela (sickness insurance contribution) 1,68
Pension insurance contribution 1,00
Employee’s unemployment insurance contribution 1,00
Health insurance benefit contribution 1,01
Total 1,45

Economic growth is reflected in consumption arising from higher disposable incomes
and in the associated taxes. Consumption taxes account for about a quarter of total
general government revenues. With no progression on consumption taxes, they
generally grow in proportion to the value of private consumption. Some 12 per cent of

1 The Competitiveness Pact stipulates that health insurance only applies to annual incomes exceeding EUR 14,000. The sickness
insurance payment accordingly progresses in the same way as municipal tax.

2 Thisis because people move to a higher income category as earnings increase, assuming that no index corrections are made
to the tax tables, so the average tax rate increases.
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general government revenues arise from service sales and service charges, for which
growth also reflects the general growth in wages and costs.

Public expenditure largely comprises compensation paid to employees (27%), social
benefits (45%) or intermediate product consumption (22%), meaning public purchasing
of goods and services (Figure 1). Public spending is always based on decisions to some
extent, but expenditure will automatically increase with rising costs if expenditure are
not restricted or increased on the basis of decisions. Some expenditure items, such

as pensions and social and health care costs, will grow more rapidly than costs as the
population ages, even if no new spending decisions are made. Certain expenditure
items, such as unemployment benefits, also depend on the general economic climate.

Public sector wages largely keeps pace with wages in the private sector, which in turn
tend to reflect the growing productivity of work in that sector. Wages and productivity
may nevertheless diverge in the short term, as wage rates are often inflexible and do not
correspondingly fall when productivity declines. On the other hand, wages generally
rise more slowly when productivity recovers. Private sector productivity growth will also
be reflected in the medium term in rising public sector payroll costs if no corresponding
productivity improvement occurs in the public sector, or if the productivity growth is
applied to improve service quality and not to save costs. A large share of intermediate
product consumption comprises service purchases at prices that keep pace with the
general rise in prices and wages. Many social benefits are linked to price indices and
therefore keep pace not only with rising prices, but also partly with increases in earnings.

PUBLIC EXPENDITURE PUBLIC REVENUES

Other

Other 6%

6%

Intermediate consumption sales
22%

12%
Income tax
31%

Social benefits
45%

Consumption tax
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Figure 1. Share of public expenditure and revenues by category.

Two GDP growth scenarios help to illustrate the effects of economic growth on general
government finances>. Both scenarios assume one year of GDP growth exceeding

the baseline by one per cent, followed by a return to the baseline growth level. The

first scenario envisages a one per cent increase in labour productivity as the source of
higher economic growth, reflected in a corresponding wage rise*. The second scenario
instead envisages GDP growth arising from higher employment, with productivity and
wages remaining unchanged®. The second scenario also assumes that two-thirds of new
employees were previously unemployed and the rest came from outside the workforce.
Both scenarios envisage growth in payroll and private consumption at a rate one per
cent higher than the baseline.

The first scenario sees an increase in tax revenues of EUR 1 billion above the baseline®,
comprising MEUR 700 raised in direct taxes and social security contributions, and the
remaining MEUR 300 coming from growth in indirect taxes and sales. It should be noted
that income tax rate in this scenario rises due to progression as average wage increases
with no index adjustments made to tax schedule. Public sector wages and the prices

of intermediate consumption are assumed to increase under scenario 1 in line with
private sector wages, increasing general government expenditure by MEUR 600. Social
benefits’indexation also increase slightly as earnings rise. This scenario envisages no
change in the levels of employment and unemployment, and accordingly no change

in unemployment expenditure. The overall outcome is an increase of MEUR 400 in the
balance of general government finances, amounting to 0.2 per cent of GDP. Rising costs
due to wage growth will erode a large proportion of the boost to general government
finances from growth in tax revenues.

GDP growth in the second scenario matches that of scenario 1, but is assumed to arise
from higher employment instead. The consequent MEUR 700 rise in tax revenues is
then slightly smaller than under the first scenario, because payroll growth through
employment does not increase the average rate of earnings taxation, assuming an even
distribution of employment across various income categories. Indirect taxation impacts
correspond to the first scenario.

3 The scenarios described below are simplified in order to enable a straightforward description of the impact of economic gro-
wth on general government finances.

4 This assumes closure of the output gap, with productivity growth attributed entirely to wages. On the other hand, arise in
wages will have no impact on the overall price level, as productivity growth will not lead to price pressures. Productivity and
wage growth are likewise not expected to affect the demand for, or supply of labour.

5 This scenario in turn assumes unemployment above the structural level, with no pay pressures caused by growth in emplo-
yment.

6 Theimpact of growth on general government finances has been analysed in the fiscal scenario model developed by the
Ministry of Finance Economics Department.
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The impact on general government spending differs significantly from the first scenario.
Expenditure falls by MEUR 500 compared to the baseline under scenario 2. This decrease
is mainly due to lower income transfers as unemployment falls. With no change in wages
or prices’, there is no increase in other general government expenditures. General
government finances are strengthened under the second scenario by EUR 1.3 billion,
accounting for 0.5 per cent of GDP, which is substantially more than under the first
scenario.

Table 2. Impacts of scenarios on general government finances, EUR Bn

Revenue 1.0 0.7
Expenditure 0.6 -0.5
Net lending 0.4 13

% GDP 0.2 0.5

These two examples illustrate how diverse the impacts of economic growth on general
government finances can be, depending primarily on how economic growth feeds
through into public sector wages and economic cycle-related spending. Although
rules of thumb may help in estimating the impact of economic growth on general
government finances, consideration should be given to the structure of growth and to
the general economic climate, which materially affect wage and price growth and how
these feed through into general government finances.

7 The second scenario assumes a negative output gap in which an improvement in employment does not affect wages.
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2.1.1 Estimates of fiscal policy impact

General government fiscal policy will be slightly contractionary in 2018. The Go-
vernment has decided on fiscal adjustment measures valued at some MEUR 700
targeted to the central government. These fiscal adjustments include, for instance,
a freeze on indexations. Moreover, fiscal policy will tighten as a result of municipa-
lities' fiscal adjustment measures. On the other hand, Government tax cuts will loo-
sen fiscal policy.

Tax rate is estimated to fall to about 42.5 per cent of GDP in 2018. The moderate fall
in the tax rate is expected to continue in the next few years as the most important
tax bases, including total wages and salaries and private consumption, will increase
more slowly than GDP. The decrease in the expenditure rate that began in 2015 is
also expected to continue in the coming years due to savings measures and decrea-
se in cyclical expenditures.

Curent fiscal policy stance can also be examined against changes in the structural
budget balance as assessed using the EU harmonised method.” An assessment of
the fiscal policy stance based on changes in the structural balance does not neces-
sarily provide the exact same picture as an examination of individual revenue and
expenditure measures. For example, increasing age-related expenditure weakens
the structural balance over the forecast horizon even in the absence of any deci-
sions to increase expenditure.

The structural balance is forecast to deteriorate moderately in 2018, which imp-

lies slightly expansionary fiscal policy. Rapid closure of the output gap, increasing
age-related expenditure, and the elimination of non-recurrent tax revenues in 2017
contributes to the increase in the structural deficit. Fiscal policy may be regarded as
slightly contractionary as of 2020, becoming neutral in 2022.

1 Structural balance is calculated by removing the cyclical effect from the public sector balance. The
remainder describes the effect of the pursued policy and other than cyclical factors on the public sector
balance. Changes in the structural balance thus describe changes in the overall fiscal policy stance. When
the structural balance strengthens, fiscal policy is contractionary. On the other hand, when the structural
balance weakens, fiscal policy is expansionary.
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General government nominal and structural balance
relative to GDP, %
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Sources: Statistics Finland, MoF VM34098

2.1.2 General government debt

The debt of general government entities grew by EUR 1.2 billion last year, with the
debt-to-GDP ratio falling by 1.6 percentage points to 61.4 per cent. The debt ratio
fell for the second consecutive year. While the volume of debt will continue to grow
in the 2020s, economic growth will reduce the debt ratio, which is already expected
to fall below 60 per cent in 2019.

Table 18. Change in general government debt ratio and related factors

2016 2017 2018**  2019**  2020** 2021**  2022**

Debt ratio, % of GDP 63.0 61.4 60.4 58.9 574 56.7 56.0
Change in debt ratio -0.5 -1.6 -1.0 -1.5 -1.5 -0.7 -0.6
Factors impacting change in debt ratio
Primary budgetary position 0.7 -0.4 -0.3 -0.7 -1.0 -1.2 -13
Interest expenditure 1.1 1.0 0.9 0.9 0.9 0.9 0.9
Surplus of employment pension schemes (net
aquisition of financial assets) 1.2 1.0 11 1.0 0.9 0.9 0.9
Other factors' -1.6 -1.0 -0.1 -0.1 -0.1 0.5 0.6
Change in GDP -1.9 2.2 2.5 -2.5 2.1 -1.8 -1.8

1) Includes privatization proceeds, lending and factors related to the valuation and timing of revenue and expenditure.
Plus indicates increasing effect on debt ratio, minus a lowering effect on debt ratio.
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General government debt

91 93 95 97 99 01 03 05 07 09 11 13 15 17 19 21
= EUR bn (left scale) — Relative to GDP, % (right scale)

Sources: Statistics Finland, MoF VM34098

Most public debt, about EUR 105 billion of the total, is debt of the central govern-
ment budget economy. Consolidated central government debt amounted to EUR
115 billion in 2017. Local government debt totalled EUR 19 billion and social securi-
ty funds owed about EUR 2.8 billion. Some local government functions will be tran-
sferred to counties in 2020. The forecast debt of counties at the end of 2020 is EUR
4.5 billion.

Some other items are also included in the public debt. For example central govern-
ment debt includes the debts of several off-budget units and companies. Security
deposits related to derivative instruments used for managing the central govern-
ment debt portfolio, debts related to PPP projects, the capital assets of the State
Nuclear Waste Management Fund, and coins in circulation are also included in the
public debt. Local government debt also includes the debt of several companies
owned by municipalities. The debt of the social security funds comprises the debts
of the Unemployment Insurance Fund and cash securities related to the derivatives
of earnings-related pension funds.

The change in the debt ratio was particularly influenced by GDP growth in the
previous year, and the general government primary balance also improved clear-
ly compared to 2016. Changes affecting the debt ratio are examined in the table
below, and in more detail in the following info box.
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ECONOMIC GROWTH REDUCES THE DEBT RATIO OF GENERAL
GOVERNMENT

The debt ratio of Finland’s general government grew by nearly 30 percentage points
after the financial crisis, almost doubling between 2008 and 2015, and only eventually
beginning to fall in 2016. The debt ratio will continue falling slowly over the outlook
period, but even as it shrinks due to GDP growth and government consolidation
measures, general government finances will continue taking on debt each year.

The factors affecting the change in the debt ratio can be analysed into the primary balance
of public sector entities, interest costs, and the surplus of employment pension institutions,
other factors and changes in the value of GDP. This breakdown is described in the following
diagram, with positive items increasing and negative items reducing the debt ratio.

15,0

Sources: Statistics Finland, MoF

-15,0

2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022

mm Primary budgetary position mm Surplus of employment pension schemes
mm Other factors Change in GDP
Interest expenditure =—Change in debt ratio

The deficit of general government comprises the primary balance and interest costs.
General government has been in deficit since 2009, but will return to a slight surplus
in 2020. The primary balance, i.e. the difference between revenue and outlays before
interest costs in general government, has increased the borrowing requirement in
almost every year of the current decade. The economic recovery and government
consolidation measures have strengthened the primary balance and reduced the
borrowing requirement in recent years. The impact of the primary balance has been to
reduce the debt ratio since 2017.

Interest costs and their debt-increasing impact depend on the interest rate and the
volume of debt. The impact of interest expenditure has diminished over the current
decade and is now very low in historical terms, even though the volume of debt has
increased. Government interest expenditure has fallen from 3.2 per cent in the year 2000
to 0.9 per cent of GDP in 2017 due to exceptionally low interest rates.
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The difference between the deficit and change in debt is divided between the surplus of
employment pension institutions and other factors. Thanks to the employment pension
sector, the borrowing requirement of general government in Finland has almost always
exceeded the deficit. The surplus of employment pension institutions cannot be used to
cover central and local government deficits. The earnings-related pension sector surplus
has shrunk due to ageing of the population and growth in pension expenditure, and a
similar trend will also continue in future.

Examples of other factors affecting the debt include the sale and purchase of
government financial assets, diminishing cash reserves and timing factors. These other
factors have tended to reduce the debt ratio, especially in 2016 and 2017. Financing of
fighter aircraft purchases will increase the debt ratio as of the year 2021, and this will
appear in the national accounts deficit only later when the aircraft have been delivered.

Other factors are also affected by changes in the mutual debts of public sector entities,
as the concept of public debt under consideration nets these debts off against one
another. The investments of employment pension institutions in government bonds
accordingly reduce the debt ratio. Lower investments by employment pension
institutions have been increasing the debt ratio since turn of the century, when these
institutions held about EUR 12.1 billion (8.9% of GDP) in government bonds. By 2016
these holdings had fallen to EUR 1.1 billion (0.5%). The government bond investments of
employment pension institutions began increasing again last year.

GDP growth reduces the debt ratio, even with no change in the volume of debt. While
the impact of GDP on the debt ratio has been weak due to slow economic growth and
low inflation following the financial crisis, this impact again increased in 2016 to cut

the debt ratio by nearly 2 percentage points. Indeed GDP growth has been the most
important factor underlying the fall in the debt ratio in recent years, and this trend is also
expected to continue.
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2.2 (entral government

The central government’s financial position improved in 2017 compared to the
preceding year. National accounts showed a financial position EUR 3.8 billion in
deficit where the government was still EUR 5.8 billion in deficit in 2016. This im-
provement in central government finances was due to a significant increase in total
revenues and a reduction in total expenditure. The main reason for the deficit re-
duction was brisk growth in tax revenues, especially from income and value-added
taxes. The deficit was also reduced by one-off revenue measures. Government inter-
est expenditures continued to fall compared to the preceding year.

The central government’s deficit decreases clearly slower in 2018 than in the previ-
ous year. Strong economic growth is creating the conditions under which the deficit
can be reduced, but no one-off measures that strengthened last year’s performance
are known this year. Expenditure will also again exceed the level of the previous
year. The government’s key projects will peak in 2018, and the counties' ICT projects
are beginning to increase total government spending. Wages paid by the govern-
ment to employees will again exceed the levels of the previous year after several
years of decline, and revenue transfers to municipalities and social security funds
are increasing. Some factors pertaining to 2017 that reduced individual spending
are also no longer effective this year.

Central government deficit will continue declining in the medium term, due to eco-
nomic growth and government consolidation measures. Preparation of the reform of
social services, health care and regional government and the establishment of coun-
ties in 2020 will also increase government spending, at least in the early stages.

Central government debt stood at just under EUR 100 billion at year-end 2017.The
state budget deficit is expected to continue to the end of the decade, so central
government debt will continue to rise, but the rate of debt accumulation will slow
considerably. It is estimated that central government debt will be EUR 115 billion, or
43 per cent of GDP, by 2022.

The central government’s guarantees exceeded EUR 50 billion at year-end 2017,
equivalent to nearly 93 per cent of budget expenditure. The guarantee portfolio
grew by nearly EUR 6 billion. State guarantees include all guarantees issued by cen-
tral government, state enterprises, state-owned joint stock companies and special
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credit institutions ultimately backed by central government. These guarantees are
not an expenditure item and do not appear in the State Budget, unless the guaran-
tees are called. The volume of government-issued guarantees has increased consid-
erably over the last decade.

Table 19. Central government’

2015 2016 2017 2018**  2019**  2020**

EUR billion

Current taxes 13.0 13.7 14.4 14.9 15.8 28.5
Taxes on production and imports 29.7 311 315 322 33.0 33.6
Social security contributions 0.0 0.0 0.0 0.0 0.0 0.0
Taxes and social security contributions, total® 433 453 46.8 47.8 49.6 62.9
Other revenue® 9.2 8.7 8.8 9.0 9.2 9.2
of which interest receipts 0.4 0.3 0.3 0.3 0.3 0.4
Total revenue 52.5 54.0 55.7 56.8 58.7 72.
Consumption expenditure 13.7 14.1 13.9 141 14.6 14.3
Subsidies and current transfers, total 38.2 38.8 393 39.7 394 51.8
to general government 26.2 271 27.9 28.3 21.7 40.3
Interest expenses 23 2.2 2.1 19 1.9 2.0
Capital expenditure® 47 4.7 43 4.8 5.0 5.1
Total expenditure 58.8 59.8 59.5 60.6 60.9 73.1
Net lending (+) / net borrowing (-) -6.3 -5.8 -3.8 -3.8 2.1 -1.0
Primary balance® -4.4 -3.9 -2.0 2.2 -0.5 0.6

1) As calculated in the National Accounts

2) Incl. capital taxes

3) Incl. capital transfers (excl. capital taxes) and consumption of fixed capital
4) Gross fixed capital formation and capital transfers

5) Net lending before net interest expenses

2.2.1 (entral government expenditure

The central government expenditure shown in the national accounts totalled EUR
59 billion last year. Expenditure fell by MEUR 312, i.e. 0.5 per cent of the 2016 figure.
MEUR 203 of this is a timing adjustment for EU contributions, so nominal total go-
vernment expenditure remained virtually unchanged from the level of the prece-
ding year. More than half of total central government expenditure comprises tran-
sfers to other sectors of the economy, in particular to municipalities and social se-
curity funds. About one quarter of all outlays are consumption expenditure, which
is mainly personnel expenses and purchases of goods and services. Other outlays
include investments, subsidies and interest payments.
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Government consumption expenditure fell by 1.9 per cent and interest payments
by 5 per cent, while government transfers increased by 1.2 per cent over the prece-
ding year. The largest increase was in transfers to other social security funds. Cur-
rent transfers were increased by changes in income support, student and housing
allowances, and by central government compensation paid to the sickness insu-
rance fund in relation to a change in the employer’s sickness insurance premium
agreed in the Competitiveness Pact.

Moderate growth in government expenditure is also expected to continue over the
next few years. The growth in expenditure will be curbed by the gradual increase in
consolidation measures of the government programme and by the removal of extra
costs arising from flagship projects in 2019. The reductions in employer contribu-
tions agreed in the Competitiveness Pact and temporary cuts in holiday bonuses
have reduced the remuneration paid to government employees in recent years. The
end of the temporary cuts in holiday bonuses will correspondingly increase emplo-
yee remuneration in 2019.

Investment is expected to grow most rapidly in 2018, with government investments
in flagship projects and trunk road maintenance reaching their peak as develop-
ment of the counties' ICT systems begins. The flagship project additions will have
ended by 2019, but procurements by the Defence Forces will maintain the in-
vestment level. On the other hand, the fighter aircraft procurement — for which pre-
parations have been made in government spending frameworks as of 2020 — will
not increase government investment over the outlook period. As national accounts
are drawn up on an accrual basis, these outlays are recorded in the outlook for the
year in which the fighter aircraft are delivered.

Interest payments will remain minimal over the outlook period due to low interest
rates.

Government spending will be restructured as of 2020 when new counties begin

operating. Counties will finance their operations through central government trans-
fers, increasing total government spending.
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SPENDING LIMITS MAINTAINED DESPITE THE SPENDING PRESSURES

The growth of government budget spending is governed by the spending rule set out in
the government programme, which imposes a ceiling on some 80 per cent of budgeted
expenditure. Strengthening general government finances is a key fiscal policy of the
present government, and a decision on immediate consolidation measures to strengthen
public finances was accordingly included in the government programme. The expenditure
ceiling set at the start of the government'’s term of office for the period 2016-2019 was
determined with a view to achieving the expenditure reduction agreed in the government
programme. The government programme noted that spending limits in 2019 were EUR
1.2 billion lower than in the last technical framework decision taken by the previous
government. The limits for the electoral period are set in real terms and adjusted annually
for changes in price and cost levels, which have averaged some MEUR 300 in recent years.
Growth of expenditure in 2016 and 2017 has remained within the framework for the
electoral period, as noted in the reports of the National Audit Office (VTV) and elsewhere.

Even though the spending limits have held, nominal increases have occurred in
government budget spending. Total budgeted expenditure this year is some EUR 2
billion higher than the budget for 2015. Many other factors besides spending limits
influence the growth of budgeted government expenditure. For example the level of
benefit outlays will change according to variations in the number of beneficiaries, and
the margin of appreciation conferred by annual price adjustments to the framework will
be allocated in a discretionary manner.

The factors underlying expenditure growth since 2015 are examined below. These relate
partly to the implementation of government programme policies, such as temporary
increases in appropriations for flagship projects in 2016-2018. The impact of flagship
project financing on 2018 expenditure is approximately EUR 0.7 billion. The impact of
savings decisions made under Annex 6 to the government programme is not yet fully
visible. Budgeted spending in the 2018 budget would be more than EUR 1 billion higher
without these decisions.

Changes in price and cost levels have so far increased total spending during the current
government term by between EUR 0.2 and 0.3 billion at the 2018 level. The largest single
background factor is the revision of cost sharing between central and local government,
and index adjustments to pension expenditure have also increased outlays. The upward
pressure has been mitigated by government savings decisions discontinuing index
adjustments. Adjustments related to price and cost levels have curbed inflation and the
rise in earnings levels to a slower than usual rate.

Automatic factors in budgeting proper have increased expenditures by about EUR 0.6
billion at the 2018 level over the government’s term of office. The impact of automatic
factors characteristically arises insofar as current legislation largely determines the
need for appropriations, minimising the scope for political discretion. The largest single
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background factors include the central government contribution to expenditures
arising from the Sickness Insurance Act (EUR 0.2 billion), pension expenditure (EUR 0.4
billion), and statutory government transfers to municipalities for organising basic public
services (EUR 0.2 billion). These developments are partly explained by the changing

age structure, which is manifest both in the number of retirees and in the increase

in health care expenditure. Expenditure needs arising from immigration have also
increased appropriations, especially at the beginning of the government’s term of office.
Immigration-related expenditure in budgeting proper is nearly EUR 0.3 billion higher in
2018 than in the period before the present government took office. On the other hand,
the fall in unemployment following the economic upturn is helping to mitigate upward
pressure on expenditure attributed to automatic changes. Exceptionally low interest
rates have also reduced debt servicing costs, with interest expenditure in the 2018
budget EUR 0.5 billion lower than at the beginning of the government’s term of office.

The other changes arising from decisions of the present government are based on
policy discretion formulated in terms of both size and allocation after the government
programme was published. Other discretionary changes in the budgets for 2016 to 2018
are estimated to have increased total net expenditure by EUR 1.2 billion. Some other
important factors include preparation of the reform of social services, health care and
regional government and investments in freedom of choice pilot projects, highways and
security needs. The scale of other changes based on government decisions and related
to the government programme indicates the impact of political priorities and choices on
expenditure growth.

The budgeting materials for 2016-2018 provide no basis for any direct forecast of the
proportion of expenditure increases that would characteristically also be reflected in later
years. The extent to which decisions made in previous budgets of the government require
additional resources compared to 2018 will be visible when preparing the 2019 budget.

State budget outlays (2016-2018)
difference from 2015 budget, EUR billion

2,5
2,0 o1
1s B 1
1,0 0,6
0,5 8,9 0,4 0,6

0,3
0,3
0,2 0,2
-0,5
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M Other factors Level of prices and costs
Automatic factors Other actions based on decisions

W Government programme policies
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CENTRAL GOVERNMENT ON-BUDGET ACCOUNTS AND EXPENDITURE
IN 2019-2022

The spending limits decision that is included in the April 2018 general government

fiscal plan, and that reviews the growth of central government on-budget accounts

and expenditure in 2019-2022, is based on the fiscal policy objectives adopted in the
government programme and on the government’s three previous decisions on spending
limits. The single most significant change over the budget-planning period is the reform
of social services, health care and regional government, which will substantially increase
on-budget expenditure and revenue as of 2020. On-budget expenditure will reach EUR
73 billion at current prices by the end of the planning period in 2022, with revenues
remaining at slightly less than EUR 72 billion. The annual on-budget deficit is forecast to
average approximately EUR 1.3 billion over the planning period.

The reform of social services, health care and regional government will involve a transfer
of social and health care services and certain other functions from municipalities

to counties, whose operations will be funded from the central government budget.
Municipal tax rates will be reduced by 11.7 percentage points from the beginning of
2020 as the functions of local authorities decline, with a corresponding increase in
central government taxes. Tax base changes will nevertheless respect the principle of
ensuring that no taxpayer pays increased taxes due to the reform. This will resultin a
tax reduction of some MEUR 225. The share of corporate income tax apportioned to
local government will also fall by 9.02 percentage points at this time. This will increase
central government tax revenues by EUR 0.6 billion at the 2020 level. The reform of
social services, health care and regional government will also increase on-budget VAT
revenue by EUR 1.3 billion at the 2020 level, with the VAT refunds of municipalities also
falling as their functions decline. The VAT refunds received by counties will be entered
as on-budget expenditure, so the reform of social services, health care and regional
government will have no VAT impact on the on-budget balance, even though it will
technically increase VAT revenues. The full effects of the tax base changes associated
with the reform of social services, health care and regional government will not be seen
in on-budget revenue until 2021 due to timing factors. This is because the previous
year's tax bases are still applied in taxation for January.

The total impact of the reform of social services, health care and regional government
on on-budget tax revenues will be EUR 12.4 billion at the 2020 level. On-budget
expenditure will increase by some EUR 13 billion at this time, but the expenditure items
will appear in the on-budget balance slightly more quickly than the revenue items due
to timing factors.

Annual average GDP growth is forecast at 2.2 per cent between 2018 and 2022, but
economic growth is expected to slow down in the medium term. The growth of tax
bases will be determined by general economic activity. Excluding the effects of the
reform of social services, health care and regional government, average annual growth
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in tax revenues would be 2.8 per cent and total on-budget revenues would increase by
an annual average of 2.0 per cent. The most rapid increase in tax revenues will occur in

the early part of the period under review. Growth in the number of people in work and

growing business income will be reflected in higher revenues from taxation of earnings
and capital income and from corporate income tax.

The reform of social services, health care and regional government will not only increase
overall expenditure, but also necessitate a number of intrabudgetary transfers as
counties assume responsibility for providing health care and social services, together
with certain other functions previously discharged by municipalities and central
government. At the start of the budget planning period additional funding will be
allocated to preparing and administering the reform of social services, health care

and regional government, which will also require substantial modifications to data
administration and information systems. Just about MEUR 200 will be allocated in 2019
towards the costs of establishing the provincial authorities.

Economic trend-related expenditure is forecast to fall during the budget planning period
as the employment situation improves. Financing of strategic performance capability
projects for the Defence Forces will increase expenditure at the end of the budget
planning period. Though a moderate upturn in the general rate of interest is expected,
an exceptionally low rate should nevertheless continue. This will be manifest as a slight
upturn in interest expenditure over the budget planning period, but interest costs will
still be only EUR 1.5 billion in 2022. Excluding the changes caused by the reform of social
services, health care and regional government, a nominal increase in annual on-budget
expenditure is forecast, averaging about 1% per cent over the budget planning period.

Comparisons with previous spending limits

Tax revenues have grown substantially faster than anticipated compared to spending
limits from one year ago. Economic activity and tax base growth have proved stronger
than previously forecast. This is most clearly manifest in revenues from corporate income
taxation and taxation of earnings and capital income.

The general economic upturn is reducing government unemployment outlays compared
to the previous spending limits decision, but statutory cost changes such as the
government pay settlement will increase the spending level.
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Factors impacting change in central government on-budget balance compared with
spring 2017 general government fiscal plan / Spending Limits Decision, EUR billion

2019 | 2020 | 2021

Balance projection, government budget plan 2018-2021, 28 April 2017 42 | 25 | 36
Revisions to expenditures

Supplementary costs of transport projects decided after the previous plan of general

government finances -0,1 -0,1 0,0
Change in needs estimates for government unemployment benefit outlays 0,2 0,4 03
Statutory and contractual indexation adjustments, including salary settlement -0,3 -0,3 -0,3
Government sector VAT appropriations 0,0 0,0 -0,2
Revision of local government cost allocations 0,2 0,0 0,0
Contributions to the European Union -0,1 -0,1 -0,2
Other changes (net) 0,5 -0,5 03

Revisions to revenues

New tax base changes (including postponement of the reform of social services, health

care and regional government) 0,2 0,0 0,0
Change in projected income from miscellaneous revenue and interest, dividends and

share trading returns 0,2 0,1 0,1
Other factors affecting projected revenues (including accrual data and new economic

outlook) 2,1 2,0 2,2
Total change 2,9 1,5 2,2
Balance projection, government budget plan 2019-2022, 13 April 2018 -1,3 -1,0 -1,4
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2.2.2 C(Central government revenues

The greatest part of central government expenditure is funded out of tax revenue.
The most signifi-cant tax revenues are taxes on earned and capital income, va-
lue-added tax and corporate income tax. The emphasis in taxation has shifted from
direct to indirect taxes in recent years.

Government tax revenues increased particularly well in 2017 despite a significant
cut in taxation rates. Strong economic growth boosted government revenues,
which also benefited from one-off measures such as exceptionally high yields from
corporate income tax and from inheritance and gift tax. A good level of household
consumption also boosted accruals from value-added tax.

Favourable economic growth and employment trends continued to be strong this
year, sustaining growth in government revenue. The most important change in the
tax base was a further reduction in taxation of labour. A decent rate of growth in
government revenues will continue throughout the entire outlook period.

Table 20. Forecasts for certain revenue and demand items impacting taxable income and the tax
base

2017 2018** 2019** 2020%*  2022/2018**
change, % per year annual
change, %
Taxable earned income and capital income 2.7 3.5 33 33 3
Wage and salary earnings and other income 2.6 3.7 3.5 3.5 3%
Pensions and other social security benefits 1.6 2.0 26 2.7 2%
Capital income 6.8 4.8 3.7 34 3%
Index of wage and salary earnings 0.2 1.9 2.5 2.8 2%
Operating surplus 12.5 8.8 8.0 5.7 6
Value of household taxable consumption
expenditure 23 3.0 2.6 3.1 3
VAT base 24 34 2.9 29 3
Petrol consumption 2.4 2.5 2.3 -2.0 2%
Diesel consumption -0.7 0.4 0.4 0.3 0
Electricity consumption 1.2 3.6 0.3 -0.0 7/8
Duty-paid alcohol consumption -1.2 1.8 0.4 -0.5 1/7
New passenger cars 116300 128000 130000 133000 132200
Consumer price index 0.7 1.2 14 1.7 1%
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While most of the fiscal policy measures outlined in the government programme of
Prime Minister Juha Sipild have already been realised in 2016-2018, some measu-
res will be implemented gradually throughout the government’s term of office. The
programme for 2019 will continues the rise in to-bacco taxation, reduction in the
deductibility of interest on housing loans and reduction in motor vehicle taxes.

The principal tax base changes affecting government tax revenues over the next
few years pertain to the reform of social services, health care and regional govern-
ment that will take effect in 2020. This reform will transfer responsibility for arran-
ging social and health care services from municipalities to counties, with the asso-
ciated financial liability moving from municipalities to central government. Muni-
cipal revenues will be reduced to match the reassigned costs by cutting statutory
government transfers, the municipal share of corporate income tax revenues, and
municipal taxes. The central government share of corporate income tax revenues
will increase and central government taxation of earnings will rise to match the
reduction in municipal taxation.

The reform will nevertheless ensure that no individual pays higher taxes due to the-
se transfers, so taxes on earned income will be moderately eased from the begin-
ning of 2020.

Other sources of central government revenue include property income and trans-
fers from the State Pension Fund. Budget entries by the state investment company
Solidium, which is classified as part of the central government sector, do not appear
as central government revenue in national account-ing. Dividends received by So-
lidium, on the other hand, are entered as central government revenue. A transfer
from the State Pension Fund is used to cover part of central government pension
ex-penditure. Central government property income is forecast to remain at some
EUR 1.7 billion over the outlook period. Central government dividend revenue will
increase this year, with interest reve-nue remaining at a historically very low level.
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Direct taxes

Revenue from earned income and capital income taxes comprises receipts from
progressive income tax, capital income tax, the public broadcasting tax and wi-
thholding tax paid by people with limited tax liability. The most significant source of
revenue is the progressive earned income tax, accrual of which is primarily depen-
dent on employment and earning trends. Capital income items include divi-dend
income, capital gains and rental income.

Revenue from earned income and capital income taxes will continue growing in
2018 due to a high-ly favourable employment trend that is boosting wage income.
On the other hand, growth in tax revenues will be curbed by the tax cuts that have
taken effect since the beginning of the year, and by a fall in taxable unemployment
benefits as employment improves.

Growth in revenue from earned income and capital income taxes will remain strong
in the medium term, as pay growth is reasonable and the steady increase in pensi-
on revenues is continuing. Pension revenues will increase more rapidly than pay at
the end of the outlook period, as the projected in-dexation increases in pensions
will be higher than before while employment growth will slow down.

Table 21. Impact of change in selected tax base items on tax revenue

Tax category Tax base Change Change in tax revenue, EUR
million
Taxes on earned income Wage and salary earnings 1-pp 405, of which central govt.
122 and local govt. 189
Pension incomes 1-pp 130, of which central govt.
34and local govt. 85
Capital income tax Investment income 1-pp 36
Corporate tax Operating surplus 1-pp 56, of which central govt. 38
and local govt. 17
VAT Value of private consumption 1-pp 123
Car tax Sales of new cars thousands 6
Energy tax Electricity consumption’ 1% 9
Petrol consumption 1% 13
Diesel consumption 1% 14
Duty on alcoholic beverages  Alcohol consumption 1% 15
Duty on cigarettes Cigarette consumption 1% 9

1 excl. manufacturing industries, datacenters and greenhouses
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The forecast of earned income and capital income tax assumes that index ad-
justments will be made in 2019-2022 to ensure that labour taxation does not inc-
rease due to higher earnings or inflation.

Although revenues from corporate income tax grew very rapidly last year, this was
partly due to a non-recurrent increase in yield. Steady and strong growth in reve-
nues from corporate income tax will continue over the outlook period. Central go-
vernment revenue from corporate income tax will increase as the share of corporate
income tax revenue apportioned to municipalities is transferred to central govern-
ment in 2020. There will be no changes to the corporate income tax base in 2018-
2022.

The tax base for withholding tax on interest income consists mainly of household
income from in-terest-bearing deposits. Revenue from withholding tax on interest
has fallen in recent years due to very low interest rates. The tax yield is expected to
increase gradually as interest rates rise.

Table 22. Central government on-budget revenue

2017 2018** 2019**  2020%* = 2021** = 2022**  2022/2018**
provisional budget EUR billion annual
financial ac- ~ incl. supple- change,
counts mentary EUR billion %
budget
Total tax revenue esti-
mates 431 44.0 45.9 59.4 61.9 63.7 8%
Income and wealth taxes 14.3 14.5 154 271 289 30.1 19
Taxes based on turnover 18.5 18.9 19.8 21.5 223 23.0 4%
Excise duties 7.0 74 74 74 7.3 73 Y
Other taxes 33 3.2 33 34 34 34 )
Miscellaneous revenue 55 55 5.7 5.7 57 57 )
Interest income and profit
entered as income 2.1 2.8 1.9 1.9 1.9 1.9 Y
Total revenue estimates 51.3 52.7 53.8 67.3 69.9 71.6 7
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Indirect taxes

VAT revenue accounted for more than EUR 20 billion in the 2017 national accounts,
with rising household consumption expenditure boosting VAT revenue growth. The
Finnish Tax Administra-tion replaced the Customs as the authority responsible for
levying VAT on imports following a change to VAT collection regulations at the start
of the year. VAT revenues in national accounting will grow by an average of more
than 3 per cent annually over the next few years.

Total projected revenues from excise duty are forecast to remain very moderate in
the medium term, with a fall anticipated in the tax base for excise duties, due large-
ly to the guiding effect of taxation. The tax on motor and heating fuel was increased
at the start of the year. Tobacco tax has been grad-ually increased during govern-
ment’s term of office, with the final tax rise to be implemented in 2019.

Motor vehicle tax revenues are expected to fall over the outlook period, due to
reductions in motor vehicle taxation rates under the government programme and
to anticipated further reductions in car-bon dioxide emissions from new motor
vehicles. Motor vehicle taxation depends on the general re-tail sale value of the
vehicle on the Finnish market and on carbon dioxide emissions, so a cut in emis-
sions reduces the tax rate for new vehicles. Motor vehicle taxation will be gradual-
ly reduced over the government’s term of office by a total of some MEUR 182, of
which MEUR 65 will be implemented in 2019.

Table 23. Impact of discretionary tax measures on general government tax revenue

2017 2018**  2019*%*  2020%* = 2021**  2022**

EUR million
Earned income taxes -805 -417 -100 -605 -422 -403
Average increase in municipal tax rate 50 -38 0 0 0 0
Investment income tax 2 -9 0 0 0 0
Corporate tax 105 5 14 45 0 0
Other direct taxes -1 -57 -63 1 1 2
Value-added tax -156 -184 0 0 0 0
Energy taxes 116 47 -2 0 0 0
Other indirect taxes 140 160 78 34 0 0
Social security contributions -1033 -381 -47 -6 23 -8
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2.2.3 On-budget accounts and national accounts

The government budget deficit was EUR 3.7 billion in 2017. Preliminary national
accounting data suggest that the total deficit of central government was EUR 3.8
billion. The on-budget and national financial positions corresponded exceptionally
closely by comparison with previous years.

There is generally no direct way to infer the financial position of the government ac-
cording to national accounts from the on-budget financial position. Nor is it always
possible to infer government borrowing from the budget deficit. Net borrowing by
the Finnish State Treasury totalled EUR 3.1 billion in 2017, which was MEUR 600 less
than the budget deficit would have required. Broadly speaking, there are several rea-
sons for the difference between deficit and the change in debt. Last year this diffe-
rence was due in particular to transfers of appropriations and the use of liquid assets.

There are many reasons for the difference between the on-budget financial posi-
tion and the financial position of the government according to national accounts.
The most important of these is that the central government sector of the national
accounts is broader than the on-budget economy alone, which mainly includes go-
vernment agencies. In addition to the on-budget economy, the central governme-
nt sector of the national accounts includes state funds (excluding the State Pension
Fund), the universities and their real estate companies, and Senate Properties. De-
cisions on the classification of public units are reviewed regularly. For example the
service centre Vimana Oy and the national special assignment company Sotedigi Oy
were classified within the central government sector last year. All units belonging
to the central government sector and classed as public sector entities more broadly
are listed on the website of Statistics Finland.

Another source of discrepancy besides classification is the difference in accounting
criteria used for recording outlays in the national accounts and in the on-budget
economy. The accounts are accrual-based, whereas the on-budget economy is part-
ly cash-based. The accounting criteria lead, in particular, to a discrepancy between
outlays in the budget and in the accounting caused by deferrable on-budget ap-
propriations, which are two or three-year grants entered in the budget for one year
only. Deferrable appropriations are entered in the national accounts on an accrual
basis according to their year of use in the same way as other outlays. The net effect
of deferrable appropriations may vary widely from year to year. Taxes, subsidies and
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Table 24. On-budget balance and central government net lending'

2016 2017 2018** 2019** 2020**

EUR billion
On-budget surplus (+)/deficit (-2 -49 -3.7 -3.0 13 -1.0
Privatization proceeds (net proceeds from equity sales) -0.1 -0.1 -0.8 -0.2 -0.2
Financial investment, net -0.8 -0.9 -0.6 -0.6 -0.6
Revenue surplus in off-budget units -0.1 -0.1 -0.1 -0.1 0.0
Cash/accrual basis adjustment -0.2 0.6 0.2 0.2 1.0
Other adjustment items® 0.2 03 04 -0.1 -0.2
Central government net lending (+) /-borrowing (-) -5.8 -3.8 3.8 2.1 -1.0

1) In National Accounts terms

2) Incl. government debt servicing

3) Incl. debt cancellations, profit on reinvested foreign direct investments, impact of the difference in the recording of deferrable
budgetary appropriations, superdividends

EU contributions are converted into accrual-based accounting entries by making
timing adjustments, with the magnitude of discrepancies so caused becoming ap-
parent only later.

The incomes and outlays of the on-budget financial position also include such fi-
nancial investments as loans issued and repaid by the government, and share sales
and acquisitions that are primarily treated as financing transactions in the national
accounts. Financing transactions do not affect the government’s financial position
in the accounts. They also include the derivatives that have enabled the Finnish
State Treasury to significantly reduce interest expenses payable from the budget.

As the accounts disregard the effect of derivative agreements in reducing interest
expenses, the interest expenses shown in the accounts are clearly higher than those
of the budget.

EU countries advise Eurostat on the differences between their on-budget and na-
tional accounts figures twice annually in their deficit and debt reporting. For past
years it should be possible to give a good explanation of the difference between
the position shown in the government financial statement and net lending shown
in the national accounts. This requirement also applies to other sectors of gene-

ral government finances. This reporting also clarifies the “debt dynamics’, i.e. the
congruence of net general government lending and the change in public debt. The
first reporting round of 2018 occurred at the end of March.
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2.3 County finances

In the course of reforming social services, health care and regional government 18
counties will be established in mainland Finland and assigned responsibility for or-
ganising social and health services, together with several other functions formerly
discharged by municipalities and central government. The new authorities will be-
gin operating at the start of 2020.

Counties have been differentiated into a separate sector for the purposes of this
public finances outlook. Statistics Finland will determine the final sectoral classi-
fication of counties in the national accounts. In this outlook the county sector in-
cludes the counties and unincorporated county enterprises, companies owned by
counties, and national service centre companies.

A more detailed study of outlook formulation for county finances was included in the
autumn 2017 economic review. The outlook has been updated to reflect the latest
funding and expenditure details for the functions assigned to counties. The expendi-
ture structure has also been updated to match the latest statistical information, and a
separate solution has been included for growth services in the Uusimaa region.

Regional administration will be the target of growing demand for health and social
services caused by ageing of the population, and these authorities will have to work
efficiently from the very outset to ensure that their costs do not grow more rapidly
than their funding.

The counties will incur additional costs for launching and organising their work

at the outset, imposing an additional challenge for enhancing operations. Expen-
ses may be incurred in such areas as the administrative costs involved in launching
operations, harmonising of pay and client fees, the costs of ICT changes, and gro-
wth in accommodation costs. Though some of these costs are non-recurrent, such
areas as pay harmonisation may permanently increase spending of counties. Transi-
tion cost estimates still involve substantial uncertainty, and it is not yet possible to
incorporate them into this outlook, for which they remain a cost risk.
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The financial position of the county sector remains in deficit, due in particular to
substantial investment in operating premises. The balance of counties will also be
weakened by halving of the 2021 financing index. The outlook makes no assumpti-
ons regarding consolidation measures of counties, new practices or streamlining of
operations, with expenses and financing following their own growth dynamics. The
outlook also makes no assumptions regarding behavioural impacts of the reform,
such as its potential impact on demand for public services.

A significant number of initiated or planned investment projects from hospital
districts will be transferred to counties. The financial plans of hospital districts indi-
cate that their investment outlays will reach a record level in 2019, although some
of the planned investments are still awaiting an investment permit. The level of in-
vestment in 2020 is estimated at EUR 0.8 billion, with investment increasing further
in 2021 and declining only thereafter. Some MEUR 150 in annual central governme-
nt investment also comprises ICT investments of counties.

The income of counties mainly comprises central government funding together
with revenues from sales and charges. The total revenue of counties will reach some
EUR 23.0 billion by 2020, mostly covered by central government funding. The other
revenues of counties amount to approximately EUR 3.3 billion.

Central government funding of counties comprises general funding, value-added
tax refunds, sales revenues and central government grants, and special central go-
vernment funding. The special funding received from central government and its as-
sociated outlays are not classified under the county sector, as most special funding
relates to functions in which the county serves merely as a financial intermediary.

Table 25. County finances

2020%*
Transfers from central government 19.7
Other revenue 33
Total revenue 23.0
Consumption expenditure 19.5
Current transfers and othe expenditure 1.0
Capital expenditure 0.8
Total expenditure 24.0
Net lending (+) / net borrowing (-) -1.0
Debt 45
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The total outlays of counties will be some EUR 24.0 billion in 2020. More than 90
per cent of these expenses relate to purchases of goods and services or to staffing
costs. Other significant outlays include investments and social benefits.

Besides acquiring the assets of hospital districts, the county sector will also take
on a substantial volume of debt, estimated at some EUR 4.5 billion as of the end of
2020.This sum is larger than the current debt of hospital districts, as it is boosted
by hospital district investments over the next few years. Estimates in 2017 financial
statements show clear growth in the hospital district investment portfolio. Most of
the debt will pass to Maakuntien tilakeskus Oy, a company owned by counties and
central government.

2.4 Local government

Preliminary national accounts figures indicate a deficit of 0.1 per cent of GDP in the
local government sector last year. Local government net lending has recently been
stronger at the turn of the century. Total local government expenditure fell slightly
in 2017, due in part to a fall in employee remuneration significantly resulting from a
fall in the rate of employer’s social security contributions. Local government spend-
ing also fell due to a transfer of responsibility for disbursing basic social assistance
from the municipalities to Kela, but this transfer had no real impact on local govern-
ment net lending, as a corresponding reduction occurred in statutory state subsi-
dies to municipalities. Local government investment expenditure growth continued
last year, due in part to increased hospital construction.

Total local government revenue grew slightly in 2017 despite a fall in statutory state
subsidies due to the reassignment of responsibility for disbursing basic social assis-
tance and savings associated with the Competitiveness Pact. The economic upswing
was nevertheless visible as higher-than-anticipated growth in municipal tax revenues
for 2017. Corporate income tax revenues grew exceptionally well, partly due to a
non-recurrent factor as increased real estate tax revenues were generated by a gov-
ernment decision to increase the lower and upper limits of real estate tax for 2017.
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Local government financial position deteriorating until reform of social services,
health care and regional government

The financial position of local government will deteriorate slightly this year. Con-
sumption expenditure will rise due to such factors as higher costs of care and treat-
ment for an ageing population, increasing earnings in the municipal sector, and

a fall in early childhood education charges for low and middle-income families at
the beginning of 2018. Budgets for 2018 suggest that consolidation measures by
municipalities will focus on measures to curb expenditure growth. The findings of
a staff savings survey conducted by the Commission for Local Authority Employers
(KT) suggest that consolidation measures in municipal finances will mainly rely on
natural wastage and on reorganising and streamlining of work, with efforts made to
avoid layoffs and redundancies. The in-house consolidation measures of municipal-
ities and joint municipal authorities in 2018 are nevertheless falling short of those
taken over the preceding few years.

A fall in the average rate of local government tax caused largely by tax cuts in Hel-
sinki will curb growth in local government tax revenues in 2018. Growth in cor-
porate income tax revenue will also remain moderate, as the exceptionally high
growth last year was due to non-recurrent factors that will no longer have any im-
pact in 2018. Growth in real estate tax revenue is lagging behind the historical trend
following the cancellation of planned increases for the lower limits of real estate tax.

The outlook for local government in 2019-2022 only considers already specified
measures affecting local government finances that are included in the spring 2018
general government fiscal plan. The assessment does not take account of munici-
palities’and joint municipal authorities’ fiscal adjustment measures for 2019-2022.
These measures will be considered on the outlook after completing the budgets.
The average municipal tax rate is also assumed to remain at the level of 2018.The
outlook has allowed for the reform of social services, health care and regional gov-
ernment by differentiating the functions that will be transferred from local govern-
ment to counties as of 2020.

The financial position of local government will further deteriorate in 2019 with the
growing need for social and health care services and a decline in the mitigating im-
pact of local government financial consolidation measures on expenditure growth.
The pay rises that were agreed in the local government sector at the beginning of
2018, and will mostly take effect in 2019, will also increase local government con-
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sumption expenditure. Payroll costs will also be increased by the end of the tem-
porary holiday bonus cut that was agreed in the Competitiveness Pact, largely with
effect from 2019. Investment expenditures will also continue to grow, as the finan-
cial plans of hospital districts indicate that their investment outlays will reach a re-
cord level in 2019. Growth in local government revenue will remain corresponding-
ly moderate. Factors limiting revenue growth will include a revision of cost sharing
due to a fall in statutory government transfers and freezing of the associated index
until 2019 in accordance with the government programme.

Local government expenditure

EUR bn
60 60

m Personnel expenses B Purchases of goods and services ®Investments m Other expenditure

Incl. health, social services and regional government reform in 2020
Sources: Statistics Finland, MoF VM34098

Local government debt
24 12

20 10

91 93 95 97 99 01 03 05 07 09 11 13 15 17 19 21
mm EUR bn (left scale) - Relative to GDP, % (right scale)

Incl. health, social services and regional government reform in 2020

Sources: Statistics Finland, MoF VM34098
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Upward pressures on local government consumption expenditure accompanying
the reform of social services, health care and regional government will be eased as
local government functions begin to focus more strongly on education. Expendi-
ture pressures on social and health services will be considerable as the population
ages, but there will be no corresponding pressures on the remaining municipal
functions. The financial position of local government relative to GDP will be only
slightly in deficit as of the year 2020.

The investments of hospital districts amounting to some EUR 0.8 billion will be
transferred from local government to the counties at the time of the reform of so-
cial services, health care and regional government. Hospital district debts of some
EUR 3.5 billion will also pass from local government to counties. This transferred
sum is larger than the current debt of hospital districts, as it is boosted by hospital
district investments over the next few years. The debt of local government relative
to GDP will fall gradually as of the year 2021.

Local government accounting and national accounts: how they differ

The closest local government accounting equivalent to the national accounts con-
cept of net lending is the cash flow from operations and investments (financial po-
sition). The two accounting systems define sector boundaries differently, and the
same goes for the timing of concepts and entries. The reasons for the differences
between the cash flow from operations and investments in local government ac-
counting and net lending in the national accounts are examined in the table below.

The most important conceptual difference is due to sector definitions. Local gov-
ernment accounting is concerned with municipalities, joint municipal authorities
and their commercial institutions, and excludes municipal operations conducted by
an independent legal entity, for example in the form of a limited liability company.
The definition of the local government sector in the national accounts, on the other
hand, does include enterprises owned by municipalities, mainly treating them as
units serving their parent entity.
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Table 26. Local government’

2015 2016 2017 2018**  2019**  2020**

EUR billion
Taxes and social security contributions 219 220 22.8 23.2 243 12.7
of which municipal tax 18.6 18.7 19.1 19.5 20.4 9.2
corporate tax 1.7 1.5 1.9 1.9 21 1.5
real estate tax 1.6 17 1.8 1.8 19 19
Other revenue’ 18.5 18.9 18.5 18.9 18.7 14
of which interest receipts 0.3 0.3 0.3 0.3 0.3 0.3
transfers from central government 13.7 143 13.7 14.0 13.6 6.5
Total revenue 40.3 40.9 4.3 421 43.0 24.0
Consumption expenditure 33.8 34.0 34.0 34.8 36.0 18.0
of which compensation of employees 21.7 21.6 21.0 21.0 21.7 1.3
Income transfers 33 33 2.7 2.7 2.7 19
of which social security benefits and allo-
wances 13 14 0.8 0.7 0.7 0.1
subsidies and other transfers 1.8 1.8 1.8 19 1.9 1.8
interest expenses 0.1 0.1 0.1 0.1 0.1 0.1
Capital expenditure® 46 46 47 5.1 5.2 44
Total expenditure 41.7 41.8 41.5 42.6 439 243
Net lending (+) / net borrowing (-) -14 -0.9 -0.2 -0.4 -1.0 -0.3
Primary balance* -1.5 -1.1 -0.4 -0.6 -1.1 -0.5

1) As calculated in National Accounts

2) Incl. capital transfers and consumption of fixed capital
3) Gross capital formation and capital transfers

4) Net lending before net interest expenses

The local government sector is understood in the national accounts to comprise the
non-market operations of local and joint municipal authorities, which are primarily fi-
nanced from tax revenues and mandatory charges. Public corporations that primarily
finance their operations through sales revenue from other sectors, such as water, en-
ergy, waste and energy management, and port activities, are therefore classified in the
national accounts in the corporations sector, outside the local government sector.

The concept of an investment expenditure differs in local government accounting

and national accounts. Acquisitions and sales of shares and equities are recorded
in the national accounts as financial trans-actions and not under local government
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investment expenditure. Local government accounting, on the other hand, record
share acquisitions as investments in fixed assets.

There are also differences in the concepts of property expenditure and incomes. In
the national accounts, changes in the value of assets and liabilities are not includ-
ed in income or expenditure, so the other financing revenue and costs of munici-
palities and joint municipal authorities (excluding dividends and interest) are not
included in the national accounts definition of net lending.

There are also differences in the timing of entries in local government accounting
and in the national accounts. In local governments’ accounts, tax revenue describes
the amount of tax collected during the calendar year. In the national accounts, tax
revenue for the year in question is based on the tax authorities’accounts of tax
remittance from February through to the end of January the following year. This

is intended to allow for the timing difference between advance tax payments and
remittance to government. The size of the 2020 timing difference between account-
ing and national accounts is due to the reform of social services, health care and
regional government. The tax revenues collected by municipalities in 2020 will be
partly affected by the taxes paid at higher municipal tax rates in earlier tax years.
This phenomenon will also be visible with respect to corporate income tax.

Table 27. Financial position in local government accounting and local government net lending

2016 2017 2018** 2019** 2020%*

EUR billion

Cash flow from municipalities’ and joint municipal

authorities’ operations and investments -0.1 0.3 0.2 -0.3 1.3
Other than municipalities” and joint municipal authori-

ties’ net lending effect’ -0.5 -0.5 -0.5 -0.5 -0.5
Effect of municipalities’ and joint municipal authorities’

operations outside the local government sector 0.0 -0.1 -0.1 -0.1 -0.1
Acquisitions and sales of shares 0.1 0.1 0.1 0.1 0.1
Differences in concepts of property expenditure and in-

come -0.0 -0.1 -0.1 -0.1 -0.1
Timing differences -0.3 0.1 -0.0 -0.0 -11
Other differences? -0.1 -0.1 -0.1 -0.1 -0.0
Local government net lending (+)/borrowing (-) -0.9 -0.2 -0.4 -1.0 -0.3

1) Corporations classified under local government but not included in statistics on municipal finances as well as Government of Aland,
Association of Finnish Local and Regional Authorities, Local Government Employers and Municipal Guarantee Board
2) E.g. differences in capital transfers and investment grants
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2.5 Social security funds

2.5.1 Earnings-related pension funds

The surplus of earnings-related pension funds fell to 0.9 per cent relative to GDP last
year, compared to an average of just over three per cent in the first decade of the
2000s. In recent years, earnings-related pension expenditure has risen rapidly with
the growing number of retirees and with the higher average level of pensions, as
starting pensions are higher than those already in payment. High unemployment
and slow rise in earnings have in turn dampened the growth of income from cont-
ributions, even though pension contribution rates have increased rapidly in recent
years. Low interest rates have in turn reduced pension funds’ property income. Ri-
sing asset prices — and stock prices in particular — have nevertheless already increa-
sed the total value of pension assets to some EUR 200 billion at year-end 2017.

The surplus of earnings-related pension funds is forecast to remain at approxima-
tely the same level as last year over the entire forecast horizon. The annual growth
rate of earnings-related pension expenditure is expected to remain around four per
cent. Even though growth in the number of retirees is gradually slowing, the rise

in the average level of pensions and annual indexations of pensions will increase
pension expenditures. On the other hand, faster growth in total wages and salaries
is accelerating the rise of income from pension contributions. Moreover, pension
funds’ property income is expected to grow over the forecast horizon as interest
rates rise. The private sector earnings-related pension contribution is expected to
remain at its current level of 24.4 per cent over the forecast horizon, but the latest
long-term projections by the Finnish Centre for Pensions indicate that there may be
slight upward pressure on the contribution level thereafter.
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Investment portfolio of pension funds
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Table 28. Finances of social security funds'

2015 2016 2017 2018**  2019**  2020**

EUR billion
Investment income 3.4 3.6 3.5 3.8 4.0 44
Social security contributions 26.9 279 273 279 28.8 29.8
of which contibutions paid by employers 18.2 18.8 17.6 17.5 17.7 18.1
contributions paid by insured 8.7 9.2 9.7 10.4 1.1 1.7
Transfer from general government 14.3 14.6 15.8 15.9 15.7 15.5
Other revenue 0.5 0.5 0.4 0.5 0.5 0.5
Total revenue 45.2 46.5 471 48.0 49.0 50.2
Consumption expenditure 3.7 3.6 3.6 3.7 3.8 3.9
Social security benefits and allowances 35.9 36.6 374 38.2 39.1 40.1
Other outlays 3.7 3.4 3.3 3.2 34 34
Total expenditure 433 43.6 443 451 46.3 475
Net lending (+) / net borrowing (-) 19 2.9 2.8 2.9 2.7 2.7
Earnings-related pension schemes 2.7 24 2.1 24 2.2 21
Other social security funds -0.8 0.5 0.7 0.6 0.4 0.6
Primary balance? 0.5 1.6 1.7 1.7 14 1.2

1) Corporations classified under local government but not included in statistics on municipal finances as well as Government of Aland,
Association of Finnish Local and Regional Authorities, Local Government Employers and Municipal Guarantee Board
2) E.g. differences in capital transfers and investment grants

2.5.2 Other social security funds

Other social security funds mainly comprise the Social Insurance Institution (Kela)
and the Unemployment Insurance Fund, which are responsible for the provision of
basic security and for earnings-related unemployment security, respectively. The
surplus of other social security funds rose to 0.3 per cent of GDP in 2017. A one-per-
centage point increase in the unemployment insurance contribution at the begin-
ning of 2016 and a clear reduction in unemployment expenditures due to the imp-
roved employment situation contributed to this surplus.

Other social security funds are forecast to remain in slight surplus over the forecast
horizon. Improved employment situation is reducing unemployment expenditures.
Cost-cutting measures adopted by the Government also curb expenditure growth
at the beginning of the forecast horizon. For example, benefits linked to the natio-
nal pension index, with the exception of basic social assistance, will not be increa-
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sed in 2018-2019. The accelerating growth of total wages and salaries will increase
income from social security contributions while the fall in unemployment insurance
and sickness insurance contributions at the beginning of 2018 will lower revenues.
In the light of the forecast, the Unemployment Insurance Fund’s business cycle buf-
fer is set to accrue funds to the extent that, under current legislation, the unemp-
loyment insurance contribution would need to be further reduced starting from
2020. Accordingly, it has been assumed that the unemployment insurance contri-
bution would be reduced by a further 0.3 percentage points as of 2020. For reasons
of caution, the size of the contribution cut has been assessed in a manner whereby
the business cycle buffer would be filled by the year 2022, even if the reduction was
implemented from 2019 onwards and the reduction in unemployment expenditu-
res was more moderate than anticipated.

Table 29. Social security contributions rates and pension indices

2015 2016 2017 2018**  2019**  2020**

Social insurance contributions'

Employers

Sickness insurance 2.08 212 1.08 0.86 0.75 1.32
Unemployment insurance 2.33 2.85 241 1.91 1.91 1.76
Earnings-related pension insurance 18.00 18.00 17.95 17.75 17.35 16.95
Local government pension insurance 23.65 23.21 21.95 21.60 21.20 19.35
Employees

Sickness insurance 210 212 1.58 1.53 1.50 1.64
Unemployment insurance 0.65 1.15 1.60 1.90 1.90 1.75
Earnings-related pension insurance 6.00 6.00 6.45 6.65 7.05 745
Benefit recipients

Sickness insurance 1.49 147 1.45 1.53 1.59 1.46
Pension indices

Earnings-related index (over 65) 2519 2519 2534 2548 2584 2624
National pension index 1637 1631 1617 1617 1617 1638

1) Annual averages. The contributions of employers and the unemployment and employment pension contributions of beneficiaries as
percentages of wages and salaries. The figures are weighted averages.
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2.6 Long-term sustainability of public finances

Even though general government finances are forecast to stabilise with the debt ra-
tio continuing to decline, the change in population age structure in a permanently
unfavourable direction will create pressure on the sustainability of general govern-
ment finances in the longer term. This change is increasing pension expeditures as
well as health and long-term care costs to a degree that can no longer be sustained
under the current tax rate, while also depleting the working age population whose
taxes finance welfare services and benefits. Population ageing is manifesting earlier
in Finland than in many other EU countries.

The sustainability gap in public finances means that general government reve-
nue will not suffice to cover expenditure in the long term. A permanent imbalance
between revenue and expenditure creates the danger of public debt spiralling out
of control. Technically, the sustainability gap may be expressed as the difference
between the structural deficit in public finances in the base year (which is current-
ly 2022) and the level of surplus required for sustainable public finances (see dia-
gram). The surplus required for sustainable public finances means that general go-
vernment structural surplus in relation to GDP should be approximately two and a
half per cent at the beginning of the next decade for general government finances
to manage the expenditure pressures arising from an ageing population in future
decades without additional measures. Instead of a two and a half per cent surplus,
it is expected that general government finances will be roughly balanced in structu-
ral terms in 2022.

The Ministry of Finance assessment of the long-term sustainability of general go-
vernment finances is based on EU harmonised methods and calculation rules. The
sustainability calculation is effectively a pressure projection in which developments
under current legislation and practices are extrapolated into the future using the
population projection, spending breakdowns by age groups, and assessments of
long-term economic development. More detailed computing procedures are set
out in the methodology description of the Ministry’s sustainability gap calcula-
tions.!

1 http://vmfi/en/descriptions-of-methods
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The Ministry estimates the sustainability gap at about two and a half per cent of
GDP, which is about one half percentage point smaller than last autumn. There are
two opposing factors behind this. In the first place, an improved estimate of the
condition of general government finances in the medium term has reduced the
sustainability gap estimate by about one percentage point. On the other hand, the
estimated sustainability gap has increased by about half a percentage point, as the
calculation now applies new, more cautious assumptions of long-term economic
development published in November 2017 by the EU Working Group on Ageing
Populations and Sustainability.? The sustainability gap calculation does not yet take
into account the long-term measures outlined in the government programme for
strengthening general government finances, such as the reform of health and social
services.

The sustainability gap estimate involves considerable uncertainty and is sensiti-

ve to the underlying assumptions concerning future development. The following
table examines the sensitivity of the sustainability gap calculation to the principal
economic calculation assumptions. Despite this uncertainty, the calculation provi-
des a consistent way of analysing and overcoming the future challenges for general
government finances.

Change in age-related expenditure
from year 2016, relative to GDP, %

4 4
3 3
2 2
1 1
0 0

-1 -1

-2 -2

2020 2025 2030 2035 2040 2045 2050 2055 2060
I Pensions mm Healt care [ Long-term care
= Education 3 Unemployment — Total

The figure is compiled using the model developed by the Ministry of Social Affairs and Health
for social expenditure analysis

Source: MoF VM34098

2 European Commission (2017), The 2018 Ageing Report — Underlying Assumptions & Projection Meth-
odologies, European Economy - Institutional paper 065 / November 2017. https://ec.europa.eu/info/sites/
info/files/economy-finance/ip065_en.pdf
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MoF’s sustainability gap estimate
relative to GDP, %
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Table 30. General government finances, % of GDP
2017 2022**  2030**  2040**  2050** = 2060**  2060/2017**
% of GDP change, %
Total expenditure 53.7 51.2 55.2 56.8 57.7 60.4 6.7
of which age-related and unemplo-
yment expenditure 29.7 294 31.7 32.2 31.7 323 2.6
Pensions 13.5 13.5 14.5 13.6 12.7 129 -0.6
0ld-age pensions 124 12.5 13.5 12.6 1.7 1.9 -0.5
Other pensions 11 1.0 1.0 1.0 1.0 1.0 -0.1
Health care 6.0 6.2 6.5 6.8 7.0 7.2 1.2
Long-term care 2.2 24 29 3.6 3.9 4.0 1.8
Education 5.6 54 5.8 6.1 6.1 6.1 0.5
Unemployment 23 19 19 2.0 2.0 21 -0.3
Interest expenditure 1.0 0.9 2.5 3.7 5.2 7.2 6.2
Total revenue 53.2 515 53.1 52.7 52.2 519 -1.3
of which: property income 2.8 31 4.6 43 3.7 3.5 0.7
Net lending' -0.6 0.3 2.1 -4.1 -5.6 -8.5 -19
of which: transfer to pension funds 0.9 0.8 0.5 0.9 1.5 1.2 0.3
General government debt 61.4 56.0 58.7 711 107.1 148.7 873
General government assets, conso-
lidated 1325 125.2 114.3 97.6 89.5 85.1 -474
Pension funds financial assets, con-
solidated 91.4 84.1 76.5 64.8 61.5 60.6 -30.8

1) Cyclically-adjusted net lending as of 2030
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Table 31. Underlying assumptions

2022%*

Labour productivity growth 1.0
Real GDP growth 1.1
Participation rate

males (15-64) 80.1

females (15-64) 771

total (15-64) 78.5
Unemployment rate 6.9
0ld-age dependency ratio' 377
Inflation 2.0
Real interest rate 0.4
Real return of asset 1.2

1) The ratio of people aged over 64 to those aged 15-64

Assumptions, %
2030** 2040**
1.0 14
0.7 1.6
783 77.8
75.5 754
76.9 76.6
73 7.5
434 44.6
2.0 2.0
24 3.0
3.0 35

Table 32. Impact of various factors on the sustainability gap

Baseline scenario
(spring 2018)

Growth in general productivity (and
real earnings) on average 1.4%

will reach 72.0% by

Employment rate 2060
Growth of productivity of public

health and social services 0%
General government structural pri-

mary balance? / GDP in 2022 +0.8%

Real interest rate on general gover-
nment debt

Real rate of return on investments
and real interest rate on general go-
vernment debt

in the long term 3%

in the long term 3.5%
and 3.0%

Change, pp.

+0.5

+1.0

+0.5

+1.0

-1.0

2050%* 2060%*
15 15
1.6 1.6

78.4 79.1
76.1 76.7
713 719
7.8 8.0
46.9 50.7
2.0 2.0
3.0 3.0
3.5 3.5

Impact on sustainability
9ap’, pp.

-0.3

less than -0.2

+0.7

1) The calculations are based on spring 2016 MoF sustainability gap calculations (impact of assumption changes are stable over different

calculation rounds)
2) Deficit excl. interest expenditure
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Appendix
Supplementary statistics
1. Evolution of forecasts over time
2., Outturn data and forecasts used in budget process for 2013-2017, average
change, %
3. National balance of supply and demand
4. Financial balance of the Finnish economy
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Table 1. Evolution of forecasts over time'

2017

es2 es3 es4 es]
GDP at market prices,
change in volume, % 24 29 31 2.6
Consumption, change in vo-
lume, % 1.4 1.6 13 1.5
Exports, change in volume, % 4.7 47 6.8 7.8
Unemployment rate, % 8.5 8.6 8.6 8.6
Consumer price index, chan-
ge, % 1.0 0.9 0.8 0.7
Central government net len-
ding, relative to GDP, % 250 230 23 -1.7
General government net len-
ding, relative to GDP, % -1.8 -1.2 1.2 -06
Central government debt, rela-
tive to GDP, % 48.5 47.7 471 473

' Economic Survey / release date: 21.6.2017 (es2), 19.9.2017 (es3), 19.12.2017 (es4) and 13.4.2018 (es1)

Sources: Statistics Finland, MoF

es2

0.8
3.7
8.1

48.6

Table 2. Outturn data and forecasts used in budget process for 2013-2017

Years 2013-2017

Forecast

averages, % ch.
GDP (volume) 13
GDP (value) 3.0
Private consumption (value) 2.5
Current account, % of GDP -0.6
Inflation 1.8
Wage bill 1.9
Unemployment rate 8.5
Central government debt, % of GDP 489
Central government net lending, % of GDP 2.8
General government net lending, % of GDP -2.0

2018** 2019%*
es3 es4 esl es2 es3 esd
2.1 24 2.6 1.5 1.8 1.9
1.2 13 14 0.7 1.0 0.9
3.7 45 6.1 3.9 41 45
8.1 8.1 8.1 7.8 7.8 7.7
1.5 14 1.2 14 1.5 1.5
-2.0 =21 -1.6 -1.7 -14 -14
-14 -13 -0.6 -14 1.0 -0.8
47.5 46.7 46.9 48.6 46.9 46.0
Average forecast errors
Outcome Forecast Magnitude of
averages, % ch. under-/over-esti- forecast error?,
mation1, pp.
Pp.

0.6 0.6 1.5

2.1 0.8 1.5

2.2 0.3 0.9

-0.5 -0.1 0.7

0.7 1.1 1.1

1.2 0.7 13

8.7 -0.2 0.5

46.7 2.2 2.2

-3.0 0.2 0.7

DA 0.1 13

Forecasts are compared with March/July preliminary national accounts data.
Averages for the past five years are calculated on the basis of spring and autumn forecasts concerning the budget year.

' Over- or understimation is indicated by average forecast error.

2 The average of absolute error values indicates the average magnitude of forecast errors, regardless of the direction of error.
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2.2

1.2

4.8

75

14

-0.9

-0.2

45.6

2020**

esl

1.8

13

3.5

7.0

17

-0.4

0.1
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Table 3. National balance of supply and demand, EUR million

Current prices
2015 2016 2017 2018** 2019** 2020**
GDP at market prices 209 604 215773 223522 232868 242829 251720
Imports of goods and services 77482 79350 85226 90776 96578 101552
Total supply 287 086 295123 308 748 323 643 339407 353273
Exports of goods and services 76 493 77749 86252 93116 99448 104 429
Consumption 167 057 170772 173539 178314 184022 189 427
private 115916 119 067 122017 125 807 129 602 133772
public 51141 51705 51522 52507 54420 55655
Investment 42713 46 549 50503 53 462 56728 59677
private 34562 37828 41833 44343 47125 49917
public 8151 8721 8670 9119 9603 9761
Total demand 287 403 295770 310 765 325660 341424 355290
At reference year 2010 prices; not additive
2015 2016 2017 2018** 2019** 2020**
GDP at market prices 186 804 190793 195819 200985 205 466 209 261
Imports of goods and services 77212 81650 84525 88132 91541 94 288
Total supply 264016 272443 280 344 289117 297008 303 549
Exports of goods ans services 74178 76 791 82799 87838 92092 95285
Consumption 150137 152 809 155114 157 308 159 212 161215
private 104910 106789 108 507 110 458 12117 113 681
public 45232 46 027 46614 46 850 47090 47529
Investment 38966 41867 44513 46 124 47 879 49 244
private 31565 34038 36909 38276 39788 41210
public 7398 7827 7603 7848 8091 8034
Total demand 264382 272136 281903 291247 299717 306 871
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Table 4. Financial balance of the Finnish economy

2013 2014 2015 2016 2017
relative to GDP, %

Gross investment 21.2 20.6 204 21.6 22.6
households and non-profit institutions 6.2 59 5.7 6.3 6.6
non-financial corporations and financial and

insurance corporations 10.8 10.5 10.8 1.2 121
general government 4.2 4.2 39 4.0 3.9
Gross saving1 19.7 19.7 20.0 20.5 22.7
households and non-profit institutions 5.0 4.2 39 3.5 3.
non-financial corporations and

financial and insurance corporations 13.2 14.5 15.1 15.0 16.4
general government 1.5 1.0 11 2] 3.2
Financial surplus -1.8 -1.2 -0.7 -11 0.8
households and non-profit institutions -1.5 -1.9 -2.0 -3.2 3.8
non-financial corporations and

financial and insurance corporations 23 39 39 3.6 4.2

general government
Statistical discrepancy

100
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