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Abstract

The world economy has shown some encouraging signs of late, although growth is still fragile and the situation var-
ies quite considerably for different regions. However the world economic situation remains precarious and more
sensitive than usual to negative shocks. This applies most particularly to the euro area, where economic growth is
still very modest and where even relatively minor negative factors can easily cut down the incipient growth. Over
time the turnaround of the world economy will also lead to a rebounding of the domestic economy.

Finnish GDP is expected to post growth of no more than 0.5% in 2014. The forecast includes the assumption of
an economic turnaround, and the single biggest driver of economic growth is foreign trade. Private consumption
will show no growth in 2014 because of the slow growth of real purchasing power, the subdued future outlook and
the situation in the labour market. Private investment will continue to fall, and the rate of private investment to GDP
will fall back to 15.4%. The unemployment rate will continue to edge up and the forecast for the average unemploy-
ment rate in 2014 is 8.4%. Employment will also be down by 0.3% from the year before. Productivity, measured in
the number of hours worked, will develop quite slowly.

In 2015 GDP growth will pick up to 1.4%. This growth will be increasingly broadly-based, with public invest-
ment being the only demand item having a negative growth effect. Private consumption will rise by close to %% as
a result of improving future expectations. This will also have the effect of reducing the household savings rate. It is
noteworthy that the rising trend in household debt ratio is stabilising at 119% of disposable income. It is forecast
that private investment will turn around to show growth of 4.6%: this trend will mainly be driven by investment in
machinery and equipment and investment in construction. Public investment will continue to fall. The situation in
the labour market will continue to remain weak, and despite the slight improvement in economic activity the un-
employment rate is expected to remain roughly unchanged at this year’s level.

In 2016 economic growth is expected to reach 1.8%. The GDP growth rate will exceed potential output growth,
despite the historically sluggish rate of economic growth. The level of total output will remain lower than potential
output because of the underuse of economic resources. The economy’s growth potential is low due to demographic
factors, sluggish investment and changes in the production structure.

Despite the recent positive trend in the global economy and the improved outlook in the domestic economy, the
risks in the outlook are still predominantly to the downside.

The general government budgetary position has been in deficit for five years now, and the same situation will
continue in years 2014-2016. Following the past two years of recession, the relatively sluggish rate of economic
growth will not be enough to turn public finances into a surplus. Population ageing is also putting a major strain
on public finances, reducing the number of people of working age and at once driving up age-related public ex-
penditure. Public debt to GDP will continue to rise and is set to breach the 60% limit.






Preface

The Spring 2014 Economic Survey appears for the eighth time in its present form as back-
ground material for the Government’s spending limits decision. The Survey offers projec-
tions of Finland’s economic outlook for 2014-2016. In addition to short-term prospects,
the Economic Survey includes medium-term projections extending to 2018.

The forecast and trend projections in this Survey have been prepared independently by
the Ministry of Finance Economics Department, without any outside input, based on the
latest data available. The forecasts are based on provisional national accounts data for 2013
published by Statistics Finland in March 2014 and on other public statistical sources avail-
able before 7 March 2014. Both the short-term and medium-term projections take account
of the decisions taken by the Government in its spending limits discussions on 25 March.
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The source for all data on materialised developments is Statistics Finland unless otherwise indi-
cated.

SYMBOLS AND CONVENTIONS USED
- nil
0 less than half the final digit shown
not available
not pertinent
* provisional
w* 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 2014-2016

According to preliminary data Finnish GDP fell by 1.4% last year, the second year of
negative GDP growth in succession. Economic performance was weak throughout 2013:
growth was not recorded in any quarter. In Q4 GDP dropped by 0.3% from the previ-
ous quarter, leaving a significant negative growth carryover from last year. Apart from
exports, the only other demand items showing positive growth were public investment
and public consumption.

The world economy has shown some encouraging signs of late, although growth is still
fragile and the situation varies quite considerably for different regions. Nonetheless in the
euro area economic growth in the last quarter of 2013 reached 0.3% from the previous quar-
ter and 0.5% from last year. The figures for the EU-28 area were 0.4% and 1.1%, respectively.
The United States has also continued to post reasonable growth. The forecast for 2014 pro-
jects a growth rate of 2.5% and for 2016 over 3%. In China growth is slowing, and the next
few years will see annual GDP growth of around 7%. Despite intense stimulus, growth in
Japan will struggle to strengthen over 1% during the outlook period. Russia’s growth pros-
pects are weak and depend quite heavily on natural resource extraction. In Russia there is
also the possibility of a continuing escalation of political uncertainty, which would affect
the Finnish economy as well.

However the world economic situation remains precarious and more sensitive than usual
to negative shocks. This applies most particularly to the euro area, where economic growth
is still very modest and where even relatively minor negative factors can easily cut down
the incipient growth. It is difficult to form a coherent picture of the situation of financial
institutions in the euro area, and it is too early to exclude the possibility of sudden imbal-
ances in the financial market. However the outlook is based on the expectation that the
situation in the euro area financial market will remain calm, and that both credit supply
and demand will strengthen.

It is expected that short-term and long-term interest rates will rise moderately both this
year and next. In the last year of the outlook horizon in 2016, the annual average three-
month euribor rate is expected to stand at 1.3%, the ten-year rate at 3.5%. The euro-to-dollar
exchange rate is expected to fall slightly, as are oil and other raw materials prices.

The forecast is that the recovery of economic growth will be driven by exports. Over
time the turnaround of the world economy will also lead to a rebounding of the domestic
economy. The outlook assumes that the rate of world trade growth will outpace global eco-
nomic growth, which will improve the prospects of export industries. Domestic demand will



decline during 2014, and in 2015 and 2016 it will have a stronger role in driving economic
growth. The forecast makes no assumptions about possible future economic policy measures.

Finnish GDP is expected to post growth of no more than 0.5% in 2014. If contrary to
expectations total output remains unchanged from the end of last year, GDP would decline
by —0.2% this year. The forecast includes the assumption of an economic turnaround, with
this year’s internal growth projected to be clearly positive. It is predicted that imports will
increase by some 2%, while exports will be up 3.5%. The contribution of net exports to GDP
growth is therefore positive and the single biggest factor in kick-starting economic growth.
Faster imports growth is hampered by weak domestic demand. Private consumption will
show no growth in 2014 because of the slow growth of real purchasing power, the subdued
future outlook and the situation in the labour market. Private investment will continue to
fall, and the rate of private investment to GDP will fall back to 15.5%. The sharpest falls will
be seen in investment in machinery and equipment and in investment in residential con-
struction. The slide in industrial production will bottom out and turn to growth of 1.4%
this year. In services the situation will continue to remain weak, and growth is projected
to reach no more than 0.2%. The unemployment rate will continue to edge up and the fore-
cast for the average unemployment rate in 2014 is 8.4%. Employment will also be down by
0.3% from the year before. Productivity, measured in the number of hours worked, will
develop quite slowly. Upward pressures on prices are moderate, and inflation in 2014 will
come in at 1.5%.

In 2015 GDP growth will pick up to 1.4%. This growth will be increasingly broadly-based,
with public investment being the only demand item having a negative growth effect. In the
wake of rebounding world trade, exports will pick up to show growth of over 4%, and increas-
ing domestic demand will also drive imports to growth of over 3%. Private consumption will
rise by close to %% as a result of improving future expectations. This will also have the effect
of reducing the household savings rate. It is noteworthy that the rising trend in household
debt ratio is stabilising at 119% of disposable income. It is forecast that private investment
will turn around to show growth of 4.6%: this trend will mainly be driven by investment
in machinery and equipment and investment in construction. Public investment will con-
tinue to fall. On the supply side, industrial production will grow by over 2%. As a result of
improving domestic demand the production of services will also turn more clearly onto a
growth path, increasing by around 1.5%. The situation in the labour market will continue
to remain weak, and despite the slight improvement in economic activity the unemploy-
ment rate is expected to remain roughly unchanged at this year’s level. The labour market
mismatch problems remain significant. Inflation is expected to remain at well below 2%.

In 2016 economic growth is expected to reach 1.8%. The GDP growth rate will exceed
potential output growth, despite the historically sluggish rate of economic growth. The
level of total output will still remain lower than potential output because of the underuse
of economic resources. The economy’s growth potential is low due to demographic factors,
sluggish investment and changes in the production structure.

The general government budgetary position has been in deficit for five years now, and the
same situation will continue in years 2014-2016. Following the past two years of recession,
the relatively sluggish rate of economic growth will not be enough to turn public finances



into a surplus. Population ageing is also putting a major strain on public finances, reducing
the number of people of working age and at once driving up age-related public expendi-
ture. Public debt to GDP will continue to rise and is set to breach the 60% threshold. The
problems in public finances cannot be resolved by direct adjustment measures focused on
general government revenue or expenditure, but it is also necessary to work on structural
reforms that will contribute to strengthen the economy’s growth potential, raise the employ-
ment rate and increase the efficiency of general government.

Despite the recent positive trend in the global economy and the improved outlook in
the domestic economy, the risks in the outlook are still predominantly to the downside. In
the euro area the recovery of households from the debt and financial crisis may take longer
than predicted as the structural reforms designed to boost competitiveness have been a case
of too little, too late. There is also uncertainty about the state of the banking sector, which
may be weaker than previously estimated. In the United States, the sense of uncertainty is
heightened by political tensions. Any disruptions in the United States will be reflected in
the global economy in direct proportion to the country’s substantial share of world market
demand. On the other hand the improved net real investment position in the private sector
may push demand onto a stronger than predicted growth track. Failure to resolve the cri-
sis in Ukraine would add to uncertainty and possibly increase the outflow of capital from
Russia, reduce investment rates, weaken the rouble and drive the Russian economy into
recession, which inevitably would spill over to affect the Finnish economy. In the global
economy one upside risk to the forecast is the possibility of developing countries returning
to growth sooner that predicted.

Domestically the main risks come from how quickly and how strongly the real econ-
omy reacts to the improvement in the global economic situation. At the moment it seems
that economic growth in Finland, at least in the short term, will be lower than in its rival
countries. Structural policy measures will not yet have any growth effect in the short and
medium term. If the credibility of the economic policy pursued is compromised in an envi-
ronment of already weak economic growth, that could well lead to an accelerating down-
ward cycle. Market-driven growth grounded in the real economy is also the key to achiev-
ing a true and sustainable improvement in public finances. The most critical factors with
respect to open sector competitiveness are competitive input prices and the ready availa-
bility of inputs. Some of these factors are beyond the control of domestic economic policy.
Others would require changes that have a genuine impact on the incentives of economic
agents, both consumers and businesses.

One of the most significant domestic challenges is to improve the efficiency of the labour
market. Population ageing coupled with the mismatch problems in the labour market may
become a real obstacle to growth. Much of Finnish industry is facing intense foreign com-
petition for the same markets, which underscores the key importance of the availability of
labour and all input-related cost factors. Competition for market shares is not just about
the costs of labour, but all input costs. In the long term it is important to consider not only
how cost factors are moving in relation to the competition, but also the overall level of those
cost factors. Making the necessary adjustments to achieve a competitive price level requires
time and above all concerted and determined action.



Key forecast figures

2013 2011 2012 2013 2014** 2015** 2016**
EUR
bn change in volume, %

GDP at market prices 193 2.8 -1.0 14 0.5 14 1.8
Imports 78 6.2 -0.7 -1.8 21 33 3.9
Total supply 27 3.8 -0.9 -1.5 09 19 24
Exports 78 28 -0.2 0.3 3.5 41 4.8
Consumption 159 19 0.4 -0.3 0.1 0.3 1.0

private 109 2.5 0.3 -0.8 0.0 0.3 11

public 50 0.5 0.5 0.8 0.3 0.4 0.7
Investment 37 5.8 -0.8 -4.6 -3 3.6 31

private 31 6.3 -1.2 -6.4 3.5 4.6 4.2

public 5 26 1.7 6.8 -0.9 -1.9 -3.6
Total demand 273 3.8 -0.6 -0.9 0.3 19 24

domestic demand 195 4.2 -0.8 -14 -1.0 1.0 14

2011 2012 2013 2014**  2015%  2016**

Services, change in volume, % 31 0.7 -1.2 0.2 13 1.8
Industry, change in volume, % -0.6 -5.3 -2.6 14 2.2 25
Labour productivity, change, % 1.0 1.4 0.4 0.1 0.7 0.7
Employed labour force, change, % 11 0.4 -11 -0.3 0.4 0.7
Employment rate, % 68.6 69.0 68.5 68.5 68.9 69.5
Unemployment rate, % 7.8 77 8.2 8.4 8.3 8.1
Consumer price index, change, % 34 2.8 15 1.5 17 1.9
Index of wage and salary earnings, change, % 2.7 3.2 2.0 13 1.2 15
Currentaccount, EUR bn 2.7 -2.8 -1.6 -0.7 -0.3 0.5
Current account, % of GDP -1.5 -1.4 -0.8 -04 -0.1 0.2
Short-term interest rates (3-month Euribor), % 14 0.6 0.2 0.3 0.5 13
Long-term interest rates (10-year govt. bonds), % 3.0 19 19 23 2.9 3.5
General government expenditure, % of GDP 55.1 56.7 58.4 58.8 58.2 57.9
Tax ratio, % of GDP 43.6 44.0 45.5 45.7 46.0 46.1
General government net lending, % of GDP -1.0 2.2 24 -24 -4 -0.9
Central government net lending, % of GDP 34 3.8 3.7 3.5 24 2.0
General government gross debt, % of GDP 493 53.6 56.9 59.8 61.0 61.4
Central government debt, % of GDP 4.2 43.6 46.4 48.7 493 49.2



Calculations of fiscal adjustment using the Ecomics Department’s KOOMA
model

Simulations based on the KOOMA model developed by the Ministry of Finance Economics Depart-
ment have been reported in previous Economic Surveys. The New Keynesian macro model,
KOOMA describes the Finnish economy using quarterly national accounts data. A new version
is now available of the model which incorporates the labour market into the model framework.
This has the crucial benefit of shedding light on how the impacts of different policy measures are
mediated. In contrast to most other models, KOOMA provides a genuine modelling of unemploy-
ment, and the behaviour of the labour market (wage formation, labour market tightness, hours,
demand for labour, etc.) is described in a consistent manner. It follows that the interactions of
the labour market with the real economy and nominal parameters can be realistically described.
In the labour market wages and salaries are negotiated between employers and employees. The
model assumes that wages do not immediately adapt to changes in the economy. A more detail
account of the KOOMA model and its structure is provided in earlier Economic Surveys.

Contractionary fiscal policy

The fiscal policy calculations examine three different strategies for improving fiscal balance: adjust-
ing public expenditure, increasing taxes on consumption, and increasing taxes on labour. In order
to ensure the comparability of the different scenarios, they are all based on the same starting level
of 1% of GDP. The period under analysis extends from 2014 to 2020. The results are reported in rela-
tion to a steady state path, for example the Ministry of Finance’s latest outlook forecast.

The main result is that the fastest way to reducing general government debt is by cutting pub-
lic expenditure. Tax hikes hamper output growth to a greater extent than expenditure cuts, and
therefore their beneficial effect on the general government budgetary position is clearly lesser.
Overall public expenditure cutbacks over the seven-year period reduce general government debt
to GDP by 4.8 percentage points, whereas the improvement in the general government budgetary
position achieved through tax increases is no more than half of this, 2.2 or 2.3 percentage points.

Cutting public expenditure directly reduces aggregate demand in the economy, and in the
first year GDP is down by 0.3% compared to the baseline scenario. In the first quarter output will
fall by 0.7%, which is interpreted as the short-term fiscal policy multiplier. Public consumption
crowds out private consumption to some extent, and therefore the decrease in public expendi-
ture leads to a slight increase in private consumption and dampens the growth-slowing effects
of expenditure cuts. Since the reduction of public expenditure has the effect of curtailing aggre-
gate demand, domestic prices will start falling. As a result demand for Finnish products will pick
up in the world market and net exports will increase. With the growth of private consumption
and net exports, output growth will also turn positive in the third year after expenditure cuts.

The effects of cutting public expenditure are channelled into the labour markets via two
routes . Changes in aggregate demand are reflected in expected business profits, which will
initially fall somewhat but then begin to grow in the wake of private consumption and exports
growth. Job vacancies in businesses will therefore initially fall somewhat and unemployment
will slightly increase, but as the outlook improves both these trends will be reversed: job vacan-
cies will increase and unemployment decrease. During the seven-year period under analy-
sis unemployment will fall by 4%, so for instance the MoF 2014 unemployment projection
of 8.4% would drop to 8.1%. Cutting public expenditure also impacts the behaviour of con-
sumer-employees through its wealth effects. Inclined to optimise over time, consumers see
the expenditure cuts as future tax reliefs and therefore increase their consumption. Consump-
tion appears as a more attractive option than working, and therefore the number of hours
worked per capita falls. However with the increasing demand for labour the number of per-
sons employed starts increasing. Indeed the net effect on the number of hours worked over
the period under study is close to zero.



Increasing taxes on consumption has a greater restrictive effect on private consumption than
the other two adjustment scenarios. However there is hardly any decline in output because falling
domestic producer prices are accompanied by increasing net exports and investment. Increasing
taxes on consumption has no major impact on the labour market because the opposite effects
cancel each other out. On the one hand employees will attempt to offset the rising consumption
tax through pay rises, but on the other hand the tax hike reduces the surplus left over from work-
ing and thus decreases the supply of labour. As the demand for labour also declines somewhat
with the negative aggregate demand effect reducing expected business profits, collectively agreed
wages and salaries are at somewhat lower level than the baseline in the first years of the scenario.

Fiscal adjustment through increased taxes on labour is the option with the most detrimen-
tal effects on the economy. Employees will be keen to compensate their reduced net income
by calling for higher wages. As wages and salaries begin slowly to rise, demand for labour
decreases and unemployment increases. Over the seven-year period unemployment will rise
by 6%, i.e. from the MoF 2014 forecast of 8.4% to 8.9%. Rising wages also push up domestic
producer prices, and therefore net exports and investment will fall with the lowered real yield
of investment. Initially, before wages and salaries start rising, lower household net income has
the effect of reducing consumption. As all main demand components react negatively to higher
taxes on labour, GDP will also show slower growth than in the baseline scenario. GDP growth
will on average be 0.1% slower than in the baseline scenario.

GDP Private Private Net |Unemploy-| Total Wage Fiscal Public
consump- | Invest- exports ment hours balance debt
tion ment %/GDP

Simulation: Cutting public expenditure by 1% of GDP

2014 -0.3 0.0 0.5 11 -0.4 -0.2 -13 13 -13
2015 0.0 0.2 0.9 0.9 -1.5 0.1 -0.7 1.2 2.5
2016 0.1 0.2 0.9 0.4 -0.9 0.0 -0.3 0.9 34
2017 0.1 0.2 0.7 0.2 -0.5 0.0 -0.1 0.6 -39
2018 0.1 0.2 0.5 0.1 -0.3 0.0 -0.1 0.4 -4.3
2019 0.1 0.2 0.3 0.1 -0.2 0.0 0.0 0.3 -4.6
2020 0.1 0.1 0.1 0.1 -0.2 0.0 0.0 0.2 -4.8

Simulation: Increasing the labour tax by 1% of GDP

2014 -0.1 -0.1 -0.1 -0.1 1.0 -0.2 0.3 0.8 -0.8
2015 -0.2 -0.1 -0.2 -0.2 17 -0.2 0.3 0.6 -14
2016 -0.1 -0.1 -0.3 -0.1 13 -0.2 0.2 0.4 1.7
2017 -0.1 -0.1 -0.2 -0.1 0.9 -0.1 0.1 0.2 -2.0
2018 -0.1 0.0 -0.2 -0.1 0.6 -0.1 0.1 0.2 2.2
2019 -0.1 0.0 -0.1 -0.1 0.4 0.0 0.1 0.1 23
2020 0.0 0.0 0.0 -0.1 0.2 0.0 0.0 0.1 23
2014 0.0 -0.2 0.1 0.1 0.0 0.0 -0.1 0.8 -0.8
2015 0.0 -0.2 0.1 0.2 -0.1 0.0 -0.1 0.6 -14
2016 0.0 -0.1 0.1 0.1 -0.1 0.0 0.0 0.4 -1.7
2017 0.0 -0.1 0.1 0.0 -0.1 0.0 0.0 0.2 -2.0
2018 0.0 0.0 0.1 0.0 0.0 0.0 0.0 0.2 2.2
2019 0.0 0.0 0.1 0.0 0.0 0.0 0.0 0.1 23

2020 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.1 2.3



Medium-term outlook

The Finnish economy has contracted for two consecutive years. At the same time industry
and the economy as a whole have been undergoing structural changes that have affected the
longer term growth prospects of the economy. It is expected that the economy will turn to
cautious growth in 2014, but the forecast is that this growth will be historically slow even
in the medium term.

The medium-term prospects of the economy can be examined by making a distinction
between the cyclical component and potential output. Potential output is thought to deter-
mine the economy’s medium-term growth prospects. In its assessments of potential out-
put the Ministry of Finance uses the production function method as developed jointly by
the EU Commission and Member States. This method divides total output between labour
input and capital and total factor productivity'. Potential output is an unobservable variable
and its assessment during a strong economic cycle and under conditions of rapid changes
in the production structure is extremely difficult.

It is forecast that the contribution of labour input to output growth will remain close to
zero in the medium term. The number of people in their prime working age has begun to
fall, but it is expected that the higher activity rate among older employees will continue to
offset this trend and to keep the labour supply almost unchanged. Structural unemployment
has remained at around 7.3%, despite the weakness of the economy. The level of structural
unemployment is estimated from the Phillips curve, which is used to determine the rate of
unemployment below which labour market tightness will increase to such an extent that
wage increases outpace productivity growth and unit labour costs consequently begin to rise.

Capital stock development is a more stable variable than other factors of production,
and its contribution to labour productivity growth will be around 0.4% in the medium
term. However continued weak investment levels would have the effect of reducing the
economy’s growth potential.

Total factor productivity growth has been particularly weak in recent years as employ-
ment has fallen much more slowly than total output. Key factors behind the decline of pro-
ductivity include the difficulties experienced in high-productivity branches such as the
electrical and electronics industry as well as the forest industry, but also the shift towards
a more service-oriented economy. Assessing the medium-term potential growth of total
productivity is particularly difficult at times of rapid structural change.

The potential growth of total productivity is separated from the cyclical component by
using business cycle indicators.? Despite sluggish industry development, the capacity utilisa-
tion rate in 2013 did not deviate significantly from its long term average. On this basis it seems
that the decline in total productivity has primarily been of a structural nature. History teaches
us that total productivity growth usually resumes very quickly after the end of recession. The
conditions for productivity growth, such as a high level of education and extensive innovation,
are still in place. Factors suggesting that productivity growth will resume slowly include the

1 For a more detailed description of the method, see The production function methodology for calculat-
ing potential growth rates and output gaps. European Economy - Economic Papers 420. July 2010.

2 Theindustry capacity utilisation rate and services and building construction indicators.



relocation of high-productivity industries in third countries and the ever stronger service
orientation of the economy. The present calculations work from the assumption that total
productivity growth will slowly rebound.

The output gap, i.e. the difference between actual and potential output, is estimated to
stand at 2.7% in 2014. In 2014-2018 it is projected that economic growth will outpace poten-
tial output growth, even though it will average no more than 1.3% a year. It is expected
that the output gap will close in 2018. The slow growth rate means that the volume of total
output will not recover to the level achieved in 2008 until 2018, which effectively means a
decade of lost economic growth.

General government finances will improve slowly, and reach the balance over the
medium term. Public debt to GDP will temporarily breach the 60% limit, but will after
2016 start falling slowly . It is estimated that central government net lending will show a
deficit of 1.0%, with state debt reaching 48.4% of GDP in 2018. Local governments will also
remain in deficit and their debt will increase over the outlook period. The surplus of earn-
ings-related pension funds will continue to keep public finances afloat.

The weak economy coupled with rising age-related expenditure have pushed public
finances into a structural deficit despite all adjustment efforts. It is estimated that the 2013
structural deficit will be —0.8% of GDP. The structural balance will improve in the medium
term in response to central and local government adjustment and rising pension contri-
butions.

Key forecast figures for the medium term

2012* 2013* 2014**  2015**  2016** 2017**  2018**

GDP at market prices, change in volume, % -1.0 -14 0.5 14 1.8 1.5 1.4
Consumer price index, change, % 2.8 1.5 15 17 1.9 1.8 1.8
Unemployment, % 71 8.2 8.4 8.3 8.1 7.8 75
Employment rate, % 69.0 68.5 68.5 68.9 69.5 69.6 70.0
General government net lending, % of GDP 2.2 -24 24 -1.4 -0.9 -0.3 0.0

Central government 3.8 37 35 24 2.0 1.4 -1.0

Local government -11 -0.8 -0.9 -11 -11 -11 -11

Social security funds 2.7 21 2.0 21 23 2.2 21
Structural balance. % of GDP 1.4 -0.8 -0.9 -0.4 -0.4 -0.2 0.0
General government gross debt, % of GDP 53.6 56.9 59.8 61.0 614 61.3 61.2

Central government debt, % of GDP 43.6 46.4 48.7 493 49,2 48,8 483
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Fiscal policy

The framework for the conduct of fiscal policy is determined by the state and outlook of
public finances, the national targets set by the Government as well as by the commitments
arising from EU economic policy coordination.

The fiscal and economic policy followed by the Government of Prime Minister Jyrki
Katainen is aimed at strengthening the conditions for economic growth and at securing
sufficient funding for the welfare state and so to put public finances on a sustainable basis.

The Government’s targets are detailed in the Government Programme. The Govern-
ment’s aim is to reduce the central government deficit to no more than 1% and to achieve
a substantial reduction in central government debt to GDP by the end of the electoral
term. In order to reach these targets the Government has committed itself to revenue and
expenditure adjustments and to restructure the economy so as to facilitate stronger than
predicted economic growth.

The target specified for Finnish public finances must also take account of EU regulations,
i.e. the maximum limits for government deficit and debt set out in the EU Treaty as well
the medium-term objective specified under the EU Stability and Growth Pact. The spring
2013 Stability Programme Update set the limit at —-0.5% of GDP, which meets the minimum
requirements of both the Stability and Growth Part and national legislation.

Fiscal and economic policy is geared to bridging the sustainability gap in public finances.
The changing population age structure is contributing to reduce the number of people in
working age and driving up age-related public expenditure. This is undermining the gen-
eral government budgetary position. Assuming that the foreseeable economic develop-
ment remains within normal range, general government revenue will not be sufficient to
cover expenditure.



The Government has committed itself to launch by 2015 a package of measures designed
to bridge the sustainability gap. On 29 August 2013 the Government announced a new
structural policy programme aimed at improving the conditions for economic growth and
to close the sustainability gap. The Government specified the steps it would take to restruc-
ture the economy in connection with its decision on the implementation of the structural
policy programme on 29 November 2013.

In the structural policy programme the overall objective of bridging the sustainability
gap is broken down into concrete targets concerning central government finances, local
government finances, increasing the productivity of public service provision, work careers
and the supply of labour, structural unemployment and the output potential and competi-
tiveness of the economy as a whole.

The programme specifies the key elements that are needed to restructure the econ-
omy in a manner that supports economic growth and the sustainability of public finances:
the budgetary framework and other joint central and local government actions aimed at
restoring balance in municipal finances, improving the productivity of service provision by
restructuring social and health care services and financing arrangements, and the exten-
sion of work careers through the pension reform and other measures focused on the begin-
ning of and breaks in the labour market career. In addition other measures outlined in the
structural policy programme, together with the labour market settlement that contributes
to improve cost competitiveness, pave the way to faster than predicted growth in the long
term. The Government’s earlier structural policy decisions, such as the reduction of the
corporate income tax rate, the reform of the dividend income tax system and measures to
promote the employment of young people are in line with the objectives of the structural
policy programme.

Economic growth and restructuring are key to sustainable fiscal management. Economic
growth in the foreseeable future and the closing of the output gap are not enough to elimi-
nate the sustainability gap. This will also require steps to implement the structural policy
programme in the manner targeted by the Government. However most of the favourable
effects of the reform on growth and fiscal sustainability will only materialise in the long term.

The state of public finances in Finland has time and again proved weaker than forecast,
and the medium-term outlook has also deteriorated. This has been due not only to prob-
lems in the world economy and in the euro area, but also to structural changes in Finnish
industry and its poor competitiveness.

As economic growth and employment look set to remain weaker than predicted, the
targets set by the Government for central government finances have slipped beyond reach.
The subdued growth prospects mean that the central government deficits will remain sub-
stantial and state debt will continue to climb sharply.

There is an increased risk that state debt will spiral out of control once interest rates
return to normal. At the same time it has become increasingly challenging to bridge the
sustainability gap by means of the structural policy programme. It looks like strengthen-
ing the conditions for growth via the structural policy programme might prove to be too
slow a route.



In this situation it is important to reinforce confidence in Finland’s ability to manage
its public finances and meet its obligations. This confidence will create the necessary lee-
way for independent decision-making on how to halt the growth of debt and to secure the
sustainability of public finances. Reducing central government deficits in a credible way is
important to preserving confidence and to preventing a vicious circle of escalating debt in
the medium term, before the structural reforms have the chance to make an impact.

In order to curb the growth of state debt in a credible manner and within a realistic
timetable the Government has in its March 2014 fiscal plan discussions decided on new
measures that will reduce central government expenditure and increase revenue by EUR
2.3 billion at an annual level in 2018. Most of these measures will be rolled out in 2015. At
the same time the Government decided that it will submit the legislative changes required
by these measures to Parliament during the current electoral term. These measures will sat-
isfy all relevant EU obligations regarding the management of public finances.

In addition to these, the Government decided on measures which, when implemented,
will strengthen central government finances, but the effects of which cannot at this stage
be taken into consideration in the central government spending limit framework or in the
macroeconomic forecast. These measures include those which will decrease the municipali-
ties’ expenditure, and which are conditional on stronger steering envisaged in the reform of
the social and health care services. The strengthening effect on central government finances
of these measures is estimated at EUR 130 million at the 2017 level. In addition, the already
estimated effects of measures decreasing structural unemployment point to a strengthen-
ing of central government finances of EUR 230 million at the 2017 level.

During its term in office the Government has in various contexts decided on immediate
measures designed to reduce central government expenditure and to increase revenue. At
2017 level the net effect of these measures comes to around EUR 6.8 billion, i.e. 3.1% of GDP.



1 Economic outlook

1.1 Global economy set to improve

Global economic growth is slowly rebounding. The recovery is mainly being driven by the
United States and the UK, where the private sectors are shrugging off the long shadow of
the financial crisis. Germany and Sweden are also picking up steam.

An extremely slack monetary policy in industrial countries and less aggressive fiscal
policy adjustment are contributing to improve the cyclical situation. On the other hand pri-
vate consumption and investment in particular are continuing to flatline or even contract
in many industrial countries. High political uncertainty is deterring investment, particu-
larly in Europe. In many developing economies growth over the forecast horizon will be
significantly slower than in recent years.

World trade to remain sluggish

Since the crisis, world trade has grown more slowly than output. Trade growth will slowly
gather momentum towards the end of the outlook period as investment demand rebounds.

Finnish exports have shown very poor performance both during and after the financial
crisis, and still remain more than 10% lower than in 2008. Over the outlook period Finnish
exports will grow more slowly than global trade, while Germany and Spain, for example,
have already exceeded their previous peak performance years. The problem lies not just in
the slowdown of demand caused by the euro crisis, but also in Finland’s competitiveness
and structure of supply.

Euro area moving onto slow growth path

The euro area has emerged from six quarters of recession and is now turning onto a path
of very slow growth. The fragility of this growth is attributable to the lingering effects
of the debt and financial crisis. In several EU Member States growth is hampered by
poor competitiveness, which is constraining opportunities on the supply side, and by the
adjustment of private sector balance sheets, which is hampering consumption and invest-
ment.
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Other major economies more sluggish than before

In the United States, too, recovery is historically slow. US growth is constrained by slug-
gish investment and the need to restore balances in the household sector. Although the
rate of investment growth has rebounded, it will not reach its previous cyclical peak until
2015. Also, moderate demand means that employment is recovering slowly.

The outlook in Japan has improved with the announcement of the government’s sub-
stantial stimulus and tax package plans and the central bank’s extensive QE programme.
These policy changes have resulted in a sharp decline in the value of the yen, which has
seen deflation turn into moderate inflation, at least temporarily. The weak yen is support-
ing revenue generation in the export sector.

In Russia, the economic growth rate is set to slow by half to around 2%. Continued high
oil prices will no longer be enough to sustain the kind of growth seen in previous years
because of a shortage of capacity and low investment levels. In addition, Russian growth is
hampered by the country’s inflexible economic system and markets as well as by the absence
of structural reforms designed to support innovation and growth.

Economic activity in China is dampened by sluggish demand from industrial countries,
which cannot be fully offset by demand from the domestic market and other developing
countries. Nonetheless the Chinese economy will continue to grow at around 7% through-
out the outlook period, provided that the country’s stimulus policy is successful.
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Absence of inflation pressures leaves room for unusual monetary policy

Inflation expectations in the financial markets are moderate, allowing central banks to
persist with an unusual monetary policy stance.

Both interests and financial markets remain sharply polarised in the euro area. Lack
of confidence has restricted the availability of cross-border financing, and the impact of
monetary policy is not uniformly transmitted across the euro area. In the crisis countries
interest rates on bank loans remain significantly higher than in the countries with the best
credit ratings. ECB long-term financing operations have added substantial liquidity into the
financial markets, helped to ease the financial crisis and contributed to creating the condi-
tions necessary to overcome the crisis.

Both short-term and long-term interest rates will remain exceptionally low in industrial
countries, except for those in crisis. Interest rates will edge up over the outlook period, partly
as a result of rebounding confidence, but above all because of expectations that unconven-
tional central bank policies will be withdrawn.

Prices of crude oil and other raw materials will fall moderately over the outlook period
with the slowdown of growth in developing economies. With growth now on a more solid
footing in the United States and the UK, it is expected that the euro will weaken against
other currencies.

Raw materials prices
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Risks increasingly balanced

The risks in the euro area are still predominantly on the downside as the recovery of
households from the debt and financial crisis may take longer than predicted, as insuf-
ficient effort has been put into structural reforms to boost competitiveness, and as the
banking sector may be in a weaker state than estimated. Sluggish private sector demand
for credit may push consumption or investment back onto a downward track, and the fra-
gility of growth may even lead back to crisis.



Failure to resolve the crisis in Ukraine will add to uncertainty and possibly increase the
outflow of capital from Russia, reduce investment rates, weaken the rouble and drive the
Russian economy into recession.

In the United States, the sense of uncertainty is heightened by political tensions. Any
disruptions in the United States will be reflected in the global economy in direct proportion
to the country’s substantial share of world market demand. On the other hand the improved
net real investment position in the private sector may push demand onto a stronger than
predicted growth track. Furthermore, given its relatively low energy costs, the United States
is well placed to improve its industrial base and price competitiveness.

Uncertainty hangs over both Japan’s policy experiments and the extent and timing of
their effects. For instance, the structural reforms may act to dampen demand before their
beneficial effects on productivity and employment begin to filter through to the economy.
It is also unclear whether Japan will be able to secure additional loans at the current very
low interest rates.

Banking system risks
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Low interest rates in industrial countries have brought a growing flow of investment to
developing economies and safe havens where the market for housing and other assets may
have overheated. This risk is increased by stimulus measures focused on attracting invest-
ment and increasing credit supply to many developing countries. The end of unconventional
monetary policy is now looming on the horizon, and the need to adjust will inevitably cause
turbulence in the financial markets.

It is possible that developing countries will return to growth sooner that predicted,
which would also lead to a faster rebound of world trade.

Gross domestic product

2011 2012 2013 2014** 2015%** 2016**

change in volume, %

World (ppp) 3.9 3.2 3.2 3.6 3.9 4.0
Euro area 15 -0.5 -0.5 0.7 1.2 17
EU 1.7 -0.4 0.1 1.0 1.5 2.0
Germany 33 0.7 0.4 1.8 2.5 1.5
France 2.0 0.0 03 1.0 1.2 15
Sweden 29 0.9 1.5 25 2.5 27
United Kingdom 11 03 19 2.5 2.5 2.2
United States 1.8 2.8 1.9 25 27 32
Japan -0.4 1.4 1.6 1.7 1.2 1.2
China 9.6 7.8 1.6 7.2 7.0 7.0
Russia 43 3.4 1.5 2.0 2.5 2.5

Sources: Eurostat, statistical authorities, IMF, MoF

Background assumptions

2011 2012 2013 2014** 2015%* 2016**

World trade growth, % 6.2 1.9 2.7 3.6 5.2 5.7
EUR/USD 1.39 1.29 133 1.30 1.27 1.25
Industrial raw material price index,

€ (2010=100) 1124 99.0 100.0 93 91 89
Crude oil (Brent), €/barrel 79.7 87.1 82.0 81.5 81 80
3-month Euribor, % 14 0.6 0.2 0.3 0.5 13
Government bonds (10-year), % 3.0 1.9 1.9 23 2.9 3.5
Export market share (2000=100)" 82 81 79 79 78 78
Import prices, % 6.2 25 -1.0 0.7 0.7 0.6

" Ratio of export growth to world trade growth.

Sources: Statistical authorities, CPB, HWWI, Reuters, MoF



Banking Union — what’s it all about?

The Banking Union is one of the fastest progressing areas of EMU development. In the short
term the aim of the Banking Union is to promote stability in the financial markets, and in the
longer term to contribute to the healthy operation of those markets. Furthermore the Banking
Union is intended to break the link between banks and sovereigns in the euro area.

The key elements of the Banking Union are the

1. Single Rulebook,

2. Single Supervisory Mechanism (SSM), and

3. Single Resolution Mechanism (SRM) and Single Resolution Fund (SRF)

Single Rulebook

The Single Rulebook includes capital requirements for banking institutions (CRD4), comprehen-
sive tools for crisis recovery and resolution (BRRD), including investor bail in rules, and a harmo-
nised Deposit Guarantee Scheme (DGS). The rules for banking capital regulation were updated
in summer 2013 and took effect from the beginning of 2014. Agreement was reached with the
European Parliament on the BRRD and the DSG Directive in December 2013. These directives
will enter into force during 2015-2016.

ECB’s comprehensive assessment and transition to common supervision

Negotiations have also been concluded on a single mechanism for banking supervision. The
regulations on common banking supervision entered into force in November 2013, and in
November this year 128 major banks in 18 Member States will come under direct ECB super-
vision.

Prior to assuming its new supervisory tasks the ECB shall conduct a comprehensive assessment

of these banks. This assessment comprises three components:

i. A general risk assessment (including liquidity, leverage and funding and special risk expo-
sures);

ii. Abalance sheetassessment (in which any overvalued assets are removed from bank balance
sheets); and

ii. A stress test conducted together with the European Banking Authority EBA.

It is expected that the assessment will be completed by October-November this year. It is
impossible at this stage to anticipate the outcome of the assessment. However it is good to bear
in mind that during the crisis some EUR 500 billion of public and private funds have been spent
on the capitalisation of European banks. The median core solvency ratio of major European
banks currently stands at around 12% of the risk-weighted balance sheet, well above the assess-
ment’s minimum target level of 8%. In other words there is some buffer for possible writedowns.

In the eventuality that the comprehensive assessment reveals any capital shortfalls, the
Ecofin Council agreed in November 2013 on the following pecking order:

1. In a first instance, any capital required shall be raised from the private sector, either in the
form of additional capital from the owners or from new market sources;

2. If this is not sufficient, national public backstop arrangements will enter the frame;

3. If even national backstops are not sufficient, instruments at the euro area/EU level might be
considered. At the euro area level, options available include



a. ESM financial assistance for the recapitalisation of banking institutions in the form
of a loan to a Member State

b. ESM direct recapitalisation instrument once it has been established in euro area
and national decision-making procedures

EU State Aid rules shall always be applied as a minimum requirement whenever public funds
are used. Furthermore any decisions on ESM financial assistance shall be made by ESM's deci-
sion-making bodies and according to their rules.

Single Resolution Mechanism and Fund

In December the Ecofin Council also reached a general approach on a Single Resolution Mech-
anism (SRM) and adopted a Terms of Reference for intergovernmental negotiations on the Sin-
gle Resolution Fund (SRF). It is envisaged that SRM trilogue negotiations with the European
Parliament and the SRF negotiations shall be concluded by March-April before the end of the
Parliament’s current legislature.

Most BRRD regulations will enter into force in Member States from the beginning of 2015. At
the same time the Single Resolution Mechanism will go into effect. Bail in rules will enter into
force no later than the beginning of 2016, at the same time as the de facto resolution authority
will be handed over to the Single Resolution Board.

The Single Resolution Mechanism will thus be accompanied by a Single Resolution Fund
(SRF). Member States participating in the Banking Union are currently expected to build the SRF
over a 8 year transitional period, starting from 2016. In the first year of the transitional period
the costs of crisis resolution will primarily be covered from national contributions to the fund.
According to the draft agreement the primary responsibility of national compartments would
progressively decrease each year at the same time as mutualisation between national com-
partments would increase accordingly. By the end of the transitional period national compart-
ments would have been merged and the costs of resolving banks would be fully shared from
the single fund. It is estimated that the Single Resolution Fund will be around EU 55 billion.

At the moment it is projected that the main Banking Union institutions will be up and run-
ning from the beginning of 2016. The Single Resolution Fund, on the other hand, will become
operational during the transitional period.

Common backstop arrangement

The comment has been made in various contexts that the Single Resolution Mechanism needs
to be backed up with an appropriate backstop arrangement that will guarantee adequate fund-
ing for crisis management even under exceptional conditions. However during the transitional
period the SRM backstop will remain a national responsibility. After the transitional period the
national compartments will be fully merged with the single fund. At this stage national sources
will no longer be responsible for bridge financing, and the question will arise regarding the
contribution of Member States participating in the Banking Union to developing a common
backstop for the resolution fund. As yet there is no agreement on how a common backstop
arrangement will be implemented, but this will be negotiated during the transitional period.



What if demand in Germany had been stronger?

During the 1990s Germany’s current account deficit averaged 0.6% of GDP, but in 2002 the defi-
cit turned to surplus. The surplus grew rapidly and from 2007 to 2013 averaged 6.8% of GDP.
The German economy set aside an increasing share of its income for savings.

Household consumption trends have been very weak in Germany since 2000. In 2000 con-
sumption as a proportion of disposable income was over 81%, but by 2013 the figure dropped
to 66%. Since 2009 investment other than residential construction has progressed very slowly.
Household investment has been slowed among other things by the Hartz reforms and other
steps taken to bolster the country’s poor competitiveness. The sluggishness of business invest-
ment is explained among other things by weak economic development and weak expectations.

What if demand in Germany had been stronger? A large current account surplus means
resource underuse, and is not an optimal situation. On the other hand many of the proposed cor-
rective measures to increase resource use, such as wage increases or stimulus measures, would
stoke inflation and therefore undermine German competitiveness. Germany, after all, operates
in the global economy and any policy measures compromising its competitiveness would in the
longer term adversely impact its trade partners as well, for instance by increasing interest rates
and reducing export demand in crisis countries (Spain, Portugal, Italy, Ireland, Greece)

We simulated a contra factual scenario where private demand in Germany did not decline
during the 2000s using the NiGEM model developed by the British National Institute of Eco-
nomic and Social Research.! NiGEM is a new Keynesian estimated econometric model of the
global economy. In this framework output is demand-determined, agents’ expectations can
be varied and nominal wage and other rigidities hamper the economy’s adaptation to shocks.
The economies of most OECD countries, China and Russia have been modelled in NiGEM. The
biggest economies have been modelled in most detail, the rest of the world is incorporated in
the models as regional blocs. All models include domestic demand, export and import prices
and volumes, current account and net external assets.

In our simulations we forced the 1996-2002 trends of German household consumption and
business investment to remain on the same linear path in 2003-2013; see Figs 1 and 2. Accord-
ing to this scenario, average annual consumption in 2010-2013 would have been some EUR 93
billion and annual investment some EUR 33 billion higher than actual, representing around 3.8%
and 1.3% of GDP, respectively. Furthermore, we assumed that agents’ expectations are back-
ward looking. Euro area interest rates were exogenised,? and euro area inflation accelerated
just over 0.5 percentage points faster than actual inflation. Public sector deficits were allowed
to be freely determined. All other world economy decision rules, such as demand equations
and policy decision rules, remained unchanged.

According to the results, German GDP in 2002-2013 would have been 2.0-3.9 percentage points
higher than actual. The stronger demand would have spilled over into other countries as well.
The weighted GDP of the crisis countries would have been 0.2-0.6 and Finland’s 0.4-0.9 percent-
age points higher than actual; see Fig 3. Germany's current account surplus would have shrunk,
but still remained in the black throughout the period under analysis; see Fig 4. Stronger demand
would have significantly improved Germany’s budgetary position (by 3.0-3.2 percentage points
in 2010-2013) and also strengthened the budgetary position of crisis countries (by 0.4-0.5 per-
centage points); see Fig 5. This effect is explained by the increase in tax revenue from higher GDP.

The favourable effects of the simulation require either a much looser interpretation of cen-
tral bank inflation targets, for instance because of the large output gap and increasing unem-
ployment following from the euro crisis, or an unusual price determination.

The results will be reported in more detail in a forthcoming report by Stenborg and Suni, to
be published by the Research Institute of the Finnish Economy (ETLA) in 2014.

1
2

http://nimodel.niesr.ac.uk/
A tighter monetary policy would clearly impact the results. See Stenborg, M. and Suni, P. (2014).



Figure 1. Germany, Constant Price Household Consumption, SA
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Figure 2. Germany, Constant Price Business Investment
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Figure 3. Simulated GDP Deviation from Actual, % GDP
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Figure 4. Current Account, % GDP
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1.2 Foreign trade

Exports growing slowly, sluggish domestic demand slowing import growth

Finnish exports returned to a growth track in 2013. Although the rate of export growth
was marginal, the contribution of net exports to GDP growth was 0.9 percentage points as
imports also continued to fall last year.

In 2014 exports will continue to grow slowly, and the annual rate of exports volume
growth will accelerate from 0.3% last year to 3.5% this year. This trend is driven by the
rebound of economic growth in Finland’s most important export markets and by the grad-
ual acceleration of global trade after a few slower years. European economic growth will
gather steam and investment will pick up around the world in 2015, which will create grow-
ing demand for Finnish goods and services. Exports growth will accelerate to over 4%. In
2015 exports growth will accelerate to almost 5% on the back of improving global trade.
However this growth will still be modest compared to the pre-crisis period, and by 2016
the volume of exports will not yet recover to the levels recorded before the financial crisis.
The rate of exports growth will be slower than world trade growth.

It is expected that exports growth will be broadly based, but in the short term the expec-
tations are highest for the chemical industry and various service exports. With economic
growth in the euro area remaining sluggish, the growth of export demand will be strong-
est outside Europe. If Finnish companies have significantly better success than earlier in
breaking into the markets of developing countries, then exports may show stronger than
predicted growth, which would also result in a stronger than predicted increase in imports.

Foreign trade

2011 2012 2013 2014** 2015%* 2016**
change in volume, %

Exports of goods and services 2.8 -0.2 03 3.5 41 4.8

Imports of goods and services 6.2 -0.7 -1.8 21 33 3.9
change in price, %

Exports of goods and services 43 1.2 -0.9 0.2 04 0.5

Imports of goods and services 6.2 2.5 -1.0 0.7 0.7 0.6



Exports of goods and services
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In 2014 imports will post growth of over 2% on the back of increasing exports, even
though domestic demand is weak. The upturn in investment and accelerating exports will
drive imports to growth of 3.3% in 2015. With consumption set to rise the following year,
the rate of imports growth will climb further close to 4% in 2016. The contribution of net
exports to GDP growth in the current year is around half a percentage point. That effect
will diminish over the years ahead as the rate of imports growth comes closer to the fig-
ures for exports growth.

Export and import prices will rise very moderately over the outlook period with the
downward trend of international market prices of crude oil and other raw materials. The
significant deterioration of Finland’s terms of trade has now ended as the share of falling-
price electronic products as a proportion of Finnish exports has decreased considerably
since the early 2000s.

Current account deficit continues to shrink

The national accounts trade balance returned to surplus in 2013 after two years of deficit.
Underlying this turnaround is the continued fall last year of commodity imports in the
wake of sluggish domestic demand. The trade balance surplus will grow over the outlook
period with exports outpacing imports growth. In 2016 the trade balance surplus will
reach over one billion euros. However this is still considerably smaller than the 10-billion-
plus surpluses of the early 2000s.

The services balance deficit also shrank last year with the fall in service imports. Last
year the 2012 deficit of almost EUR 2 billion fell to just over half a billion. The services bal-
ance deficit will turn into a marginal surplus towards the end of the outlook period. Indeed
over time it is projected that services trade will become the second pillar in strengthening
the current account. At the end of the outlook period the balance of goods and services will
show a surplus of EUR 1.5 billion.



Last year’s deficit of around EUR 1.4 billion in the factor incomes and current transfers
balance will shrink over the outlook period. This is attributable to the strengthening balance
of capital payments. Capital payments into Finland will exceed the amount of payments
out of Finland as economic growth gathers steam elsewhere in the world and foreign com-
panies gradually begin to turn out increasing profits. The balance of capital payments has
been positive since 2008. Indeed the balance of capital payments is the third pillar strength-
ening the current account apart from the trade of goods and services.

According to the latest national accounts figures the current account deficit peaked at
EUR 2.8 billion in 2012 and narrowed to EUR 1.6 billion in 2013. The deficit will shrink
over the outlook period as the goods and services balance strengthens and the surplus of
capital payments increases. At the end of the outlook period the current account will turn
into a slight surplus: in 2016 the current account surplus will stand at 0.2% of GDP.

Current account
2011 2012 2013 2014** 2015%* 2016**
EUR bn
Balance of goods and services 1.4 2.0 -0.2 0.6 0.9 15
Factor incomes and income transfers, net -1.4 -0.8 -13 -13 -1.2 -1.0
Currentaccount 2.7 -2.8 -1.6 -0.7 -0.3 0.5
Current account, % of GDP -1.5 -14 -0.8 -0.4 -0.1 0.2
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Finland’s export performance depends not only on the quality of the goods and ser-
vices sold, but also on product pricing. During the financial crisis unit labour costs in Fin-
land rose far more sharply than in rival countries when compared to productivity growth,
ultimately as a result of high pay rises. The wage settlement negotiated last autumn by the
labour market organisations will significantly slow the rise of unit labour costs over the next
few years, but those costs will not yet start falling. Projections are that in the near future
unit labour costs in Finland will rise more slowly than in Sweden and Germany. This slight
improvement in cost competitiveness is a step in the right direction, but it is crucial that
any cost increases are moderate in the coming years as well.

Unit labour costs
2005=100, nominal
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1.3 Domestic demand

1.3.1  Private consumption

Consumption depressed by caution and weak real income development

In recent years economic activity has been more dependent than usual on domestic
demand. Private consumption accounts for more than half of domestic demand. Real dis-
posable household income has shown modest gains over the past few years. In 2013 real
income was at virtually the same level as three years earlier. Since the acute financial cri-
sis private consumption has increased as a result of lowered household savings rates. This
trend continued until last year, when private consumption fell by 0.8 %. Private consump-
tion last showed negative growth in connection with the 2009 financial crisis. In 2013 pri-
vate consumption declined in the wake of weak real income development and increasing
consumer caution. The household savings rate turned up with the deteriorating employ-
ment situation and rising economic uncertainty.
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Consumer expectations about their own financial situation have in recent months shown
signs of improving, even though consumer survey data suggest that confidence remains
below the long-term average. Expectations in retail trade have also improved from their
exceptionally low level. Preliminary figures for January indicate that sales volumes in retail
trade were up 1.2 % on last year’s performance. However these early figures have tended to
give a rather more positive picture of retail trade trends than the final statistics.

Wage and salary earnings are the single most important household income item. In 2014
it is predicted that the number of persons employed will continue to fall somewhat, albeit
clearly less than last year. Real disposable household income will decline slightly in the cur-
rent year. The recovery of the global economy will take some time to filter through to the
consumer climate and to consumption propensity. The forecast is based on the assump-
tion that household confidence will continue to strengthen through to the end of the out-
look period. In 2014 private consumption will remain unchanged from last year’s figures.

Households’ disposable income
change and growth impact, %
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Gradual improvement in employment spurs consumption

Moderate wage increases contribute to strengthen the competitiveness and external bal-
ance of the national economy. The wage settlements now in place will have a delayed
positive effect on employment and by the same token on household income. In 2015 the
number of persons employed will start rising. At the same time overall tax rate will rise
and growth of social transfers will slow down. Hence, despite of improving employment
households real income will decrease slightly. In 2016 income tax scales will be adjusted
to reflect the rise in earned income levels so as to prevent taxes from rising accordingly.
However the increase in social security contributions will contribute to drive up the over-
all tax rate. Real disposable household income growth will accelerate towards the end of
the outlook period, and private consumption growth will reach 1.1 % in 2016.

Interest rates have long been at an exceptionally low level. As the global economy contin-
ues to rebound and the economic situation in Europe improves, it is expected that interest
rates will edge up over the next two years. In Finland these interest hikes filter through to
impact household interest expenses with relatively little delay. Around 95 % of all house-
holds’ housing loans are tied to 12-month or shorter reference rates. Rising interest rates
also have the effect of increasing household property income. In recent years households’
interest receipts have been slightly higher than their interest expenses. However interest
receipts and interest expenses are unevenly divided between households. According to 2011
statistics on income distribution, the highest income decile received more than 40 % of all
income receipts, at the same time as this same decile accounted for less than 20 % of all
housing loan interest expenses. In the shorter term rising interest rates will therefore also
dent the prospects for private consumption growth as the negative impacts of these interest
hikes will be more keenly felt by households with lower than average incomes, whose short-
term consumption propensity is higher than that of households in higher income brackets.

The impacts of the changing population age structure are seen in all sectors of society.
Aswell as affecting economic growth and the general government budgetary position, pop-
ulation ageing is also reflected in private consumption and household savings behaviour.
As a result of demographic change, the downward pressure on the savings rate increases
in direct proportion to the growing number of pensioners who finance their consumption
out of assets they have accumulated over their lifetime. In Japan, for instance, where the
elderly population has long been growing, the savings rate has fallen appreciably. In Japan’s
case this trend has to do not just with population ageing, but it is thought that more general
changes in savings behaviour are also at play.
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Rising interest rates will drive down debt levels

Low interest rates have long fuelled the willingness of households to take on debt. The
household indebtedness ratio has shown no signs of letting up. Despite only modest
income growth, the indebtedness ratio climbed to 119 % in 2013. Housing loans account
for almost three-quarters of all household debts. In 2013 it is estimated that the number
of dwelling transactions fell by some 15 % as a result of household uncertainty. During
the current year the number of transactions will continue to remain at a lower level than
usual.

Compared to the demand for housing loans, the general economic slowdown has had
an even greater impact on demand for consumer credit. In 2013 the number of consumer
loans fell by around one per cent. In order to ensure a balanced development of the national
economy, the growth of household indebtedness will be curbed by continuing to progres-
sively limit tax deductions for interest paid on housing loans. At the same time the author-
ities have been paying ever closer attention to the credit conditions for housing loans. A
legislative proposal is currently under preparation in order to introduce a ceiling on hous-
ing loans. Under the new rules housing loans would be capped at 90 % of the market value
of the collateral pledged. It is proposed that the new loan ceiling rules will take effect from
the beginning of July 2016.



1.3.2  Publicconsumption

The volume of public consumption increased by close to one per cent in 2013, less than the
long-term average. In the next few years annual growth will remain even slower at around
half a per cent.

Public consumption expenditure came to EUR 50 billion in 2013, accounting for over
one-quarter of domestic demand. Welfare services, i.e. health care, social security and
education account for two-thirds of public consumption. General public services, national
defence, public order and safety account for one-fifth or some EUR 10 billion.

Central government consumption increased more than usual last year because from the
beginning of 2013, with the introduction of the public broadcasting tax, the Finnish Broad-
casting Company YLE is classified under the central government sector. The medium-term
outlook for central government consumption is subdued because of the deficit in central
government finances, and it is expected that the volume of consumption will fall slightly.
Wages and salaries are anticipated to rise only very moderately, and therefore the price of
consumption will rise less than earlier. Roughly half of central government consumption
consists of compensation of employees, the other half consists of intermediate consump-
tion, i.e. purchased inputs.

It is forecast that over the next few years, the volume of local government consump-
tion will increase on average by just under 1% a year. Expenditure pressures are emanat-
ing from the growing demand for basic services in response to the changing population
age structure. This is increasing the need for social and health care services in particular.
On the other hand the growth of local government consumption is curbed by the stringent
economic situation, which will force local governments to undertake adjustment measures
during the current year. As yet nothing definitive is known about the adjustment measures
that will be needed in the years ahead, and therefore they are not included in the forecast.
In 2014-2016 it is forecast that nominal consumption expenditure will increase on average
by over 2% a year. The main factor behind the slower growth rate is the moderate wage set-
tlement negotiated in autumn 2013.

The expenditure of social security funds in 2013 came to EUR 3.4 billion, remaining
at the same level as the year before. The biggest expense items were wages and salaries and
social benefits in kind paid out by Kela (Social Insurance Institution), such as medicines
and travel and rehabilitation benefits. Social benefits in kind decreased last year as a result
of the savings decisions adopted in the Government Programme, but other consumption
expenditure increased. It is predicted that expenditure will rise again over the outlook
period, albeit more slowly than usual.



Consumption

Private consumption
Households
Durables
Semi-durables
Non-durable goods
Services
Consumption by non-profit institutions

Public consumption

Central government

Local government

Social security funds
TOTAL
Individual consumption expenditure in
general government
Total individual consumption expenditure
Households’ disposable income
Private consumption deflator
Households" real disposable income

Consumption as proportion of GDP
(at current prices)

Household savings ratio
Household debt ratio”

Y Household debt at end-year in relation to disposable income.

2013 2011
share.

%

100.0 2.5

95.5 2.8

8.0 8.2

8.4 33

28.0 0.5

513 3.5

4.5 -2.7

100.0 0.5

278 -1.9

65.1 14

71 11

1.9

0.8

21

4.0

3.5

0.4

80.1

13

114.9

2012

0.3
0.3
-0.2
14
-0.8
0.8
0.7

0.5
0.7
0.5
-0.3
0.4

0.2
0.2
2.8
29
-0.1

81.5
0.8
17.6

2013

Change in volume.%

-0.8
-0.8
-0.9
-1.5
-1.8
-0.5
-0.5

0.8
2.3
0.5
2.1
-0.3

0.5
-0.3
13
17
-0.4

%

82.3
1.2
119.0

2014**

0.0
0.0
13
0.5
-0.3
0.0
0.0

0.3
-0.5
0.5
2.0
0.1

0.9
0.2
17
17
0.1

82.0
13
119.0

2015**

0.3
0.3
1.6
0.5
0.0
0.3
0.5

0.4
-0.5
0.8
-0.2
0.3

0.7
0.5
1.2
15
-0.3

81.2
0.6
119.3

2016**

11

2.3
13
0.8
1.2
1.0

0.7
0.1
0.9
0.8
1.0

1.0
11
2.0
13
0.7

80.6
0.2
119.1



1.3.3  Private investment

Investment down sharply towards the end of 2013

Investment fell by 4%2% in 2013. The decline in private investment was sharper still, reach-
ing almost 6%:%. All investment items declined. Despite the ready availability of inexpen-
sive funding, new investment in machinery, equipment and transport equipment in par-
ticular was disappointing: quarter-on-quarter figures were down throughout last year.

The total investment to GDP ratio was around 19% in 2013. Private investment to GDP
fell by one percentage point from the previous year, coming in at around 16%. Reduced
levels of private investment alone slowed GDP growth by more than one percentage point.

Investor activity last year was very much marked by caution, which was reflected both
in household housing investment and in production-related investment by businesses. The
stock of housing loans, for instance, fell in December 2013 from the previous month for
the first time in 15 years. According to the Confederation of Finnish Industries investment
survey, industrial companies have spent as much on their investments abroad as they have
on their domestic investments when ownership arrangements are included.

Private investment set for growth

In 2014 private investment will show robust quarter-on-quarter growth. Even so annual
private investment will fall 3.5% short of last year’s figure, as investment declined sharply
towards the end of 2013.

The rate of investment will fall in 2014 because it is predicted that GDP will grow. The
investment rate will start rising again from 2015. Investment growth is supported both by
the steps taken in the euro area to curb public deficits and by the burgeoning rise of eco-
nomic activity in high income countries. Furthermore the decisions taken by the Finnish
Government on stimulus actions in 2013 and 2014 will increase both housing renovation
activities and rental housing construction.

Private investment will provide a 1%2% contribution to GDP growth in the final years
of the outlook period in 2015 and 2016. Nonetheless investment will remain slightly below
its 2012 level, falling some 10% short of the peak figures of 2007.

Investments
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Housing investment to hit bottom this year

New housing investment is projected to fall sharply in 2014. On the one hand the number
of started but incomplete projects is lower than last year, and on the other hand the num-
ber of new housing starts will also remain lower than earlier. It is anticipated that hous-
ing investment will hit rock bottom during the current year. The number of new housing
starts in 2014 is estimated at around 25,000. The main reason for the declining trend lies
in the weak cyclical situation and associated fears of increasing unemployment. However,
conditions for rental housing development will improve with the increased investment
earmarked for state-subsidised production and with the planned introduction from 1 Jan-
uary 2015 of new rules that would allow authorised pensions providers to use borrowed
capital for investment in rental accommodation.

The climate of economic uncertainty coupled with often profound regional structural
changes have particularly affected investment in low-rise housing. Housing starts will regain
momentum in 2015, when investment is expected to show an annual growth rate of 3%.
This will pick up further in 2016 when low-rise housing construction will also gather steam.

From individual projects to more broadly-based growth

Investment in non-residential buildings will show positive growth in 2014, but last year’s
sharp downturn affects annual comparisons and the forecast projects an increase of no
more than 0.2%. For the time being this growth is entirely dependent on individual pro-
jects. Business construction was at a relatively low level last year when compared to the
recent past, but it would now seem to be on the rise again. Investment in other commer-
cial building construction is also at a modest level with the exception of individual ware-
houses, stations and agricultural production facilities.

In 2015 and 2016 investment in non-residential building construction will increase on a
broader basis. Even so the overall investment level in the last year of the outlook period will
fall short of the 2012 figure. Similarly, as economic activity has developed less robustly than
previously forecast, the need for commercial investment will also be lower than anticipated.

Renovation accounts for half of housing investment

Renovation investment is set to remain buoyant throughout the outlook period. Housing
renovation investment is boosted by substantial stimulus measures as agreed by the Gov-
ernment in March 2013. These measures include the renovation start-up subsidy for housing
corporations, which in the current year amounts to a total of EUR 100 million. In connection
with its spring 2014 spending limits discussions the Government decided to increase home
renovation subsidies paid out from the Housing Fund to older and disabled people, but at the
same time made other, albeit smaller budget adjustments concerning renovation activities.

The volume of housing renovations is approaching the same level as investment in new
housing construction. Renovation and new housing construction currently have more or less
the same employment effect. In non-residential building construction renovation accounts
for a smaller proportion of overall investment. In this sector demand is being boosted by
the grants awarded to renovate schools with mould problems.
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Infrastructure investment set for downturn

Civil engineering investment turnover and sales volumes have clearly fallen towards the
end of last year. The cyclical situation is expected to deteriorate further with the slowdown
of public investment, based on the Government’s spring 2014 spending limits decision, for
instance. At the same time diminishing housing construction will also spill over to affect
the construction of roads and public utilities. Civil engineering investment is expected to
fall both in 2014 and 2015. It is expected to decrease additionally by %% in 2016 although
both housing construction and non-residential building construction return to normal.

Machinery and equipment: from rollercoaster to slight uphill

Investment in machinery, equipment and transport equipment in 2013 saw both the high-
est peak since the financial crisis and an almost equally dramatic fall as was experienced
at the turn of 2008 and 2009. Part of the reason for this was that some major vessel invest-
ments were recorded as investment in early 2013.

The forecast assumes that investment in transport equipment will turn to growth. This
is supported among other things by the positive trends for first registrations towards the
end of last year and in the early part of this year. Furthermore it is thought that the need
for both new and replacement machinery and equipment will increase as exports gradually
gather speed again. According to the Confederation of Finnish Industries survey, industry
and energy investment are expected to increase by some 2% in the current year. Industry
investment, including energy, accounts for close to 20% of total investment, while the ser-
vice sector accounts for over 75%.



Investment in machinery and equipment and
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Fixed investment by type of capital asset

2013 2011 2012 2013 2014** | 2015**  2016**
share,
% Change in volume,%

Buildings 55.9 6.1 -5.1 -4.4 -2.7 2.7 3.6
Residential buildings 35.1 5.5 -4.0 3.0 -4.5 29 4.0
Non-residential buildings 20.8 7.0 -6.8 -6.8 0.2 2.5 3.0

Civil engineering construction 9.7 -0.8 -5.5 2.7 -2.7 -2.0 -04

Machinery and equipment 26.6 10.5 14.0 53 -6.1 8.1 3.0

Other investment 7.8 -0.4 -8.0 -6.0 3.7 1.8 4.0

Total 100.0 5.8 -0.8 -4.6 3.1 3.6 3.1
Private 85.1 6.3 -1.2 -6.4 -3.5 4.6 4.2
Public 14.9 2.6 1.7 6.8 -0.9 -1.9 -3.6

%

Investment to GDP ratio (at current prices)

Fixed investment 19.4 19.7 18.9 18.2 18.7 19.0
Private 16.9 171 16.1 15.5 16.0 16.4
Public 2.5 2.6 2.8 2.8 2.7 2.6



Major revision of national accounts in July 2014

Finland, along with the other EU countries, is introducing a revision to the system of national
accounts (ESA 2010). The updated system is based on the SNA 2008 system as developed by
the United Nations. Statistics Finland will be publishing the new ESA 2010 national accounts
figures on 11 July 2014: the figures released will include revised time series of annual national
accounts (1975-2013) and quarterly national accounts (1990Q1-2014Q1).

ESA 2010 will bring changes to the methods of national accounting and expand the data con-
tents of national accounts. The previous revision was made in 1999 when the national accounts
system ESA 95 was adopted.

The new ESA 2010 system will among other things broaden the concept of assets and pro-
vide clearer guidance on how to handle global production methods. In addition the dividing
line between general government and the private sector will be revised, and Member States
will be obliged to provide data on liabilities related to pension systems. The changes with the
greatest impacts on GDP will be the treatment of R&D expenditure and spending on national
defence equipment as investment.

Statistics Finland has compiled material related to the revision of national accounts on its
website at www.stat.fi/til/ekt2010. In connection with releasing the updated national accounts
figures in July 2014, Statistics Finland will also be making other time series changes than those
directly related to the ESA 2010 revision. Early indications from Statistics Finland are that the
most significant time series revisions will probably concern data on renovation activities.

1.3.4  Publicinvestment

Central government investment accounts for around one-quarter and local government
investment for three-quarters of public investment. By type of capital goods, civil engi-
neering investment accounts for over 40% of the total, investment in buildings for just
under 40%, and the rest are mainly investment in machinery and equipment. The volume
of public investment in 2012 was at the same level as 10 years ago. In the next few years
ahead it is projected that, given the current financial difficulties, investment levels will
continue to fall slightly.

Central government investment consists primarily of investment in transport infrastruc-
ture. Four major road projects will be launched in 2014. One of the biggest ongoing trans-
portinfrastructure projects is the upgrade of the Ostrobothnia rail line. It is estimated that
the volume of central government investment will increase slightly from last year’s low level.

There is considerable pressure to invest within the local government sector, among
other reasons because of renovation needs and major infrastructure projects in population
growth centres. However the realisation of these investment plans depends largely on the
current situation in municipal finances and on the cost of borrowing. Indeed over the next
few years it is anticipated that the annual volume of local government investment will fall
somewhat in response to tightening local government finances.



1.4  Domestic production

141  Total output
Return to growth postponed again

The economy did still not return to growth last year. Value added of the national economy
declined by 1.5% in 2013. Total output has now fallen two years in succession. The eco-
nomic slowdown last year was broadly based, with output falling in all main sectors of the
economy except for the forest industry. The sharpest falls were recorded for industry and
construction, where output was down 2%%. Output in services fell by over one per cent
and in agriculture by half a per cent. Last year, services continued to account for a grow-
ing share of national value added - the figure now stands at well over 70% - at the same
time as the share of secondary production has fallen to around one-quarter. Total value
added still remains more than 6% lower than before the financial crisis in 2008.
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In 2013 the economy’s productive resources remained largely underutilised. In manu-
facturing the capacity utilisation rate fell by around one percentage point to under 80%.
Unemployment was up 6% and the unemployment rate climbed to 8.2%, even though the
number of working aged people moving outside the labour force was a couple of per cent
higher than the year before. Furthermore investment in production-related fixed assets has
been falling for the past two years. The number of hours worked in the national economy
fell more than value added, by 1.9%, and therefore labour productivity improved slightly, i.e.
by 0.4%. Labour productivity has been poor since the financial crisis, continuing to remain
3%% lower than before the crisis. Part of the reason for this lies in the structural change
in industry as the contribution of high-productivity sectors to total output has declined.



It is expected that the economy will gradually return to growth. This year national value
added growth will come in at around %%, but accelerate in 2015 to 1% and in 2016 to 2%.
The outlook in Europe, Finland’s principal export market, is brighter than in the past few
years, which will boost Finnish companies” export demand. It is expected that growth in
developing markets will remain clearly stronger than in the main market areas. Overall busi-
nesses have an abundance of idle capacity that allows them to respond quickly to changes
in demand. Inventory levels have been adjusted in recent years and therefore it is thought
that an improvement in demand will be reflected in production more quickly than on aver-
age. It will take some time to counter the years of decline in cost competitiveness, but the
moderate wage increases are a step in the right direction. Periods of economic stagnation
provide an opportunity for businesses to focus on improving the competitiveness of their
products so that they are better placed to take advantage of the eventual economic rebound.

Finland is a small and open economy whose cycles and trends are largely dependent
on the development of its foreign trade. As before, it is expected that industrial output will
recover with the rebound of export demand, as most of the country’s industrial production
is exported. The majority of services produced are used by the business sector, and there-
fore improving business output quickly improves the situation in services branches. House-
hold purchasing power will show only moderate improvement over the outlook period, and
therefore private consumption demand will not significantly increase service production
either this year or next. Based on the number of planning permissions granted the volume
of new building construction will remain quite low in 2014, but will pick up from next year
with the revival of other economic activity. Building renovation activity, by contrast, will
increase throughout the outlook period.

Contribution to total production
percentage points

8
6
4
2
0
-2
-4
-6
-8
-10

00 02 04 06 08 10 12 14** 16**

= Primary production Secondary production
Services —Total value added, change in volume

Sources: Statistics Finland, MoF



Net lending by sector
% of GDP

12

oN O

7_*[;_;” 2
-6
-8
-10
-12

90 92 94 96 98 00 02 04 06 08 10 12 14* 16*

= Households and non-profit institutions serving households
General government

mm Financial and insurance corporations

1 Non-financial corporations and housing corporations”

= Total economy

1) Including financial sector in 2014-2016

Sources: Statistics Finland, MoF

1.4.2  Secondary production

Industrial production past rock bottom?

The slide in industrial production slowed last year. Industry value added fell by 2.6%
in 2013, half the figure in 2012. The decline in production cut across every main indus-
try sector. The fall was sharpest in metal industry production at 5.1%. Production in the
chemical industry declined by 0.4%. Energy production as well as water and waste man-
agement production were up by 0.7%. From spring to autumn the figures for industrial
production showed signs of improving, but towards the end of the year they began fall-
ing again. Estimates are that export demand began to increase in 2013, but actual exports
growth was more modest. It seems then that Finland’s share of world industrial value
added declined last year.
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Indications are that the decline in industry performance has ended. Business tendency
surveys show that the industry outlook no longer deteriorated towards the end of last year.
In fact output expectations slightly improved. Almost half of the companies that responded
to the Confederation of Finnish Industries questionnaire were constrained by inadequate
demand, but that proportion no longer increased during the course of the year. Order books
have still not started growing, so the turnaround looks set to remain muted, even though
finished products inventories have recently been adjusted to reflect the lowered level of
demand. Furthermore businesses feel that competition in the marketplace is intense, espe-
cially outside the main market area of Europe. Rebounding export demand will see industrial
production return to growth this year. The outlook for growth is strongest in the forest and
chemical industries, where inadequate demand is less of a problem than in other branches.
In the technology industry, the single biggest branch, order books are being shortened by
sluggish demand. Driven by the forest and chemical industries, industrial production will
increase by 1%% this year, accelerating further to around 2% in 2015 and 2016 as other sectors
gain steam. However it is expected that growth will be much slower than before the crisis,
and production will still be 20% lower than production levels achieved during that period.
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From renovation to new building construction

The situation in construction remains sharply divided. The volume of new building fell by
almost 8% last year, but it is estimated that renovation increased by a couple of per cent.
Value added in the construction sector as a whole declined by 2.7% last year. New build-
ing construction declined across the board: the only exception showing an increase in
2013 was the development of public service premises. The sharpest falls were recorded for
business, office, industrial and warehouse construction. Residential building construction
declined less than other new building construction.

Growth expectations have increased in the area of new building construction. Business
surveys indicate that the construction outlook has bottomed out and the number of plan-
ning permissions granted started rising towards the end of the year. Nonetheless inadequate
demand has become an increasingly pervasive obstacle to growth, and in general more than
three in four construction companies identify such obstacles. Furthermore the recovery of
residential building construction is hampered by the growing number of unsold dwelling
units. Indeed there is no quick and immediate turnaround in sight for the construction
sector, but new building construction will continue to fall in 2014. It is thought that reno-
vation will continue to increase, and therefore value added in the construction sector as a
whole will decline by 1¥%2% this year, less than in 2013. Increasing activity in the rest of the
economy will push new building construction onto a growth path in 2015 and 2016, but
even strong renovation performance will not be enough to achieve the average growth rate
of the 2000s, i.e. around 2%%. The volume of construction output in 2016 will be some 4%
lower than the peak figures of 2007.
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14.3  Services

Production structure continued to shift towards services

Private services were last year hit by the economic recession. Value added in services fell
by 1.2% as output in private services started falling and dropped by 1.6%. Public service
provision fell by 0.1%, less than in previous years. Figures for public services have not
shown an increase since 2005. The decline has been broadly based, but the main down-
ward thrust has come from the declining value added in public administration. The fall
in private service provision was due to the decline in the production of business services.
In addition the decrease in trade production deepened to 4%. Service production in 2013
accounted for 71.6% of the national value added. This share has increased by over 7 per-
centage points in the past 10 years.

The cyclical outlook in service industries has improved and sales expectations are cau-
tiously improving. In service branches, too, inadequate demand is the biggest obstacle to
production and sales growth, although not to the same extent or as widely as in industry
and construction. In addition one in ten service companies answering the business survey
said they were hampered by the lack of skilled labour, while the corresponding proportion
in industry and building construction is much lower.

The majority of services produced go to the business sector, and therefore improv-
ing business output quickly improves the situation in services branches. According to the
expectations of businesses themselves, growth prospects are strongest in information and
communications as well as in financial services. These branches have a larger number of
companies that expect to see an increase in sales than other service branches. On the other
hand the lack of skilled labour in real estate and cleaning services is a more common obsta-
cle to sales growth than inadequate demand. Furthermore growth prospects in wholesale
and retail trade are depressed by the predicted slow improvement of purchasing power. Pri-
vate service branches that provide business services will return to growth as demand picks
up with rebounding economic activity, but in 2014 service production as a whole will post
growth of no more than 0.2%. In 2015 and 2016 growth will gradually come close to 2%, the
average growth rate in the 2000s. In contrast to other main sectors of the economy, service
production will exceed the pre-crisis level in 2016.
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Production by industry
2013* 2011 2012 2013 2014** 2015** 2016**  Average
share, 2013/
%" 2003
change in volume, %
Industry 18.7 -0.6 -5.3 -2.6 1.4 2.2 2.5 0.0
Manufacturing 14.9 -0.1 -84 -33 1.6 2.2 2.6 -0.4
Construction 6.8 31 -4.8 2.7 -1.4 2.2 2.2 11
Agriculture and forestry 2.8 29 -8.2 2.6 0.5 14 1.5 1.5
Industry and construction 25.6 03 -5.2 2.6 0.7 2.2 24 0.3
Services 71.6 31 0.7 -1.2 0.2 13 1.8 1.3
Total production at basic prices 100.0 23 -1.2 -1.5 0.4 15 2.0 11
GDP at market prices 2.8 -1.0 -14 0.5 14 1.8 1.2
Labour productivity in the whole economy 1.0 -1.4 0.4 0.1 0.7 0.7 0.8

" Share of total value added at current prices.



1.5 Labour force

Employment situation continues to deteriorate

Employment started to fall in late 2012 and the same trend continued throughout 2013. The
number of persons employed dropped most sharply in the third quarter of 2013, since which
the annual rate of change slowed somewhat. In all the number of employed persons fell by
1.1% from the year before. The fall in employment was broadly based as the situation also
began to deteriorate in services, which in the previous year still saw increasing employment.
In industry, employment continued to fall for the fifth year in a row. Since 2008 the num-
ber of employed persons in industry has fallen by almost 70,000. The total number of hours
worked by all employees in the economy decreased by 1.7% last year. However, the number of
hours worked by wage earners declined at the same rate as the number of employed persons,
which means that the number of hours worked by entrepreneurs has fallen dramatically.
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Unemployment rate will continue to rise in 2014

According to Statistics Finland’s Labour Force Survey (LFS) the unemployment rate
increased last year by half a percentage point from 7.7% to 8.2%. The forecast is that the fig-
ure will rise further in the current year to 8.4%. In recent years the picture of unemploy-
ment derived from different statistical sources has been somewhat contradictory, making
it difficult to give an accurate assessment of unemployment trends. The number of unem-
ployed job seekers registered with employment offices (Ministry of Employment and the
Economy figures) has risen much more sharply than the unemployment figures indicated by
Statistics Finland’s sample-based Labour Force Survey. This has been due to both structural
and cyclical factors. One structural factor is the discontinuation of the unemployment pen-



sion, which has contributed to widen the statistical gap since 2010 as a result of older unem-
ployed persons moving from the pension system into the unemployment security system. In
the Labour Force Survey older unemployed persons registered with employment offices have
only been counted as being unemployed if they have actively searched for a job.

Not all persons registered as unemployed actively search for work

The criterion of active job search might also contribute to explain why the two different
measures of unemployment have behaved differently in the current cyclical environment.
Unemployed persons in the LFS only comprise those who have actively searched for work.
However at times of economic downturn there is also what is known as ‘hidden unem-
ployment”: some unemployed people will decide to give up their active search for work
because of the weak economic situation. These cases would still be counted as unemployed
persons in the employment offices registers, but not in the numbers shown by the LFS. The
difference between the unemployment statistics has continued to grow sharply until the
very latest statistical publications. This differentiation involves the risk that Statistics Fin-
land’s official unemployment figures continue to grow or remain high even if the number
of registered job seekers started to fall.

Labour market

2011 2012 2013 2014** 2015%* 2016**

annual average, 1,000 persons

Population of working age (15-74 yrs) 4059 4075 4087 4095 4109 4107
change 15 16 12 8 14 -1

Population of working age (15-64 yrs) 3539 3524 3508 3493 3480 3470
change -16 -15 -16 -15 -13 -10

Employed (15-74 yrs) 2474 2483 2457 2449 2457 2474
of which 15-64 yrs 2428 2431 2403 2392 2397 2

Unemployed (15-74 yrs) 209 207 219 225 222 217

%

Employment rate (15-64 yrs) 68,6 69,0 68,5 68,5 68,9 69,5

Unemployment rate (15-74 yrs) 7.8 7.7 8.2 8.4 8.3 8.1
aged under 25 19.8 189 19.7

1,000 persons per annum

Immigration, net 16.8 174 17.0 173 174 174



Although it seems that the worst of the deterioration of the employment situation is now
over, there are no concrete signs that this deterioration will come to an end. During the
current year it is predicted that the number of employed persons will again fall somewhat.
Compared to output growth, employment after the financial crisis has still not declined to
the extent one would have assumed based on quantitative interactions prior to the financial
crisis. For instance, total output has fallen by 2.4% over the past two years, employment by
no more than 0.7%. This raises the question as to whether there is still need for significant
further adjustment in employment levels. The forecast works from the assumption that this
is not the case. At the same time as the decline in employment has been slowing, it seems
that the sharp but short-term fall in output after the financial crisis has involved factors
that have nothing to do with domestic employment.

Outlook for coming years subdued

Employment trends will be very subdued over the coming years. Even though economic
growth is set to slowly rebound, the effects on employment creation are expected to remain
quite modest. It is expected that as the economy gathers speed, businesses will primarily
want to focus on improving their profitability before we will see any large scale recruitment
drive. Secondly, ongoing structural changes have created labour market mismatch prob-
lems between unemployed job seekers and job vacancies. In addition the forecast assumes
that economic recovery in the coming years will be mainly driven by industry and that
growth in labour-intensive services will remain slow. It is predicted that the employment
situation will only begin to improve in 2015. However for the reasons just stated the num-
ber of persons employed will rise by no more than 0.4%. Even though production growth
will be more broadly based in 2016, employment will continue to show only slow improve-
ment, with the number of employed persons expected to increase by 0.7%.

The same reasons that are deterring employment growth in the coming years are also
contributing to the slow decline of unemployment. The unemployment rate will remain at
over 8% throughout the outlook period. The employment rate (15 to 64 yrs) dropped last
year to 68.5%, the largest fall being recorded among people midway through their work
careers (25 to 54 yrs). In the forecasting period, the employment rate will slowly climb to
69.5%, partly because its denominator, i.e. the working age population shrinks.

The effect on employment of the measures to adjust central government finances and
the meas-ures to support growth , decided by the Government in the context of its decision
on the budgetary framework, have been taken into account in the forecast.



1.6  Incomes, costs and prices

1.6.1 National income

Nominal net national income growth slowed to one half of a per cent last year. Among the
national income components employee compensations increased by 0.9% from the year
before. Wage bill growth slowed to one per cent. In the last three quarters of 2013, how-
ever, the wage bill showed growth of 1.3% compared to the year before. This was due to
the one-off payment made in early 2012 under the framework agreement: because of that
payment the wage bill showed hardly any year-on-year growth in the first quarter of 2013.
Wage bill growth was clearly slowed by the deteriorating employment situation. Employee
compensations as a proportion of national income climbed to 62%, which is explained by
the relatively sharp rise in compensations and on the other hand by the lowered level of
property and entrepreneurial income.

Operating surplus, a measure of corporate profits, declined by over 4% in Finland last
year. When property and entrepreneurial income to and from other countries are taken
into account, property and entrepreneurial income fell slightly less, by over 3%. Early esti-
mates are that the amount of property income paid from foreign countries into Finland
increased by over 4%. Taxes on production and imports net of subsidies increased by 4%,
reflecting last year’s increase in indirect taxes.

During the current year it is predicted that wage bill growth will pick up slightly from
the previous year, despite moderate earnings growth, because the deterioration of employ-
ment is slowing. It is thought that social security contributions will rise more sharply than
the wage bill because employer contributions were increased at the beginning of 2014 and
agreed increases to earnings-related pension contributions will also tighten tax bases in 2015
and 2016. Wage bill growth will accelerate in 2015 and 2016 with the improving economy
and strengthening employment, but still remain slower than the average rate for the 2000s.

Disposable income

2013 2011 2012 2013 2014**  2015** 2016**  Onaverage

share, 2013/2003
%
change, %

Compensation of employees 62.0 4.6 33 0.9 1.6 1.9 2.6 37
Wages and salaries 50.3 45 3.2 1.0 14 18 2.5 3.9
Employers' contributions to
social security schemes 1.6 53 39 0.7 2.6 23 2.8 2.8

Property and entrepreneurial

income, net 22.0 -1.0 3.7 -3.2 3.2 6.0 5.4 0.1

Taxes on production and imports

minus subsidies 16.0 13.5 3.6 4.0 4.0 39 2.8 33

National income 100.0 4.5 17 0.5 24 31 3.2 2.7

Disposable income 4.6 1.8 0.0 24 3.2 33 2.7

Gross national income, EUR bn 189.2 193.3 194.6 198.6 204.3 2111



It is predicted that domestic operating surplus figures will turn to growth in 2014. In
addition national income growth in 2014 and 2015 will be accelerated by increases in indi-
rect taxation. In 2015 and 2016 national income growth will gather speed as property and
entrepreneurial income in particular show faster growth than in recent years.

1.6.2  Wages and salaries

Nominal earnings, as measured by the index of wage and salary earnings, increased by 2%
last year. In line with the framework agreement negotiated in November 2011, collectively
agreed wages were up by 1.4%

In late November 2013 the labour market organisations observed that a sufficiently large
number of sectoral wage settlements were compatible with the three-year Pact for Employ-
ment and Growth adopted by the confederations in August 2013. In the private sector 88%
of wage earners come under the Pact for Employment and Growth, in the public sector the
figure is 100%. In all some 93% of wage earners in the country are covered by the agree-
ment. Among those that remained outside the agreement were employees in the construc-
tion industry, food industry and the communications and logistics sector. However some of
these branches have reached a settlement whose cost effects are comparable to those under
the Pact for Employment and Growth.

According to the Pact for Employment and Growth the first negotiated wage increase
shall be 20 euros per month. This increase shall be implemented four months after the agree-
ment start date. The second increase shall be 0.4%, and it shall be implemented 12 months
after the first agreed increase. The labour market confederations shall meet by 15 June 2015
to negotiate on the third increase and its timing. If no agreement is reached on the second
phase increases, individual branches can opt to cancel their agreements after the first phase.

Index of wage and salary earnings and labour costs per unit of output

2011 2012 2013 2014**  2015**  2016**  Onaverage

2013/2003
change, %

Index of negotiated wage rates 2.0 2.9 14 0.7 0.5 0.8 2.5
Wage drift, etc. 0.7 0.3 0.6 0.6 0.7 0.7 0.9
Index of wage and salary earnings 27 3.2 2.0 13 1.2 1.5 3.4
Real earnings” 0.7 0.4 0.5 0.2 0.5 0.4 1.6
Average earnings? 31 31 24 10 10 13 34
Labour costs per unit of output®

whole economy 24 4.8 23 11 0.4 0.6 2.7

" 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 per employee divided by productivity per employed person.



The first agreements under the Pact for Employment and Growth entered into force at
the start of November 2013. This first wave included technology industry branches, which
can agree locally on the timing and size of wage increases and on how they are to be imple-
mented. In many other branches the new agreements take effect during spring 2014 with
the expiry of current agreements. It follows that there are also differences in the timing of
the wage increases.

In 2014 and 2015 earnings will develop in line with this new wage settlement. The Pact
for Employment and Growth will in its first year push up collective wages by an average
of 0.7%, and in the second year by around 0.5%. The forecast for the development of earn-
ings works from the assumption that the contribution of factors other than collective wage
increases will drive up earnings by over half a per cent in both years. Therefore it is pre-
dicted that nominal earnings will rise by 1.3% in 2014 and by 1.2% in 2015 as measured by
the index of wage and salary earnings. This is well below the average of the 2000s, and well
in line with the sluggish economy and slow employment trends. It is assumed that moder-
ate earnings growth will continue in 2016, rising at a rate of 1.5%.

1.6.3  Consumer prices

Consumer prices rose on average by 1.5% last year, as measured by the national consumer
price index. In early 2013 inflation remained at just over 1.5%, but from August it slowed
to just over 1%. However in December inflation picked up again to 1.6%.

Consumer price index and index of wage and salary
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Average inflation in 2014 is forecast to remain unchanged from 2013 at 1.5%. The effect
of indirect tax hikes will be almost the same as last year at around half a percentage point.
In 2015 consumer prices are predicted to rise by 1.7% because it is expected that economic
growth will gather some momentum and the planned indirect tax hikes will again push up
consumer prices by some 0.4-0.5 percentage points. In 2016 it is predicted that consumer
prices will increase at a rate of around 1.9%, as rising interest rates and the planned increase
in the annual vehicle tax will push up inflation, although otherwise it is not thought there
will be significant upward pressure on prices.

Sluggish economy slowed inflation

The slowdown of inflation in 2013 is explained by the sluggish development of the econ-
omy. Energy prices in particular were down as the price of crude oil fell on the interna-
tional market. In addition lowered interest rates on housing loans and consumer loans
slowed inflation significantly. It seems that the one percentage point increase in VAT rates
from the beginning of 2013 did not immediately and with full effect pass through into
consumer prices. Earlier it was forecast that higher indirect taxes would push up inflation
in 2013 by some 0.6 percentage points. The fact that inflation in the early part of the year
was higher than later in the year was due in part to the indirect tax increases introduced
midway through 2012. For instance, the increases to the motor car tax and annual vehicle
tax only began to have an impact on inflation in April 2012, and tobacco products were
sold from existing stocks at the old tax rate until the beginning of May. Not only the eco-
nomic cycle but also intense competition in mobile communication services contributed
to slow inflation.

Inflation maintained by foodstuffs and services

In 2013 inflation was maintained by the development of foodstufts and service prices. In
the early part of the year prices of fresh foods — meat, fish, fruit and vegetables — peaked
at almost 14%. Later in the year, however, the fresh food inflation rate eased to just over
4% with the arrival in the shops of a good domestic vegetable crop. Prices of processed
foodstuffs developed more steadily and slowed from over 3% early in 2013 to around 2.5%
towards the end of the year. Prices of services continued to rise steadily at around 3%, but
service inflation also slowed marginally later in the year.

Economic situation and tax changes reflected in inflation

In the early part of 2014 the inflation rate was unchanged from the end of last year at
around 1.5%. Even though it is expected that economic activity will pick up, the predic-
tion is that international raw materials prices will remain on a slight downward trend
throughout the outlook period. Domestic demand is forecast to remain subdued among
other things because of the weak employment situation and historically moderate pay
rises. Increased excise duties will have a significant impact on food prices this year as tax



changes on sugar-containing soft drinks, alcohol and tobacco products will accelerate
average annual inflation by some 0.4 percentage points. It is estimated that the planned
increase in the tobacco tax in 2015 will drive up consumer prices by around 0.1 percentage
points. At the same time taxes will also be increased on sweets, which will have a small,
0.1 percentage point effect on consumer prices. Otherwise it is thought that the develop-
ment of food prices will return close to its normal path over the outlook period.

Energy prices falling, reference rates set to rise

Apart from food prices, another factor with often a major influence on the development of
consumer prices is the fluctuation of energy product prices. Taxes on transport fuels and
electricity were raised from the beginning of this year, creating upward price pressure of
around 2%. It is estimated that the energy tax increases will push up the overall index by
around 0.1 percentage point. Annual prices of energy commodities, however, are expected
to increase only moderately, based on the assumption that the euro-denominated price of
crude oil will continue to fall slightly in the international market throughout the outlook
period. Likewise it is assumed that electricity prices will remain more or less unchanged
at their current level in 2014-2016. The energy tax hikes taking effect from the beginning
of 2015 will also have the effect of driving up the consumer price index by around 0.1 per-
centage points. Overall it is thought that the slight decrease in energy prices will signifi-
cantly curb the rise in the consumer price index during the outlook period.

Rising reference rates, on the other hand, will stoke inflation in 2015 and especially in
2016. Furthermore the planned increase in the vehicle tax from the beginning of 2016 is
estimated to push up consumer prices by a total of some 0.3-0.4 percentage points. It is
thought that around half of this effect will materialise in 2015 because in practice, tax col-
lection will slowly start from the beginning of 2015 as payments for the new 12-month tax
term become due.

Service inflation slowing slightly

The consumer prices that have developed most steadily in recent history are the prices
of goods and services. Overall goods prices have long been stagnant as home electronics
prices have continued to fall. The contribution of goods to overall inflation has therefore
remained quite marginal, and it is not thought there will be any significant change in this
respect over the outlook period. The prices of services, by contrast, have risen at an annual
average of 2.6% over the past ten years, and their contribution to inflation has come to
around one percentage point. Wage and salary costs have great significance in services,
and therefore it is assumed that the more moderate wage trends will reduce pressures to
put up service prices during the outlook period. However it is noteworthy that the prevail-
ing market situation may significantly impact the development of specific service items.
For instance, intense competition in mobile communications services and in air transport
has contributed to reduce prices in the recent past, but this will not necessarily be true in
the future. On the other hand rents have been rising very sharply as demand for rental
housing in population growth centres has outstripped supply.



Price indices

2011 2012 2013  2014** 2015** 2016**  Onaverage

2013/2003
change, %
Export prices” 43 1.2 -0.9 0.2 0.4 0.5 0.6
Import prices” 6.2 25 1.0 0.7 0.7 0.6 22
Consumer price index 3.4 2.8 1.5 1.5 1.7 1.9 1.8
Harmonized index of consumer prices 33 3.2 2.2 17 14 13 2.0
Basic price index for domestic supply 6.4 3.1 0.2 0.9 13 1.6 2.9
Building cost index 33 24 1.0 13 1.6 24 26

Y As calculated in the National Accounts.

Differences between national and EU indices come from owner-occupied housing

Finnish consumer prices, as measured by the EU harmonised consumer price index, rose
on average by 2.2% in 2013. The difference between the national and the harmonised price
index is quite large, 0.7 percentage points. The main source of this difference is the mean
interest rate on housing loans, which is included in the commodity basket for the national
but not for the harmonised price index. Furthermore the national index includes prices
for flats, real estate and gambling as well as the annual vehicle tax.

During the current year the difference between the two price indices will narrow. It is
predicted that on average, prices for commodities included in the national index will rise
more slowly than the harmonised index, resulting in a more moderate increase in prices
when measured on the national index. According to the forecast the situation will be reversed
in 2015 and 2016 when the vehicle tax will be increased and when it is expected that refer-
ence interest rates will start rising with the improving economic situation.

Finnish inflation to remain higher than euro area inflation in 2014

Measured by the EU harmonised consumer price index, inflation in Finland has in recent
years exceeded the average euro area rate. This is explained, on the one hand, by increases in
indirect taxes and, on the other hand, by the persistently higher rate of inflation in services
when compared to the euro area. Last year the euro area inflation rate of 1.4% was 0.8 per-
centage points slower than in Finland. In 2014, too, Finnish inflation will be clearly higher
than in the euro area where the Commission forecast projects an increase in consumer
prices of around one per cent. Next year, however, it is predicted that the difference will
narrow considerably because inflation in Finland will slow moderately, whereas the annual
change in consumer prices in the euro areas is expected to climb to over one per cent.
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2 Economic policy and public finances

2.1  General government finances

The weak economy has obviously been reflected in the state of general government
finances as well, which have been in deficit for years. In 2013 the general government defi-
cit was 2.4% of GDP. It is expected that the general government budgetary position will
slowly move closer to balance towards the end of the outlook period. Even though eco-
nomic growth will temporarily pick up and adjustment measures will begin to take effect,
the growth of public expenditure as a result of population ageing will place general gov-
ernment under increasing pressure.

General government in Finland consists of central government, local government and
social security funds, i.e. authorised pension providers that manage statutory earnings-
related pension insurance and other social security funds. The sector that is most vulner-
able to cyclical fluctuations is central government, mainly because of the high cyclical sen-
sitivity of tax revenue.

Central government’s budgetary position improved slightly in 2013. The central govern-
ment deficit was 3.7% of GDP. Although economic growth and adjustment will contribute
to reduce the deficit, central government’s budgetary position will remain in the red over
the forecast period. It is predicted that in 2018, the central government deficit will be 1% of
GDP. In the medium term the debt-to-GDP ratio will begin to turn around.

The financial balance of general government subsectors
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General government revenue, tax revenue and expenditure
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The local government deficit decreased in 2013. The budgetary position in local govern-
ment improved on the back of comparatively strong tax revenue growth, mainly driven by
one-off factors, coupled with slowing consumption expenditure growth. Increasing demand
for social and health care services due to population ageing and cutbacks in central gov-
ernment transfers will place local governments under increasing financial pressure. In the
medium term it is expected that local government finances will remain in deficit.

In 2013 the surplus in earnings-related pension funds decreased from the year before.
Increasing pension expenditure in the coming years will burden the financial position of
earnings-related pension funds. Other social security funds are expected to remain close
to balance.

The tax rate, i.e. the ratio of taxes and social security contributions levied by general
government to GDP, increased in 2013. The tax rate stood at 45.5%. Several tax base changes
contributed to drive up the tax rate. The tax rate is expected to average 46 % in 2015-2018.

In 2013 the expenditure rate, i.e. general government spending to GDP, was over 58%.
The expenditure rate will remain at an historically very high level over the medium term.
Since the introduction of the public broadcasting tax from the beginning of 2013, the Finn-
ish Broadcasting Company YLE has been classified under general government. This change
pushed up the tax rate and the expenditure rate by around 0.3 percentage points.

Even though it shows a deficit, Finland’s general budgetary position is one of the strong-
est in the European Union. Under the EU Stability and Growth Pact it is required that the
budgetary deficit must not exceed 3% and the general government debt-to-GDP ratio must
not be higher than 60%. So far Finland has managed to stay well within these targets. How-
ever Finland’s public debt to GDP will breach the 60% limit in the near future, although
the debt ratio will turn to a slight downward trend after 2016.



The Finnish Stability Programme update in spring 2013 set a new medium-term objec-
tive (MTO) for public finances in Finland, i.e. a structural balance of -—0.5% or better. The
Fiscal Compact between EU Member States that took effect from the beginning of 2013 and
the national legislation required by that compact provide the legal framework for MTOs.
Legislation also specifies the corrective action that shall be taken in the event of any signifi-
cant deviation from the MTO or the adjustment path to the MTO. It seems that the general
government structural balance® will remain close to target in the medium term.

General government finances "

2011* 2012* 2013** 2014** 2015** 2016**
EUR billion
Current taxes 309 309 32.7 329 341 35.7
Taxes on production and imports 269 27.8 28.7 29.8 30.8 316
Social security contributions 24.0 25.5 26.0 26.9 277 28.7
Taxes and contributions, total 2 82.2 84.6 88.0 90.2 93.3 96.7
Other revenue ¥ 203 20.7 21.0 217 22.7 23.6
of which interest receipts 33 3.0 29 3.0 34 4.0
Total revenue 102.1 104.8 108.3 1.3 115.4 119.6
Consumption expenditure 46.2 483 49.7 50.6 51.6 52.8
Subsidies 2.7 2.8 27 29 2.8 2.7
Social security benefits and allowances 339 36.1 38.2 39.8 40.7 421
Other current transfers 5.7 5.8 6.0 6.0 6.0 6.2
Subsidies and current transfers, total 423 447 46.9 48.6 49.5 50.9
Capital expenditure ¥ 5.4 56 6.0 6.1 6.1 6.0
Other expenditure 101 10.5 10.3 10.6 1.0 1.7
of which interest expenses 2.7 2.8 2.5 2.7 2.8 3.2
Total expenditure 104.0 109.1 112.9 116.0 118.2 1213
Net lending (+) / net borrowing (-) 2.0 -4.3 -4.6 -4.7 -2.9 -1.8
Central government -6.4 -13 -1.2 -7.0 -4.9 -4.2
Local government -1.0 2.2 -1.5 -1.7 2.2 24
Employment pension schemes 54 48 41 42 44 48
Other social security funds 0.1 0.4 0.0 -0.2 -0.1 0.0
Primary balance *) 24 44 -49 49 34 24

U As calculated in the national accounts, ESA9S.

2 Incl. capital taxes.

3 Incl. capital transfers and consumption of fixed capital.
“ Gross fixed capital formation and capital transfers.

5 Net lending before net interest expenses.

' EDP structural budgetary position as used in the multilateral surveillance of economic policies.



General government fiscal plan

The Government adopted the fiscal plan in the spending limits discussions on 24-25 March 2014.
This box briefly describes what the fiscal plan is.

EU Member States are required to prepare a credible and effective medium-term budget-
ary framework that provides a sound foundation for a three-year or longer fiscal planning hori-
zon in order to ensure that national fiscal planning is based on a multiannual approach. Each
year Member States are to make public their national medium-term fiscal plans in line with
their medium-term budgetary framework . The national medium-term fiscal plan is intended
to support national-level decision-making and its aim is to improve national ownership of fis-
cal policy strategies.

The fiscal plan is based on Government Decree 120/2014 and other relevant national leg-
islation. The fiscal plan meets both the requirements for budgetary frameworks as set out in
Council Directive 2011/85/EU and Regulation (EU) 473/2013 on the medium-term fiscal plan.

The purpose of the fiscal plan is to support budgetary decision-making and the achieve-
ment of the medium-term objective (MTO) set for the structural balance. The fiscal plan cov-
ers every branch of general government, including central government finances, local govern-
ment finances, statutory pension institutions and other social security funds. The Government
prepares the fiscal plan for the electoral term and revises the plan for the following four-year
period by the end of April.

The fiscal plan includes

- Adescription of EU regulations and national legislation governing the preparation of the
plan; the targets set for the management of public finances overall and by sector; and
the fiscal policy pursued by the Government in seeking to achieve these targets.

- A macroeconomic forecast and an assessment of the public finances outlook over the
electoral term and beyond. The public finances outlook is based on independent, up-to-
date and realistic assessments of real economic prospects during the electoral term, the
prospects for growth in the economy and the long-term impacts of population ageing
on the economy.

- A proposal on key measures targeting public revenues and expenditures and an assess-
ment of progress made with structural reforms and their fiscal and economic impacts.

- The central government spending limits decision, which remains unchanged both in
terms of its content and its role as a tool of government budget preparation.

- Local government macroeconomic steering. This is based on a new system the purpose
of which is to ensure that the duties and obligations of local governments are compat-
ible with the target of fiscal balance. In the first fiscal plan in spring 2014 this component
of the plan will be replaced by a summary of the Basic Public Services Programme.

The aim is to draw up a fiscal plan annually following the same schedule and procedures
used in the preparation of spending limits. The 2014 fiscal plan is part of the Finnish Stability
Programme for 2014-2018.



Main economicindicators in general government

2011*% 2012*% 2013%* 2014%* 2015%* 2016%*
% of GDP

Taxes and social security contributions 43.6 44,0 455 457 46.0 46.1

General government expenditure ¥ 55.1 56.7 584 58.8 58.2 579

Net lending -1.0 2.2 2.4 2.4 14 -0.9
Central government 34 3.8 3.7 3.5 24 2.0
Local government -0.5 11 0.8 -0.9 11 11
Employment pension institutions 2.8 2.5 21 21 2.2 23
Other social security funds 0.0 0.2 0.0 -0.1 -0.1 0.0

Primary balance ? 13 23 2.5 25 17 A1

General government debt 49.3 53.6 56.9 59.8 61.0 61.4

Central government debt 4.2 3.6 46.4 48.7 493 49,2

General government employment.

1000 person 614 612 615 614 613 612
Central government 141 139 141 140 139 138
Local government 463 462 464 464 464 464
Social security funds n 1 1l 1 1 1

" EU-harmonized definition.

2 Net lending before net interest expenses.
Fiscal balance and debt ratios in some EU economies
2013* 2014%* 2015%* 2013* 2014%* 2015%*
Fiscal balance Debt
% of GDP

Finland -4 -2.4 -1.4 56.9 59.8 61.0

United Kingdom -6.3 5.2 -4.2 914 93.4 94.5

Sweden -11 -1.5 -0.8 4.5 41.8 40.8

Denmark -0.3 -13 -2.7 424 41.6 43.1

Ireland -7.2 -4.8 -4.3 1223 120.3 19.7

Spain -1.2 -5.8 -6.5 943 98.9 103.3

Netherlands 31 3.2 229 743 75.3 75.6

Luxembourg -0.2 -0.5 24 243 25.5 28.1

Portugal -5.9 -4.0 -2.5 129.4 126.6 125.8

Austria -1.7 21 -1.8 74.6 743 73.7

Germany -0.1 0.0 0.0 79.6 713 74.5

France -4.2 -4.0 -3.9 93.9 96.1 97.3

Belgium -2.7 -2.6 -2.7 99.8 100.5 100.0

Italy -3.0 -2.6 -2.2 132.7 133.7 1324

Greece -13.1 -2.2 -1.0 1773 177.0 171.9

Source: EU Commission forecast 2014, Finland MoF.



211 Estimates of fiscal policy impact

At the general government level the fiscal policy stance in 2014 will be almost neutral. As
regards central government finances, the tax base changes in 2014 will contribute to ease
taxation somewhat. On the other hand increases to pension contributions and the munic-
ipal tax rate hike will have the effect of driving up the tax rate in 2014. The adjustment
measures agreed by the Government in its discussions on 25 March 2014 will significantly
tighten fiscal policy in 2015-2016, and pension contributions will be increased by 0.4 per-
centage points in both years. By 2016 the tax rate will climb by 0.6 percentage points to
46.1% of GDP. The general government expenditure rate will fall by 0.5 percentage points
to 57.9% of GDP in 2016.

Another way to assess the fiscal policy stance is to look at changes in the structural
primary balance. The structural primary balance will show very little change in 2014, sup-
porting the same assessment of a neutral fiscal policy stance as does a detailed examina-
tion of the changes in tax and expenditure bases. In 2015-2018 it is forecast that the struc-
tural balance will improve on average by 0.3 percentage points a year as adjustment slows
the growth of expenditure and increases taxes. The effects of fiscal policy on economic
growth will be greatest in 2015, which is when most of the adjustment measures will be
put in place.

Changes in the structural primary balance do not necessarily reflect the effects of
discretionary fiscal policy because of the growth of public expenditure due to population
ageing. Age-related social and health care expenditure will rise even without any active
decisions and cause the structural primary balance to deteriorate if fiscal policy otherwise
is neutral. Fiscal policy only becomes contractionary when the volume of discretionary
measures exceeds the growth of age-related expenditure.

Primary balance and cyclically adjusted primary balance )
% of GDP

10

00 02 04 06 08 10 12 14** 16**
O General government primary balance 2
B General government cyclically adjusted primary balance
1) Based on the European Commission's production function approach.

2) Primary balance before grossinterest expenses. o
Sources: Statistics Finland, MoF



2.1.2  General government debt

General government debt increased by EUR 7 billion last year, climbing to over EUR 110
billion. The public debt to GDP ratio increased by over 3 percentage points to 57%. The
debt ratio has only ever been this high on a couple of occasions in the 1990s. It is antici-
pated that as economic growth continues to remain sluggish, the debt ratio will continue
to rise in the coming years and breach the 60% limit. However the growth of the debt ratio
will level out in the medium term.

The general government debt forecast is based on central government’s net borrowing
needs, and the forecast for central government debt is derived from those figures. In addi-
tion the forecast takes account not only of on-budget debt, but also the debt accrued by units
that in the national accounts are included in central government. These units include uni-
versities, Solidium and the public service broadcaster YLE. The general government debt
figure is also impacted by local government deficits and the need for borrowing in local
government. Social security funds effectively have no debt at all.

General government debt also includes some other items, such as loans granted by the
European Financial Stability Facility (EFSF) to recipient countries, security deposits related
to government derivative contracts, debts related to public—private partnership projects, the
capital assets of the State Nuclear Waste Management Fund and coins in circulation. By
the end of 2013 Finland’s public debt was listed as including EUR 3.4 billion in EFSF loans
to crisis countries. Taken together these other debt items increased the 2013 debt figure by
almost EUR 10 billion, or almost 8% of GDP.

Debt statistics furthermore reflect internal general government debt, which is consoli-
dated out of the measure of public debt. The most important internal general government
debt item are investments by pension funds in government debt securities. The stock of
these securities is down to EUR 3 billion. In recent years these investments have no longer
had a major impact on changes in general government debt.

Change in general government debt ratio and related factors

2012* = 2013**  2014**  2015**  2016**  2017**  2018**

Debt ratio. % of GDP 53.6 56.9 59.8 61.0 61.4 61.3 61.2
Change in debt ratio 43 33 2.8 1.2 0.4 -0.1 -0.1

Factors impacting change in debt ratio

Primary budgetary position 0.8 1.1 1.0 0.0 -0.7 -4 -1.8
Interest expenditure 14 13 13 14 15 17 1.8
Change in GDP volume 0.5 0.8 -0.3 -0.8 -11 -0.9 -0.8
Change in GDP price -1.6 -1 -0.9 -0.9 -0.9 -1 -11
Acquisition of financial assets (net) 2.5 21 21 2.2 23 2.2 21
Other factors " 0.6 -0.8 -0.5 -0.7 -0.8 -0.6 -0.2

Y 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.



The Table below provides an overview of general government debt dynamics. It illustrates
the relationship between the general government budgetary position and debt ratio change
in the national accounts. A plus sign indicates that the factor has the effect of increasing the
debt ratio, a minus sign that it decreases the debt ratio.

The general government primary budgetary position was in deficit last year, which
pushed up the debt ratio by 1.1 percentage points. Rising interest expenditure accounted
for 1.3 percentage points of debt ratio growth. When debt is measured relative to GDP, GDP
growth has the effect of reducing the debt ratio. In 2013 the fall in GDP volume increased
the debt ratio, but rising GDP price lowered it by 1.1 percentage points.

The definition of general government as comprising earnings-related pension funds
has a major impact on how the annual general government budgetary position is reflected
in changes in general government debt. Part of the earnings-related pension contributions
collected from employees and employers in Finland is prefunded. For this reason earn-
ings-related pension funds show a surplus. In 2013 that surplus was 2.1% of GDP. Since the
surplus of earnings-related pension funds is included in the primary budgetary position of
general government, but it is not used to pay off general government debt, this surplus must
be excluded from the range of factors impacting the change of debt ratio.

In addition to these factors, central government lending and factors related to the valu-
ation and timing of revenue and expenditure decreased the general government debt ratio
by 0.8 percentage points in 2013.

General government debt
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Sources: Statistics Finland, MoF



2.2 (entral government

Despite the fall in GDP last year, central government’s national accounts deficit narrowed
slightly to EUR 7.2 billion. The Government’s adjustment efforts contributed to prevent
the deficit from growing. Tax revenue increased by close to 4%. This increase came from
various changes to tax bases, most notably the one percentage point increase in the general
VAT rate. Expenditure increased by 3%. Central government interest outlays decreased
and current transfers to other general government subsectors increased.

Economic growth will remain subdued in 2014, restricting the growth of tax revenue. In
contrast to last year, changes to tax bases will no longer drive up tax revenue. It is expected
that during the current year tax base changes will have the effect of slightly reducing overall
tax revenue. Central government’s budgetary position will improve somewhat because of
very slow expenditure growth. The number of people on central government’s payroll will
decrease, which will reduce consumption expenditure. Interest outlays on central govern-
ment debt are historically at a relatively low level despite the large volume of debt.

The progressive recovery of economic activity will improve central government’s budg-
etary position in the coming years, and the deficit will shrink towards the end of the budget
planning period. The adjustment decisions taken by the Government in its spring 2014 dis-
cussions on spending limits will contribute to reduce the deficit. It is projected that from
2015 to 2018, revenue will increase on average by 3.5% and expenditure by 1.2%. The central
government deficit projection for 2018 is 1 % of GDP. If this forecast proves to be accurate,
central government will have been in deficit for 10 years.

Central government debt at year-end 2013 stood at EUR 90 billion. Since the State
Budget shows a deficit each year throughout the planning period, central government debt
is set to increase over the medium term despite adjustment efforts. The Government Pro-
gramme target of reducing the central government debt-to-GDP ratio by the end of the
parliamentary term will not be achieved. However in the medium term the debt-to-GDP
ratio will begin to fall.

The euro crisis has recently been showing some signs of easing. The crisis has added to
the Finnish Government’s debt burden and financial commitments. Finland has granted
a total of some EUR 1.1 billion in bilateral loans to crisis-hit countries, contributed EUR
1.4 billion to the capitalisation of the ESM, and guaranteed loans taken out by the EFSF
worth EUR 3.4 billion.

State guarantees include all guarantees issued by central government, state enterprises,
state-owned joint stock companies and special credit institutions ultimately backed by cen-
tral government. These guarantees are not an expenditure item and do not show up in the
State Budget, unless they are called upon. The number of state guarantees issued has been
increasing in recent years. In all, central government loan guarantees at year-end 2013
amounted to EUR 33 billion.



Central government revenue and expenditure

EUR bn
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=—Revenue Expenditure
Sources: Statistics Finland, MoF
Central government "
2011* 2012* 2013** 2014%* A= 2016**
EUR billion
Current taxes 1.8 1.5 12.0 1.8 12.4 134
Taxes on production and imports 26.9 27.8 28.7 29.8 30.8 31.6
Taxes and contributions, total 2 39.0 39.8 4.3 4.2 439 45.8
Other revenue * 6.0 6.3 6.6 6.8 6.9 6.7
of which interest receipts 0.5 0.5 0.4 0.5 0.5 0.5
Total revenue 45.1 46.1 47.9 49.0 50.8 52.5
Consumption expenditure 127 13.2 13.8 14.0 14.2 14.4
Subsidies and current transfers, total 34.1 35.5 36.9 372 36.8 373
to general government 22.6 237 24.8 25.0 24.6 25.0
Interest expenses 2.5 26 24 25 2.6 2.8
Capital expenditure ¥ 21 21 2.0 2.2 2.2 21
Total expenditure 51.4 53.4 55.1 55.9 55.7 56.7
Net lending (+) / net net borrowing (-) -6.4 1.3 7.2 7.0 -4.9 -4.2
Primary balance” 43 5.2 5.3 -49 2.8 19

" As calculated in the national accounts.
2 Incl. capital taxes.

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

“ Gross fixed capital formation and capital transfers.
%) Net lending before net interest expenses.



2.21  (Central government expenditure

Central government’s national accounts expenditure increased by 3% last year. Close to
one percentage point of this was due to the assignment of the Finnish Broadcasting Com-
pany YLE from the beginning of 2013 to the central government sector following the
introduction of the public broadcasting tax. Over the previous 10 years central govern-
ment expenditure increased on average by 4% a year.

Transfers to local governments and social security funds account for 45% of total cen-
tral government expenditure and consumption expenditure for 25%. The former figure
has increased steadily: in 2000 it was 10 percentage points less than it is now. Other major
expenditure items include subsidies, transfers to non-profit organisations, EU fees and inter-
est outlays. In recent years the national accounts expenditure figure has on average been
EUR 1.5 billion higher than expenditure shown by central government accounts.

In the medium term central government expenditure growth will be relatively slow and
the ratio of expenditure to GDP will fall, but still remain higher than before the financial
crisis. Expenditure growth will be constrained by central government adjustment measures
and reduced price changes to on-budget spending limits expenditure.

Interest expenses have remained quite moderate because of low interest rates and the
country’s strong credit rating, even though central government debt has risen appreciably
for five years in a row. In 2013 national accounts interest expenses amounted to 4.3% of
total expenditure, compared to the peak figure of 16% in 1997. Despite the increasing level
of central government debt, interest expenditure will remain moderate both this year and
next. However interest expenses will then begin to accelerate with the growing amount of
debt and the eventual rise in interest rates.

Central government spending limits for 2015-2018

The Government is committed to a responsible long-term expenditure policy through a spend-
ing limits system that covers approximately 80% of on-budget expenditure. The spending lim-
its system contributes to stable and credible management of central government finances.

The April 2014 spending limits decision for 2015-2018 is based on the fiscal policy objectives
laid down in the Government Programme and on the earlier spending limits decisions taken dur-
ing the current parliamentary term. The Government has announced new adjustment measures
that will reduce central government expenditure and increase revenue by EUR 2.3 billion at an
annual level in 2018. Most of these measures will be put in place during 2015. The net effect of
all central government adjustment measures adopted during the parliamentary term comes
to EUR 6.8 billion, or around 3% of GDP at an annual level in 2018.

The new adjustment measures on the expenditure side mainly concern spending in 2015:
the 2015 additional adjustment amounts to almost EUR 1 billion, rising to around EUR 1.4 bil-
lion in 2018. The expenditure cuts affect a wide range of spending categories in all adminis-
trative branches.

New decisions on tax adjustment mainly consist of increases to excise duties as well as
changes in earned income and capital income tax that will have the effect of narrowing income
differentials. The new tax policy measures will increase central government tax revenue by a
net total of around EUR 0.5 billion in 2015 and by around EUR 0.9 billion in 2018.



On-budget expenditure and Government term expenditure ceiling”

EUR billion
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" Government term expenditure ceiling according to Spending Limits Decision,
2014. Expenditure at nominal prices. Government term expenditure ceiling
consists of expenditure allocated to administrative branches and of unallocated
reserve.

Source: Ministry of Finance

The decisions taken by the Government will reduce 2015 spending limits expenditure by
around EUR 810 million. Indexation savings account for around EUR 120 million of this, reduc-
ing the spending limits price adjustment. The overall spending limits for the parliamentary term
are thus reduced by EUR 690 million in 2015. Spending limits can be revised downwards mid-
term without undermining the credibility of the spending limits system.

According to the spending limits decision total appropriations under the administrative
branches’ spending limits for 2015 come to EUR 41.7 billion. This will drop back to EUR 41.4 bil-
lion in 2018 (at 2015 price and cost levels). At the moment the 2015 unallocated reserve is tech-
nically negative, i.e. EUR -65.8 million. This is because the Government has decided to cover
part of the costs of the so-called growth package from proceeds generated from share sales.
EUR 150 million of the additional spending limits expenditure due to the growth package will
be covered from proceeds from share sales recognized in 2014 in compliance with the spend-
ing limits rules in the Government Programme. Assuming that these proceeds are recognized
as planned, the proposed negative reserve corresponds in reality to a positive unallocated
reserve of some EUR 84 million.

Items excluded from the spending limits include cyclically variable expenditure, such as
unemployment security expenditure, pay guarantee, housing allowances, and the central gov-
ernment contribution to the cost of basic social assistance. Also excluded from the spending
limits are interest payments on central government debt, VAT expenditure, financial investment
expenditure and expenditure corresponding to technically transmitted payments and exter-
nal funding contributions. Total expenditure outside the spending limits in 2015 comes to an
estimated EUR 11.7 billion, of which interest payments account for around EUR 1.9 billion. It is
estimated that interest payments will increase to around EUR 2.9 billion by 2018. The projected
increase in interest expenditure is attributable to an assumed rise in interest rates during the
spending limits period and to an increased debt stock due to central government deficit trends.



Central government budget balance: estimate 2014-2018, current prices,
EUR billion 2014, Budget

2014 2015 2016 2017 2018
Budget
Total estimated expenditure (current prices1) 54.1 53.5 53.7 54.6 55.9
Total estimated revenue 46.9 49.6 50.4 52.0 53.4
Estimated on-budget balance 71 3.9 33 -2.6 2.5

T Expenditure converted into current prices using the MoF price index forecast for central government expenditure.
The index provides a rough estimation of price trends over the budget planning period.

During the planning period it is estimated that central government on-budget expenditure
will come to EUR 52.9-53.5 billion (estimated at 2015 price level). In real terms, central govern-
ment expenditure will fall on average by around %2 per cent a year. In nominal terms expend-
iture will increase on average by around one per cent a year. Factors driving up on-budget
expenditure include the growth of age-related expenditure, additional investments agreed
under the Government Programme, indexations and increasing interest payments on central
government debt. On the other hand expenditure will be decreased by the expenditure sav-
ings announced by the Government.

It is estimated that over the budget planning period, on-budget ordinary revenue will show
an annual average increase of 3.3%. Tax revenue is forecast to increase by 3.6%. The revenue
estimates are based on medium-term projections for the national economy. Projected economic
growth will be slow in the medium term, which will also hamper the growth of tax bases. The
revenue forecasts reflect not only the new adjustment decisions, but also the Government’s
tax policy priorities and other earlier Government decisions.

The central government deficit will contract from around EUR 7.1 billion in 2014 to an esti-
mated EUR 2.5 billion in 2018. Central government finances are faced by a much lower macro
forecast than last spring. On the other hand the Government has announced additional adjust-
ment measures that will improve central government finances.

Central government debt will increase over the budget planning period by some EUR 12 bil-
lion to around EUR 108 billion in 2018. The central government debt to GDP ratio will continue
to rise in 2015, but start to fall before the end of the planning period.

In 2018 it is estimated that the central government debt to GDP ratio will be around 48%.

Factors impacting change in central government budget balance compared to the spending limits
decision of March 2013, EUR billion

2014 2015 2016
Estimated balance, spending limits decision 8 April 2013 3.8 24 23
New expenditure savings decisions, net 1.0 1.1 13
New changes to tax bases, net 0.5 0.8 0.9
Growth package -0.3 -0.1 0.0
Income from changes in Government ownership 1.0 0.0 0.0
Decrease in projected interest payments on central government debt 0.0 0.0 0.0
Change due to macroeconomic forecast 2.9 33 33
Other change including revised price adjustment 0.6 0.6 0.8
Change total -0.1 -0.9 -0.3

Estimated balance, spending limits decision 3 April 2014 3.9 3.3 2.6



2.2.2  (entral government revenue

Over 85% of central government revenue consists of taxes. The most significant tax rev-
enue items are taxes on earned and capital income, value added tax and corporate income
tax. The development of tax revenue depends largely on the broader development of the
economy and its structure. Furthermore the Government can take decisions that will
impact tax accrual and the structure of taxation. Changes to the apportionment of tax
receipts between central government, local government and parishes also influence the
amount of tax revenue raised by central government.

Tax revenue growth has been variable in recent years. In the past two years output has
declined, but tax revenue increased by 2% in 2012, and last year tax revenue growth accel-
erated to almost 4% on the back of tax base changes. The sharpest growth was recorded
for VAT revenue following the tax base hike. The introduction of the bank tax and public
broadcasting tax also drove up tax revenue.

GDP will see slow growth in 2014, which will contribute to restrict the growth of tax
bases. The most significant tax base changes are the decision to lower the corporate income
tax rate by 4.5 percentage points to 20% from the beginning of the year and the reform of
dividend income taxes. All in all the tax base changes will slightly slow tax revenue growth
in 2014. It is estimated that national accounts tax revenue will increase by 2% this year.

In 2015 it is predicted that many tax bases will grow more rapidly, which will boost the
growth of central government tax revenue. In 2015 taxes will be eased by the reduction by
one-half of waterway charges and the removal of the rail goods transport tax. In its spring
2014 spending limits discussions the Government decided on several tax base changes as
part of a broader drive to adjustment in central government finances. Tax base changes
will be made to several excise duties and to earnings and capital income taxes. The tax base
changes will strengthen tax revenue growth in 2015. It is predicted that tax revenue in 2015
will increase by over 4%.

Forecasts for certain revenue and demand items impacting taxable income and the tax base in
2012-2018. annual change

2012 2013 2014 2015 2018/2015**

change. % per year

Taxable earned income and capital income 3.2 31 24 24 3
Wage and salary earnings and other income 37 1.0 13 1.8 2
Pensions and other social security benefits 59 6.8 3.9 3.2 3172
Capital income -14.7 9.7 1.8 34 4
Index of wage and salary earnings 3.2 2.0 13 1.2 11/2

Operating surplus -4.7 -4 3.5 5.6 5

Value of household consumption expenditure 33 0.8 17 2.0 3

VAT base 5.7 -0.2 1.8 2.0 3

Petrol consumption 3.6 -2 1% 2.0 2

Diesel consumption -0.4 -0.8 1 1 1%

Electricity consumption -3/4 51 4 1% 1%

Duty-paid alcohol consumption -1.8 -43 2 -2 R

New passenger cars -1.5 -7.2 2.7 3.9 4

Consumer price index 2.8 15 15 14 112



From 2016 through to the end of the outlook period it is estimated that tax revenue will
increase on average by just under 4%. During this period some tax base changes will be
introduced, and some of the temporary measures adopted by the Government will expire.

As for other sources of central government revenue, the single biggest items are property
income and transfers from the State Pension Fund. Transfers from the State Pension Fund
cover 40% of central government’s annual pension expenditure. In its spring 2014 spending
limits discussions the Government decided to draft a legislative amendment that will allow
for increased State Pension Fund revenue recognition in 2014 and 2015. It is expected that
other central government property income will also increase more than usual in 2014 and
2015 because as part of its adjustment measures, the Government decided on additional
revenue recognitions from public enterprises. Furthermore more dividend incomes than
usual will be withdrawn from state-owned corporations.

Taxes on earned and capital income

Revenue from earned and capital income taxes consists of receipts from progressive
income tax, capital income tax and withholding tax paid by people with limited tax liabil-
ity. The most significant source of revenue is progressive income tax. Almost 70% of the
earned income tax base consists of wage and salary earnings, over one-quarter of taxable
social benefits and less than 5% of other revenue.

Earned income and capital income tax revenue will increase in 2014 despite sluggish
economic activity and falling employment. The tax base changes introduced include both
steps that will increase tax revenue and those that will reduce tax revenue. As part of the
Pact for Employment and Growth signed by the labour market confederations in autumn
2013, central government took the step to raise income thresholds in the earned income tax
scales by 1.5%, with the exception of the highest income bracket. On the other hand divi-
dend income tax rates were increased from the beginning of the year.

Impact of change in selected tax base items on tax revenue

Tax category Tax base / Demand item Change Change in tax revenue,
EUR million

Taxes on earned income Wage and salary earnings 1-pp 380 of which central govt. 129

and local govt. 169
sosial security funds 70
Pension incomes 1-pp 119, of which central govt. 32

and local govt. 76

Capital income tax Investment income 1-pp 28

43, of which central govt. 27

Corporate tax Operating surplus 1-pp and local govt. 15
VAT Value of private consumption 1-pp 118

Car tax Sales of new cars thousands 7
Energy tax Electricity consumption 1% 8

Duty on alcoholic beverages
Duty on cigarettes

Petrol consumption
Diesel consumption
Alcohol consumption

Cigarette consumption

1%
1%
1%
1%



In 2015 the employment situation will show some improvement with the recovery of
economic activity, and wage bill growth will accelerate. It is estimated that revenue from
earned income and capital taxes will increase at an annual rate of 4%. In its spring 2014
spending limits discussions the Government took the decision to increase 2015 earned
income taxes by deciding not to adjust tax scales for real earnings growth and inflation. The
lower limit of the highest income bracket in the progressive income tax scale is lowered to
EUR 90,000, with the validity of the income category extended to 2018. On the other hand
taxes are eased by increasing the basic and earned income deduction.

It is predicted that unemployment will improve towards the end of the outlook period,
and wage bill growth is expected to increase on average by around 2%% a year in 2016-2018.
Revenue from earned income and capital income taxes will grow slightly more rapidly than
the wage bill. The forecast assumes that in the years following the current electoral term,
the earned income tax scale will be revised to reflect rising earnings levels or inflation.

Corporate income tax

In recent years corporate income tax as a proportion of total tax revenue has fallen, pri-
marily because of the sluggish economy, the lowered corporate income tax rate and, to
some extent, international tax competition. Revenue from corporate income tax paid by
businesses on their profits is shared between central government, local government and
parishes. The forecast for corporate income tax revenue assumes that the tax base loosely
follows the development of the national accounts operating surplus, and the forecast for
the current year also takes account of tax revenue data for the early part of the year.

During the Government’s term in office the corporate income tax rate has been lowered
in total by 6.5 percentage points. This represents a significant loss of tax revenue. However
the thinking is that in the long term, the reduction of the corporate income tax rate will
significantly contribute to boosting economic growth. It is expected that the lowered tax
rate will influence choices of business form, the company financing structure, the transfer
of profits, and the amount and direction of investments made. The aim of lowering the cor-
porate income tax rate is to improve Finland’s position in the tightening environment of
international tax competition. Central government will compensate local government for
the tax revenue losses resulting from the lowered corporate income tax rate.

The operating surplus will increase moderately in 2014. Revenue from corporate income
tax will fall sharply from last year because of the lowered tax rate. However the moderate
wage settlement and lowered tax rate will contribute to bolster business profits.

In 2015 the growth of operating surplus will gather pace and revenue from corporate
income tax will increase. It is estimated that corporate income tax revenue will increase
more or less in line with the operating surplus throughout the outlook period. In 2015-2018
it is projected that the operating surplus will increase on average by 5% a year and revenue
from corporate income tax by an average of around 6% a year.

Central government revenue from corporate income tax may differ from the overall
development of corporate income tax revenue, for several reasons. Corporate income tax
revenue for the calendar year may accumulate more slowly or more rapidly than the corpo-



rate income tax for the tax year. Taxes for a given tax year accumulate over many years, and
the level of supplementary prepayments made in the year following the tax year, for instance,
varies widely. It is expected that central government revenue from corporate income tax
will fall considerably during the current year. As local governments are compensated in
full for the effects of corporate income tax rate changes, this year’s reduction in the corpo-
rate income tax rate will only be reflected in central government tax revenue. The share of
corporate income tax revenue going to central government will increase in 2016, which is
the final year of the increased apportionment paid to local governments.

Indirect taxes

The single most important source of indirect tax revenue is VAT, which accounts for
around one-third of total tax revenue in the budget. In 2014 it is projected that VAT reve-
nue will fall because there were no significant tax base changes at the start of the year and
because private consumption will remain effectively unchanged. One tax base change that
has only minor significance is that rents paid by universities of applied sciences will be sub-
ject to VAT from the beginning of 2014. It is estimated that national accounts VAT revenue
will increase by just over 2%. In 2015 VAT revenue growth will accelerate. It is projected
that VAT revenue will increase steadily over the budget planning period by 3% a year.

Private consumption accounts for around 60% of the VAT tax base. In recent years pri-
vate consumption growth has been historically sluggish. During the outlook period house-
hold consumption will be constrained by the slow improvement in the employment situa-
tion and the moderate growth of wage and salaries.

Some 60% of energy tax revenue consists of excise duties on petrol and diesel, 20% comes
from electricity and the rest from other energy products. Energy taxes have been put up
considerably in recent years. The energy tax hikes set out in the Government Programme
are focused on transport fuels, taxes on which were raised in two stages. The first increase
was implemented in 2012 and the second from the beginning of this year. A new tax on
power plants was introduced from the beginning of 2014. On the other hand electricity tax
reliefs were granted to IT centres. The Government decided to increase energy taxes in its
spring 2014 spending limits discussions by increasing the tax rate in electricity tax band
I. In addition the carbon dioxide tax on heating, power plant and machinery fuels will be
increased, as will the tax on transport fuels.

Revenue from other excise duties will grow more steadily than energy taxes. Tax bases
for tobacco, alcoholic beverages, sweets, ice cream and soft drinks were revised at the begin-
ning of the year, bringing a marked increase in tax revenue. This year’s revenue from the
tobacco tax will remain relatively small because of tax planning in response to the tax base
change last year. The growth of non-taxable travellers’ imports and grey imports constitute
a significant threat that may dent revenue from alcohol and tobacco tax over the outlook
period. The tobacco tax will be further increased in 2015.

Revenue from the motor car tax fluctuates sharply. Passenger cars account for around
90% of total revenue from the motor car tax. Itis estimated that in the coming years demand
for cars will remain lower than over the past few years. Revenue from the motor car tax



will increase with the reduction of tax subsidies in 2015 because the reduced car tax rate
will no longer be applied to taxis (excluding specially equipped taxis) or motor vehicles
imported into Finland as removal goods. The forecast is that the car tax will rise on aver-
age by 3,5% a year over the outlook period. The vehicle tax is a time-based tax that is levied
in 12-month periods on passenger cars, vans and heavy goods vehicles. The annual vehicle
tax was increased in keeping the Government Programme at the beginning of 2013, and
a further increase will be introduced from the beginning of 2016 as part of the tax base
changes adopted by the Government in spring 2014.

Central government on-budget revenue: estimates for 2012-2018, EUR billion

2013 2014 2015 2016 2017 2018 2018/2015
provisional budget annual
financial change,
accounts %
Total tax revenue estimates 38.7 39.8 41.0 4.8 443 45.9 3
Income and wealth taxes' 121 121 127 13.8 14.7 15.5 412
Taxes based on turnover 173 179 18.1 18.7 19.3 19.9 3
Excise duties 6.6 6.9 72 73 72 7.2 1
Other taxes 2.8 29 3.0 31 3.2 33 2
Miscellaneous revenue 5.1 47 5.4 51 5.2 51 0
Interest income and profit
entered asincome 2.0 2.0 2.7 2.0 2.0 2.0 -1/2
Total revenue estimates 46.2 46.9 49.6 50.4 52.0 53.4 3

Vincl. YLEtax from 2013 onwards (on average 500 EUR million per year).

Impact of discretionary tax measures on general government tax revenue

2013 2014 2015 2016 2017 2018
EUR million
Earned income taxes 90 -33 27 -78 -76 -94
Average increase in municipal tax rate 135 360 0 0 0 0
Investment income tax 108 74 84 41 0 0
Corporate tax -50 -921 13 0 0 0
YLEtax 440 77 -6 7 5 0
Other direct taxes 166 162 65 29 0 0
Value-added tax 742 151 2 0 0 0
Energy taxes 76 169 256 35 1 0
Other indirect taxes 177 167 281 101 0 0

Social security contributions n 580 306 279 205 155



2.2.3  On-budget accounts and National Accounts

In 2014 the State Budget net financing requirement is about EUR 6.5 billion in accord-
ance with the budget approved by Parliament, supplemented with updated tax revenue
estimates and the new adjustment decisions made by the Government on 25 March 2014.
The national accounts forecast for state sector net borrowing amounts to about OEUR 7
billion. In recent years the national accounts budgetary position has tended to be stronger
than the on-budget balance.

On-budget accounts comprise a total of some 70 separate accounting units. In the
national accounts, central government finances are defined as comprising all on-budget enti-
ties as well as 10 extra-budgetary funds. Universities are not included in the State Budget,
although they do still come under the national accounts central government concept. The
state-owned investment company Solidium and the Finnish Broadcasting Company YLE
are also classified as part of central government in the national accounts. In connection
with this year’s national accounts reform other new extra-budgetary units will also be clas-
sified under the central government sector.

The concepts and classifications applied in on-budget accounts and in the national
accounts differ in many respects. For instance, the content of consumption expenditure
items in on-budget accounts differs quite considerably from national accounts consumption
expenditure, and on-budget investment expenditure covers only a small part of expenditure
classified as investment in the national accounts. One significant difference comes from the
use of deferrable appropriations. These are two or three-year grants that are entered in the
Budget for one year only. In the national accounts, deferrable appropriations are entered
on the basis of their use. The net effect of deferrable appropriations can vary widely from
year to year.

Perhaps the single most significant source of differences between the on-budget net
financing requirement and national accounts net lending comes from financial invest-
ments. Financial investments such as central government loans, capitalisations and share
purchases are entered in the State Budget as expenditures. Loan repayments, revenue from
share sales, etc., are accordingly entered on the revenue side. In the national accounts, these
items are entered as financial transactions, which do not affect central government’s fiscal
balance as measured by net borrowing.

Every EU country is required to report twice a year to Eurostat on the differences between
their on-budget and national accounts figures in connection with their EDP reporting. Pub-
lished on the Eurostat website, these reports describe the differences between on-budget
accounting and national accounts not only for central government, but also for other gen-
eral government subsectors.



On-budget balance and central government net lending”

2012 2013* 2014** 2015%* 2016**

EUR billion
On-budget surplus (+)/deficitT (-) 2 7.8 -8.4 -6.5 -4.0 33
Privatization proceeds (net proceeds from equity sales) -0.1 -0.1 -11 -1 -0.5
Financial investment, net 0.7 0.9 0.5 0.5 -0.2
Rvenue surplus in off-budget units (e.g. State Pension Fund) -0.5 -0.6 0.0 0.0 0.0
Cash/accrual basis adjustment 0.0 0.3 0.2 0.2 0.2
Other adjustment items * 03 0.6 0.0 0.5 0.4
Central government net lending (+) /-borrowing (-) 7.3 7.2 -7.0 -4.9 -4.2

Y In national accounts terms.
2 Incl. government debt servicing.

3 Incl. debt cancellations, profit on reinvested foreign direct investments, super dividends

2.3 Local government

In 2013 the local government deficit contracted to 0.8% of GDP, and the local govern-
ment financial position improved by some EUR 700 million from the previous year. This
was due to increased tax revenue growth and slowing expenditure growth. The amount of
local government debt increased to 7% of GDP.

Local government tax revenue showed exceptionally strong growth last year given the
sluggish economy, reaching around 7%. The average municipal tax rate rose by 0.1 percent-
age point to 19.38%. However most of the increase in tax revenue was attributable to one-
off items. Local government revenue was pushed up most particularly by the adjustment of
earned income and capital income tax apportionments between local and central govern-
ment in favour of local governments. The growth of local government expenditure slowed
from the previous year to around 2%:% primarily as a result of adjustment measures. Invest-
ment expenditure, on the other hand, continued to grow apace.

In 2014 it is predicted that the local government deficit to GDP ratio will remain more or
less unchanged from the previous year. The growth of both overall expenditure and income
will slow. Local government debt to GDP will increase to over 8%.

Local government revenue growth will come in at just over one per cent. Tax revenue is
predicted to increase by 2%. Revenue from real estate tax in particular will increase strongly
following the revision of the criteria for real estate evaluations and the decision by some
local authorities to put up their real estate tax rates from the beginning of the year. Rev-
enue from municipal tax will also increase as almost half of all local authorities increased
their tax rates. The average municipal tax rate increased by 0.36 percentage points. Central
government transfers to local governments, on the other hand, will fall as a result of cen-
tral government adjustments.

Local governments’ nominal consumption will increase by just under 2%. Personnel
costs account for the majority of local government expenditure, and the moderate wage
settlement agreed for 2014-2015 will contribute to slow their growth. Active adjustment
efforts by local authorities themselves will also slow the growth of consumption expenditure.



Local government investment spending has increased sharply in recent years and now
stands at an exceptionally high level. There remains considerable pressure to invest within
the local government sector, both in renovation and new construction projects. However
it is thought that the long-standing downturn will begin to restrict new investment starts
by local governments. Therefore it is predicted that over the outlook period the volume of
investment will begin slightly to fall.

Local government taxes, central government transfers,
consumption expenditure and investment

change on the previous year, EUR billion (at current prices)
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Municipal finances to remain tight in the coming years

It is predicted that local government finances will continue to remain firmly in deficit in
2015-2018. Even though economic growth is gradually rebounding, the economic outlook
in general is subdued, and therefore the growth of tax bases and local government tax rev-
enue will be slower than usual.

In 2015-2018 local government tax revenue will increase on average by just over 3% a
year. The temporary 5 percentage point increase in the apportionment of corporate income
tax revenue to local governments will expire in 2016, which will reduce local government
tax revenue in that year.

The local government tax revenue estimate includes several tax base changes decided
by the Government, but those changes have no effect on the development of local govern-
ment revenue because central government transfers to local government have been revised
accordingly to offset the effects on tax revenue. These include increases to the basic and
earned income deduction as well as increased lower and higher real estate tax limits in
2015. In addition the deduction for commuting expenses will be reduced and the maximum
amount deductible on housing loan interest will be progressively scaled back in 2015-2018.
For 2016-2017 it is assumed that the central government tax scales for earned income will
be adjusted for inflation.



Central government transfers to local government will still fall in 2015 and then start
moderately to increase, on average by close to 1¥2 % a year. Central government adjustment
measures will reduce central government transfers by a total of EUR 1.4 billion at an annual
level in 2017. In all, therefore, local government tax revenue growth and the increase in cen-
tral government transfers to local government will average 2,3%.

It is predicted that overall local government expenditure growth will slightly outpace
overall revenue. The volume of local government consumption is expected to follow the
increasing demand for services resulting from the changing population structure and to
increase by less than one per cent a year. It is assumed that earnings in the local govern-
ment sector will develop in line with general earnings trends.

The current outlook does not assume any increases in municipal income tax rates,
despite significant upward pressure. It also makes no assumptions regarding as-yet-unspec-
ified local government measures in 2015-2018 to adjust expenditure levels and to increase
operational efficiency. The forecast for the local government sector therefore is in essence a
scenario exercise, indicating the general scale of the deficit that will open up in local gov-
ernment finances if the local authorities take no balancing actions.

Without effective measures, local government finances are on an unsustainable path

The state of local government finances gives cause for concern. If the revenue and expend-
iture projections outlined here are accurate, the local government sector will remain
firmly in deficit through to 2018. This will drive up the volume of local government debt
to EUR 25 billion by 2018, over EUR 11 billion more than in 2013. The debt to GDP ratio
will climb to over 11%. The outlook is further clouded by the steadily escalating expendi-
ture pressures beyond the outlook period as a result of population ageing. For this reason
the local government debt ratio risks to accelerate further unless timely steps are taken to
address the sustainability gap in local government finances.

In its structural policy programme the Government has set the target of achieving bal-
ance in local government finances. Under this programme the Government has commit-
ted itself to reducing the duties and obligations of local authorities so that the operational
expenditure of local and joint municipal authorities is reduced by one billion euros at an
annual level in 2017. Further savings of one billion euros at an annual level in 2017 should be
achieved through tax financing and interventions by local governments themselves, among
other things by improving productivity. On the other hand the structural policy programme
includes measures that have the effect of increasing local government expenditure. This
forecast only takes account of those components in the package of measures whose details
(including scale) have already been specified and decided. It is estimated that the measures
included in the Government spending limits decision will reduce net local government
expenditure by around EUR 280 million at an annual level in 2017.

In line with the Government’s structural policy programme steps will be taken to
reform the system of macroeconomic local government steering with a view to securing
balanced finances. The EU directive on requirements for budgetary frameworks (2011/85/
EU) requires Member States to strengthen the fiscal governance of the public sector and



its all sub-sectors . In keeping with this directive the Government decree on fiscal plan-
ning (120/2014) requires that a target is also set for the local government budgetary posi-
tion in 2015 and that a ceiling is specified for the maximum amount that measures taken
by central government may affect local government finances. This will help to integrate
local government macroeconomic steering more closely with the control and planning of
general government finances. Furthermore the economic provisions of the Local Govern-
ment Act will be revised so that they are more supportive of maintaining balance in local
government finances.

The scenario calculation presented clearly underscores the importance of the effective
implementation of measures designed to strengthen local government finances from the
point of view of local government sustainability. In recent years local governments have
taken active adjustment efforts among other things by increasing their tax rates, but the
achievement of balance will still require substantial further input. The macroeconomic
steering reform will take full effect in 2015 and provide a range of new tools for improv-
ing the stability of local government finances. This will require a firm commitment to the
objectives set on the part of both central government and local governments.

Local government debt
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Local government "

2011 2012* 2013**  2014**  2015*  2016**
EUR billion

Taxes and social security contributions 19.2 19.4 20.7 211 21.8 223
of which municipal tax 16.3 16.8 179 18.3 18.8 19.4
corporate tax 1.6 1.5 1.5 13 14 13
real estate tax 1.2 13 14 1.5 1.6 1.6
Other revenue? 16.1 16.7 17.3 17.3 171 174
of which interest receipts 03 03 0.3 03 0.3 0.3
of which transfers from central government 12.2 12.6 133 13.2 12.9 131
Total revenue 353 36.0 38.0 38.4 38.9 39.6
Consumption expenditure 30.1 315 324 33.0 337 34.6
of which compensation of employees 19.9 20.7 21.0 21.0 21.2 21.5
Income transfers 2.8 3.0 3.0 3.2 34 3.6
of which social security benefits and allowances 1.1 1.2 13 13 13 14
subsidies and oher transfers 14 1.5 1.6 1.6 1.8 1.8
interest expenses 0.2 0.2 0.2 0.2 0.3 0.5
Capital expenditure® 34 37 41 4.0 40 3.9
Total expenditure 36.3 38.2 39.5 40.1 411 42.0
Net lending (+) / net borrowing (-) -1.0 2.2 -1.5 1.7 2.2 24
Primary balance ¥ A1 23 16 1.8 23 23

" s calculated in the national accounts.
D ndl. capital transfers and consumption of fixed capital.
3 Gross capital formation and capital transfers.

M Net lending before net interest expenses.



2.4  Social security funds

241  Earnings-related pension funds

In 2013 the surplus of earnings-related pension funds narrowed to 2.1% of GDP, down
from 2.5% in 2012. In the past five years the surplus of earnings-related pension funds has
decreased by more than 2 percentage points.

Pension expenditure has risen sharply in recent years with the growing number of pen-
sioners and with the higher average level of pensions, as new pensions are higher than the
old ones in payment. The weaker employment situation and the slower rise in earnings
have in turn dampened the growth of incomes from contributions. Low interest rates have
in turn reduced interest revenue on pension assets. Another factor contributing to reduce
interest revenue is the shift in investment focus to stocks. However the total value of pen-
sion assets had climbed to EUR 162 billion by year-end 2013.

The growing number of pensioners and the rise in the average pension will continue to
drive pension expenditure growth throughout the outlook period. Slower inflation means
that annual indexations of pensions will remain at less than 2% over the outlook period,
which will slow the growth of pension expenditure. The Government decided in its spend-
ing limits discussions on 25 March 2014 to lower the pension index increment to 0.4% in
2015. The Government also decided to transfer EUR 500 million from the State Pension
Fund into the Budget. Pension expenditure will increase at around 5% throughout the fore-
cast period. Pension expenditure to GDP will climb to over 13% in 2018, compared to less
than 9% in 2008.

The earnings-related pension contribution was increased by 0.8% from the beginning
of 2014, returning to the previously agreed track after the decision last year to suspend the
increase. Earnings-related pension contributions will be increased by 0.4 percentage points
in 2015 and 2016, with the burden shared equally by employees and employers. Wage bill
growth will remain sluggish both this year and next as a result of weak employment growth
and moderate pay rises. It is expected that proceeds from pension assets will increase dur-
ing the outlook period with higher interest rates. In 2014 it is expected that the earnings-
related pension funds surplus will be 2.1 % of GDP. In 2015 and 2016 contribution hikes
and increased interest receipts will be enough to keep pace with the growth of expenditure,
and the surplus of earnings-related pension funds will improve moderately.

Based on the contribution hikes and the growth of interest and capital income it is pre-
dicted that the surplus of earnings-related pension funds will remain at over 2% of GDP
in 2017-2018". Pension expenditure will continue to increase rapidly in the medium term,
too, even though the life expectancy coefficient will cut new pensions by as much as 4.4%
in 2018. The financial position of earnings-related pension funds excluding net interest
expenditure will weaken by 0.7% over the outlook period, even though their headline bal-
ance will remain unchanged from 2013. This reflects the key importance of the interest rate
assumption in the forecast.

' The medium-term forecast assumes that pension contributions will increase by 0.3 pecentage points

in 2017 and by 0.2 percentage points in 2018.



Investment portfolio of pension funds by type of
investment (all members)
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Finances of social security funds"

2011* 2012* 2013* 2014** 2015** 2016**

EUR billion
Investment income 4.0 3.8 37 4.2 4.7 5.2
Social security contributions 24.0 255 259 269 271 28.7
of which contibutions paid by employers 16.9 17.7 17.9 18.4 18.8 194
contributions paid by insured 71 7.8 8.0 8.5 8.8 9.3
Transfer from general government 11.6 123 12.9 13.2 13.2 133
Other revenue 0.6 0.5 0.5 0.6 0.6 0.6
Revenue 40.2 421 431 44.9 46.1 47.8
Consumption expenditure 34 3.6 3.6 3.7 37 3.8
Social security benefits and allowances 28.7 30.6 325 34.0 34.8 36.0
Other outlays 2.6 2.7 2.9 33 33 3.1
Expenditure 34.7 36.8 38.9 40.9 4.8 43.0
Net lending (+) / net borrowing (-) 5.4 5.2 4.1 3.9 43 4.8
Earnings-related pension schemes 54 4.8 41 42 44 48
Other social security funds 0.1 04 0.0 -0.2 -0.1 0.0
Primary balance ? 3.0 3.1 2.0 17 17 17

" As calculated in the National Accounts.

2 Net lending before net interest expenses.



2.4.2  Othersocial security funds

Other social security funds include the Social Insurance Institution (Kela) and the Unem-
ployment Insurance Fund, which are responsible for the provision of basic security and for
earnings-related unemployment security, respectively.

The expenditure of other social security funds increased by 5.5% in 2013. This sharp
growth was attributable to rising earnings-related unemployment security expenses, which
were up by 16.7%, and the growth of basic unemployment security, up 18.2%. The costs of
unemployment exceeded EUR 4 billion. Sickness insurance expenditure fell marginally last
year as a result of reduced reimbursements of medicines and travel expenses as set out in
the Government Programme. Transfers from central and local government to other social
security funds increased by EUR 400 million from the previous year, allowing these funds
to maintain financial balance in 2013.

It is predicted that unemployment-related expenditure will still rise in 2014, but then
begin to fall as unemployment eases towards the end of the outlook period. Unemployment
expenditure will be reduced by the decisions taken by the Government on 25 March 2014
to cut earnings-related unemployment expenditure by EUR 50 million from the beginning
of 2015. Furthermore the Government decided on savings of EUR 51 million in sickness
insurance expenditure. Despite these savings sickness insurance expenditure is projected to
increase on average by 3% a year over the outlook period. The Government also decided to
increase the national pension index by 0.4% in 2015, around one percentage point less than
the normal index adjustment. As a result of these savings decisions the growth of expendi-
ture by other social security funds will slow appreciably from the beginning of next year.

Employees’ sickness insurance contribution increased by 0.12% and employers’ income
security contribution by 0.1% from the beginning of this year. Employees’ and employers’
unemployment insurance contribution, on the other hand, fell by 0.1%. As a result of the
lowered unemployment security contribution and the growth of unemployment expendi-
ture, the financial position of other social security funds will show a deficit of 0.1% of GDP
this year. From 2015 other social security funds will be close to balance.

The relative contributions of the local government sector and central government to
Kela financing will be revised in 2015 as local governments take more responsibility for
the financing of long-term unemployment. In 2012 more than two-thirds or 69% of Kela’s
financing came from central government, 26% from social security contributions and 5%
from local governments.



Social security contributions rates and pension indices

SOCIAL INSURANCE CONTRIBUTIONS "

Employers
Sickness insurance
Unemployment insurance

Earnings-related pension insurance

Local government pension insurance

Employees
Sickness insurance
Unemployment insurance

Earnings-related pension insurance

Pensioners
Sickness insurance

Pension indices

Earnings-related index (over 65)

National pension index

2011

212
2.32
17.10
23.60

2.01
0.60
4.92

1.36

2323
1508

2012

212
2.32
17.35
23.60

2.04
0.60
5.45

1.39

2407
1565

2013

2.04
2.32
17.35
24.00

2.04
0.60
5.45

1.47

2475
1609

2014**

214
2.20
17.75
23.70

2.16
0.50
5.85

1.49

2509
1630

2015**

215
2.20
17.95
23.70

218
0.50
6.05

1.50

2519
1637

2016**

215
2.20
18.15
23.50

2.20
0.50
6.25

1.53

2558
1664

" 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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2.5 Long-term sustainability of public finances

Public finances are not on a sustainable basis in the long term, but with the economy
returning to normal and adjustment measures taking effect, general government will
move closer to balance in the medium term. The changing population age structure has
begun to push up age-related expenditure and reduce the number of people in working
age. The fiscal pressures of population ageing will remain high for the next two decades.

The Ministry of Finance assesses the impacts of population ageing on public spending
using a model developed by the Ministry of Social Affairs and Health. Using this social
expenditure model it is possible to forecast the development of age-related expenditure
through to 2060. The estimates are based on Statistics Finland’s 2012 population projection,
age group breakdowns for social and health care expenditure and long-term projections
of macroeconomic development. The model provides an insight into how pension, health
care, long-term care and unemployment expenditure are expected to develop with the
changing population structure. In addition the current projections include an assessment
of the development of education expenditure. In 2012 age-related expenditure accounted
for around half of all public spending.

By 2030, with the population aged 65 or over estimated to increase by more than 400,000
people, it is forecast that pension expenditure will increase by around 2.3 percentage points
to 15% of GDP. The growth of the elderly population will also drive up health care and long-
term care expenditure, both of which will increase by around one percentage point rela-
tive to GDP by 2030. It is expected that unemployment and education expenditure will
remain close to their current levels throughout the outlook period. Age-related expenditure
is expected to increase by over 4% relative to GDP by 2030. Pension expenditure is expected
to decrease moderately after 2030 as the life expectancy coefficient cuts new beginning
pensions in correlation with the rising life expectancy. However it is expected that health
care and long-term care expenditure will continue to grow throughout the outlook period
with the ageing population structure, even though it is thought that the improving health
of the elderly population will reduce the age-group standardised need for care. Age-related
expenditure will rise by 4.4% from 2012 to 2060.

Age-related expenditure provides a guide for assessing long-term adjustment needs in
public finances, i.e. the so-called sustainability gap. According to the Ministry of Finance’s
estimate the sustainability gap in general government finances stands at 3.0% of GDP at
2018 level. The structural deficit of base year 2018 accounts for -1.8 percentage points of the
sustainability gap, future interest expenditure on existing debt for 0.9 percentage points,
reduced property income for 1.7 percentage points and increasing age-related expenditure
for 2.2 percentage points. The sustainability gap estimate does not take account of the meas-
ures that have not yet been rubberstamped. The calculation is based on existing legislation
and measures already decided upon.

The sustainability projection is in essence a scenario calculation that projects future
trends under the existing set of rules based on long-term population projections, the weight
of spending in different age groups, and economic development. The further one reaches
ahead of time with the forecast, the greater the uncertainty, which is why the forecast is
highly sensitive to the assumptions on which it is based.
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The figure is compiled using the model developed by the Ministry of Social Affairs and Health for social expenditure

analysis.

General government finances 2012-2060, % of GDP

2012 2018
Total expenditure 56.7 57.5
of which age-related and unemployment expen-
diture 284 304
Pensions 12.7 14.2
0Id-age pensions 13 13.0
Other pensions 13 1.2
Health care 6.0 6.3
Long-term care 21 23
Education 59 59
Unemployment 1.8 17
Interest expenditure 14 1.8
Total revenue 54.5 574
of which: property income 37 4.5
Net lending 2.2 0.0
of which: transfer to pension funds 2.5 2.0
General government debt 53.6 61.2
General government assets 123.8 135.0
Pension funds financial assets, gross 775 89.0

*) Cyclically-adjusted net lending as of 2017.

2030 2040
% of GDP

59.6 59.7
325 326
15.0 14.0
13.8 129
1. 1
6.8 7
30 38
61 61
16 17
38 51
57.8 56.9
48 40
39 -6.0
05 08
78.1 1043
1226 106.4
85.0 745

2060

59.9

32.8

134
124
0.9
74
43
6.1
1.6
9.7

56.4
3.5

-11.4

199.3
973
72.3

2060-2012
change, %
3.2

44

0.7
11
-0.4
14
22
0.2
-0.2
8.3

19
-0.2
9.2
-14
145.7

-26.5
5.2



Underlying assumptions

Labour productivity growth
Real GDP growth

Participation rate
males (15-64)
females (15-64)
total (15-64)

Unemployment rate
0ld-age dependency ratio*
Inflation

Real interest rate

Real return of asset

*the ratio of people aged over 64 to those aged 15-64
Souce: Ministry of Social Affairs, Statistics Finland, Ministry of Finance.

2018

1.0
1.4

76.6
75.6
759

76
35
1.8
1.0
2.0

Assumptions, %

2030

14
1.4

78.4
74.6
76.6

7.0
44
2.0
3.0
3.5

2040

14
1.6

78.5
75.1
76.7

7.0
45
2.0
3.0
3.5

2060

14
15

78.6
75.6
71.0

7.0
50
2.0
3.0
3.5
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Appendix 1
Changes from the previous forecast

Table 1. Evolution of forecasts over time'

2013* 2014** 2015%* 2016**

eb1 es2 eb2  esil eb1 es2 eb2  esil eb1 es2 eb2  esl esl

GDP at market prices,

change in volume, % -0.4 -0.5 -1.2 -1.4 1.2 1.2 0.8 0.5 1.9 1.9 1.8 1.4 1.8
Consumption,

change in volume, % 0.6 0.4 -0.1 -0.3 0.8 0.8 0.4 0.1 1.2 1.2 0.9 0.3 1.0
Exports,

changein volume, % 00 -05 -08 0.3 3.7 3.7 3.6 3.5 4.2 4.2 4.1 4.1 4.8

Unemploymentrate, % 8.3 83 8.2 8.2 8.1 8.2 8.4 8.4 78 79 8.2 8.3 8.1

Consumer price index,
change, % 1.7 1.6 1.5 1.5 2.1 21 1.5 1.5 2.0 2.0 1.6 1.7 19

Central government
net lending, % of GDP -3.7 -3.8 -3.8 -3.7 -3.0 -3.3 -3.6 3.5 2.5 -3.0 3.2 -2.4 -2.0

General government
net lending, % of GDP 2.5 -2.6 -2.6 -2.4 21 -2.3 -2.5 2.4 -1.6 -1.9 -2.0 1.4 -09

Central government
debt, % of GDP 46.5 475  46.6 464  48.0 49.3 49.3 48.7 | 483 50.1 50.7 493 492

! Release date: Economic Bulletin 19.6.2013 (eb1), Economic Survey 16.9.2013 (es2), Economic Bulletin 19.12.2013 (eb2) and Economic Survey 3.4.2014
(es1).

Sources: Statistics Finland, MoF

Table 2. Qutturn data for 2013 and forecasts used in budget process, change %

Forecast for 2013 Average forecast errors
Forecast
under-/over- Magnitude of
Spring Autumn Outturn estimation', forecast error?,
2012 2012 2013 pp- pp-
GDP (volume) 1.5 1.0 -1.4 23 41
GDP (value) 4.0 3.4 0.6 2.6 4.5
Private consumption (value) 3.8 3.6 0.8 11 33
Current account, % of GDP -0.3 -14 -0.8 1.5 1.8
Inflaation 2.6 24 15 0.6 1.0
Wage bill 2.6 2.5 1.0 1.5 2.0
Unemployment rate 79 8.1 8.2 0.0 11
Central governmnet debt, % of GDP 454 47.2 47.6 11 3.6
Central government net lending, % of GDP 2.5 -2.8 3.7 12 1.8
General government net lending, % of GDP -0.5 -1.2 24 13 2.2

Forecasts are compared with March preliminary national accounts data.

Averages for the past five years are calculated on the basis of spring and autumn forecasts concerning the budget year.

T 0ver- 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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Appendix 2

Recent policy measures
August 2013-December 2013

30 August 2013

The labour market confederations reached a settlement on a collective bargaining agree-
ment in line with the national Pact for Employment and Growth with a view to supporting
employment and economic growth in Finland. The national labour market confederations
propose a revision of collective agreements in two stages. The first phase of the agreement
period will be 24 months if the current agreement ends no later than 31 December 2013;
otherwise the first phase will continue for 22 months. The second phase of the agreement
period will end on a date to be determined by the collective bargaining parties between
1 November 2016 and 31 January 2017.

The first agreed increase for the first agreement phase shall be 20 euros per month. The
agreed increase shall be implemented four months after the starting date of the first agree-
ment phase. The second agreed increase shall be 0.4%, and it shall be implemented 12
months after the first agreed increase. The labour market confederations shall meet in
June 2015 to review the general economic climate, progress achieved with structural
reforms, employment, the development of exports and competitiveness, and related fac-
tors. Based on these discussions the labour market confederations shall agree upon the
cost effects and timing of the second phase wage settlement.

5 September 2013
The Government submitted to Parliament the second supplementary budget proposal for
2013. The second supplementary budget proposal for 2013 increases the need for net bor-
rowing by EUR 10 million. Central government net borrowing is estimated at around
EUR 7.8 billion.

12 September 2013

The Government submitted to Parliament the third supplementary budget proposal for
2013. The proposed net reduction in revenue estimates is EUR 899 million and the net
increase in appropriations EUR 389 million. The third supplementary budget proposal for
2013 thus shows an overall deficit of EUR 1.3 billion. Proposed central government net
borrowing for 2013 is estimated at EUR 9.1 billion.



16 September 2013

The Government submitted to Parliament its proposal for the 2014 State Budget. Exclud-
ing net borrowing, ordinary revenue comes to EUR 47.2 billion and appropriations total
EUR 53.9 billion. The Budget projects a deficit of EUR 6.7 billion, which under the pro-
posal will be covered by increased government borrowing. At year-end 2014 it is estimated
that government debt will stand at around EUR 100 billion, or 49% of GDP. It is projected
that on-budget revenue will increase by nearly 3% compared to the amount budgeted for
2013 (including supplementary budget proposals). The growth of tax bases will be con-
strained by the decline in total output and modest economic growth in 2014. In terms of
scale, the single most significant tax policy decision concerns the reform of corporate and
dividend income taxes. In 2014 the corporate income tax rate will be lowered by 4.5 per-
centage points to 20%, and the structure of dividend taxes will be overhauled. The tax
base from business and industry will be expanded among other things by withdrawing
the right of businesses to deduct entertainment expenses and by limiting the tax deduct-
ibility of interest charges. Local governments and parishes will continue to receive an
increased percentage of corporate income tax revenue. Tax adjustments in 2014 consist
mainly of increases in excise duties: the duty on alcoholic beverages, tobacco products and
soft drinks will be increased, as will taxes on transport fuels and electricity. The earned
income deduction and basic deduction will be increased in earned income taxation. Inter-
est deductions on housing loans will be further reduced by 5 percentage points. Tax rules
for mileage allowance payments will be revised. The maximum amount of domestic help
credit will be increased to EUR 2,400. Earned income tax scales will not be adjusted for
inflation and income growth. When the increase in price levels is taken into account,
appropriations to administrative branches will be down by 2.9% in real terms compared
to the 2013 ordinary budget and by 3.8% compared to final 2013 budget amounts. Deci-
sions taken by the Government to adjust central government finances will curb expendi-
ture growth and reduce net central government spending by some EUR 0.6 billion com-
pared to savings made in 2013. In line with earlier decisions, the savings will affect cen-
tral government transfers to local governments for the provision of basic public services,
for instance. Interest outlays on central government debt will be unchanged from 2013.
Proposed spending limits appropriations amount to EUR 42.5 billion. Under the Govern-
ment’s proposal there would remain an unallocated reserve of around EUR 83 million in
addition to the EUR 200 million supplementary budget provision.

20 September 2013
Parliament decided that the second supplementary budget for 2013 will be put into effect
as of 1 October 2013.

11 October 2013
Parliament decided that the third supplementary budget for 2013 will be put into effect as
of 21 October 2013.



24 October 2013

The Government submitted to Parliament the fourth supplementary budget proposal for
2013. The proposed net revenue increase comes to EUR 48 million, while net appropria-
tions are up by EUR 189 million. The fourth supplementary budget proposal for 2013 thus
shows a deficit of EUR 141 million. Proposed central government new borrowing for 2013
is EUR 9.2 billion.

25 October 2013

The labour market confederations confirmed they had reached a settlement on a Pact for
Employment and Growth. The contracting parties in different branches have reported on
the outcomes of their respective negotiations to the confederations. The sectors where an
agreement has been reached in line with the Pact for Employment and Growth cover 93%
of all wage earners.

7 November 2013

The ECB Governing Council decided to lower the interest rate for the Eurosystem’s main
refinancing operations to 0.25%, with effect from the operation to be settled on 13 Novem-
ber 2013.

21 November 2013

The Government submitted to Parliament its proposal for an amendment to the 2014
budget proposal. It is proposed that appropriations be increased by a net total of EUR
108 million and that ordinary revenue be decreased by a net total of EUR 261 million. The
supplementary proposal therefore increases central government borrowing needs by EUR
369 million. Proposed central government net borrowing for 2014 is EUR 7.1 billion. As a
consequence it is estimated that central government debt will rise to around EUR 100 bil-
lion by the end of 2014. It is proposed that net tax revenue estimates are revised down-
wards by EUR 265 million. As part of the Pact for Employment and Growth it is proposed
that earned income tax scales be revised so that income thresholds are increased by 1.5%
with the exception of the highest income bracket. In addition the proposed revision of
the rules for computing the tax-free mileage allowance in 2014 will be cancelled. It is pro-
posed that appropriations be increased by a net total of EUR 108 million.

27 November 2013
Parliament decided that the fourth supplementary budget for 2013 will be put into effect
as of 1 December 2013.

12 December 2013

The Government submitted to Parliament its proposal the fifth supplementary budget pro-
posal for 2013. The fifth supplementary budget proposal increases net borrowing needs by
EUR 31 million. Central government net borrowing is estimated at around EUR 9.2 bil-
lion.



20 December 2013

Parliament decided that the fifth supplementary budget for 2013 will be put into effect as
of 30 December 2013.

Parliament decided that the 2014 Budget will be put into effect as of 1 January 2014.
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