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TO THE READER

In this document, titled ‘A Self-Renewing, Resilient and Sustainable Society;, the key eco-
nomic and administrative policy issues for the next parliamentary term are reviewed from
the perspective of the Ministry of Finance. Development prospects for the next parliamen-
tary term are also analysed in the publication and there is discussion on the key challenges
facing Finland and the policy choices associated with them. The purpose of the document
is to serve as a contribution to the debate on the policy decisions to be made during the
next parliamentary term and to provide a basis for the necessary discussion on the choices
facing Finland.

The publication was jointly prepared by the Ministry’s departments. The preparation was
the responsibility of the Economic Policy Coordinator, Director General Sami Yldoutinen
and the work was steered by the Ministry’s Group of Directors. Finalising the report for
publication was the responsibility of Financial Specialist llari Ahola and Senior Specialist
Antto Korhonen.

February 2019
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Executive summary

Finland should develop its strengths and take advantage of its
opportunities

Finland has been a success story over the past century. In just a few generations, our coun-
try has risen to become one of the most prosperous nations in the world. Finland’s success
and strong average economic growth are the result of a functioning democracy and its
ability to make decisions; a stable and secure society based on trust; investments in the
education, welfare and social security safety net of its people; and utilisation of natural re-
sources. These strengths have also helped Finland to cope with even the most severe eco-
nomic fluctuations and to turn the changes that have shaken the very bedrock of econ-
omy and society into opportunities i.e. new forms of business activities and jobs.

In the years and decades to come, Finland will be facing a wide array of difficult chal-
lenges, which need solutions. Climate change, an ageing population, technological revo-
lution and tensions in world politics will put us and other Western democracies to the test,
both economically and politically. Finland will be dealing, in particular, with the pressures
of an ageing population before many other nations: working age population is shrinking;
pension expenditures and the need for public services are growing. Furthermore, struc-
tural unemployment remains high and productivity growth has slowed down.

The strengths mentioned above and their further development will allow Finland to tackle
future challenges, turn major societal changes into its advantage and stay at the forefront
of developed countries. This, however, requires that we will also be able to make the nec-
essary political decisions and implement them. Structures of society can be renewed by
political decisions so that the resources of the society can focus effectively and appropri-
ately.
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In particular, an educated, skilled workforce provides a strong foundation for coming up
with and putting into effect even the most difficult solutions. We must also make full use
of the opportunities created by technological advances and digitalisation. Digitalisation
makes it possible to improve the productivity and customer-orientation of both the public
and private sectors. Real-time information and the improvement of its quality can signifi-
cantly accelerate the identification and rectification of potential problems. Smart solutions
based on data, machine learning algorithms and robotics will help to effectively allocate
scarce resources, thus improving productivity growth.

Biggest strengths and weaknesses of Finland’s public finances and public governance and their opportuni-
ties and threats

— Functioning democracy and government — Unfavourable demographic trends
— Stable and secure society based on trust — Thin buffers of public finances for the next economic recession
— Highly educated population and large legal and contractual obligations
— Comprehensive, high-quality public services — High structural unemployment and low employment rate
— Comprehensive safety net and risk-bearing capacity — Sparsely populated country
provided by social security — High cost of housing in growth centres
— Functioning and stable financial system — Lack of horizontal co-operation across administrative

— Forest, extractive minerals and water reserves, pristine nature | Poundaries

— Utilisation of new technologies, digitalisation and data — The spread of disturbances in the global economy or
resources politics to Finland

— Reform of the service system and social security — (limate change

— Increasing the sectoral, occupational and regional mobility — Inability to renew
of labour

— Escalation of social differences
— Strengthening a favourable investment environment — Regional differentiation

— Learning from best international practices — Threats and disturbances to the digital environment

Strengthening of public finances should continue

The buffers of public finances are thin and the sustainability problem has not been
solved

After having long been in deficit, public finances are regaining balance due to a strong
economic upswing and the fiscal adjustment measures taken. However, economic growth
is slowing down and the possibility of another economic recession occurring during the
next parliamentary term cannot be ruled out. Public finances are in a significantly weaker
position to deal with the next recession than it was before the financial crisis that began
in 2008. In 2008, the public debt-to-GDP ratio was below 33%. Today, that figure is nearly
60%. (For more information, see section 2.1.)

1
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The structural deficit in public finances and increased debt ratio along with large guaran-
tee responsibilities have compromised the ability of public finances to withstand distur-
bances that typically spread to Finland from the world economy. Even a moderate reces-
sion would push the deficit in public finances above the 3% budget deficit limit specified
in the EU Stability and Growth Pact. The debt ratio reference value of 60% would also be
exceeded quickly. Avoiding the need for contractionary fiscal adjustment measures in a
recession would require strengthening of public finances during economic upswing. (For
more information, see section 2.2.)

The sustainability problem of public finances has not yet been solved. The sustainability gap
is the result of annual increases in pension, health and long-term care costs, with no new de-
cisions being made based on existing legislation. Consequently, new adjustment measures
are needed each year to keep the fiscal deficit and public debt from growing. According to

a recent Economic Survey published by the Ministry of Finance in December 2018, the sus-
tainability gap is nearly 4% relative to GDP, i.e. EUR 10 billion at 2023 level. There is, however,
a great deal of uncertainty associated with the sustainability gap estimate.

On one hand, the sustainability gap has been reduced by substantial fiscal adjustment
measures and pension reform. On the other, it has increased because of the new population
projection and the updated assumptions used in calculation. In addition to this, it should be
pointed out that the impacts of many of the structural reforms that have been and are be-
ing made have not yet been taken into account in the calculating the sustainability gap. The
sustainability gap calculation does not take into account the targets for limiting costs to EUR
3 billion set for regional government and health and social services reform, nor the EUR 1
billion savings target set for improving the efficiency of public finances. Secondly, it remains
to be seen how much of the growth in employment enjoyed in recent years will be perma-
nent, even in the face of an economic downturn, and how much of it is only the temporary
phenomenon caused by an economic upswing. (For more information, see box 2.1.)

Target: Strengthening the buffers and sustainability of public finances

Public finances should show a surplus during the next government term if economic policy
is based on strengthening the buffers and sustainability of public finances. In this respect,
direct fiscal adjustment measures would strengthen public finances by a total of EUR 2 bil-
lion by 2023. In the light of most recent forecasts, this would lead to a budget surplus of
approximately half a per cent relative to GDP in public finances. The estimate will be revised
when the Ministry of Finance publishes its next economic forecast at the end of March.

12
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Measures that quickly boost public finances are crucial to building buffers for the next
recession. If no new decisions are made, public finances will deteriorate when an ageing
population increases pension, health and long-term care costs year after year. Further-
more, there is uncertainty associated with the impacts of structural reforms, which will
only bear fruit in the long-term.

In order to ensure that sustainability of public finances can be secured also over the long
term, it is necessary to keep making structural reforms. The target should be to strengthen
public finances by approximately EUR 5 billion through structural reforms by the end of the
2020s. This target can be reached if it can be ensured that regional government and health
and social services reform will keep EUR 3 billion in costs growth in check and decisions will
be made on measures, which will make it possible the employment rate to increase to 75%
by 2025. An increase in the employment rate of three percentage points would require the
addition of approximately 100,000 employed persons compared to the current level.

The above-mentioned target recommendations are illustrated in the figure below. The tar-
get recommendations are used to ensure the sustainability of public finances for the next
few decades, but it will not be enough to cover the entire sustainability gap over the long
term. As a result, there is still work to be done to close the sustainability gap also for the
future parliamentary terms. (For more information, see section 2.3.)

A decision has been made to assess the sustainability of the pension system on a regular basis.
If the sustainability of the pension system seems to be at risk, the necessary measures should
be taken early enough. As the current level of pension contributions are quite high, there is no
room for further increases. On the contrary, preparations should be made to institute reforms,
which would help to reduce pension contributions from their current levels. This could, if nec-
essary, make room for state tax increases. (For more information, see box 2.1.)

- Sustainable public finances

Stronger buffers and more jobs g
for the coming decades

Fast-acting measures Structural reforms

I I
EUR 0.5 billion each Measures promoting Productivity in the provision of
year 2020-2023 growth and employment public services

EUR 3 billion

General government Employment rate 75%
surplus approx. 0.5%
relative to GDP

Debt ratio approx. 55% Debt ratio approx. 50%
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The management of public finances cannot count on economic growth stronger than
forecast. Sustainable economic growth that is faster than forecast is, however, possible
and can fill the funding gap in public finances if the conditions for growth in employment
and productivity can be enhanced by, for example, political decisions. This would require
reforms in line with the scale of the challenges faced. Furthermore, the impacts of struc-
tural reforms can be considered a factor that reduces the need for fiscal adjustment meas-
ures, provided that they can be included in the central government spending limits based
on calculations approved by the Ministry of Finance.

In the coming parliamentary term, a 0.5% surplus relative to GDP budgetary target for
2023 should be set as the basis for fiscal policy. The budgetary targets for central govern-
ment, future county government, local government and social security funds, and also
spending limits for the state finances and government programme tax policies would be
scaled based on this target. All the preconditions set in EU and Finnish legislation must
also be taken into consideration when setting these targets. Furthermore, outlooks con-
cerning public finances must be examined on an annual basis when drafting the general
government fiscal plan. In this case, the Government would have to decide on corrective
measures if there is an indication that the set targets are unattainable. (For more informa-
tion, see section 9.)

How the resilience of society and the sustainability of public
finances can be strengthened?

Cost pressures should be reduced and tax expenditure should be examined critically

Public finances can be quickly strengthened by cutting costs and raising taxes. Finland'’s
ageing population will increase public spending every year for several decades. Attention
must be given to the amount and appropriation of public spending also in the future, in
order to ensure that any increase in costs can be kept in line with the carrying capacity of
the economy while taking the needs of all segments of the population into consideration.
In addition, the funding of new expenditure needs arising during the next parliamentary
term should be covered by re-allocating appropriations. Cost cuts should, wherever pos-
sible, be targeted in such a way that they do not undermine the conditions for economic
growth.

When looking for ways to strengthen public finances, taxes can only be raised to a very
limited extent so that economic growth and employment are not adversely affected.
When considering potential tax hikes, international tax competition and the impact that
taxation has on the incentives of work and business activities should be taken into ac-
count. The least harmful approach would be to target tax hikes on consumption and real

14
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estate. Tax revenues can also be increased by eliminating ineffective forms of tax expend-
iture. A tax structure that improves the conditions for growth promotes the sustainability
of public finances. A net decrease in taxes is not possible due to the sustainability gap. (For
more information, see section 3.)

Incentives to work and matching of labour supply and demand should be improved

Inclusion in working life prevents marginalisation. A high employment rate is therefore a
key objective when securing resilience of society and basis for public finances. The im-
portance of promoting employment is emphasised when the working-age population

is shrinking. In addition to this, Finland’s employment rate is lower than that of the other
Nordic countries. Employment can be increased by reducing unemployment, encouraging
people outside the workforce to join labour market, or promoting work-based immigra-
tion. A higher fertility rate would also increase employment over the long-term, but influ-
encing the fertility rate is easier said than done.

Employment can be improved by reforming the social security, tax and service systems,
which affects the incentives to work, among other things. This should be done in a fiscally
sustainable manner. Furthermore, it should be critically assessed if the current resources
on active labour market policies could be allocated even more effectively. Active labour
market policy measures should not be taken in areas where employment would occur
even without them.

In order to improve the matching of supply and demand for labour, the sectoral and oc-
cupational mobility of people should be facilitated, but attention must be given to the
cost-effectiveness of the measures taken. For example, opportunities for continuous learn-
ing could be promoted throughout working careers. In particular, this need applies to
people whose qualifications do not meet the requirements of the labour market. An effort
can be made to promote regional labour mobility by improving the functionality of the
housing market. In addition to this, the number of people with only comprehensive school
education must be reduced.

It would be possible to further increase the employment rate of older workers by pro-
viding support for staying in the workforce and limiting the pathways to early exit from
labour force. Where youths are concerned, an effort could be made to accelerate access to
education and the duration of studies. It would also be possible to improve the employ-
ment rate of mothers with small children with a family leave reform. Increases in the cost
of, for example, day care, would, however, weaken public finances. (For more information,
see section 4.)

15
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Favourable conditions for investment and competence promote productivity
development

Productivity development can first be promoted by ensuring that Finland is an attrac-
tive investment environment. This would bring in new, more profitable capital stock and
foreign investment. More extensive international corporate activity in Finland could also
promote the dissemination of knowledge and best practices in the country. As a rule, the
more effective utilisation of international research and development results would be
profitable.

Increasing labour mobility from low-performance to higher performance companies in-
creases productivity. Thus, productivity can be targeted indirectly by increasing the re-
gional, occupational and other forms of labour mobility. Ensuring healthy competition be-
tween companies is also important. In this respect, it is essential that new companies have
free access to the market and less profitable companies shut down their operations, thus
putting the resources tied up in them at the disposal of profitable companies.

In the knowledge economy, growth is often created through interaction. In dense urban
environments, encounters with other fields creates new sources of growth. Productiv-
ity growth can thus be promoted by eliminating obstacles to urbanisation as well as by
streamlining zoning and construction. (For more information, see section 5.)

The tax structure should be steered in a more growth-oriented direction

Economic growth and employment can be promoted by a neutral, clearly-defined and
predictable tax system. The tax structure can be steered in a direction that is more condu-
cive to economic growth and employment by shifting the focus of taxation from labour

to consumption. Greater emphasis can be put on consumption taxes by, for example, in-
creasing reduced value added tax rates, which would also improve the efficiency of the tax
system. Reducing the high marginal tax rates on earned income would encourage people
to build their competence and reduce the incentives to convert earned income into capi-
tal income.

Changes and opportunities brought about by technological progress should be taken

into consideration and used in the development of the tax system. The requirements for
obtaining information necessary to the implementation of taxation must also be ensured.
The international competitiveness of corporate taxation must be ensured and the corpo-
rate income tax base must be secured. Furthermore, dividend taxation would need to be
reformed in an effort to correct the problems associated with it. (For more information, see
section 6.)

16
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Public administration should jointly ensure the sustainability of public finances

Public administration and its services should be developed as a whole. The delegation of
responsibilities between central government, future county government and municipali-
ties, along with their effective co-operation, should be provided for in order to ensure the
sustainability of public finances. The appropriate delegation of responsibilities and de-
velopment of the service structure are determined by the functionality of services, cost
efficiency and sustainability of public finances. When implementing reforms, it should

be identified at which level of government can the continuity of vital functions be as-
sured, where productivity benefits can effectively be achieved, and how the availability
of well-functioning and effective services can be secured. In addition to this, a wide and
open public debate on reforms should be enhanced.

Government unity and the openness of public administration must be enhanced

A good, efficient public administration lays the foundation for social and economic de-
velopment. A prerequisite for a successful government term is the identification of key
strategic objectives. Right at the beginning of the government term, the Government and
ministries must have the same interpretation of the Government Programme and clear-
ly-defined solutions for responsibilities, resources and modus operandi. This interpretation
must be strengthened and retained through communications. Regular opportunities for a
dialogue between the members of Government and civil servants are needed to promote
a shared situation assessment and interaction. At the same time, the ability of the gov-
ernment to serve as a single entity should be enhanced. Difficult horizontal problems can
be solved and extensive reforms can be implemented only through the purposeful joint
steering of ministries, the allocation of resources and expertise, and communications.

Trust between citizens and the government is crucial to ensuring a sustainable and resil-
ient society and functioning public sector. Trust should be built upon common ethical and
good governance principles in a rapidly changing operating environment. Information
produced by the public administration must be easy to find and use. Documents, services
and reforms should be clearly presented and comprehensible in order for them to be truly
public. Information on topical matters should be presented during the preparatory phase
to give the public a genuine opportunity to influence the decisions. There must be better
opportunities for citizen participation in preparations for the decision-making process and
planning of services. (For more information, see section 7.)

The development of digital modus operandi and e-services must be continued

The Government should implement and promote actions geared toward improving pro-
ductivity in an effort to reform modus operandi of public administration and control
increases in public spending. The quality and interoperability of information as well as
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functional, secure information systems play a key role in effective digital operations and
production of public services. Government agencies should offer citizens and companies
accessible, high-quality digital services. Companies should be obligated to use these ser-
vices whenever dealing with government agencies. Citizens should be steered toward and
encouraged to use these services in order to make them the most frequently used transac-
tion channel. (For more information, see section 7.3.)

Information policy is needed for the effective utilisation of information and artificial
intelligence

The more efficient exchange of information between various actors as well as between
information resources and registers must be supported by means of information policy,
such as new service entities and legislation. The possibilities offered by rapidly developing
technologies, such as artificial intelligence, must also be exploited. This would facilitate
the even more effective utilisation of Finland’s extensive information resources in develop-
ing services for the private and public sectors as well as in the governance and steering of
the public administration. This requires uniform, internationally agreed ethical and legal
principles and practices concerning the management and disclosure of information, clear-
ly-defined principles on charging fees for information, and a clarification of the roles to be
played by different actors. (For more information, see section 7.3.)

An extensive situation assessment is needed for the management of municipal
differentiation

Regional government and health and social services reform as well as, for the most part,
municipal differentiation resulting from demographic trends have a significant impact on
the roles of municipalities and their financial capacity. Regional government and health
and social services reform lightens the duties of municipalities, reduces cost pressure and
alters the financing structure. Even after the reform, the vitality of municipalities and their
ability to provide services will still be differentiated as a result of demographic trends.

These changes raise questions concerning the equality of access to services for citizens
and their funding as well as the effective use of public resources. When examining the
outlook for municipalities, an extensive national situation assessment based on the lat-
est population projections and special reports and studies should be conducted. Based
on such an assessment, policy choices based on parliamentary preparations that extend
across government terms should be made in an effort to determine how the various prob-
lems experienced by municipalities, both those gaining in population and those losing,
can be controlled in the future.
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The problems being experienced by municipalities of different sizes and in different situa-
tions cannot be solved using the same approaches. Instead, a set of complementary meas-
ures would be needed. An analysis must be made of what can be achieved by bolster-

ing municipal structures and how municipal funding and an equalisation of differences
between them can be developed to meet various needs. At the same time, an assessment
must be made as to what the constitutional preconditions are for providing statutory ser-
vices by different means in different municipalities and whether municipalities can per-
form different duties in the future. Furthermore, a more long-term oriented, more highly
co-ordinated and more diverse urban policy can be implemented to meet the develop-
ment needs of cities.

The basis for this is, and will continue to be, that local government finances will not be
able to handle any addition or expansion of duties unless a corresponding number or
scope of duties in other areas would be reduced. There is a significant cost risk hidden in
the building stock of municipalities. Reorganising the building stock and reducing the
maintenance backlog require more goal-oriented, systematic decisions and work from
municipalities. Demographic trends require a reassessment of the service network. The
central government can support these efforts by improving the usability of the knowledge
base for building stock and facility use; and the conditions for knowledge-based manage-
ment. (For more information, see section 8.)

The continuity of regional government and health and social services reform should be
ensured

In order to control the cost pressures on public finances brought about by an ageing pop-
ulation, it is necessary that the responsibility for providing health and social services will
be shifted to providers that are stronger than the municipalities. The continuity of regional
government and health and social services reform should therefore be ensured during
the next government term. The reform should facilitate the development of horizontal
and phenomenon-based services. Regardless of the model, the reform must also include

a spending limit, which will curb growth in cost by EUR 3 billion. In order for the reform

to be successfully implemented, preparations already made at the regional level must be
fully exploited.

In implementing the reform, attention should be given to, in particular: the integration

of services; conditions for knowledge-based management; possibilities for digitalisation;
and the functionality of interaction-based steering. These are the prerequisites for achiev-
ing the target of cost control and ensuring the equal provision of services to citizens. A
clearly-defined delegation of responsibilities in general government should also be en-
sured in implementing the reform: every effort should be made to prevent administrative
redundancies. Special attention should be given to interfaces between local and regional
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government and suitable approaches to providing services must be assessed, such as
whether a certain task should be shared by a region and larger municipalities. (For more
information, see section 8.)

Eurozone member states should assume responsibility for the consequences of their
respective economic policies

Finland’s objective in developing the Economic and Monetary Union (EMU) should be a
monetary union that is stable both economically and politically. Economic policy coordi-
nation plays an important role in the EU, but it should respect national economic sover-
eignty and democratic accountability. The governance structure of the EMU should be
developed in such a way that the economic policy mistakes of one member state will not
create a burden for other member states to bear. In order for these targets to be achieved,
the spreading of risk in the private sector should be developed through the European
Banking and Capital Markets Union. The basis for a Eurozone crisis management frame-
work should be effective investor responsibility and market discipline, so that any neces-
sary restructuring of private creditors would be controlled. Following several reforms and
clarifications, the EU framework for fiscal policy has become complicated and every effort
should be made to simplify it. The EU and its budget should strive to generate value added
for Europe. (For more information, see section 10.)

Finland should also be better prepared for the risks and threats
facing its economy and society

The mitigation of climate change requires cost-effective actions

Climate change poses a grave threat to the well-being of future generations. Finland must
lead the way in demanding that the international community take decisive action to pre-
vent climate change. Society will be forced to adapt to climate change and the private
sector will bear a majority of the costs incurred to adjust to this new reality. On the other
hand, change also creates opportunities, with those at the at the forefront of technology
reaping the greatest benefits.

Cost-effectiveness must be the key principle of our national climate policy. This will en-
sure that the costs borne by citizens, companies and public finances will remain as low as
possible and there will be sufficient financial resources for other uses. Before implement-
ing new steering measures, their impact, cost-effectiveness, feasibility and compatibil-
ity should be thoroughly examined. Coordination of climate policy should be increased.
There is a need for an inter-administrative, research-based understanding on the guid-
ing principles of climate policy and cost-effective steering measures. Furthermore, the
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financial system should be incentivised to effectively price credit, market and operative
risks caused by climate change. This would require, among other things, more comprehen-
sive information when assessing the risks posed to companies. (For more information, see
section 11.1.)

If necessary, it should be possible to limit the growth of household debt

Finnish households’indebtedness has increased to all-time-high levels. If continued, the
growth in debt level is a risk in the next recession. In that situation, households would be
forced to cut consumption in order to manage their debts. At present, there are practically
no macro-prudential instruments in Finland that would effectively limit excessive house-
hold debt. Consequently, new instruments of this kind should be introduced so that they
could be taken into use, if deemed necessary. These instruments should comprehensively
apply to all loans taken from banks and other lenders as well as to indirect debt (e.g. hous-
ing company loans). Regulatory provisions should also more clearly encourage all credi-
tors to properly assess the real debt sustainability of their customers. (For more informa-
tion, see section 11.2.)

The risk management of government guarantees should be developed

There has been a significant increase in government guarantees over the past few years.
These have also been concentrated among a small group of customers and sectors. As a
result, any disturbance in the global economy that spreads to Finland could incur major
guarantee losses. Increased guarantee liabilities require development in risk management.
The guarantee granting procedure must be developed as part of this. Comprehensive as-
sessments of the risks and costs of liabilities are needed to support decision-making, and
the assessment process has to be consistent in all administrative sectors. Furthermore,
consideration should be given to measures for limiting the risks of guarantees. The com-
prehensiveness of using guarantee fees should also be increased. (For more information,
see section 11.3.)

Precautions for dealing with threats and disturbances to the continuity of society’s vital
functions

Threats and disturbances to the digital environment have increased in recent years. In all
aspects of society, we are becoming increasingly dependent on maintaining the con-
tinuous availability and accuracy of information as well as the proper function of tech-
nical systems and co-operative networks. However, Finland does not have an adequate
national operative capacity to ensure all of society’s vital functions, even in the event of
serious disturbances and emergencies. In order to correct these shortcomings, legislation
must further clarify and create the necessary national back-up systems and procedures. In
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particular, the continuity of vital financial market services should be secured at the na-
tional level. Correspondingly, an effort should be made to ensure the procurement and
allocation of general government finances, secure the availability of human resources and
key information resources, information systems and telecommunications solutions re-
quired for them. (For more information, see sections 11.4 and 11.5.)
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1 Finland should develop its strengths and
take advantage of its opportunities

e Finland has been a success story over the past century. In just a few
generations, our country has risen to become one of the most pros-
perous nations in the world.

e A well-functioning democracy, a stable and secure society based on
trust, and investments in the education and welfare of the popula-
tion are some of the factors behind the success.

e At the same time, however, the ageing of the population is causing
the working-age population to shrink, and will increase the need for
public services. Structural unemployment in Finland remains high
and productivity growth has slowed down.

e Finland must take advantage of its strengths and take advantage of
the opportunities created by technological advances and digitalisa-
tion. Achieving cost-effectiveness improvements in public adminis-
tration is one of the opportunities provided by digitalisation.

e Finland must make many choices so that it can improve its long-
term growth prospects. The key issue is to create a framework for
growth in employment, productivity and investments. By adopting
a consistent policy, Finland can boost its economic growth potential
and ensure effective use of its resources.

By many yardsticks, Finland has been a success story

In many respects, Finland has been a huge success story over the past century. A poor ag-
ricultural country located on the fringes of Europe has risen to become one of the most
prosperous nations of the world and a Nordic welfare state within a few generations. Only
a century ago, Finland’s GDP per capita was less than half of the levels of its Nordic refer-
ence countries (Denmark and Sweden) and only a third of the levels of the United King-
dom and the United States (See Figure 1.1). Especially since the 1950s, the Finnish econ-
omy grew more rapidly than in other countries, which allowed us to narrow these prosper-
ity gaps. As a result, our standard of living grew more than tenfold within a period of 100
years (See Figure 1.2). (Pohjola M., 2017a and Maddison Project Database, 2018).
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Figure 1.1

Finland’s GDP in relation to United Kingdom’s GDP
GDP per capita at purchasing power parity
five-year moving average
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Figure 1.2
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Finland’s success and strong average economic growth are the result of a well-function-
ing democracy, a stable and secure society based on trust, and investments in the edu-
cation and welfare of its citizens and in a social security safety net. Finland has also built
public-sector service buildings, modernised its infrastructure and made effective use of its
natural resources. In fact, when examined against this background, Finland is one of the
top-ranking countries of the world.
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Economic growth has not been steady, however

History has shown that the Finnish economy has not grown steadily and that we have also
experienced strong cyclical ups and downs over the decades. As a small open economy,
Finland is dependent on global economic trends and political developments in the world.
Heavy reliance on exports means that the effects of these external factors cause the Finn-
ish economy to fluctuate more strongly than the economies of many other countries.

Among the post-war economic downturns, the recession that hit Finland in the early
1990s was probably one of the deepest that we have ever experienced. However, the re-
covery was also fairly rapid. The latest downturn was the consequence of an international
economic and financial crisis and it caused the Finnish GDP to fall by about eight per cent
in 2009. Compared with the earlier downturns, the recovery from this latest double-dip
recession was very slow and only now has Finland achieved the pre-recession GDP levels.
In fact, when examined from a long-term perspective, these crises may only be seen as
bumps on an otherwise smooth growth path.

Continuing success requires solutions to a wide range of different problems

Even though Finland has experienced strong economic growth over the past few years,
it is facing a number of difficult problems over the coming years and decades. Climate
change, an ageing population, technological revolution and tensions in world politics
will put us and other Western democracies to the test, both economically and politi-
cally. In particular, the ageing of the population is causing the working-age population to
shrink, and will increase the need for public services. Furthermore, structural unemploy-
ment in Finland remains high and productivity growth has slowed down. Weak produc-
tivity growth is a result of global trends, an increasingly service-based economy and the
problems faced by a quite narrow-based export sector. These factors have weakened the
growth prospects for the Finnish economy and they are also at the root of the long-term
sustainability problems of our public finances (For more information, see Section 2.1).

Technological revolution opens up new opportunities

In order to solve these problems, Finland should take advantage of its strengths and the
opportunities available. Technological advances and digitalisation are such opportunities.
They can replace and supplement the labour force and create new jobs. New technologies
also have a strong impact on business models, the way in which the public sector operates
and the consumption patterns of households.

The efficiency benefits arising from the information economy may be substantial. From

the perspective of public governance, digitalisation also provides a basis for produc-
tivity improvements (for example, by changing operating practices). Furthermore, the
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findability and usability of the information can be enhanced and services can be made
more customer-oriented. Using these opportunities would, however, require systematic
implementation of information policy measures, high-quality digital services, a secure and
well-functioning ICT infrastructure and a clear and enabling regulatory environment.

A framework for employment and economic growth is needed

In the long term, Finland should prepare for a substantially slower economic growth, un-
less we are able to tackle the challenges discussed above and unless the Finnish economy
is able to adapt. According to the latest forecasts, economic growth in Finland will slow
down to between 1 and 1.5%, which is substantially below the average growth rate of the
past few decades.

The strengths mentioned above will allow Finland to tackle these challenges, turn the
major societal changes under way into its advantage and stay at the forefront of devel-
oped countries. Finland must, however, make a number of choices so that it can improve
its long-term growth prospects. Raising the employment rate and enhancing productiv-
ity are the key issues in this respect. By adopting consistent policies, Finland can boost its
economic growth potential and make efficient use of its resources, which is a prerequisite
for stronger economic growth. The service and social security system can be reformed and
taxation improved so that they provide incentives for work and entrepreneurship. These
instruments are discussed in more detail in the sections below.
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2 Strengthening of public finances should
continue

2.1 Finland’s public finances are not on a sustainable basis in
the long term

e Finland is close to achieving balance in its public finances, a result
of strong economic growth. However, economic growth is slowing
down and the possibility of an economic downturn occurring du-
ring the next parliamentary term cannot be ruled out.

» After along period of weak economic growth, Finland’s public finan-
ces are in a significantly weaker position to cope with the next do-
wnturn than before the financial crisis that began in 2008.

e The sustainability problem facing public finances has not yet been
solved even though the scope of the challenge has been substan-
tially reduced, a result of determined measures.

e According to the latest Economic Survey published by the Ministry of
Finance in December 2018, the sustainability gap is nearly 4% relative
to the GDP, or some EUR 10 billion at 2023 level. However, there is a
great deal of uncertainty associated with the sustainability gap esti-
mate. For example, such factors as the effects of the regional govern-
ment, health and social services reform have not been considered in the
estimate as they depend on the practical implementation of the reform.

* |n particular, the growth in the population aged over 75 puts more
pressure on care expenditure, for which Finland is not yet properly
prepared. Even though the Finnish pension system would seem to
be on a solid basis when examined on its own, it is not well-placed
to cope with major negative surprises.

e In addition to an ageing population, climate change, maintenance
backlog in the infrastructure, and major defence materiel purchases
are also posing challenges to the management of public finances.
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Finland’s public finances are less well-placed to cope with unpleasant surprises than in
the past

The short-term prospects of Finland’s public finances are better than for many years.
Finland is close to achieving balance in its public finances, a result of strong economic
growth. For the past two years, the Finnish economy has grown at a rate of almost three
per cent, the number of people in employment is increasing at a rapid pace and unem-
ployment is falling. However, when continuing, such rapid growth would soon cause the
Finnish economy to overheat and for this reason, the growth is expected to slow down to
between 1 and 1.5% in the next few years. The possibility of a downturn during the next
parliamentary term cannot be ruled out either because the US economic upswing has
reached a fairly mature stage and a downturn in that country would, after a while, also af-
fect Europe. Finland, a country dependent on exports, would be particularly hard hit.

After a long period of weak economic growth, Finland’s public finances are in a signifi-
cantly weaker position to cope with the next downturn than before the financial crisis that
began in 2008. In 2007, the general government surplus-to-GDP ratio was 5.1% or nearly
EUR 10 billion, while the general government debt-to-GDP ratio was only 34%. In 2019,
Finland’s public finances are expected to post a slight deficit and the general government
debt-to-GDP ratio will continue to fall (it now stands at nearly 60%). Despite a growing
debt burden, low interest rates have actually caused a substantial reduction in debt servic-
ing costs. However, sooner or later, interest rates are expected to start rising again, which
will also mean higher debt servicing expenditure.

In addition to the long economic downturn, a rapid increase in the number of pension-
ers has also contributed to the weakening of Finland’s public finances. Growth in pension
expenditure is one reason why Finland has been unable to balance its public finances de-
spite an economic upturn and even though consolidation measures have been introduced
during the current parliamentary term in the form of spending cuts and before also in the
form of tax increases. Ensuring the stability of public finances would, however, require the
building of fiscal buffers during a period of rapid growth, which could then be used during
downturns and in the event of unpleasant surprises.

The sustainability problem facing public finances has not yet been solved

The retirement of the baby boomer generation is only the beginning of the demographic
challenges that Finland is facing in the coming decades (See Figure 2.1). Finland still has

a substantial sustainability gap in its public finances, which means that in the long term,
there is not enough general government revenue to cover the expenditure. In particular,
an increase in the ageing population will mean higher health and long-term care expend-
iture, for which the current total tax rate will be inadequate in the future. Furthermore, the
working-age population, which is financing Finland’s welfare services and social security
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through taxes, is shrinking. For this reason, a permanent gap between revenue and ex-
penditure threatens to make the growth in general government debt an unmanageable
problem in the long term (see the baseline of Figure 2.9 in Section 2.3).

Figure 2.1

Dependency ratio and old-age dependency ratio
dependents per 100 persons of working age
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The pension system is on a stable basis but not free of risks

On its own, the Finnish pension system would seem to be on a fairly sustainable basis.
Pension expenditure in relation to GDP will continue to grow throughout the 2020s but
will start declining after that, a result of the pension reforms introduced over the years.

At the same time, the number of pensioners will no longer increase at the same rate as
before. Finland has also prepared for the increase in pension expenditure by accumulat-
ing reserves and by raising pension contributions. However, it is forecast that the pension
expenditure will start growing again in the 2050s, and preparations for this situation must
be taken early enough.

Finland’s pension system will not be able to cope with major negative surprises differing
from the current forecasts. For example, a permanent fall in investment income or birth
rates would substantially weaken the funding base of the Finnish pension system. The
pension contribution of 24.4% now paid by the private sector is already fairly high. This
means that the rate should not be increased from its current levels when consideration is
given to the overall sustainability problem of public finances (For more information, see
Box 3.1). One of the instruments available in the pension system that would strengthen
Finland’s public finances would be to further limit pathways to early exit from labour force,
which would raise the employment rate among the aged population.
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Cost pressures in long-term care are on the increase

The most prominent cost pressures in health and long-term care expenditure, caused by
the ageing of the population, will be faced in the future, whereas in pension expenditure,
the cost pressures are already being felt. Baby boomers are only now approaching the age
when the need for care is increasing (See Figure 2.2). As shown in Figure 2.1 above, the
old-age dependency ratio will continue to grow after baby boomers. This is not a tempo-
rary phenomenon as the proportion of the elderly population will remain higher than now
on a permanent basis. Moreover, unlike in its pension system, Finland has not made any
preparations for funding the increases in health and care costs by accumulating reserves.

Figure 2.2

Health expenditure by age and gender 2011
EUR per inhabitant*
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Figure 2.3 shows that the ageing of the population will primarily increase service needs
in long-term care (in housing and home care services intended for the elderly). Increases
in service needs are also expected to generate cost pressures in health services but the
expenditure-to-GDP ratio is still substantially lower in long-term care than in health care.
Thus, in relative terms, the pressures to increase expenditure are substantially lower in
health care than in long-term care. During the current parliamentary term, the Govern-
ment has responded to these pressures by drafting a regional government, health and
social services reform, in which the aim is to slow down the increase in health and social
services spending by some EUR 3 billion by the early 2030s. However, only the practical
implementation of the reform will show whether this target will be achieved.
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Figure 2.3
Change in age-related expenditure
from year 2016, relative to GDP, %
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The latest estimate put the sustainability gap at some EUR 10 billion

According to the latest Economic Survey published by the Ministry of Finance in Decem-
ber 2018, the sustainability gap in Finland’s public finances is nearly 4% relative to the
GDP, or some EUR 10 billion at 2023 level.! This means that Finland’s public finances should
be about three per cent in surplus in relation to GDP during normal economic growth in
order to cope with the expenditure pressures arising from the ageing of the population in
the coming decades without additional measures. In fact, Finland's public finances are ex-
pected to post a structural deficit of slightly more than 0.5% in 2023 (See Figure 2.4).

Itis clear that the sustainability gap estimate is associated with a great deal of uncertainty
because it is sensitive to assumptions about future developments. However, the calcu-
lations provide a consistent basis for examining the challenges facing Finland’s public
finances and what should be done to solve them. The sensitivity of the sustainability gap
calculations to the assumptions used are examined in Section 3.3.

1 Only the decisions whose effects on public finances can be estimated with sufficient certainty are considered in
the sustainability gap estimate. Thus, such factors as the effects of the regional government, health and social ser-
vices reform are not considered in the calculations.
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Figure 2.4

Ministry of Finance’s sustainability gap estimate
relative to GDP, %
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BOX 2.1 CHANGES IN THE SUSTAINABILITY GAP ESTIMATE DURING THE
CURRENT PARLIAMENTARY TERM

In spring 2015, at the start of the current parliamentary term, the Ministry of Finance put the
sustainability gap at about EUR 10 billion. The exact figure was EUR 10.7 billion when the GDP
forecast for 2019 produced at the time is used as a basis. The figure is EUR 11.0 billion when
the latest GDP forecast for 2019 (published in December 2018) is used. The sustainability gap
estimate presented in spring 2015 was the first forecast in which consideration was given

to the effects of the pension reform, which had been negotiated in autumn 2014 and which
took effect at the start of 2017.

According to the latest estimate of the Ministry of Finance, presented in December 2018, the
sustainability gap is nearly 4% relative to the GDP, or some EUR 10 billion at 2023 level. This
estimate is only comparable with the estimate presented at the start of the parliamentary
term if it is calculated on the basis of the latest GDP forecast for 2019. On this basis, the
current sustainability gap estimate is exactly EUR 9.2 billion.

1 The comparisons made here are based on accurate sustainability gap estimates. However, the sustai-
nability gap estimates are usually presented as rounded figures because there is uncertainty in the esti-
mates. The sustainability gap estimate is calculated as a percentage relative to the GDP but giving it in
euros is more illustrative in this context. However, there is no definite answer to which year’s GDP figure
should be used as a basis for the euro figure.
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When comparable figures are used, the sustainability gap estimate produced by the Ministry
of Finance has decreased by about EUR 1.8 billion during the current parliamentary term.
However, the sustainability gap has increased during the same period because the long-term
assumptions used in the calculations have been updated. The most important of the updates
are the new population projection presented by Statistics Finland in autumn 2018 and the
new assumptions of long-term economic growth presented by the EU Working Group on
Ageing Populations and Sustainability (AWG). When put together, the updated calculation
assumptions have increased the sustainability gap by about EUR 1.4 billion during the
current parliamentary term.

When both comparable GDP forecasts and comparable long-term calculation assumptions
are used, the sustainability gap estimate has decreased by about EUR 3.2 billion during
the current parliamentary term (See Table 2.1). This figure contains all the changes in the
medium-term forecast for public finances and the changes arising from Government
decisions and other factors. The spending cuts set out in the Government Programme

and implemented during the current parliamentary term have been the most significant
factor reducing the sustainability gap. However, it is difficult to separate the effects of the
Government decision from other changes in the forecasts.

Many of the structural reforms will only have a delayed impact on sustainability gap
calculations

When the latest sustainability gap estimate is examined, it should also be remembered that
the effects of many of the structural reforms that have been introduced or are being drafted
have not yet been taken into account in the sustainability gap calculations. The sustainability
gap calculation does not take into account the target of slowing down cost increases by

EUR 3 billion set for the regional government, health and social services reform, or the EUR 1
billion savings target set for the efficiency improvements in public finances. This is because
the implementation of these measures is associated with a great deal of uncertainty. By

the time when the savings generated by the reforms will start slowing down growth in
general government expenditure, the estimates of the sustainability gap will become more
favourable.

The recent upswing in the Finnish economy has only slightly improved the sustainability gap
estimate because according to the estimate the recent improvements in the employment
situation are of cyclical nature, rather than of permanent or structural character. If, however,
the improvements in the employment situation are permanent, they will have a delayed
impact on the sustainability gap estimate when the long-term assessments used in the
sustainability gap calculations are updated by the AWG.? For this reason, the effects of the
structural measures that have helped to improve the employment rate are not considered in
the estimate shown in Table 2.1.

2 The assumptions are updated every three years and the statistical data for the last ten years are used
in them as baseline data.
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Table 2.1 Changes in the sustainability gap estimate during the current parliamentary term

Sustainability gap, Sustainability gap,
in relation to GDP, % EUR billion*

Sustainability gap, spring 2015 4.6 11.0
Updated underlying assumptions (population projection and long-
term economic outlook, etc.) 0.6 14

Measures introduced by the Government and other changes in the
medium-term forecast for public finances -13 3.2

Sustainability gap, December 2018 3.8 9.2

* Calculated on the basis of the nominal GDP for 2019, Ministry of Finance forecast December 20188

(Climate change, maintenance backlog and defence materiel purchases are adding to the
pressures

In the public finances sustainability gap calculations, the focus is on the pressures created
by the ageing population on public finances (Figure 2.3). There are, however, also other
pressures facing public finances whose effects may be difficult to estimate.

The most concrete cost pressures on public finances in the 2020s are caused by the stra-
tegic defence capability projects of the Finnish Defence Forces. These projects are the
purchase of new fighters for the Finnish Air Force (HX project: EUR 7-10 billion) and the
materiel purchases of the Finnish Navy (Squadron 2020 project: EUR 1.2 billion). If the stra-
tegic defence capability projects of the Finnish Defence Forces are financed entirely with
borrowed money, they will permanently raise the debt ratio by between three and four
percentage points.

However, the purchases are a one-off expenditure items rather than permanent spending
increases, which means that they will have a fairly small impact on the sustainability gap
in public finances. In the existing EU rules on public finances, the expenditure arising from
defence materiel purchases is treated like any other expenditure. It is thus possible that
the 3% deficit ceiling set by the EU will be exceeded during one or more years because in
the national accounts, defence materiel purchases are only entered as expenditure when
the equipment is delivered.

Itis also estimated that renovation investment needs (‘maintenance backlog’) have accu-
mulated in public buildings and other infrastructure. In other words, these structures must
be repaired if they are to be kept in usable condition in the future. It is difficult to give an
exact figure for the maintenance backlog but it is nevertheless substantial because a large
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number of buildings and structures must soon be modernised or renovated. The main-
tenance backlog, especially the situation in municipalities, is examined in more detail in
Section 8.5.

Climate change will probably be a greater challenge to Finland’s public finances than the
issues discussed above. Climate change will have a multitude of different effects, some of
which are difficult to anticipate, and for this reason, their effects on public finances are not
easy to determine. It is clear, however, that the mitigation of climate change and prepar-
ing for its effects will generate substantial costs. At the same time, however, these chal-
lenges could also open up market opportunities for Finnish companies offering solutions
to the problems. This in turn would generate new business and economic growth. Climate
change is examined in more detail in Section 11.1.

2.2 Finland’s public finances are sensitive to macroeconomic
shocks

e The Finnish economy is sensitive to shocks in the global economy
through foreign trade and financial markets. Macroeconomic shocks
will quickly also lead to higher general government deficits and
debt ratio.

e General government deficits and higher debt ratio have made Fin-
land’s public finances more sensitive to external shocks. Public fi-
nances should be strengthened during an economic upturn so that
procyclical fiscal policy would be avoided in the next downturn .

e The growth in contingent government liabilities has considerably
increased risks to public finances in recent years. A global downturn
may trigger off substantial guarantee liabilities and lead to a need
for capital injections from public funds.

The ageing of the population is creating challenges to public finances in the longer term.
However, in the management of public finances, preparations should also be made for
rapid and unexpected cyclical fluctuations. Preparing for them is important from the per-
spective of a stable and predictable fiscal policy. It would eliminate the need for a tighter
fiscal policy in a downturn, which would further slow down economic growth.

The capacity of public finances to cope with a sudden downturn can be simulated with
the help of a stress test. In a stress test, the effects of an external macroeconomic shock on
general government revenue and expenditure, realisation of contingent liabilities and in-
debtedness are examined.
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The stress test is based on the macroeconomic risk scenario used by the European Bank-
ing Authority (EBA) in the stress testing of banks.? In the scenario, political instability and
shocks affecting the financial markets cause a macroeconomic shock as a result of which
the Finnish GDP will end up 8.4% below the baseline scenario over a period of three years.?

The stress test for public finances examines the direct and indirect effects on public fi-
nances caused by a macroeconomic shock. However, the shock is not expected to trigger
off the need to provide capital injections for domestic banks or other financial institutions
, considering the assessment made by EBA in its 2018 stress test.* Furthermore, the shock
is not expected to reignite the euro area debt crisis again in a manner that would lead to
the realisation of Finland’s guarantee liabilities connected with the financial support pro-
grammes for euro area countries.

A shock affecting global financial markets would quickly spread to Finland

In the stress test, a global financial market shock triggered off by political uncertainty and
geopolitical tensions would increase the risk premium for loans and cause share prices to

collapse. A shock originating in the United States would spread to Europe and thus also to
Finland through financial markets and by weakening export demand.

Weaker export demand, higher financing costs and growing uncertainty would lead to a
fall in exports and investments. The economic downturn would lead to higher unemploy-
ment and lower company profits, which would both have a negative impact on private
consumption and housing prices. In the scenario, Finnish GDP growth would slow down
by 3.4% in the first year, compared with the baseline calculations, while in the two years
after that, growth would slow down by 4.1% and 1.3%, respectively (Table 2.1). The weak-
ening economic situation is only expected to have a delayed impact on wages because
the pay rises for 2019 have already been agreed.®

The macroeconomic shock set out in the stress test is similar in scale to the downturn trig-
gered by the euro area debt crisis that hit Finland in 2012 but less severe than the financial
crisis that started in 2008 (Figure 2.5).

2 https://www.eba.europa.eu/documents/10180/2106649/Adverse+macroeconomic+scenario+for+the+E-
BA+2018+Stress+Test.pdf/56989522-f7e5-413e-accc-5¢39d23fdffa

3 The baseline scenario used in this calculation is the same as the one used by the Ministry of Finance in its Eco-
nomic Survey published in December 2018.

4 http://storage.eba.europa.eu/documents/10180/2419200/2018-EU-wide-stress-test-Results.pdf

5 The estimates of changes in wages and private consumption contained in the scenario are based on the Mi-
nistry of Finance estimates of changes in them in similar situations because the EBA scenario does not contain exp-
licit assessments of changes in wages and private consumption.
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Table 2.2 Macroeconomic assumptions made in the stress test

Baseline growth % Change to baseline, pp. Risk scenario growth, %

2019 2020 mm 2020 2021 2019 2020 2021
15 13 11

GDP volume -3.4 -4.1 -13 -1.9 -2.8 -0.2
Volume of private consumption 1.6 13 1.2 -1.2 -14 -0.5 0.4 -0.1 0.8
Inflation 15 17 1.8 -0.2 -1.0 -1.7 13 0.7 0.1
Index of wage and salary earnings 2.7 3.0 2.8 0.0 -1.1 -1.6 2.7 1.9 1.2
Unemployment (level) 6.9 6.7 6.6 0.5 19 31 74 8.6 9.7
Interest on 10-year Finnish gover-

nment bonds (level) 1.0 1.5 21 0.7 0.8 0.7 1.7 2.3 2.8
Housing prices 1.2 1.1 1.9 -11.6 -12.5 -4.0 -10.4 -1.4 221
Share prices 0.0 0.0 0.0 -27.5 -25.1 -19.9 275 -25.1 -19.9

Figure 2.5
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Effects of a macroeconomic shock on Finland’s public finances

A macroeconomic shock would significantly impact general government revenue and ex-
penditure.® Weaker economic growth would slow down the growth in tax revenue, while
higher unemployment would mean higher public spending. Furthermore, higher interest
rates on government loans and the debt burden boosted by growing deficits would mean
higher interest expenses. At the same time, falling share prices would lower the value of
the assets held by the state and pension funds. The assumption in the scenario is that the

6 The effects of the shock on public finances have been assessed using the scenario model for public finances
developed by the Ministry of Finance by comparing it to the forecasts made by the Ministry in its December 2018
economic survey.
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fiscal policy will remain unchanged, which means that there will not be any discretionary
adjustment or stimulation of public finances with respect to the baseline. However, auto-
matic stabilisers are allowed to function unhindered.

Lower employment and slower wage rises would mean a lower wage bill, which would de-
crease central and local government income tax revenue as well as the social security con-
tributions collected by social security funds. Lower share prices and housing prices would
also mean less revenue arising from taxes on capital gains. At the same time, lower private
consumption and slower inflation would have a negative impact on the receipts of indi-
rect taxes, such as the value added tax. At the same time, lower share prices and weaker
company profits would push down the dividend income of the public sector. Even though
higher interest rates would boost the interest income of pension funds, overall property
income would be lower than in the baseline. In 2021, total general government revenue
would be EUR 7 billion lower than in the baseline.

With increasing unemployment, general government expenditure would be mainly ele-
vated by the growth in unemployment expenditure and other social current transfers. At
the same time, as a result of a slower inflation, index-linked current transfers would grow
slightly more slowly throughout the period in review, while slower wage rises would mean
less growth in public-sector wage expenditure and prices of outsourced services in 2020
and 2021. Higher interest rates on central and local government loans and growing debts
would boost interest expenditure as maturing loans and growing deficits would have to
be financed through loans with higher interest rates. As a whole, the overall direct effects
of a weaker economic situation would increase public spending by almost one billion eu-
ros at 2021 level in relation to the baseline.

The combined impact of lower revenue and higher expenditure would weaken general
government budgetary position by about EUR 7.5 billion (slightly more than three per
cent in relation to GDP) in 2021.” The growth in the deficit and a decline in nominal GDP
would increase the debt-to-GDP ratio by about eight percentage points in relation to the
baseline by the year 2021. In fact, the debt-to-GDP ratio would reach 65% over a period of
three years, whereas in the baseline, it is expected to fall to 57%.

7 Theresults are in line with the scenario presented in the overview of general government risks and liabilities
published in spring 2018. The scenario presented above contains more detailed estimates of the effects of asset
prices on capital income and the effects of slower wage rises on local government personnel expenditure. The up-
dates resulted in larger decreases in tax revenue and smaller increases in general government expenditure but the
total impact of the shock on public finances remains largely unchanged.
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Realisation of contingent liabilities would increase general government expenditure

According to the scenario, in addition to resulting in direct spending increases, the realisa-
tion of contingent liabilities would also increase general government expenditure. The as-
sumption in the scenario is that a global downturn would push Finnvera’s largest guaran-
tee customer into insolvency. Even though, the collateral covers 43% of the guarantee re-
ceivables, the total losses arising from the insolvency would still amount to EUR 1.4 billion.
The losses would deplete both export financing risk buffers (export guarantee and special
guarantee reserves as well as the State Guarantee Fund).

In the situation described above, the state would not have any formal obligation to pro-
vide Finnvera with a capital injection and the export guarantee would not be formally
released because the risk buffers would be able to cover the losses arising from the insol-
vency. The assumption in this scenario is that the state would nevertheless provide the
reserves with a capital injection by replenishing the buffers to half of their current value
(EUR 700 million). This would be considered necessary so that the trust of investors and
credit rating agencies in the company could be maintained after a major guarantee event.
Itis not assumed in the scenario that a larger group of Finnvera's customers would face
payment difficulties during the period in review.

For the National Housing Fund, the assumption in the scenario is that a fall in housing
prices would drive a customer with an exposure of EUR 1.4 billion into insolvency. The
realisation of property collateral is assumed to cover 50% of the liabilities, which means
that the credit losses would total EUR 700 million. The National Housing Fund has cash
funds totalling EUR 1.7 billion, which means that no budget financing would be required
to cover the guarantee liabilities and there would be no need for capital injections. Even
though the realisation of the guarantee liabilities would not have any direct budgetary
effects, it would cause the state cash assets to shrink because the cash reserves of the Na-
tional Housing Fund are connected with the overall cash funds of the state.

The losses arising from the contingent liabilities would total EUR 2.1 billion by the end of
2021 when the collateral on the guarantees have been realised. However, the realisation
of the contingent liabilities would not directly increase general government debt as the
dissolution of the reserves would not have any debt effects and the money flow required
for the capitalisation of Finnvera could be covered by realisation of the National Housing
Fund'’s property collateral.
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Figure 2.6

Effects of the stress test scenario on general
government budgetary position
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Figure 2.7
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2.3 Fiscal buffers and sustainability of Finland’s public
finances should be strengthened

e [f strengthening the fiscal buffers and sustainability of public fi-
nances is adopted as the starting point for Finland’s economic pol-
icy, Finland'’s public finances should be in a surplus during the next
government term.

* In the light of the latest forecast, achieving a surplus of about 0.5%
would require strengthening public finances by two billion euros
through direct adjustment measures by the year 2023. Measures
that quickly boost public finances are important so that there is
time to build fiscal buffers before the next downturn.

e |n order to ensure the long-term sustainability of public finances, it
is essential to continue on the path of structural reforms. The age-
ing of the Finnish population will increase age-related expenditure
every year, which in turn will weaken public finances for decades to
come.

* The target should be to strengthen public finances by about EUR 5
billion through structural reforms by the end of 2020s. This target
can be achieved if it can be ensured that the regional government,
health and social services reform will slow down cost increases by
the targeted EUR 3 billion and decisions are made on measures
helping to boost the employment rate to 75% by 2025.

Finland still has a serious sustainability problem in its public finances. The stress test de-
scribed above also shows that even a medium-sized macroeconomic shock would quickly
put Finland’s general government debt on a steep growth path. A shock described in the
scenario would cause the general government deficit to come close to the deficit limit

set in the Stability and Growth Pact and the debt ratio reference value of 60% would be
quickly exceeded. In addition to having direct effects on public finances, the realisation of
contingent liabilities would also increase general government expenditure.

Finland should continue to strengthen its public finances so that it can build fiscal buffers
for future downturns and for unpleasant surprises affecting the economy. Strengthening
of public finances would also require the continuation of structural reforms strengthening
public finances in the long term.
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Fiscal targets and the measures to achieve them should be planned so that the buffers
and sustainability of public finances can be strengthened

If the challenges described above are taken seriously, putting Finland’s public finances

on a path that ensures their short-term and long-term sustainability should be the fiscal
policy objective of the next Government. Sustainable public finances are a prerequisite for
implementing the fundamental welfare and income distribution objectives of the public
sector.

The aim of the fiscal policy should be to ensure that public finances are on such a solid
basis that the automatic stabilisers can function freely. In that is achieved, public finances
can be allowed to weaken in a normal downturn and there is no need to tighten the fiscal
policy in order to stabilise public finances. In the targeted state, reforming economic struc-
tures and introducing measures boosting economic growth and the sustainability of pub-
lic finances in the long term should be at the core of the economic policy.

If the strengthening of the fiscal buffers and sustainability of public finances is adopted as
the aim, the following set of economic and fiscal policy objectives and rules would sup-
port the achievement of this goal during the 2019-2023 parliamentary term. The scale of
the measures required to achieve the objectives has been estimated on the basis of the
forecast presented by the Ministry of Finance in December 2018. A more detailed estimate
will become available at the end of March, when the Ministry of Finance updates its fore-
cast.

1. A surplus of about 0.5% should be set as the target for the nominal
general government budgetary position in relation to GDP in 2023.
This target can only be achieved if the general government budge-
tary position is strengthened by about two billion euros through
direct adjustment measures.

2. Finland’s public finances should be strengthened by approximately
five billion euros by the end of 2020s through structural reforms (in-
cluding the implementation of the regional government, health and
social services reform). Strengthening the prerequisites for emplo-
yment growth through measures that would raise the employment
rate to 75% by the year 2025 would be at the core of the reform
package.

3. Nominal budgetary targets that are in line with general govern-
ment surplus targets should be set for general government subsec-
tors. These subsectors are as follows: central government, the future
county government, local government, and employment pension
schemes and other social security funds.
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4. Central government spending limits and tax policies should be set
out so that they are in line with the achievement of the nominal
budgetary position targets.

5. Structural budgetary balance should be set as the medium-term ob-
jective (MTO) for Finland’s public finances.

6. Multi-year minimum targets leading to the achievement of the MTO
should be set for the nominal central government budgetary po-
sition in accordance with the Decree on the General Government
Fiscal Plan. The minimum targets should be updated in the General
Government Fiscal Plan each year.

Figure 2.8
Stronger buffers and more jobs — Sustainable public finances
for the coming decades
Fast-acting measures Structural reforms
I I
EUR 0.5 billion each Measures promoting Productivity in the provision of
year 2020-2023 growth and employment public services
EUR 3 billion

General government Employment rate 75%

surplus approx. 0.5%

relative to GDP

Debt ratio approx. 55% Debt ratio approx. 50%

The objective is to prepare for the downturn described in the stress test by accumulating
buffers for public finances by the end of 2020s. If these objectives are met, Finland’s public
finances would be strengthened by a total of seven billion euros by the end of 2020s, com-
pared with the situation where no action is taken. In this scenario, the general government
debt-to-GDP ratio would decline from the current 60% to about 55% by the year 2023 and
to about 50% by the end of 2020s.

The outlook for public finances and the achievement of fiscal policy objectives should

be reviewed each year as part of the preparation of the General Government Fiscal Plan.
The Government should be prepared, throughout the parliamentary term, to take new
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measures so that it can ensure the achievement of these objectives. Functioning of the fis-
cal policy rules and objectives is examined in more detail in Section 9.

Strengthening the buffers would require measures that already have an impact during
the government term...

Direct adjustment measures that are needed before the long-term structural reforms start
bearing fruit. The ageing of the population will automatically boost public expenditure
each year, which means that the state of public finances will weaken if no measures are
introduced. Direct adjustment measures would compensate for the growth of age-related
expenditure but they would also help to create buffers for future economic downturns.
The effects of structural reforms are also associated with uncertainty.

In the short term, public finances can be strengthened through measures slowing down
growth in expenditure or boosting growth in revenue. These measures strengthening
public finances and the benefits and disadvantages arising from them are examined in
more detail in Section 3. Measures should also be taken to reduce short-term risks by ex-
amining the risks arising from government guarantees, which have increased considerably
in recent years (For more information, see Section 11.3).

In addition to introducing direct spending cuts or tax increases, public finances should also
be strengthened during the government term by ensuring a more efficient use of public
expenditure and more efficient operations of the public sector, and by taking measures
raising the employment rate and enhancing the prerequisites for growth. The measures
must, however, have immediate impact and be of concrete nature, specific and credible.

From the perspective of the economic cycles, the measures should be front-loaded. It is
entirely possible that economic growth will slow down and that Finland will be hit by a
new downturn by the year 2023. Adequate buffers should be accumulated for public fi-
nances before the next downturn so that a procyclical tightening of the fiscal policy in

a downturn can be avoided. The front-loaded nature of the measures also enhances the
credibility of the measures because a Government cannot make any binding decisions on
behalf of its successors.

...but ensuring sustainability also requires measures that strengthen public finances in
the long term

In order to enhance its public finances, Finland also needs solutions impacting economic
structures that increase general government revenue and slow down expenditure growth
over the long term. In this manner, Finland can prepare for the expenditure pressures
arising from the ageing of the population and for unpleasant surprises in the long term.
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Measures providing better prerequisites for employment growth and boosting the effi-
ciency of public-sector service production (such as the implementation of the regional gov-
ernment, health and social services reform) would produce the best results. These instru-
ments for strengthening public finances are examined in more detail in the sections below.

Preparation for the structural reforms should be started early in the government term so
that there is enough time for the drafting process. It is also important that the reforms
have enough time to strengthen public finances before the growth in age-related expend-
iture arising from the ageing of the population has significantly weakened the general
government debt-to-GDP ratio.

Figure 2.9
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The recommended measures will ensure the stability of public finances for the next few
decades, but they will not be enough to cover the entire long-term sustainability gap. As
shown in Figure 2.9, the general government debt-to-GDP ratio envisaged in the recom-
mended measures will gradually start increasing again in the 2040s. This means that there
will also be work to be done to close the sustainability gap during the coming parliamen-
tary terms.

The long-term sustainability of public finances can be enhanced through mechanisms in
which the sustainability of the benefit and service system is regularly assessed and the
necessary corrective action is taken at an early stage. It has been agreed that the sustain-
ability of the earnings-related pension system is regularly assessed, in which connection
the need for a pension reform can also be regularly discussed. According to the current es-
timates, the Finnish pension system is on a sustainable basis but pension expenditure will
start growing in the 2050s. (See Section 2.1 and Box 3.1).
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BOX 2.2 WHAT IF FINLAND IS HIT BY ANOTHER SERIOUS DOWNTURN
COMPARABLE WITH THE FINANCIAL CRISIS?

As a small open economy, Finland is sensitive to shocks in the global economy

During the next parliamentary term, economic growth may also be weaker than what is predicted
in the Ministry of Finance's forecast. Risk of escalating trade conflicts, geopolitical tensions and (in
Europe) the uncertainty arising from Brexit and worries about the direction of the Italian economic
policy are some of the factors creating uncertainties in the world economy. Weakening of the world
economy would also inevitably impact the Finnish economy through a slowdown in exports.

Serious macroeconomic shocks cannot be ruled out either. Even though the sustainability of the
euro area financial system has been enhanced, especially since the financial crisis, factors such as
high debt levels still make some of the member states sensitive to shocks. If becoming reality, such
shocks could also have a negative impact on the economies of the other euro area countries.

An economic downturn would substantially weaken the state of Finland’s public finances as shown
by the stress test described in Section 2.2. Experiences of the last few decades also show that

a recession or a crisis can put Finland’s general government debt-to-GDP ratio back on a rapid
growth path. For example, during the 2008 financial crisis, the debt ratio increased by nearly 15
percentage points over a period of two years and the general government budgetary position
weakened by almost seven percentage points, which was partially the result of the measures
stimulating the economy. The recession of the early 1990s was also accompanied by a rapid growth
in the debt ratio and a substantial weakening of central government finances.

Finland should be prepared for unpleasant surprises

The economic policy package presented in this document is based on an assumption where growth
is slowing down but will nevertheless stay close to its potential rate and the Finnish economy is

not hit by major external shocks. Nevertheless, the Government should also have a plan for serious
macroeconomic shocks so that the damage caused by the crisis can be minimised. If Finland was
hit by a serious economic downturn in the 2020s, central government would not be in a position

to soften its effects in the same manner as after the 2008 financial crisis. This is because the buffers
are now too thin. In a severe downturn, major cuts in public services or benefits or other direct
adjustment measures would probably be needed if there is a danger of an uncontrollable rise in
general government debt or if the trust in Finland’s ability to manage its public finances was at risk.

In a serious shock, the additional direct consolidation measures needed to stabilise public finances
would have to include both spending cuts and tax increases. They should, however, be directed so
that their effects on economic growth potential can be minimised and that they would not slow
down the recovery process. It is clear that increases in the total tax rate and the resulting negative
effects on the economy could not be fully avoided. Even though measures would have to be taken
to substantially slow down spending increases, cuts in such areas as education, R&D expenditure
and other areas that are important for Finland’s economic growth potential and long-term
sustainability of public finances should be avoided.

The total scope and type of the additional measures required would depend on the scale and
nature of the economic shock. If there are factors behind the crisis arising from the structures of
the Finnish economy, correcting the situation would also require measures having effects through
economic structures. Structural reforms can speed up the recovery from the crisis and support
the long-term sustainability of public finances. This would also strengthen trust in the stability of

Finland's public finances.

46



A SELF-RENEWING, RESILIENT AND SUSTAINABLE SOCIETY - CONTRIBUTION BY THE OFFICIALS OF THE MINISTRY OF FINANCE

3 Finland’s public finances can be
strengthened through immediate
consolidation measures or structural
reforms

e The quickest way to strengthen general government budgetary po-
sition is to cut spending and raise taxes.

¢ Narrowing the sustainability gap through immediate measures
strengthening public finances are always more justified during an
economic upturn than a downturn.

* The new spending needs arising during the next government term
should be met by reallocating expenditure. Allocation of expendi-
ture should be based on ensuring that each euro collected as taxes
should generate optimum benefits for the economy as a whole.

* In the tax policy, consideration should be given to internationalisa-
tion, which has made both companies and individuals and thus also
the tax bases more mobile. In any tax increases, priority should be
given to the taxation of consumption and real estate.

e Tax revenue can also be increased by reducing the extent of tax ex-
penditure. The objectives set for tax expenditures and their imple-
mentation should be carefully assessed and the number of ineffi-
cient tax expenditures should be gradually reduced.

e Because of the scale of the sustainability problem facing Finland'’s
public finances, the problem cannot be solved without major struc-
tural reforms that would boost economic resources and allow them
to be used more efficiently.

e Structural reforms can often simultaneously enhance public fi-
nances and support economic growth. However, the effects of struc-
tural reforms are often uncertain and difficult to assess.

e The sensitivity analyses of the sustainability gap calculations suggest
that raising the employment rate and boosting the productivity of
public services are the most effective ways of narrowing the sustai-
nability gap.
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The measures to strengthen public finances are often painful

Strengthening of public finances and, consequently, the closing of the sustainability gap
can be done by means of immediate consolidation measures, such as tax increases or
spending cuts, or by introducing long-term structural reforms. Structural reforms also help
to increase revenue or decrease expenditure but only gradually as economic structures
and the behaviour of households, companies and public administration changes.

There is a broad range of different instruments available for strengthening public finances.
However, the instruments do not always offer easy and painless solutions as many of them
have more or less negative effects. They also affect different population groups in different
ways, causing political disagreements. This means that sooner or later, we are dealing with
a difficult problem of reconciling economic policy needs with social policy needs.

Direct consolidation measures should be taken when the economy is growing

The challenge of ensuring the sustainability of Finland’s public finances is of such scale
that none of the measures available for the purpose should be rejected out of hand. In
principle, the quickest way to strengthen public finances is to introduce consolidation

measures that have an immediate impact (spending cuts and higher taxes).

The scale of the immediate consolidation measures also depends on the economic situa-
tion. Strengthening public finances through immediate consolidation measures are always
more justified during an economic upturn than during a downturn. According to current
estimates, Finland’s GDP will exceed the level of potential output in the next few years,
which means that Finland is in the middle of an economic upswing. This is an argument in
favour of introducing immediate consolidation measures.

During the last two parliamentary terms, the focus has varied between expenditure
adjustments and tax adjustments

During the past two parliamentary terms, the focus has varied between spending cuts
and tax increases. The last parliamentary term (2012-2015) saw the introduction of imme-
diate consolidation measures totalling about six billion euros. The measures were equally
divided between spending cuts and tax increases. During the current parliamentary term
(2016-2019), the focus has been on expenditure-related measures, as general government
spending has been cut by some EUR 4 billion. The policy of the current Government has
been to avoid tax increases. In fact, the tax rate has declined during the current govern-
ment term, partially as a result of the Competitiveness Pact. Some of the tax bases have
also grown more slowly than the GDP.
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Because of the spending cuts carried out during the previous parliamentary terms, iden-
tifying new areas for cuts is more difficult than in the past. Furthermore, it is difficult to
achieve substantial savings quickly without weakening public services or reducing current
social transfers. For this reason, these measures are controversial, especially from the per-
spective of income distribution. Moreover, different types of public expenditure affect the
economic structures and productivity in different manners. When public spending is cut, it
may also happen that savings in one sector may increase costs in another.

3.1 Growth in public expenditure should be slowed down

Service provision, investments and current transfers are the most important public
expenditure items

Public expenditure may have a broad range of different aims. In fact, types of public ex-
penditure can be classified in many different ways. For example, they can be divided into
consumption expenditure, investments and current transfers. Public consumption ex-
penditure can be divided into compensation of employees and intermediate consump-
tion. In practice, this concerns the wages and employer contributions connected with the
services provided by the public sector, and purchases of services and supplies.

The major investment projects often involve the development of public infrastructure,
such as the road and rail network. The purpose of these inputs is to ensure an optimal
operating environment for private actors, companies and households. Other investments
involve the construction of service buildings and defence materiel purchases.

The purpose of the public-sector current transfers, such as pensions, unemployment secu-
rity, child benefits, social assistance and student financial aid, is to secure the livelihood of
citizens in different stages of life. Current transfers are often also associated with an idea
of fairer income distribution between different population groups or during life stages of
individuals.

Examination of public expenditure should not be limited to on-budget entities

When decisions on the allocation of expenditure are made, all expenditure and the needs
behind them should be reviewed together. Basically, none of the activities funded by the
public sector should be left outside the review. The State Budget plays a key role as a fiscal
policy instrument when public expenditure requirements are estimated. However, public
expenditure should be examined from a wider perspective than the Budget. For example,
it would be natural to assess the objectives and resources concerning off-budget funds
when decisions on the Budget are made.
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Changing the existing expenditure structure is difficult

The principle behind expenditure decisions should be that each euro generated as tax rev-
enue and allocated to a specific purpose should produce optimal benefits in overall terms,
when consideration is given to value-based political decisions. In practice, preparing
cost-benefit assessments across the boundaries of administrative branches is difficult be-
cause the objectives concerning the different categories of public expenditure are rarely
commensurate. For example, it is difficult to find a yardstick for comparing the societal
effectiveness of the inputs aimed at enhancing Finland’s security policy status with the
measures improving the quality of life of the elderly.

Figure 3.1

Budget expenditure 2019
EUR billion (%)

Expenditure
corresponding to
revenue from EU

Expenditure corresponding
to revenue from Veikkaus

Interest expenditure
(variable
appropriation)

1.2

EU membership
fees (variable
appropriation)
21
(4 %)

Other expenditure Other variable

16.2
(29 %)

Source: Ministry of Finance

The problems connected with the measuring of the objectives of individual administrative
branches and making comparisons between them easily lead to a situation where chang-
ing the existing expenditure structure is difficult. Moreover, changing public expenditure
would often require legislative changes. For example, nearly 70% of the expenditure in
the 2019 Budget are variable appropriations, which are largely based on the legislation in
effect. This means that changing these appropriations would require changes to the deci-
sions contained in the Budget and to the corresponding calculation criteria laid down in
the law. The expenditure structure becomes increasingly inflexible when more and more
criteria concerning the allocation and sizing of expenditure are incorporated into the law.
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Agreement-based or otherwise non-discretionary items such as debt interest payments
and EU membership fees are also considered as variable appropriations. In the 2019
Budget, a total of EUR 1.2 billion is allocated to debt interest payments and EUR 2.1 billion
to EU membership fees. Moreover, some of the expenditure contained in the Budget in-
volve the relaying of funding received from elsewhere to specific purposes. For example,
the revenue generated by gambling totalled EUR 1.1 billion in the 2019 Budget, and this
sum is channelled to a variety of purposes, as laid down in the Lotteries Act. Moreover,
under the 2019 Budget, the EU will contribute EUR 1.2 billion to a number of different pro-
jects.

Social security, healthcare and the promotion of business and industries are the biggest
expenditure items in the Budget

In Figure 3.2, the expenditure in the Budget is broken down in accordance with the CO-
FOG classification. This method provides a better picture of how the expenditure entered
in the Budget is allocated. The figure shows that social security, health and economic af-
fairs are the biggest expenditure items. Social security accounts for nearly EUR 20 billion
of all expenditure in the Budget. AlImost 95% of this expenditure is classified as statutory
variable appropriations. In healthcare expenditure, too, statutory appropriations account
for a substantial proportion of the total.

Figure 3.2
Budget expenditure according to COFOG classification 2019
EUR billion

Housing and community amenities
Environmental protection

Other

Recreation, culture and religion
Public order and safety

Defence

General public services
Education

Economic affairs
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Social protection
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Source: Ministry of Finance

51



MINISTRY OF FINANCE PUBLICATIONS 2019:12

Growth in expenditure should be slowed down and new spending needs should be met
through reallocation

The experiences of the past two parliamentary terms have shown that slowing down
spending increases is possible and that most of the immediate consolidation measures
carried out during the period were budgetary measures. As in the previous parliamen-
tary terms, measures tackling the growth in public spending are also needed in the future.
Spending cuts nearly always have negative effects and these effects can be mitigated by
allocating the cuts correctly. In this connection, the chances of reallocating appropriations
within the Budget should also be carefully considered.

The consolidation measures carried out during the two previous Governments and global
economic growth are helping Finland to gradually balance its public finances. When pol-
icies impacting expenditure trends are considered in the future, the challenges arising
from the long-term outlook cannot be overlooked and we should not imagine that we
can solve the problem by relying on structural reforms, which usually have a slow impact.
When expenditure needs are estimated, the effects of demographic trends must also be
considered. Effective use of existing appropriations and spending reallocations should
also be a consideration in the future, instead of spending increases.
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BOX 3.1 EARNINGS-RELATED PENSION EXPENDITURE IS ALSO PUBLIC
EXPENDITURE

The pension reform that took effect at the start of 2017 will also help to strengthen the
sustainability of public finances. For example, the raising of the retirement age and linking

it to future life expectancy will extend working careers. In fact, when examined separately,

the current earnings-related pension system is probably on a sustainable basis. However,

the private-sector employment pension contributions are already quite high and there are
pressures to increase them in the coming decades (See Figure 3.3). For this reason, alternatives
to the existing pension system should be considered if Finland’s public finances as a whole are
on an unsustainable basis.

Savings in earnings-related pensions would make it possible to lower employment pension
contributions, which would allow leeway for changes in other taxes and provide a basis for
strengthening public finances. Especially if the trend of the past few years continues and
the birth rate remains at lower-than-expected levels, there will also be more pressures to
take a critical view of the earnings-related pension system as part of public finances. At least
decisions that would further increase pension expenditure should be avoided.

Figure 3.3

Private-sector employment pension contribution
relative to wage bill, %
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Source: Long-term projections of the Finnish Centre for Pensions 2016
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3.2 Tax competition leaves less room for tax increases

Most of the funding for the public sector comes from tax revenue and payments similar

to taxes. Finland’s public sector and thus also the level of taxation have been fairly high
when compared to other countries. No clear link between the overall level of taxation and
economic growth can be established on the basis of research literature. It would seem,
however, that the Nordic model in which such services as education and social security are
funded from tax revenue can be fairly successful in terms of economic growth and well-
being. However, the way in which the taxes are collected is of great importance, especially
in countries with a large public sector. The characteristics of a good tax structure and the
incentive effects of taxation are examined in more detail in Section 6.

In addition to the tax structure and the incentive effects of taxation, there are also other
issues in the tax policy that need to be considered. In addition to a more specialised divi-
sion of production in international scale, globalisation has also led to more tax competi-
tion. Moreover, digitalisation will further increase the role of tax competition as it becomes
easier for companies to move operations to other countries. Against this background, it is
clear that tax increases can be used to strengthen public finances only to a limited extent.
In fact, to increase tax revenue, there should be more focus on a good tax structure and on
broadening tax bases than on simply raising taxes.

As economic integration is progressing, companies and employees will react more quickly
to differences in tax levels between countries. It is clear that there are also many other
issues that companies consider when making decisions on production locations, such as
the predictability of the tax policy, labour costs, supply of skilled workforce, closeness of
the markets, transport costs, quality of the infrastructure, and the stability and security of
society. Moreover, international competition affects tax bases in different ways. More flexi-
ble tax bases are more sensitive to international tax competition.

Tax competition is toughest in corporate taxation

Companies and their profits are the first to react to competition on tax levels and sub-
sidies. Over the past few decades, globalisation and the increasing mobility of capital
between countries have in many ways changed business operations and the manner in
which taxation affects companies’ decisions. The average corporate tax rate of the OECD
countries has decreased substantially over the past two decades. A great deal of work has
been done in the OECD and the EU to combat harmful tax competition in recent years but
so far these organisations have only managed to curb the most blatant forms of tax com-
petition.
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Tax competition on tax on capital income (in which savings are taxed) has been less in-
tensive because capital income taxation is based on the principle of country of residence,
which means that the taxes are usually collected in accordance with the legislation of the
beneficiary’s home country. This means that all the capital income of private individuals is
taxed in Finland the same way, irrespective of its geographic origin. This requires that the
tax authorities of the individuals"home countries are able to supervise the foreign invest-
ments made by these persons. The automatic exchange of financial account information
between countries which started in 2017 and is continuously expanding has facilitated the
supervision of foreign capital income.

In the taxation of earned income, the mobility of the tax base is largely dependent on the
educational levels of the workforce. Highly educated individuals are more eager to em-
igrate than other citizens. Steep progression in the taxation of earned income may thus
increase the willingness to emigrate and make it more difficult to attract foreign experts to
Finland. This means that tax competition also affects the taxation of earned income. More-
over, raising the highest marginal tax rates would not significantly increase tax revenue.
Table 3.1 shows how changes in tax bases of different tax types (such as a one-percentage
point change in value added tax) would affect tax revenue.
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Table 3.1 Static effects of changes in tax bases on tax revenue, EUR million (forecast)

Tax revenue 2019 Change in tax base Change in tax revenue
EUR million EUR million 2019

(estimate)
atannual level

STATE EARNED INCOME TAX SCALE

First threshold (17,600 - 26,400) 1 percentage point 192
Second threshold (26,400 - 43,500) 1 percentage point 193
Third threshold (43,500 - 76,100) 1 percentage point 9
Fourth threshold (76,100 -) 1 percentage point 50
All tax recipients, total 5911 1 percentage point 531
MUNICIPAL TAXATION 19,910 0.5 percentage points 522
Average tax rate (19.88% in 2019) 1 percentage point 1,071
CAPITAL INCOME TAX 3,244

1 percentage point 1 percentage point 101
CORPORATE TAX

tax rate 20% 6,414 1 percentage point 3N
CONSUMPTION TAXATION

VAT

- reduced tax rate 10% 789 1 percentage point 79
- reduced tax rate 14% 2,592 1 percentage point 185
- standard tax rate 24% 15,415 1 percentage point 642
FUEL TAXES

petrol 1,257 1 cent/litre 17
diesel oil 1,378 1 cent/litre 31
Electricity tax " 951 0.1 cent/kWh Iy)

1) Other than industries, server rooms and greenhouses
Source: Ministry of Finance, August 2018

There is less tax competition in the taxation of real estate and consumption

Real estate taxation is perhaps the least problematic area from the perspective of tax com-
petition. As real estate and especially the plots do not move between countries, there is
no direct tax competition on real estate taxes. In fact, real estate taxation should be made
fairer so that the definition of taxable values would better reflect real market prices.

Value added tax is the most important of the indirect taxes in terms of tax revenue. Value
added taxation is determined on the basis of consumption location, which means that the
Finnish system of value added taxation treats both Finnish and foreign sellers in the same
way and does not burden export companies. Thus, the view is that there is no direct link
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between the level of value added taxation and e.g. decisions on production locations of
the VAT liable companies. In fact, international tax competition on value added taxes and
excise duties on end consumption mainly affects cross-border shopping trips. For Finland,
the most important such phenomenon is the shopping tourism to Estonia.

In addition to affecting end consumption, excise duties are also directed at the intermedi-
ate inputs used by companies, such as energy. Taxation of production-related intermediate
inputs has both fiscal and environmental objectives but excise taxation can also impact the
international competitiveness of companies. For example, increases in energy taxation may
have a negative impact on international manufacturing competitiveness, especially in the
short term. At the same time, competitiveness depends on a broad range of different fac-
tors and the tax treatment of companies should be examined from an overall perspective.

More tax revenue through fewer tax expenditures

Even though the prime task of taxation is to provide funding for public expenditure, taxation
is also used as an instrument to reduce income differences between citizens. In a progressive
tax system, the tax rate increases as income increases, making the distribution of income in
the markets more equitable. Taxation is also increasingly used for other tasks in society. For
example, it is used to steer citizens’ behaviour and to correct market imperfections.

There should be extremely good grounds for taxation deviating from the basic taxation
structure because an ideal tax system collects funds for public expenditure with optimal
efficiency and neutrality. In that case, the distortions in choices made by consumers and
companies on the basis of taxation can be minimised.

If it is decided to raise taxes in order to strengthen public finances, consideration should
be given to increasing tax revenue by reducing tax expenditure® detrimental to economic
growth or the environment, instead of introducing general tax increases. Some examples
of tax expenditures are listed in Table 3.2, of which most are granted to companies. Reduc-
ing the number of tax expenditures would also support the efforts to achieve broad tax
bases, which would be positive from the perspective of economic growth and efficiency of
taxation. Broadening the tax base would make it possible to keep tax rates low and at the
same time collect taxes more efficiently because uniform and low tax rates would cause
less distortion in the behaviour of economic actors. Different types of tax deductions also
make the tax system more complicated, provide more opportunities for tax planning and
tax avoidance, and increase the administrative costs of the tax system.

8 Tax expenditures are exemptions from normal taxation that are included in the tax system. Their purpose is to
support specific industries or groups of taxpayers through tax exemptions, tax deductions or reduced tax rates.

57



MINISTRY OF FINANCE PUBLICATIONS 2019:12

Blanket elimination of tax expenditures would not, however, result in an optimal tax sys-
tem because more efficient taxation and fairness have been the specific aims of many of
the deductions. Tax deductions help to make the tax system more flexible, which could
not be achieved by introducing differentiated tax rates.

When new tax expenditures are introduced, it should be considered whether the tax re-
liefs granted to a large group of taxpayers are the best way to support specific groups or
whether the support could be in the form of direct aid or whether the desired steering
effects could be achieved through other types of regulation. Tax expenditures granted to
companies are business subsidies in the same way as direct aid, and the principles of good
business subsidies should also be applied to them.? This also means that the expenditures
should be granted for limited periods and it should be possible to assess their effects. Be-
cause of the large number of beneficiaries, estimating the effects of tax expenditures is of-
ten difficult and they may also be inefficiently targeted. New expenditures should also be
planned so that their effectiveness can be monitored and assessed.

Table 3.2.Examples of tax expenditures in 2019'

Reduced VAT rates 2,97
Reduced electricity tax rate for industries, greenhouses and server rooms 603
Reduced tax rate for the light fuel oil for non-road mobile machinery 422
Higher rate of return of dividends of unlisted companies 415
Reduced tax rate for diesel fuel (excluding passenger cars and vans) 407
Tax refund for energy-intensive enterprises 220
Reduced tax rate for peat 189
Entrepreneur deduction 130
Reduced energy-content tax on combined heat and power (CHP) 96
Energy tax refund for professional agriculture 55
Exemption from car tax for campers 50
Liabilities provision granted for capital income in forestry 22
Tax exemption of electricity used in rail traffic 13
Training deduction 12
Tax relief for small breweries 12
Tax exemption of production subsidy for film producers 5

" It should be noted that because of dynamic effects, the elimination of a tax expenditure would not increase central government tax revenue by
the same amount.

Source: Ministry of Finance

9 https://tem.fi/en/general-criteria-for-business-subsidies-on-national-level
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3.3 Structural reforms can strengthen the prerequisites for
economic growth and public finances

Because of the scale of the sustainability challenge facing Finland’s public finances, it
would not be reasonable to use immediate consolidation as the main instrument to
solve the problem. Instead, structural reforms are probably the better way. The advan-
tage of structural reforms is that they often boost economic growth and strengthen
public finances at the same time. The problem with structural reforms is, however, that it
is often difficult to estimate their effects. For this reason, the potential of each reform to
strengthen public finances remains uncertain.

According to the sensitivity analyses of the sustainability gap calculations, certain types of
structural reforms produce more results than others. These sensitivity analyses are listed

in Table 3.3. Judging from the sensitivity analyses, it can be concluded that raising the em-
ployment rate and boosting the productivity of public services are the most effective tools
to narrow the sustainability gap.

Table 3.3 Impact of various factors on the sustainability gap

Baseline scenario Change, pp. Impact on
(December 2018) sustainability
gap’, pp.
Growth in general productivity (and real earnings) on average 1.4% +0.5 -0.5
Employment rate will end up at
72.5% by 2070 +1.0 -0.4
Growth of productivity of public health and social services 0% +0.5 -1.8
General government structural primary balance? / GDP in 2023 0.3% +1.0 -1.0
Real rate of return on investments and real interest rate on gene-
ral government debt -0.5 +0.7
- of which interest on general government debt and return on
central and local government investments in bonds 2%
- of which return on central and local government investments
in shares 4%
- of which return on employment pension assets 3.5%

"' The calculations are based on December 2018 MoF sustainability gap calculations (impact of assumption changes are stable over different
calculation rounds).
2 deficit excl. interest expenditure
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The figures suggest that changes in the employment rate have a substantial impact on
the size of the sustainability gap because an increase of one percentage point in the em-
ployment rate would reduce the sustainability gap by 0.4 percentage points.'® A higher
employment rate would enhance the sustainability of public finances in two ways: Firstly,
it would increase GDP and thus also the general government tax revenue (in the sustain-
ability gap calculations this would be seen as lower GDP ratios for all age-related expend-
iture). Secondly, lower unemployment would reduce public spending arising from the
management of unemployment. Ways of raising the employment rate are examined in
more detail in Section 4.

Productivity growth in public health and social services also has a major impact on the
size of the sustainability gap estimate. If the productivity growth in public health and so-
cial services could be permanently improved by, for example, 0.5% each year, this would
significantly slow down the long-term increase in public expenditure and would thus also
narrow the sustainability gap by about 1.8 percentage points. For this reason, in the im-
plementation of the regional government, health and social services reform, it should be
ensured that the reform genuinely boosts the efficiency of the service provision and thus
also slows down cost increases in the targeted manner (For more information, see Section
8.2).

At the same time, permanent acceleration of overall productivity growth by 0.5 percent-
age points (which would be a substantial increase) would only narrow the sustainability
gap by 0.5 percentage points." This is because in the long term, growth in overall produc-
tivity would boost real earnings in all sectors by equal amount, which would also result

in higher labour costs in the public sector. However, it would be very difficult to speed up
general productivity growth by even 0.5 percentage points on a permanent basis. Boost-
ing productivity growth is, however, important if the aim is to improve the standard of
living in Finland and to enhance the competitiveness of Finnish companies in the interna-
tional markets (For more information, see Section 5).

10 The assumption is that about 30% of all new employed persons would come from outside the labour force and
about 70% from among the unemployed.

11 In this examination, the assumption is that higher productivity growth would also be reflected in interest rates
and dividend income.

60



A SELF-RENEWING, RESILIENT AND SUSTAINABLE SOCIETY - CONTRIBUTION BY THE OFFICIALS OF THE MINISTRY OF FINANCE

4  Achieving higher employment rates
would require a broad range of different
measures

e Finland’s employment situation has improved substantially in the
most recent year. However, additional measures must be taken to
raise the employment rate because a high employment rate is key
to ensuring social stability and the funding base for public finances.
Boosting employment becomes even more important as Finland’s
working-age population shrinks. Finland’s employment rate is also
lower than in other Nordic countries.

e Employment can be increased by reducing unemployment, by en-
couraging people outside the labour force to join the labour mar-
ket or by promoting work-based immigration. A higher fertility rate
would also increase the number of people in employment over the
long term but boosting the fertility rate is difficult.

e Particularly in comparison to Sweden, there is room for improve-
ment in the employment rate, especially in the age group 55-64.

It would be possible to increase the employment rate among the
aged by providing support for staying in working life and limiting
the pathways to early exit from labour force.

e The employment rate among women aged between 25 and 39 is
also lower in Finland than in other Nordic countries. In this group,
employment could be boosted by introducing a family leave reform
though at the same time, such factors as an increase in day-care
costs would weaken public finances.

e Higher employment rates could be achieved by reforming the social
security, tax and service system, which affects incentives to work,
among other things. This should be done in fiscally sustainable
manner.
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* Active labour market policies can help unemployed people to find
jobs. It should be critically assessed how the current active labour
market policy resources could be allocated more effectively. Labour
market policy measures should not be taken in areas where employ-
ment would occur even without them.

e Changes in the sectoral and occupational structures in the labour
market are continuing, which will also be reflected in future skills
needs. In order to ensure the matching of labour supply and de-
mand, the sectoral and occupational mobility of people should be
facilitated, but at the same time, the cost-effectiveness of the meas-
ures should also be a consideration. For example, opportunities for
continuous learning could be promoted during working careers. In
particular, this need applies to people who do not meet the skills re-
quirements of the labour market.

e Measures should be taken to enhance the regional mobility of the
labour force so that the regional mismatch between labour sup-
ply and demand can be reduced. Except for the functioning of the
housing market, it is difficult to influence factors behind the deci-
sions to move through policy measures.

* Poorly educated people are in a weaker position in the labour mar-
ket. For this reason, the number of people with only the basic edu-
cation should be reduced.

* Among the young people, measures could be taken to facilitate ac-
cess to education and shorten study times.

4.1 Rapid economic growth is reflected in the employment
situation but structural unemployment remains high

Recently, there has been a substantial improvement in the employment situation but
demographic changes mean that the employment rate must be further increased

Mainly as a result of rapid economic growth, there has been a substantial improvement
in the employment situation. The seasonally adjusted employment rate has already ex-
ceeded the 2008 level, and in November 2018, it stood at 72%. It is, however, difficult to
say to what extent the improvement is the result of the economic upturn and how much
of it can be attributed to the reforms introduced during the current government term. It
remains uncertain how the employment situation will develop when the cyclical situation
is normalised.
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Inclusion in working life prevents marginalisation. A high employment rate is therefore

a key objective when efforts are made to secure the resilience of society and a funding
base for public finances. The importance of boosting employment is highlighted when the
working-age population shrinks. According to the 2018 population projection of Statistics
Finland, the Finnish working-age population (age group 15-74) will decrease by 1.1% and
the age group 15-64 by 0.8% between the end of 2018 and the year 2025. To secure the
basis for public finances, the employment rate must be raised further. Raising the employ-
ment rate is probably not enough as measures must also be taken to increase the work-
ing-age population. Work-based immigration would give a rapid boost to the working-age
population, while a higher fertility rate would help in the long term.

Figure 4.1
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Employment among the ageing population has improved, while the same cannot be
said of the situation among men in the age group 25-34

The rise in the employment rate has been particularly rapid in the age group 55-64 (See
Figure 4.2). In this age group, the trend has been upwards for many years. Structural re-
forms, such as the raising of the age threshold for extended unemployment benefits, the
abolition of the individual early-retirement pension and improved health and higher edu-
cational levels among the aged are some of the reasons contributing to the positive devel-
opment.

At the same time, however, the employment situation in the age group 25-44, the peo-
ple in the prime working age, has not improved after the financial crisis. In particular, the
problem affects men aged between 25 and 34, among whom the employment rate was
7.6 percentage points lower in 2017 than in 2008. For comparison, the employment rate in
the age group 15-64 declined by one percentage point in the same period. Lower labour
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participation rate and higher unemployment are the main reasons behind the weak em-
ployment situation among the men aged between 25 and 34. In 2017, unemployment
among men aged between 25 and 34 was three percentage points higher than in 2008,
while at the same time, the proportion of men in this age group outside the labour force
increased by 4.8 percentage points in the same period.

The weak employment situation among young men can be examined in more detail us-
ing the employment statistics of Statistics Finland as these statistics also give the reasons
for staying outside the labour force.”? According to the employment statistics, the propor-
tion of unemployed among the men aged between 25 and 34 increased by 2.2 percent-
age points and the proportion of men outside the labour force by 3.7 percentage points
between the end of 2008 and the end of 2017."™ Among the women in the same age group,
the proportion of the unemployed increased by roughly the same amount (2.4 percentage
points) but the number of individuals outside the labour force increased substantially less
(by only 1.3 percentage points). The substantial increase in the proportion of men outside
the labour force can more or less equally be attributed to a growth in the proportion of
students and other individuals outside the labour force."* Among women in the same age
group, the proportion of students also increased during the period in question, whereas
the proportion of other individuals outside the labour force declined. The increase in the
proportion of students can at least partially be explained by the fact that a weak economic
situation has prompted students to postpone the completion of their studies. However, a
bigger question is why an increasing proportion of young men has chosen to remain out-
side the labour market for reasons other than studying, military or non-military service or
retirement.

12 The employment statistics give a person’s main activity at the end of the year and the data used in it is derived
from the unemployment data based on the employment service statistics of the Ministry of Economic Affairs and
Employment. The employment statistics are registry-based and the definition of unemployment used in them dif-
fers from the definition used in the sample-based labour force survey.

13 The figures for 2017 are preliminary.

14 Other than pensioners, students, pupils, conscripts and individuals doing non-military service.
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Figure 4.2 (a)
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Figure 4.2 (b)
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Finland’s employment rate is lower than in other Nordic countries

Despite the good employment situation, Finland’s employment rate is lower than in other
Nordic countries. In 2017, the employment rate in Sweden was 6.9 percentage points, in
Denmark 4.2 percentage points and in Norway 4.0 percentage points higher. Especially in
the employment rate among the aged, Finland lags behind Sweden, Denmark and Nor-
way. This despite the fact that in Finland, the employment rate in the age group 55-64 has
risen steadily for many years. This means that in Finland, ageing people exit the labour
market earlier than in the reference countries.
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Figure 4.3 (a)

Employment rate 2017
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Figure 4.3 (b)
Labour force participation rate 2017
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Figure 4.3 (c)
Unemployment rate 2017
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Higher unemployment and a lower labour market participation rate both contribute to
the lower employment rate in Finland. In Finland, unemployment is higher than in the
reference countries in all age groups, particularly among the people aged between 15
and 24. However, among the young, the proportion of NEET individuals serves as a better
indicator than the unemployment rate. NEET refers to those young people who are not in
education, employment or training. The proportion of NEET individuals in the age group
15-24 is also higher in Finland than in the reference countries. In 2017, NEET individuals
accounted for 9.4% of all people in the age group 15-24 in Finland, compared with 7.0% in
Denmark, 6.2% in Sweden and 4.6% in Norway (Eurostat, 2018)."

The difference in the employment rates is partially explained by the number of hours
worked, especially in Denmark and Norway. When the employment rate among full-time
employees, as calculated by the OECD, is examined, the difference between Finland and
these two Nordic countries disappears. The gap between Finland and Sweden remains
substantial, however. In 2016, according to OECD calculations, the employment rate
among full-time workers in Finland was 63.5%, compared with 63.8% in Norway, 61.5%

in Denmark and 69.4% in Sweden. One reason for this is the low proportion of part-time
work in Finland. According to Eurostat statistics,'® in 2016, part-time work accounted for
15% of all hours worked in Finland, compared to 26% in Norway, 24% in Sweden and 26%
in Denmark.

Figure 4.4 (a)
Employment rate among men by age group 2017
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15 The Eurostat figure is based on the material in which young people doing military or non-military service are
not included in the population.

16 Proportion of part-time workers of all employed people aged between 15 and 64.
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Figure 4.4 (b)
Employment rate among women by age group 2017
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When examined by gender, the employment rate in Finland is lower than in other Nordic
countries, especially among the men aged over 55 and women aged between 25 and 39
(See Figure 4.4). The gaps in the employment rates among women aged between 25 and
39 are at least partly linked to parenthood and the family leave system. In the comparisons
with Sweden, the different way of compiling statistics of people on family leave may also
play a role."”” However, work participation among the mothers of small children is also sub-
stantially lower in Finland than in Sweden when the work attendance rate (the proportion
of people at work during the survey week) is considered, which allows for differences in
the statistical methods. When the youngest child is aged between one and two, the work
attendance rate of Finnish mothers is about 16 percentage points lower than in Sweden,
whereas in situations where the youngest child is between two and three, the gap narrows
to about 10 percentage points (Parnanen and Kambur, 2017).

High structural unemployment limits the chances of raising the employment rate

The Finnish unemployment rate has been declining since 2015 and the estimate is that in
2018, it fell close to the structural unemployment level.'® Even though there is a great deal
of uncertainty concerning the estimates of structural unemployment, this type of unem-
ployment is probably higher in Finland than in Denmark and Sweden. Thus, lowering the
Finnish unemployment rate close to the reference countries requires measures aimed at
reducing structural unemployment.

17 In Sweden, some of the recipients of parental allowance are registered as employed, whereas in Finland, people
receiving parental allowance and child home care allowance are not considered to be in employment.

18 NAWRU-based estimate of the European Commission. According to the economic theory, when the unemplo-
yment rate is approaching its structural level or falls below it, there should be more pressures to raise prices and
wages.
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Figure 4.5
NAWRU and unemployment rate
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The match between labour supply and demand should be improved

Because of a favourable economic situation, the demand for labour has grown, which is
reflected in the higher number of job vacancies in relation to the number of unemployed
job seekers. However, there are signs that the efficiency of match between labour supply
and demand has weakened. The labour market matching efficiency describes the func-
tioning of the labour market (how effectively job vacancies are filled and how well do job
seekers find work). The regional and occupational match between labour supply and de-
mand, smoothness of the job application process and institutional factors (wage forma-
tion, labour legislation and incentives for work) are some of the factors influencing labour
market matching.

One way of examining labour market matching is the Beveridge curve, which describes
the relationship between job vacanciesand unemployed job seekers. Between 2012 and
2015, the Beveridge curve moved outwards, which suggests a decline in matching effi-
ciency. Possible reasons for the decline in matching efficiency include the creation of new
jobs in sectors that are not attractive to job seekers or in regions where there are no job
seekers qualified for the jobs, mismatch between the skills of the unemployed and the
skills requirements in the new jobs, and gaps between pay expectations and the pay of-
fered (Pehkonen et al., 2018).
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Figure 4.6
Beveridge curve
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The ongoing change in the sectoral and occupational structure in the labour market may
have heightened the labour market matching problems and thus weakened the match be-
tween labour supply and demand. The proportion of women-dominated health and social
services sectors of all employed people has risen in recent years, whereas the proportion
of male-dominated industries has declined (Pehkonen et al., 2018). There have also been
changes in the occupational structure. The proportion of professions involving routine
middle-level manufacturing and office tasks has declined, while at the same time, the
proportion of service professions with low pay and low skills requirements and special-

ist professions with high pay and high skills requirements has risen Pehkonen et al., 2018;
Pekkala-Kerr et al., 2016). There are labour force availability problems in many health care,
retail and service sector professions (Ministry of Finance, 2018a).

The second dimension in the match between labour supply and demand labour is the re-
gional match between labour supply and demand. There are substantial differences in un-
employment rates between Finnish regions even though the gaps have narrowed slightly
over the past two years. In 2017, the regional unemployment rates varied between 3.7%
(Aland) and 16.3% (North Karelia).” There is also regional variation in the labour shortage
perceived by employers and the tightness of the labour market (as measured with the
number of job vacancies in relation to the number of unemployed job seekers) (Ministry
of Finance, 2018a). This suggests that there is some mismatch between labour supply and
demand at regional level.

19 Annual average unemployment rate based on the statistics of the Ministry of Economic Affairs and Emplo-
yment.
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However, working-age people are moving from areas of high unemployment to growth
centres. Figure 4.8 shows the net migration between regions in relation to the population
in 2017.1n 2017, only Uusimaa, Southwest Finland, Tampere Region and Aland had net mi-
gration gains in the age group 20-64. Except for the Tampere Region, all of them are areas
with lower-than-average unemployment rates. All other regions in Finland suffered net mi-
gration losses. Among the regions with the highest net migration losses are areas of high
unemployment (Kymenlaakso and Kainuu) and regions with lower-than-average unem-
ployment (Ostrobothnia and Central Ostrobothnia).

Figure 4.7
Regional variation in employment rates
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20
18
16 |—< >

14 Sa Pid S

ceecccaa,
-

0 i
o ~~— ~
6
4 —— LTI O
) ———e e pommmm———a==
O 1 1 1 1 1 1 1 1 1 1 1
06 08 10 12 14 16
== Country as a whole =« Regional maximum and minimum levels

Source: Employment service statistics of the Ministry of Economic Affairs and Employment

Figure 4.8

Net migration between regions 2017, age group 20-64
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Poorly educated people are in a substantially weaker labour market position than other
popuIation groups

Education plays a key role in employment as poorly educated people are in a substantially
weaker position in the labour market. In 2017, the employment rate among individuals

in the age group 25-64 with only basic education was about 20 percentage points lower
than among people with upper secondary education. The gap between the employment
rates of people with upper secondary education and tertiary education was substantially
smaller, about ten percentage points.

Figure 4.9
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4.2 Incentives for work and the match between labour supply
and demand should be improved

Social security and tax systems create situations in which working is not attractive

The employment rate can be boosted by providing better incentives for work. Economic
incentives for work refer to how an individual’s disposable income changes when 1) they
move from unemployment to employment, 2) from outside the labour force to employ-
ment, or 3) they increase the number of hours worked. If the income only increases slightly
or even decreases as a result of employment or additional hours worked, the incentives for
work are weak. The social security system, taxation, income-related service charges (such
as the early childhood education fees) and pay levels are the factors impacting the eco-
nomic incentives for work.
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The Finnish social security system contains a broad range of different support forms.
The criteria for determining and calculating them vary and different types of support do
not react to changes in income levels in the same manner. Together with the taxation of
earned income, income-related service charges (such as the early childhood education
fees), the Finnish social security system constitutes a complex package that may weaken
incentives for work, especially among certain groups of people.

Kotamaki and Ollongvist (2018)%° have estimated incentives for moving from unemploy-
ment (or non-employment) to full-time work. They assessed the incentives with the help
of the participation tax rate: the higher the tax rate, the weaker the incentives for work.
According to the analysis, the incentives for accepting full-time work are particularly weak
among families with children and recipients of earnings-related unemployment allowance
(See Table 4.1). The proportion of people in the incentive trap (people with a participation
tax rate of more than 80%) is the highest in two groups: single parents receiving unem-
ployment benefits or child home care allowance, and unemployed couples with children.

Kyyra et al. (2018) have examined the incentives of unemployed people to accept part-
time or occasional jobs. Their conclusion is that in general, the incentives for work during
unemployment are high. The adjusted unemployment benefit and the protected portion
of the unemployment benefit, which was introduced in 2014, are the main reasons for this.
However, the incentives for part-time employment vary, depending on the type of the un-
employment benefit. Among the recipients of the earnings-related unemployment bene-
fit the incentives to accept occasional or part-time jobs are good. The incentives may, how-
ever, be weak among recipients of the basic daily allowance and labour market subsidy
whose households also receive housing allowance and social assistance. If the acceptance
of part-time or occasional work requires the arrangement of chargeable care for children
under school age, the incentives for work are weakened. (Kyyra et al., 2018)

20 The study is based on 2014 statistics and the legislation in effect in 2017.
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Table 4.1: Participation tax rates of unemployment benefit recipients by family type, number of children,
age, educational level, income level and type of social security benefit

FAMILY TYPE
Childless singles Childless couples Single parents Couples with Other
children
Mean value 64.1% 61.8% 72.4% 69.8% 62.8%
Share 31% 28% 7% 29% 5%
NUMBER OF CHILDREN
0 1 2 3 >4
Mean value 62.9% 67.3% 71.4% 73.2% 75.4%
Share 63% 17% 13% 5% 2%

<30 30-39 40-49 50-59 260
Mean value 66.5% 68.1% 65.3% 62.6% 65.1%
Share 14% 26% 23% 25% 12%

EDUCATION

Basic education Uppersecondary  Lower-level tertiary Higher-level

education tertiary
Mean value 65.8% 65.8% 65.3% 63.9%
Share 16% 49% 24% 12%

INCOME LEVEL (QUINTILE)

—_
N
w
E=N
v

Mean value 64.2% 65.2% 66.0% 66.9% 68.1%
Share 37% 22% 18% 14% 9%

TYPE OF SOCIAL SECURITY BENEFIT

Labour market Basic unemplo- Earnings-related
subsidy yment allowance unemployment
allowance
Mean value 60.6% 59.8% 70.3%
Share 41% 8% 50%

Source: Kotamaki and Ollongvist (2018)

In addition to weak economic incentives, the complexity of the system may also generate
bureaucracy and information traps. Such traps may arise because there is uncertainty of
how quickly the payment of the benefits reacts to changes in the individual’s labour mar-
ket situation. Acceptance of work may be considered unattractive if the fear is that occa-
sional work causes interruptions to benefit payments. Accepting work may also be consid-
ered unattractive if, as a result of the complexity of the multi-benefit system, the recipient
fails to understand how accepting work actually affects their disposable income.
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Higher employment rates could be achieved by reforming the social security, taxation
and service system

Finland’s social security, taxation and service system can be reformed in many ways. The
critical factor in the reform is how the following three objectives are emphasised: incen-
tives for work, sustainable public finances and equitability of income distribution. Im-
provements cannot be achieved in all three areas simultaneously. Incentives for work
could be enhanced and the employment rate raised by reforming the system in a manner
that is sustainable from the perspective of public finances. In the reform, consideration
should also be given to the effects of the new forms of work brought by changes in work-
ing life, such as digitalisation and the platform economy, on social security and incentives
for work.

Attitudes towards the key dimensions of social security, such as universality, conditional-
ity, range of recipients , and means testing would have an impact on the implementation
of the reform. Universality refers to how large a proportion of the population is covered by
a specific type of social security (de Wispealere, 2016). Social security may be universal and
cover everybody or it may be based on a specific cause, such as unemployment, disability,
or parenthood, in which case it provides compensation for income losses arising from a
specific life situation. Conditionality refers to the conditions and obligations connected to
the benefit (such as the obligation to seek work). The range of recipients defines whether
the benefit is intended for an individual, a family or a household. Means testing means
that the benefit is only granted to those in need of economic support, in which case the
need for the support is assessed on the basis of the individual’s or household's income and
assets (Parpo and Moisio, 2006).

Finland’s social security system comprises many different types of benefits and the cur-
rent model cannot explicitly be characterised on the basis of the above dimensions. At
the same time, however, there are differences concerning reciprocity, range of recipients,
universality and means testing, depending on the type of the benefit. As Finland’s social
security system comprises many different types of benefit, one of the key issues in the so-
cial security reform is to decide which of the benefits are included in the reform. In other
words, how large a proportion of the existing benefits would be replaced with new forms
of support and which of the current forms would be retained.

A large number of different alternatives combining existing benefits have been suggested
in the discussion on the social security reform. Basic income and the universal credit
model, which has been suggested by OECD, have been mentioned. In the basic income
model, everybody would automatically receive the same benefit without any conditions
or obligations. The types of benefit that the basic income would replace depends on
whether a full or partial basic income is used. Partial basic income would replace basic
security benefits, whereas the full basic income model would replace most of the existing
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social transfers (Kangas and Niemeld, 2017). In the universal credit model suggested by
the OECD, existing unemployment benefits, housing allowance, social assistance and a
number of child-related benefits and fees would be combined into a single benefit, which
would be reduced as income increases. The reduction would be based on a single crite-
rion. Unlike basic income, universal credit would be conditional and household-specific.

Housing benefits have an effect on incentives for work

Housing benefits have an effect on incentives for work. On the one hand, they allow a
higher level of housing without earned income. On the other hand, as higher income re-
duces housing benefits, accepting work becomes less attractive. (Incentive trap working
group, 2017b) For example, in 2018, a Helsinki resident living on their own was entitled to
a maximum of EUR 406 in general housing allowance each month. As the housing allow-
ance is reduced by about 34 cents for each additional euro earned (Incentive trap working
group, 2017b), it weakens incentives for employment. The basic housing allowance and
the way in which the allowance reacts to changes in income levels have an effect on em-
ployment incentives. The size of the protected portion (the income level beyond with the
allowance starts to decline) also has an impact. Increasing the protected portion and re-
ducing the income link are measures that would increase public expenditure. At the same
time, restricting the eligibility for housing allowance would reduce the income of those
individuals that would not find employment, despite better incentives. The restrictions
might also increase the number of social assistance recipients. (Incentive trap working
group, 2017a). In addition to the housing allowance, recognition of housing expenses in
social assistance weakens work incentives of social assistance recipients. At the moment,
reasonable housing expenses can be recognized in social assistance, which is considered a
last-resort benefit. The municipality in which the apartment is located and the family size
are two of the factors considered when the reasonable level of the housing costs is deter-
mined.

The family leave system and early childhood education fees impact the employment of
mothers of small children

The employment rate among women in the family-starting age is lower in Finland than in
other Nordic countries. It has been suggested that this is partially because of the Finnish
family leave system and especially the child home care allowance, which allows parents
to care for their children at home until the youngest child is three years old. For example,
it has been noted in a Finnish study that if the municipal supplement of child home care
allowance is increased by EUR 100 a month, the labour supply of mothers eligible for the
allowance falls by about three per cent (Kosonen, 2014).
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Incentives for work could be enhanced by reforming the family leave system. From the
perspective of the incentives for work, the key factors include the level of parental daily
allowances and the duration of parental leaves and the way in which they are divided be-
tween the parents (Incentive trap working group, 2017a). The employment rates among
mothers of small children could be improved by shortening the duration of child home
care allowance or providing incentives for sharing it between parents (for example by
quotas). Such measures would probably also have a positive effect on women'’s working
careers and pension accruals as mothers would be absent from work for shorter periods.
On the other hand, these measures would also mean higher public expenditure because
the demand for early childhood education services would increase and child home care al-
lowance could be partially replaced with unemployment benefits (Incentive trap working
group, 2017a).

In addition to the family leave system, work incentives of parents also depend on early
childhood education fees. Under the provisions on reduced early childhood education
fees, which took effect at the start of 2018, the fees of low-income and middle-income
households were lowered and the sibling reduction was increased. The reduction in-
creases work incentives for low-income and middle-income families and families with a
large number of children but it will also increase the need for tax funding in the financing
of services.

High income taxation weakens incentives for work but it is difficult to improve
incentives in a targeted manner through taxation

Taxation, together with the social security system, income-linked service fees and wage
levels, has an effect on work incentives. The key issue from the perspective of work incen-
tives is how different income categories, such as earned income and social benéefits, are
treated in taxation. High income taxation in Finland has been considered a problem from
the perspective of work incentives. This is because high income taxation reduces the net
earned income, which basically weakens incentives for work. In fact, income taxation has
been lowered during the current parliamentary term to improve incentives for work.

However, the key issue from the perspective of employment is how much the lowering of
income taxes actually boosts the availability of individuals’ labour supply. In other words:
how much would tax cuts increase the hours worked by people already in employment
and how much would they increase the labour market participation of people outside the
labour force? Studies suggest that the impact of changes in income taxation on the num-
ber of hours worked is not substantial at the level of the population as a whole, at least not
in the short or medium term (Matikka et al.,2015).
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Certain groups, such as mothers of small children, may, however, react more eagerly to
changes in economic incentives (Matikka et al., 2015) and thus also to changes in taxa-
tion. Research findings also suggest that decisions on labour market participation react
more strongly to changes in economic incentives than decisions on the number of hours
worked (Ministry of Finance, 2010). However, the problem with improving incentives for
work through taxation is that it is difficult to target the measures to the groups with the
most serious incentive problems (Incentive trap working group, 2017a). If, for example, it
is decided to improve single parents’incentives for work, tax cuts could not be targeted to
this group alone as they would apply to everybody. For this reason, taxation is not neces-
sarily the most cost-effective way of eliminating incentive traps.

It should be noted, however, that income taxation does not necessarily only impact labour
supply decisions. It can also impact working efficiency, education decisions, tax planning
and migration decisions (Matikka et al., 2015). These issues are examined in more detail in
Section 6 on taxation.

Ageing people should be encouraged to extend their working careers and measures
should be taken to reduce early exit from working life

Employment rates among the aged have improved in recent years. The pension reform,
which took effect at the start of 2017, is also expected to increase participation and em-
ployment rates among the aged. For example, under the reform, the lowest old-age retire-
ment age will be gradually raised.

However, many people also retire before the official old-age retirement age. There is a sub-
stantial increase in the number of full-time pensioners after the age of 50 (See Figure 4.10),
which also reflects the fact that as people age, they are more likely to retire on disability
pension. In addition to retirement transitions, employment among the aged also depends
on the right to extended unemployment benefits. At the moment, an individual is entitled
to extended unemployment benefits until the age of 65 if they are 61 years old when the
maximum period of unemployment allowance ends. It has been noted that the right to
extended unemployment benefits increases the risk of unemployment and extended the
duration of unemployment among those eligible for the benefit (Kyyra and Pesola, 2017).
Therefore, to raise employment rates among the aged, ageing people should be encour-
aged to extend their working careers and early exit from working life should be discour-
aged.
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Figure 4.10

Full-time pensioners by age 2017*
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As part of active labour market policy, it should be assessed how the existing resources
could be allocated more effectively

Over the past few years, a broad range of different measures have been taken to promote
the employment of unemployed job seekers, in which the focus has been on the active
role of the job seeker and the reciprocal nature of the unemployment benefits. In 2017,
the maximum duration of the earnings-related unemployment benefit was reduced by
100 days and interviews with the unemployed, carried out every three months, were intro-
duced. Under the activation model, introduced in 2018, the unemployment benefit is re-
duced by 4.65% if the unemployed job seeker fails to fulfil the activity requirement during
the review period.

In addition to the unemployment benefits and the obligations linked to them, active la-
bour market policy and the services promoting employment also play an important role in
the efforts to boost employment among the unemployed.?! In Finland, public expenditure
allocated to active labour market policy measures accounted for one per cent of the GDP
in 2016. This ratio is lower than in Sweden and Denmark but higher than in Norway (See
Figure 4.11). In the same period, the unemployment rate in Finland was, however, higher
than in the three Nordic countries referred to above.

21 Comprises public employment services and administration, employment incentives, employment by central
government, training, education, supported employment and rehabilitation.
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There are differences in the structures of active labour market policy measures between
the Nordic countries. In Finland, training and education accounted for almost half of all
funds allocated to active labour market policy in 2016. In Sweden, more than 40% of the
funds was spent on employment incentives (such as wage subsidies), whereas in Finland,
they accounted for about 10% of the total. At the same time, Finland allocated less pub-
lic funds to public employment services* than Norway or Sweden, both as a percentage
of all funds spent on active labour market policy and in relation to GDP. In 2018, Finland
spent 0.08% of its GDP on public employment services, compared to 0.09% in Norway,
0.16% in Sweden and 0.07% in Denmark. During the current parliamentary term, addi-
tional resources have, however, been allocated for employment and economic services
and measures have been taken to develop the services. A total of EUR 22 million in addi-
tional appropriations was allocated to efficiency improvements in employment and eco-
nomic services and to interviews with unemployed job seekers. The measures included
the recruitment of additional staff to TE Offices (Ministry of Finance, 2018b).

Aho et al. (2018) have assessed the employment effects of different types of labour market
policy using a non-experimental approach, by means of a matching method. The results
suggest that there are differences in the employment effects generated by different types
of active labour market policy. Aho et al. (2018) noted that employment among individu-
als in private-sector wage-subsidised jobs and vocational training participants developed
more favourably than in the control groups. At the same time, they noted that rehabilita-
tive work activities or public-sector wage subsidies did not have any significant impact on
employment.

The qualities of unemployed job seekers also play a role in the targeting of labour mar-
ket policy measures because there are measures that may not suit all individuals or that
are not needed by all job seekers. For example, vocational labour market training often
requires basic training and motivation, whereas there are many chronically unemployed
persons for whom rehabilitative work activities are the only possible service (Aho et al.,
2018). In fact, in the allocation of labour market policy resources, consideration should be
given to the employment effects of the measures, and the needs of different categories of
unemployed people and whether they are able to benefit from the measures. Labour mar-
ket policy measures should not be taken in areas where employment would occur even
without them.

22 This is included in the active labour market policy category ‘Public employment services and administration’
(See the figure ‘Active labour market policy, public expenditure’).
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It should also be remembered that the availability of resources is not always the only fac-
tor restricting access to and use of the measures. For example, the use of the private-sec-
tor wage subsidy, which has been found to be an effective tool, is limited by the num-
ber of employer companies willing to employ people on wage subsidy. (Aho et al., 2018)
Since the wage subsidy reform of 2017, the use of wage subsidies in companies has not
increased in the desired manner and some companies consider wage subsidies as a slow,
difficult and bureaucratic system (Prime Minister’s Office, 2018). However, from the per-
spective of effectiveness, it is important that the wage subsidies are targeted, in an opti-
mal manner, to those individuals that would not find work without the subsidy.

Figure 4.11
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The education system is relevant from the perspective of labour supply and the match
between labour supply and demand

Education-related measures can help to promote employment through labour supply on
the one hand, and by improving the match between labour supply and demand on the
other. A number of educational reforms in which the specific aim is to improve employ-
ment among the young are currently underway. One of the aims of the vocational educa-
tion reform, which took effect at the start of 2018, is to shape vocational education so that
it would better serve the needs and requirements of future working life. One of the aims
in the higher education student selection reform, which is now underway, is to speed up
the start of higher education studies and in this way extend working careers from their be-
ginning. In Finland, young people do not only start their studies late, but the duration of
studies is also long. For this reason, measures aimed at shortening the duration of studies
could also make young people available to labour markets more quickly.
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The number of people with only basic education should be reduced

Individuals with only basic education have a considerably weaker labour market position
than other population groups. Poorly educated people also have fewer incentives to find
work because in their case, the income that they would earn when employed would only
be slightly higher than what they receive when living exclusively on social security bene-
fits (Incentive trap working group, 2017a). As it may be difficult to change the incentives,
the number of people with only basic education should be reduced. By increasing the
proportion of young people with at least upper secondary level education, employment
opportunities could be improved and it would also prevent exclusion, which may lead to
an exit from the labour market.

Changes in sectoral and occupational structures require the promotion of cost-effective
continuous learning

Changes in the sectoral structure will probably continue and the role of services in the
economy will also continue to grow. The same also applies to changes in occupational
structures. As a result of information technology, robotics, artificial intelligence and off-
shoring, the number of routine, middle-level work tasks will probably decrease, while the
number of non-routine tasks and highly paid and low-paid jobs is likely to increase. In or-
der to ensure the matching of labour supply and demand, the sectoral and occupational
mobility of people should be facilitated, but at the same time, the cost-effectiveness of the
measures should also be a consideration. For example, opportunities for continuous learn-
ing could be promoted during working careers. In particular, this need applies to people
who do not meet the skills requirements of the labour market. In addition to degree-based
education, there should also be opportunities for more flexible and shorter-duration up-
dating of skills. Both the educational offerings and the incentives encouraging individuals
to study during working careers are important in this respect. The funding for continuous
learning should come from a broad-range of different sources so that the education can
be effectively focused.

The key issue in the development of continuous learning opportunities is to reach those
individuals who are working in sectors and professions that are threatened by structural
change and whose skills do not meet the requirements of the labour market. For exam-
ple, regarding the adult education subsidy, it has been noted that most of the individuals
using the subsidy are not working in professions threatened by automation or offshoring
(Kauhanen, 2018). The results of the Adult Education Survey also suggest that participa-
tion in education is more common among highly educated individuals and those in em-
ployment than among unemployed and poorly educated individuals who might have a
greater need for education and training (See Figure 4.12). From the perspective of employ-
ment effects it is also important that when making use of the continuous learning oppor-
tunities, people acquire skills that boost their employment and income prospects.
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Figure 4.12 (a)
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Figure 4.12 (b)
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A well-functioning housing market is important for regional mobility

The regional match between labour supply and demand could be improved by promot-
ing labour force mobility from regions with high unemployment to growth centres. It has
been noted that job displacement, education level and the liquidity of the housing market
in the place of origin (=how quickly can home-owners sell their dwellings) are connected
with a higher willingness to move (Maczulskij et al., 2018). At the same time, age, home
ownership, family ties in the place of origin, school-aged children, lower pay expectations
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at the place of destination and high living costs are factors that reduce the willingness to
move (Mazculskij et al., 2018; Holm et al., 2008). Except for the functioning of the housing
market, it is difficult to influence the factors described above through policy measures.

High housing costs in growth centres are the key problem affecting the housing market.
One way of influencing housing costs is to increase the supply of housing by making more
land available through land use planning and supplementary construction.

The public sector also supports housing construction directly through grants and by pro-
viding interest subsidies and guarantees for the construction of rental and right-of-occu-
pancy dwellings. State interest subsidies for the construction of ARA rental dwellings and
state deficiency guarantees are the most important instruments used to support housing
construction. The total effects of subsidised housing on regional mobility are not known
(Ministry of Finance, 2013). On the one hand, subsidising construction has a positive im-
pact on the number of dwellings, which enhances regional mobility through lower hous-
ing costs. However, as ARA production partially replaces private housing construction, the
increase in total construction does not fully correspond to new ARA production (Ministry
of Finance, 2018c¢). The replacement effect of ARA housing construction is estimated at
about 40% (Alho et al., 2018). At the same time, however, in regions with a tight housing
market, the resident turnover in subsidised housing is low, which means that subsidised
dwellings become more slowly available to new residents than other homes (Ministry of
Finance, 2013). This reduces the benefits arising from subsidised construction from the
perspective of regional mobility.

The high proportion of owner-occupied housing in Finland limits regional mobility. Sub-
sidies for owner-occupied housing have been lowered in recent years by reducing the de-
ductibility of housing loan interest payments.

Raising the employment rate is probably not enough as Finland should also encourage
work-based immigration

The number of people in employment can be increased by raising the employment rate
and also by encouraging work-based immigration. Measures have already been taken to
boost work-based immigration and one of them is the Government proposal adopted

in December 2017. Under this proposal, a new residence permit category is established
for growth entrepreneurs, the maximum duration of special experts’ residence permit is
extended to two years and the option of granting a residence permit on the basis of en-
trepreneurship is introduced (Ministry of Finance, 2018a). A number of other factors that
may impact Finland’s attractiveness as a destination for work-based immigration have also
been mentioned. They include the use of discretion in the supply of foreign labour, and
the criteria for granting residence permits to families of foreign employees, in which the
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requirement for secure means of support may discourage immigration, especially by indi-
viduals prepared to work in low-paid jobs (Ministry of Finance, 2018a).

In the long term, a higher fertility rate would also boost employment

The fertility rate in Finland has declined for eight consecutive years. The reasons for the
fertility birth rate are not known. Changing hopes and choices, or economic factors and
unemployment may lie behind the trend. For example, low income and economic uncer-
tainty may make it more difficult to start a family.

In the long term, the number of people in employment could be increased by boost-

ing the fertility rate. Influencing the fertility rate is difficult, however. For example, good
chances of reconciling family life with the needs of working life and the economic status
of people in the family-starting age may have some effect on the fertility rates. If we knew
more about the reasons for the falling fertility rate, we could also develop measures to re-
verse the trend.
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5 Favourable conditions for investments
and skills boost productivity

e Ensuring that Finland is an attractive investment environment is key
to boosting productivity. This would bring in new and more produc-
tive capital stock and foreign investment.

* More extensive international corporate activity in Finland could
also encourage the dissemination of knowledge and best practices
in our country. More effective use of the results of international
research and development activities would be profitable because
more than 99% of the R&D investments in the OECD countries are
made outside Finland.

e Encouraging labour mobility from low-productivity to high-pro-
ductivity companies boosts productivity. Thus, productivity can be
enhanced indirectly by increasing the regional, vocational and other
forms of labour mobility.

e Ensuring healthy competition between companies is important. In
this respect, it is essential that new companies have free access to
the market and unprofitable companies shut down their operations,
thus putting the resources tied up in them at the disposal of profita-
ble companies.

* In the knowledge economy, growth is often created through inter-
action. In densely built urban environments, encounters between
expertise fields create new sources of growth. Productivity growth
can thus be promoted by eliminating obstacles to growth in urban
environments as well as by streamlining land use planning and con-
struction.

86



A SELF-RENEWING, RESILIENT AND SUSTAINABLE SOCIETY - CONTRIBUTION BY THE OFFICIALS OF THE MINISTRY OF FINANCE

Growth in wellbeing is based on productivity growth

Economic growth is the key source of higher wellbeing. Roughly speaking, the gross do-
mestic product (GDP) can be calculated by multiplying the number of hours worked in the
economy by labour productivity. In an ageing society where the working-age population
is no longer growing, labour productivity is the main source of economic growth. In addi-
tion to labour productivity, economic growth also depends on the amount and quality of
capital and labour.

Labour productivity, GDP or value added divided by hours worked, can mainly grow as a
result of technological advances, better management and better operating practices. Total
factor productivity is the part of productivity growth that is not explained by changes in
the amount and quality of labour and capital. Total factor productivity has been and will
remain key to enhancing labour productivity (Figure 5.1).

Figure 5.1
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Last century, productivity in Finland grew very rapidly until the financial crisis, despite the
recession of the 1990s (Figures 5.2 and 5.3). The growth was partially based on catching up
with countries with the highest productivity. Moreover, productivity in the electronics in-
dustry grew extremely rapidly in the 1990s and in the early 2000s. Fast productivity growth
in Finland was mainly due to an extremely rapid growth in total factor productivity.
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Figure 5.2
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Figure 5.3

Labour productivity in the market sector
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Labour productivity grows when the amount of capital per employee grows. It is also
essential how efficiently the capital is used. In the 1990s and in the early 2000s, Finland
developed and manufactured a large amount of ICT products but we have failed to use
the ICT capital to boost economic growth as effectively as some of our reference countries
(Figure 5.4).
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Figure 5.4

Cumulative contribution of ICT capital to GDP
growth
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Weakening of the price competition put an end to productivity growth in Finland

In the last few years, global productivity growth has slowed down compared with the
rates of the past decades but in Finland the slowdown was particularly abrupt. Finland has
only experienced a significant contraction in total factor productivity as a result of its wars
and after 2007 (Pohjola, 2017b).

Productivity trends observed over short periods (a few years) are also impacted by de-
mand as value added fluctuates more strongly than the hours worked. This is partially be-
cause companies are reluctant to lay off workers even if there was a fall in demand. By do-
ing so, they are ready to meet the growth in demand when the economy starts to recover.
Productivity in a small open economy such as Finland also depends on the competitive-
ness of the economy and the export sector, which partially affects export demand. For this
reason, the halt in productivity growth after 2007 is also the result of a situation where the
competitiveness of and export demand for the high value-added products of the Finnish
electronics and paper industry has fallen steeply.

The Finnish economy and productivity in particular have recovered extremely slowly from
the financial crisis and the difficulties facing the electronics and paper industries. One key
explanation to the phenomenon is that the cost competitiveness of the remaining pro-
duction weakened which slowed down the recovery of the Finnish exports. The continua-
tion of Finland'’s export problems suggests that there are structural problems behind weak
economic and productivity growth that go beyond short-term cost competitiveness and
that also impact productivity growth in the longer term (Figure 5.5).
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Finland’s existing production, labour market and other structures have evolved over sev-
eral decades. When the demand for key economic sectors and important products falls
abruptly and permanently, a need arises to create new production to replace the old. This
often requires substantial changes in corporate and job structures, which is painful and
takes time. A flexible labour market would make adjustment to such situations easier.

Figure 5.5
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Investments in research and development are key to improving productivity in the long
term

Until the early 1990s, material investments in relation to GDP were higher in Finland than
in many other countries. Some of them were probably inefficient (Pohjola, 1996). After the
recession of the early 1990s, Finland made a shift towards innovation-driven growth. In-
vestments in research and development (R&D) grew in a broad range of sectors, especially
in the electronics industries. The financial crisis put an end to this growth.

Investments are based on an expectation that the long-term yield would not only exceed
the investment costs but would also cover the risk of failure. A stable operating environ-
ment, predictable and competitive taxation as well as the availability of low-cost funding are
some of the factors that boost investments and that react more quickly to policy measures.

Skilled labour force boosts productivity

According to the PISA and PIAAC surveys conducted by the OECD, Finns have high skills
when compared to many other countries. According to a new and not yet published OECD
method of measuring human capital, Finnish employees are above OECD average but lag
clearly behind the top countries. (Botev et al., 2019). When consideration is given to the
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duration of studies and the skills of the working-age population, stagnant productivity
growth suggests that Finland is underperforming. For some reason, the high skill levels

in Finland are not reflected in productivity growth. We should also focus on the mainte-
nance and updating of the skills possessed by the working-age population and learn from
the world’s best practices (Enhancement of skills is examined in more detail in Section 4.2
above).

Figure 5.6
OECD’s new human capital index
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Innovations are the most important source of productivity growth

In innovations, knowledge and expertise are used to generate profits, create new business
or develop other benefits. In a way, innovation is the opposite to research and develop-
ment: In R&D, resources are used to create new knowledge. R&D investments are more
concrete than innovations and they are easier to measure. For this reason, more consider-
ation is often given to R&D investments than to the creation of innovations even though
from the perspective of productivity growth, the opposite would be more important.

The key challenge in the innovation policy is to prepare good incentives for creating new
innovations and to provide a basis for disseminating them. For example, better patent pro-
tection encourages innovation but slows down the spread of innovations, and vice versa. A
small open economy must consider to what extent it should focus on its own R&D invest-
ments and in what other ways it could boost innovation and the spread of innovations.

91



MINISTRY OF FINANCE PUBLICATIONS 2019:12

Finland accounts for only about 0.5% of all R&D investments in the OECD. This means that
a vast amount of research and development takes place outside Finland. A small open
economy should be able to make better use of these inputs made by others. It is essential
that new knowledge and expertise can spread to Finland from other countries. It would
be particularly useful if the knowledge and expertise spread to Finland from the locations
at the forefront of technology and units applying the best practices. For example, closer
cooperation with well-established and new growth-oriented companies could boost the
growth of both. For example, the British Nesta organisation organises such activities in a
global scale.

Most of benefits generated by the innovation policy manifest themselves in better or
cheaper products and services available to consumers and companies. In many cases, a
large proportion of these products and services are used outside Finland. This weakens
the profitability of the R&D and innovation policy of a small open economy. This is because
the benefits generated by innovations for society at large are not significantly larger than
the benefits accumulated by the company making the innovations if most of the societal
benefits go to other countries.

Especially in the short run, only a limited number of R&D experts is available even though
the collapse of the electronics industry may have changed the situation in Finland. In-
creasing the availability of R&D skills might enhance a country’s ability to innovate. It
would also enhance companies’ ability to adopt new innovations and knowledge generate
elsewhere. According to a Norwegian analysis, when the proportion of highly educated
employees increased, companies became more capable of adopting new knowledge,
which also reduced the volume of in-house R&D activities (Bye et al., 2011).

International interaction supports expertise development

International interaction between companies enhances opportunities for disseminating
knowledge and expertise. Only the best companies are engaged in exports and other in-
ternational cooperation. Internationalisation is like a threshold and to cross it, one needs
a company with sufficiently high productivity. At the same time, international interaction
may boost the efficiency of the companies engaged in it (Bye et al., 2011). Thus, trade pol-
icy may have a significant impact on productivity growth.

Foreign direct investment (FDI) mainly boosts productivity and growth because the com-
panies making the investments have above-average efficiency and bring with them new
technologies, innovation and better management practices (Bloom et al., 2012). Haskel et
al. (2007) have noted that the effects of FDI also spread to domestically owned companies.
Moreover, according to Fons-Rose et al., (2018), FDI boosts competition and enhances the
productivity of the most productive companies by helping to spread knowhow.

92



A SELF-RENEWING, RESILIENT AND SUSTAINABLE SOCIETY - CONTRIBUTION BY THE OFFICIALS OF THE MINISTRY OF FINANCE

Indirect innovation policy may be more important than R&D policy

Innovation policy and the subsidies to R&D activities are also justified with the following
impact chain:

education P> skills P> research P product development P> innovation P productivity

A well-educated population is a crucial expertise factor in R&D activities and in society

at large. However, the question of how well all influence channels (¥') in the above chain
function is crucial to productivity. The functioning of the influence channel depends on
factors other than the innovation policy. At least the following factors influence its func-
tioning: management, flexibility of the labour, commodity and capital markets (the ability
of the economy to move resources to better units), companies’ entry into the market and
market exit, and the intensity of the competition. These indirect components of the inno-
vation policy may be crucial to productivity growth (Takalo and Toivanen, 2018).

Spreading of the best management practices is important to productivity

Management is a key factor in the operations of companies and operating locations. A
number of indicators have been developed to measure and compare the quality of man-
agement, such as the World Management Survey (WMS). In the WMS project, manage-
ment practices in dozens of countries have been surveyed over a period of more than ten
years. It has been noted in the surveys that the intensity of competition has a clear posi-
tive impact on the quality of management practices. It has also been noted that there is a
clear positive correlation between the quality of management practices and the produc-
tivity, profitability and market survivability of the company and its operating locations
(Maliranta, 2017).

According to a similar survey carried out in Finland, the quality of management practices
in Finland varies considerably between industrial operating locations. Large operating
locations use better management practices that small locations. At the same time, small
operating locations of large companies use better management practices than operating
locations of small companies.

The management practices used in Finnish industrial operating locations are quite good
when compared to practices used in other countries. We might be slightly behind the
United States. According to these comparisons, the management practices used in the
USA are of higher quality than in any of the surveyed countries. In the United States, the
labour force is concentrated at large operating locations more strongly than in Finland and
these locations use high-quality management practices. This weakens Finland’s industrial
competitiveness vis-a-vis the United States (Maliranta and Ohlsbom, 2017).
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Thus, it seems that the quality of management is not the factor behind stagnant produc-
tivity growth in Finland. There is, however, substantial variation in the quality of manage-
ment practices. More widespread use of the best practices in poorly managed companies
would enhance productivity in these companies and in the Finnish economy as a whole.

Creative destruction accelerates productivity growth

The amount and quality of material and human capital, adoption of innovations and the
capability of the supervisors are the factors impacting labour productivity at the level of
companies and operating locations. At sectoral level and in the national economy as a
whole, creative destruction is an additional factor. Creative destruction means changes in
corporate structures boosting productivity in a sector. In creative destruction, companies
clash with each other with the help of innovations. Even though ultimately, the innova-
tions may not be successful, they will provide the successful company with a competitive
advantage. Innovations may involve new products or services, better processes and ways
of organising work, or marketing.

Creative destruction has two sides: creation and destruction. In creation, productivity im-
proves because the new jobs are more productive than the old ones. In destruction, on
the other hand, low-productivity jobs disappear. First, there are changes improving pro-
ductivity, as a result of which low-productivity companies can no longer compete with
other companies and they must reduce operations and their workforce or they may even
have to exit the market altogether.

Creation takes place when new, higher-productivity companies enter the market. These
may be international companies or they may emerge when international companies ac-
quire Finnish operating locations and introduce better international expertise to them.
Creation also takes place when more productive companies and operating locations man-
age to recruit a larger proportion of the workforce.

In Finland, creative destruction started gathering speed in the 1980s when reforms in such
areas as competition legislation were introduced. At the same time, exports to the former
Soviet Union contracted as a result of falling oil prices and later because of the collapse of
the Soviet Union. In the new situation, Finnish companies had to find buyers for their prod-
ucts in the more demanding Western markets. The creative destruction reached its peak
shortly before the recession of the early 1990s, during the recession and immediately after
it. After that, the creative destruction gradually lost strength. The process of renewal was

at its weakest after the financial crisis. A deep downturn also paralyses the renewal process
so thoroughly that it takes several years to recover from the stagnation. After the financial
crisis, the renewal process started to intensify at operating location level in 2010 and the
growth continued until 2015. The renewal of the product structure in Finland’s manufactur-
ing industries reached its post-2006 peak in 2015 (Maliranta and Valmari, 2017).
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Competition and testing in the market are of crucial importance

There is an extensive research literature available on the role of competition in innovation
and productivity (for example, Ahn, 2002; CMA, 2015). On the one hand, intensifying of
the competition reduces the benefits arising from innovation, which weakens incentives
for innovation. On the other hand, competition encourages companies to innovate so that
they would get an edge over their competitors. A monopoly or other absence of compe-
tition makes companies lazy as the lack of opportunities to use competitive advantages
removes the incentives for improving them. If the competition is too intense, it eliminates
the opportunities for long-term development of innovations and competitive advantages.

Protecting the old makes it more difficult to create new. Removing obstacles to market en-
try and dismantling regulations restricting competition, ensuring healthy competition and
eliminating business subsidies protecting old and inefficient business operations boost

innovation and productivity. A good competition policy is also, indirectly, good innovation

policy.

Itis rarely known in advance, which of the products, services or operating practices will
succeed. It may only become clear by testing them in practice in the market. In the pres-
sures of healthy competition, only the products, services and operating practices will
succeed that provide consumers with new value and customer companies with benefits
compared to other offerings.

Importance of the digital economy and intellectual property rights is on the increase

The growing role of the digital economy and intellectual property rights will pose chal-
lenges to the competition policy and other areas of regulation. This is not a new phenom-
enon, however, because already in the case of Microsoft in 1998, the prospect of a ‘win-
ner-takes-it-all’market was discussed. Competition in the market may lead to a monopoly
because of the benefits of scale in supply and demand and because there is no room for
other suppliers in the market. A monopoly should not be artificially prevented through
policy measures if the monopoly arises in dynamically developing markets because of
best possible offerings.

If competition in the markets leads to monopolisation, it is important to maintain compe-
tition for markets and to ensure that the monopoly cannot prevent future competition. A

monopoly may, for example, try to erect obstacles to market access, increase the costs of

potential competitors, prevent access to customer interfaces, make the availability of pro-
duction factors more difficult or acquire potential independent competitors.

Restrictions on competition or corporate acquisitions are often directed at new companies
that may be able to develop better services challenging the existing monopoly. For this
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reason, identifying activities restricting competition is not as easy as in traditional indus-
tries. For example, Amazon has used low prices to build an extensive platform economy
on which many other companies depend. In an article attracting considerable attention,
this approach is considered dynamic predatory pricing (Khan, 2017).

Regardless of whether it is a question of fair competition based on one’s own merits or
predatory practices restricting competition, the well-established competition policy rules
cannot be applied to such activities. This is because the focus in them is on the static ben-
efits received by customers and consumers generated by such factors as low prices. This is
a good example of how the competition policy may face new challenges in the digital and
platform economy. For this reason, the resources and capacity of the competition author-
ities to identify and correct competition problems in the digital and platform economy
must also be ensured.

The companies in the platform economy, which have grown extremely rapidly, are par-
tially based on information collection and management. For example, the European users
of the taxi application Uber must share their data in return for getting cheap rides. Uber
intends to increase its value added in the United States with the data resource that it has
accumulated. If a substantial part of the business operations or services is tied to American
or Chinese platforms or artificial intelligence, it may become difficult to develop European
business that is knowledge-intensive and has high value added. According to the princi-
ples of ethical information policy, information should be widely available for developing
business operations and for competition on one’s own merits. At the same time, however,
privacy and sensitive data should be secured. For this reason, we need global or OECD-
wide rules so that a fair competitive environment can also be ensured in the knowledge
economy.

Regulation and business subsidies help to preserve old structures and slow down
productivity growth

The competition legislation and policy in Finland and in the EU are probably already in a
fairly good shape. It should, however, be considered whether the Finnish Competition and
Consumer Authority should be provided with wider powers to investigate corporate ar-
rangements below existing turnover limits so that well-functioning competition could also
be ensured in smaller markets.

At the same time, however, there may be features in other areas of regulation that restrict
market access, movement of labour to more efficient units, adoption of best international
practices or other trends helping to boost productivity. For example, many of the business
subsidies protect old structures and for this reason they constitute bottlenecks to pro-
ductivity growth (Ministry of Economic Affairs and Employment, 2017). The elimination
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of inefficient business subsidies would also help to enhance the sustainability of public
finances or allocate funds for innovate policy, for example in the manner suggested by
Ormala (2019). Tax subsidies granted to companies are examined in more detail in Section
3.2

Change friction slows down productivity growth

The productivity impact of creative destruction arises when the resources available in the
economy (labour force and capital) are allocated in a better manner and higher-productiv-
ity companies gain a larger market share. Creative destruction corrects the inefficient allo-
cation of economic resources.

Companies base their investment, production and recruitment decision on incomplete
information. Furthermore, new opportunities are created in the market and because of
them, good decisions made in the past may also become disadvantageous. Resources may
also be allocated inefficiently because of regulation, tax legislation, access to financing,
market imperfections or market failures.

For example, Restuccia and Rogerson (2008) use US material to examine a scenario where
low-productivity companies are supported and high-productivity companies are heav-

ily taxed. This hypothetical policy had a major impact on total factor productivity. The key
message is that hampering the operations of high-productivity companies (through regu-
lation or other means) is detrimental to growth. Similarly, Hsieh and Klenow (2009) exam-
ined the allocation of resources in industrial companies in the United States, China and
India. If the wrong allocation of resources had been eliminated, total factor productivity in
China and India could have doubled, while in the United States it could have increased by
more than a third.

The cost of laying off personnel is a widely used example of productivity bottlenecks.
Da-Rocha et al., (2012) have examined the dynamic model of overall balance in which the
productivity at an operating location also depends on policy variables, especially the cost
of laying off staff. The model was calibrated using micro and macro material collected in
the United States. Lay-off costs not only lead statically to inefficient allocation of the la-
bour force but they also slow down creative destruction. According to the findings, the
compensations paid to laid-off workers lead to wrong allocation of the labour force and
lower total factor productivity. From the perspective of productivity growth, the right pol-
icy would be to protect individuals, not jobs.
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Well-functioning housing markets enhance the mobility of labour force and boost
productivity

Especially in the knowledge economy, growth is often created through interaction. In
densely built urban environments, encounters between expertise fields create new
sources of growth. Removing obstacles to the growth of urban environments and
smoother land use planning and construction would also boost productivity growth.

Well-functioning housing markets also help people to move from regions of high unem-
ployment and low-productivity companies to regions with job vacancies and high-pro-
ductivity work. The labour market cannot allocate resources effectively without well-func-
tioning housing markets. The employment rate will remain unnecessarily low, unemploy-
ment will remain high and economic resources will not be fully used. Labour force mobil-
ity is examined in more detail in Section 4.2 above.

The demand provides incentives for housing construction, whereas land use planning and
building regulations limit the supply of housing. Land use planning is the responsibility of
decision-makers who also have the powers to apply it. The decisions on building regula-
tions are made by Parliament and they are supervised by municipal authorities. Well-func-
tioning competition and effective consumer protection guarantee that there are enough
developers and construction companies in the market. It also guarantees that the seller
and the buyer are in an equal position even though the seller usually knows the site better
than the buyer. Neutral tax treatment of different types of housing provides a basis for en-
suring that there is an efficient match between supply and demand in the market.

The housing market functions exactly as efficiently as those involved want it to function. If
the view is that housing prices are getting out of control and more dwellings are needed
in growth centres, more areas for housing construction should be allocated in land use
plans. If the land use planning process lasts too long, it should be speeded up. If the build-
ing regulations are difficult to understand and apply, they should be simplified. If the
building regulations require impractical solutions that lead to unnecessarily high building
costs, the regulations should be changed.

Adequate amount of plots allocated to housing construction in the land use plans and
neutral tax treatment of different types of housing should guarantee that there is enough
rental and owner-occupied housing as well as blocks of flats, row houses and detached
homes available and that the housing markets do not become an obstacle to labour force
mobility. As the OECD (2018a) states in its country report on Finland, making the real es-
tate tax a more important source of income for municipalities would provide municipali-
ties with additional incentives to allocate more land for housing construction in land use
plans and speed up the planning processes.
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6 The tax structure should be steered in a
more growth-oriented direction

e The main purpose of taxation is to provide funding for public-sector
tasks. In order to ensure continuous funding of the welfare society,
the taxes should be collected so that the negative effects of taxation
on the economy can be minimised. The structures of the tax system
should support economic growth and employment.

e This goal is best supported by a neutral, simple and clear tax system.
A neutral tax system only provides the economic decision-making
with a minimum amount of steering, which would allow resources
to be allocated with maximum effectiveness. A good tax system is
also easy to understand, predictable, stable and administratively ef-
ficient.

e The tax structure can be steered in a direction that is more condu-
cive to economic growth and employment by shifting the focus of
taxation from labour to consumption.

* Encouraging skills and lifelong learning will become even more im-
portant in the future as the population is ageing and working life is
changing. Incentives for skills could be enhanced by lowering the
high marginal taxation. This would also remove incentives for in-
come shifting.

e Lower taxes on work could be financed by shifting the emphasis
of taxation to taxation of consumption. This could be made by, for
example, raising reduced VAT rates. The income distribution effects
could be compensated through income taxation and the benefit
system.

e Technological advances are creating new opportunities for making
taxation systems more efficient and reliable. At the same time, this
may lead to the narrowing of traditional tax bases and lower tax rev-
enue. The key issue is to ensure that the government agencies have
access to information and that they are able to supervise the tax
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system. Changes in the operating environment require that inputs
are made in the supervision of phenomena connected with the dig-
ital economy.

e The international competitiveness of corporate taxation must be en-
sured and the corporate income tax base must be secured. Reforms
in dividend taxation should be introduced so that the problems in it
can be corrected.

e Environmental taxation should be examined as part of a cost-effi-
cient climate and environmental policy.

6.1 The tax structure supporting growth should be as neutral
as possible

The main purpose of taxation is to provide funding for public-sector tasks and obligations.
The size of the public sector determines the overall level of taxation. A relatively high level
of taxation can also be combined with strong economic growth and employment if the
taxation structure is well planned and the tax revenue is used in a manner that supports
growth and employment. Basically, taxation distorts economic decision-making and is
therefore detrimental to economic growth. However, the structure of the tax system is rel-
evant to economic growth.

The view is that a tax system that is as neutral, clear and predictable as possible can also
best support economic growth. A neutral tax system treats similar economic activities in
the same manner, which means that it only provides minimum guidance for economic de-
cision-making. In that case, resources can be allocated with maximum efficiency and the
welfare losses arising from taxation are minimised. (For more details, see for example Min-
istry of Finance, 2017).

A clear and simple tax system is easy to understand for the taxpayers, in which case the
system does not provide encouragement for intentional or unintentional tax avoidance.
It is easier for the public to accept the taxes collected from them when the tax system is
clear and easy to understand. A good tax system is stable and predictable because taxa-
tion also impacts the choices of citizens and companies in the long term. A good tax sys-
tem also operates with minimum administrative costs. A good tax system treats citizens
and companies equally and fairly.
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Taxation may have several objectives some of which can be of conflicting nature

In many cases, taxation also has other objectives than providing funding for public-sector
tasks and obligations. These include the narrowing of income differences and the steering
of production and consumption in a desired direction. Taxation may also correct market fail-
ures and mitigate negative externalities.” The instruments for achieving these differing ob-
jectives may be of conflicting nature. The manner in which they are prioritised is determined
by values and choices in society. In a good tax system, the required tax revenue can be col-
lected and the other taxation-related objectives achieved with minimum negative effects.

Prioritisation of taxation between economic efficiency and objectives concerning income
distribution and other areas can be examined using the theoretical framework provided
by the optimal tax theory. However, creating a tax system in which each detail is based on
research data, would require a great deal of information on the behaviour and valuations
of companies and households in the short term and in the long term. In practice, such re-
search data is only available in limited scale. The tax system could also become very com-
plex and difficult to understand. For such practical reasons, neutrality, simplicity, stability
and predictability can considered as the basic principles of a good tax system.

6.2 The emphasis should be shifted from the taxation of work
towards taxation of consumption

OECD (2018a) recommends that to support economic growth and employment, Finland
should lower the taxation of work, eliminate reduced VAT rates, tighten real estate and en-
vironmental taxation and further limit the deductibility of housing loan interest payments.
Taxation of work and corporate taxation are considered more detrimental to economic
growth than taxation of consumption or real estate taxes (OECD, 2010).

In a situation where the proportion of working-age population is shrinking, structures pro-
viding incentives for work and boosting labour productivity assume greater importance

in the tax system and in the social security system. For this reason, there are good grounds
for further lowering the taxation of work. In international comparisons, the taxation of
work remains fairly high in Finland, especially in middle-income and high-income groups
(OECD, 2018b). However, the funding of the welfare state can only be ensured if the tax
revenue lost because of lower taxation of work can be collected from other sources.

23 Externalities mean the effects of economic activities that are not directed at the actors themselves. Externali-
ties may be negative (such as pollution caused by manufacturing industries) or positive (such as general growth in
research-based information).
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The percentages of different tax types of total Finnish tax revenue in the period 2000-2017
are shown in Figure 6.1. The figure shows that during the period in question, the propor-
tion of income taxes of the total tax revenue declined, while the proportion of taxes on
property, the taxes paid on goods and services as well as obligatory social security contri-
butions increased.

Figure 6.1

Taxes and tax-like payments received by central
government, local government and social security funds
% of total tax revenue
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The emphasis of taxation has been shifted from the taxation of work towards taxation of
consumption by raising such taxes as environmental and health-based taxes, such as ex-
cise duties on tobacco products, alcohol and energy. However, a broad-based shift in taxa-
tion priorities cannot be achieved by raising excise duties alone. A typical feature of many
of the excise duties is that their tax base and fiscal importance are reduced in the long
term, especially if they prove effective as steering instruments. For this reason, the revenue
generated by higher excise duties would not compensate for major cuts in the taxation of
work, at least not in the long term.
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Eliminating reduced VAT rates would make the tax system more effective

In practice, broad-based lowering of taxation of work could be funded by raising value
added taxes. The general VAT rate of 24% is already high, which means that value added
taxation should be increased by raising reduced VAT rates,** which would also make the
tax system more effective.

There has been reluctance to increase reduced VAT rates because of the income distri-
bution effects that such increases would have. The rise would affect all consumers and
when proportioned to income, it would have greater impact on low-income earners. Re-
duced VAT rates are, however, an ineffective way of supporting low-income earners as in
euro terms, most of the tax subsidies granted through them benefit middle-income and
high-income groups. Income taxation or current transfers would be a more effective way
to support low-income earners. It has been noted in the studies on the effects of reduced
VAT rates that they have failed to achieve the desired demand and employment effects
(Harju et al., 2018b; Kosonen, 2016; Kosonen, 2015).

Itis pointed out in the Mirrlees Review (Mirrlees et al., 2011), in which the typical features
of a good tax system were discussed that the tax system and its effects should be exam-
ined from an overall perspective. The social security system should also be taken into
account when the income distribution effects are considered. Even though the raising of
reduced VAT rates and other consumption taxes would weaken the position of low-income
groups, these negative effects can be compensated by lowering income taxation and by
increasing social security benefits.

The tax system could also be improved by reducing the number of tax expenditures and
by reforming real estate taxation

The aim of the comprehensive tax reform carried out in Finland at the end of 1980s and
early 1990s was to achieve a neutral and efficient tax system. As part of the reform, the tax
system was streamlined and simplified. However, since the reform, a large number of tax
reliefs and exemptions have been added to the tax system. They have made taxation more
complex and made the system less clear and less neutral. The tax subsidies contained in
the Finnish tax system should be critically reviewed and it should be examined whether
there are reasons to retain them (of tax subsidies, see Section 3.2 and Rauhanen, 2017;
Kroger et al., 2010). As the economic operating environment is becoming more complex
and amid globalisation, digitalisation and changes in working life, the neutrality of the tax
system is becoming increasingly important.

24 Finland has two categories of reduced VAT rates: 14% (food, restaurant services and feed) and 10% (passenger
transport, pharmaceuticals, accommodation services, physical exercise services, entrance fees to cultural and enter-
tainment events, books, newspaper and magazine subscriptions, certain pieces of art, and royalties).
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Real estate taxation is considered effective and, from the perspective of economic growth,
one of the least harmful tax types. Especially the real estate tax on plots generates only
small welfare losses because the real estate taxation does not impact the amount of land
available as plots. Real estate taxation is fairly low in Finland and from the perspective of
the effectiveness of the tax system as a whole, raising property taxes could be justified. In
general, however, increases in real estate taxes have been met with caution. The real estate
tax is levied by municipalities and they can determine the tax rates within the range laid
down in the law.

The aim of the real estate tax reform project coordinated by the Ministry of Finance? is to
update the valuation criteria for buildings and plots so that the taxable values would be
better in line with changes in costs and prices as well as regional differences. Implement-
ing the reform would make real estate taxation fairer and more transparent.

Environmental taxation should be examined as part of a cost-efficient climate policy

As stated above, in addition to providing central and local government with tax revenue,
taxation may also have other objectives, such as reducing activities that are harmful to
health and the environment. Environmental taxation can be used to support the achieve-
ment of climate targets by raising taxes on activities generating greenhouse gases. In that
case, environmental taxation should be considered as part of a cost-efficient climate pol-
icy. When new environmental taxes (and other taxes with a steering role) are considered
and before any decisions on them are made, the exact goal, the most feasible and cost-ef-
ficient steering instruments available to achieve the goal and the effects of the steering in-
struments should be determined. It may be difficult to direct the taxation precisely at the
non-desirable activity, which makes the tax less efficient and practicable. Climate policy is
examined in more detail in Section 11.1.

6.3 Taxation must support employment and skills

As the Finnish population is ageing and as the proportion of the working-age population
is shrinking, the employment rate must be raised and labour productivity enhanced so
that the funding base for the existing welfare state can be secured. At the same time, ma-
jor changes in working life are in sight: more part-time and short-term work and micro en-
trepreneurship, replacement of workers with automation, alternation of work and studies,

25 For information about the real estate tax reform project, visit: https://vm fi/kiinteistoverouudistus (the website is
in Finnish)

104



A SELF-RENEWING, RESILIENT AND SUSTAINABLE SOCIETY - CONTRIBUTION BY THE OFFICIALS OF THE MINISTRY OF FINANCE

internationalisation of working life, and the growing use of digital work platforms. These
changes are posing new challenges to the clarity of the tax system and to tax collection
practices.

Taxation can impact employment in many ways and the effects of taxation on the supply
of labour have been extensively studied (see for example Ministry of Finance, 2010; Mat-
ikka et al., 2015). Basically, taxation weakens incentives for work. The strength of this effect
depends on how sensitively the number of hours worked reacts to changes in taxation
(degree of flexibility in the supply of labour). Especially among low-income groups, the in-
centives for work also depend on social security (For more information, see Incentive trap
working group, 2017a and 2017b; Viitamaki, 2015). The effects of taxation and social secu-
rity on employment are examined in Section 4.

In addition to the amount of work, taxation of earned income may also influence other
choices such as education, skills improvements, tax planning and decisions on immigra-
tion or emigration. Marginal taxation and the progressivity of taxation are the main factors
influencing skills incentives and income shifting. More consideration should be given to
these effects as skills are becoming more important and the labour force is become in-
creasingly mobile internationally. According to the Taxation and Skills report of the OECD,
Finland levies the third highest taxes on skills in the OECD, when measured on the basis

of the average tax rate (OECD, 2017a). In Finland, willingness to emigrate is higher among
highly educated groups than among the rest of the population and studies have shown
that taxation plays a role when experts choose their places of residence and work (Kauppi-
nen et al., 2018; Akcigit et al., 2016; Kleven et al., 2014).

Finnish taxation is highly progressive

To provide more incentives for work, taxation of work in Finland has been lowered almost
on a yearly basis since the mid-1990s, especially in the low-income brackets. In fact, the
taxes paid by low-income earners on work income are considerably lower than the taxes
paid on daily allowances of similar size. At higher income levels, taxes on work have not
been reduced by the same amount, which has led to steeper progression.

Figure 6.2 shows average earned-income tax rates (incl. social security contributions) paid
by low-income earners (67% of the average wage?®) and by high-income earners (167%
of the average wage) in Finland and a number of other OECD countries. The green line
describes the difference between the tax rates of low-income and high-income citizens,

26 The internationally comparable average wage (AW) used by the OECD is used as the average pay. In 2017, AW in
Finland was EUR 43,986/year. https://doi.org/10.1787/tax_wages-2018-en
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which can be considered as one way of examining progression. When examined in this
manner, progression in Finland would seem to be quite steep (see also Taxpayers Associa-
tion of Finland, 2018).

Figure 6.2

Average labour income tax rates* 2017
%
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Reducing marginal tax rates can support the enhancement of skills and reduce
incentives for income shifting

The expert group on business taxation examined the effects of the taxation of work on eco-
nomic growth, productivity and the incentives for skills enhancement. According to the
working group, Finland should provide incentives for enhancing human capital and for
the educated labour force to stay in Finland by reducing its high marginal tax rates. Lower-
ing the progression would reduce taxes on education investments, which would increase
the return on these investments (Ministry of Finance, 2017). The working group for develop-
ing the Finnish tax system also proposed the reducing of the highest marginal tax rates to
encourage labour productivity improvements, to attract experts to Finland and to reduce
the problem of income shifting (Ministry of Finance, 2010).

Taxpayers may be encouraged to convert earned income into capital income if the taxa-
tion of earned income is high in relation to the taxation of capital income. Income shifting is
typical of high-income individuals who are able to choose whether to work as wage-earners
or entrepreneurs. According to research results, high-income wage-earners and entrepre-
neurs are fairly sensitive to income taxes, unlike ordinary wage-earners. Flexibility in taxable
income is substantially higher among Finnish owner-entrepreneurs than among wage-earn-
ers and research results suggest that this is explained by tax planning (Matikka et al., 2015).
This is problematic from the perspective of the fairness and neutrality of taxation.
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High taxes on work may also create pressures to introduce sectoral or situation-specific tax
reliefs that do not treat all employees equally. In the future, attention should also be paid
to whether the difference between a wage-earner and an entrepreneur starts to disappear
as a result of the new forms of work arising from technological advances. Such a trend
would probably make improvements in the tax system necessary. As the forms of work

are diversifying, it is becoming increasingly important to ensure that taxation is as neutral,
clear and easy to understand as possible.

Lower marginal tax rates and less progressive taxation would make it easier to recruit
skilled labour and reduce incentives for income shifting. When incentives for work among
low-income earners are improved, consideration should also be given to the benefit
system, and incentive traps created by the combined effects of tax and benefit systems
should be eliminated.

6.4 Technological advances are transforming the operating
environment of taxation

Technological advances and an increasingly globalised world are changing the way in
which private individuals and companies operate and how their income is formed. They
provide opportunities for developing new ways of work, entrepreneurship and exchange.
New types of marketing channels and the spread of electronic services are changing con-
sumption habits.

Technological advances are creating new opportunities for developing tax systems. Fin-
land is well placed to use new technologies in taxation so that with new solutions and ap-
plications, information can be collected from different interfaces, a more real-time taxation
system can be introduced and taxpayers can carry out their payment obligations easily
and in a reliable manner. The incomes register,” which was introduced at the start of 2019,
is a good example of the use of electronic systems. The register makes it easier for employ-
ers to meet their notification obligations and provides a basis for real-time coordination of
benefits and other income and for reducing the bureaucracy traps arising from the uncer-
tainty and complexity connected with the combination of different types of income.

At the same time, the danger is that traditional tax bases are narrowed and tax revenue is
reduced. This may happen if the payment of taxes cannot be easily combined with new
types of production, consumption and work. At the same time, it should also be ensured

27 https://www.vero.fi/en/incomes-register/
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that the information on digital platforms is accessible. It is predicted that in the future, an
increasing proportion of the exchange of goods and services takes place on a variety of
digital platforms. Digital products may be created in global cooperation and the location
where the value of these products is created and where they are sold may be difficult to
determine. The spreading of the sharing economy also threatens to reduce tax revenue. In
the sharing economy, the exchange of goods and services often takes place between two
private individuals and the market place is not necessarily a physical location in the home
countries of the two parties to the exchange.

The key challenge arising from the digital economy in the next few years is how the leg-
islation and technical solutions can ensure the tax authorities’ access to the information
that they need. This requires active inputs in Finland and at international level. Uncertainty
of what will happen, the extent and timetable of the changes and what will be the signif-
icance of these chances is the common feature of the changes arising from technological
advances.

Because of this uncertainty, the tax system should be not tailored to specific needs. In-
stead, our future tax system should be able to flexibly adjust to changes in the economic
operating environment, in which case both the tax revenue and favourable conditions
for innovations can be ensured. This can best be guaranteed with a clear and neutral tax
system. A tax introduced to ensure tax revenue in the short run may in the long run prove
detrimental if it slows down the adoption of new inventions and the use of technological
advances. At the same time, however, tax subsidies intended to support individual activ-
ities are not justified as economic resources can be best allocated if the tax system is as
neutral as possible.

6.5 Corporate taxation must remain competitive and reforms
in dividend taxation are needed

Corporate taxation is based on a low tax rate and a broad tax base

The need to change Finland’s corporate tax system was last assessed by the expert group
on business taxation (Ministry of Finance, 2017). The working group examined the existing
level and model of the Finnish corporate taxation system from the perspective of compet-
itiveness, economic growth and productivity. The working group was of the view that the
best way to ensure progress towards productivity and growth targets through taxation is
to use measures that make taxation more neutral. A broad tax base in which a broad range
of income is taxable and a broad range of expenses deductible helps to make taxation
more neutral.
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Tax solutions steering the behaviour of taxpayers should be avoided unless it can be
shown that they will substantially strengthen the basis for long-term productivity growth.
According to the expert group on business taxation, it is essential to ensure that the Finn-
ish corporate tax rate remains internationally competitive. The working group did not
consider it necessary to change the provisions on the tax base or to introduce alternative
corporate taxation models, such as ACE or CBIT.?®

Tax competition with corporate tax rates may become more intense in the future. Even
though the 20% corporate tax rate currently applied in Finland can be considered com-
petitive, there will probably be pressures to change it in the coming years. The corporate
tax rate is the most visible and important factor in the tax competition and Finland must
ensure the competitiveness of its own rate. At the same time, the corporate tax base must
remain broad and up to date, while the requirements arising from the changing operating
environment must also be taken into account. Consideration should also be given to the
stability and predictability of the system.

International developments are playing an increasingly important role in corporate
taxation

Internationalisation of business operations is an increasingly important factor impacting
corporate taxation. When the corporate taxation system is developed, consideration must
be given to how well-suited it is for cross-border situations and the developments ongo-
ing at international forums.

There is growing international cooperation in the field of corporate taxation. The debate
on the tax planning of international business groups and shrinking tax bases has inten-
sified after the financial crisis. For this reason, the OECD established the BEPS project to
examine the erosion of the tax base and profit shifting. It produced recommendations for
changes in national tax laws and tax treaties, and for regulations on the exchange of in-
formation. In addition to the BEPS measures, EU Member States have also been working
on the implementation of an anti-tax avoidance directive.? Proposals for directives on the
common corporate tax base and the common consolidated corporate tax base are also
under preparation.

28 In ACE, a company can deduct the imputed equity costs in its taxation (ACE=Allowance for Corporate Equity). In
CBIT, a company cannot deduct interest expenditure in its taxation (CBIT=Comprehensive Business Income Tax). In
both models, the aim is to harmonise the tax treatment of debt and equity.

29 Council Directive (EU) 2016/1164 of 12 July 2016 laying down rules against tax avoidance practices that directly
affect the functioning of the internal market. Council Directive (EU) 2017/952 of 29 May 2017 amending Directive
(EU) 2016/1164 as regards hybrid mismatches with third countries.
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The taxation of global business groups engaged in digital business has aroused particular
attention. The European Commission has presented proposals for directives on the taxa-
tion of digital companies, intended to provide a temporary and a permanent solution to
the matter. There is, however, broad understanding that the permanent solution to the
taxation of digital companies must be on a global basis and it must be prepared in the
OECD. This work is currently under way and the final report is due to be published in 2020.

Under both directive proposals presented by the Commission, countries would have the
right to tax a company’s revenues on the basis of the users’location, which differs from the
generally accepted principles of international taxation. This thinking is also reflected in the
Commission’s proposal for the common consolidated corporate tax base in which the sales
generated in a Member State would serve as one of the grounds for allocating a group’s
taxable profit for taxation between the Member States where the group has activities.>
Howthe right to tax is allocated between countries is an important matter of principle. Bas-
ing the right to tax on the location of the users is usually not in the interests of a small ex-
port-driven economy. Finland must be actively involved in the work carried out in the OECD
and the EU and seek a good and a balanced solution that is in the interests of Finland.

Reforms in dividend taxation are needed

The expert group on business taxation (2017) also proposed tightening dividend taxation.
The working group would have lowered the eight per cent rate of return used for calculating
the dividend for which tax relief is given and raised the taxability level of these dividends. At
the same time, the working group would have abolished the EUR 150,000 included in cap-
ital income dividend relief granted to entrepreneurs under the existing dividend taxation
system. According to the working group, these changes would have eliminated some of the
key problems in the existing dividend taxation system, made the dividend taxation of listed
and unlisted companies more similar and simplified taxation. The working group for devel-
oping the Finnish tax system had proposed a similar reform in 2010.

Finland’s existing dividend taxation system is problematic in many respects. It extensively
steers the distribution of dividends, generates wrong types of incentives, creates poten-
tial obstacles to growth and encourages individuals to collect their income as dividends
instead of wages. Finland’s dividend taxation system should be reformed in the manner
proposed by these two working groups so that the problems could be reduced. The aim of
these changes would be to make the system more neutral and remove some of the com-
ponents that reduce risk-taking.

30 The Commission has submitted separate proposals for directives on the common corporate tax base and the
allocation of the taxable profit. So far, only the proposal for the common tax base has been reviewed. Proposal for a
Council Directive on a Common Corporate Tax Base (COM(2016) 685 final) and Proposal For A Council Directive On
A Common Consolidated Corporate Tax Base (CCCTB) (COM(2016) 683 final).
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7 Publicadministration should be
reformed so that the stability and
cohesion of Finnish society can be
ensured

e Strengthening trust should be the key objective in the work to de-
velop public administration. Trust arises from ethically sustainable
activities, openness and the participation of all parties concerned.
The openness of public administration and the clarity of information
should be enhanced so that trust can be strengthened.

e Public-sector services, and its operating practices and competence
should be developed so that citizens can have better opportunities
for participation. This can be achieved by providing more opportu-
nities for participation in the drafting of decisions, by customer-ori-
entation and network-based approach and by engaging in activities
across sectoral boundaries. At the same time, the active engage-
ment of customers in the user-oriented development of public ser-
vices should be encouraged in different ways.

* At the start of the next government term, the next Government and
its ministries should agree on a joint interpretation of the Govern-
ment Programme and produce clearly-defined decisions on re-
sponsibilities, resourcing and operating practices. The Government
should use the new model for strategic Government Programme. In-
ter-administrative cooperation should be strengthened, for example
by improving the joint Government steering model.

* Regional and local state administration is increasingly becoming
a more closely integrated service network of country-wide and re-
gional agencies and a centralised system of public administration
customer services, as a result of which its legislative framework
should be comprehensively reviewed.
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* Public procurement should be developed so that it supports the
achievement of societal policy objectives. Procurement practices
should be developed by establishing a broadly-based public pro-
curement forum, which would agree on a joint public procurement
strategy for the entire public sector.

e Changes in work are reflected in many areas of competence devel-
opment. Competence of central government personnel should be
developed on a more diverse basis so that the development would
cover the employees’ entire working careers. Substantial inputs
should be made into the development of personnel competence by
producing new digital learning contents and by supporting the mo-
bility of the personnel and competence.

* Public-sector management practices should be systematically de-
veloped. Advancing towards higher managerial positions should de-
pend on results, determined self-development and a strong commit-
ment to high level civil service ethics. Central government manage-
ment training programmes should be evaluated and the new system
should be based on coaching programmes and peer learning.

¢ Digitalisation and the use of new technologies should be systemat-
ically promoted so that the activities of central government, future
county government and municipalities can be reformed. To ensure
the efficiency of digital activities and the efficient production of dig-
ital services, the quality and interoperability of information should
be safeguarded and reliable and secure information systems should
be ensured.

e Government agencies should offer citizens and companies acces-
sible and high-quality digital services. Companies should be ob-
ligated to use these services whenever dealing with government
agencies. Citizens should be steered towards and encouraged to
use digital services in order to make them the most attractive and
frequently used transaction channel.

* Information-policy instruments, such as services connected with
the use, interoperability and management of information, and leg-
islation should be applied to support smoother exchange of infor-
mation, which would provide basis for faster economic growth and
improved competitiveness. Furthermore, the use of information and
technology should always be on an ethically sustainable basis.

e Knowledge-based management should be firmly established as an
operating practice in public administration and it should allow sec-
ondary use of information in services, management and steering.
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Finland’s public administration has done extremely well in international comparisons.
Public administration and its services should, however, be continuously reformed so that
they can respond to the requirements of a changing world. Public administration services
should be examined and developed as a whole so that the customers can have an oppor-
tunity to take part in the development of public services.

Division of labour and service structures in public administration should also be devel-
oped from an overall perspective. Division of responsibilities and cooperation between
central government, future county government and municipalities must be on an efficient
basis so that the quality of the services and the sustainability of public finances can be en-
hanced. The appropriate division of responsibilities and development of the service struc-
ture should be determined by the functioning of services, cost-effectiveness and sustain-
ability of public finances. When reforms are implemented, it should be identified at which
level of government can the continuity of vital functions be assured, where productivity
benefits can be effectively achieved, and how the availability of well-functioning and ef-
fective services can be secured. In addition to this, an open, public debate on the reforms
should also be encouraged.

Citizens'trust in public administration and satisfaction with public services has tradition-
ally been strong in Finland. Successful changes should be based on the trust between
different societal actors. Trust in government is also fundamental to social stability and it
should be enhanced so that public services, the principles governing the use of informa-
tion collected on citizens and the decisions on reforms are more transparent and easier to
understand. At the same time, closer inter-administrative cooperation, promotion of digi-
talisation and improvements in the capacity for renewal and customer orientation should
be focus areas in central government. The opportunities provided by technologies should
be used in the development of public administration and in its work.

7.1 Participation and trust of citizens should be strengthened

Strengthening trust should be the key objective in the development of public
administration

Trust is the main force keeping society together. It arises from ethically sustainable activ-
ities, openness and the engagement of all parties concerned. Trust helps to promote coop-
eration and provides a basis for responding to unexpected and unforeseen situations and
therefore strengthening it should be a key objective in the activities of public administra-
tion and in the preparation of reforms. These objectives can be supported by providing
citizens with more opportunities for participation in the drafting of decisions and devel-
opment of services. It becomes easier to find solutions to the problems affecting society
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when there is mutual trust between societal actors. Changes can only be implemented if
public administration trusts citizens and citizens trust public administration and if societal
actors trust each other.

According to the recent surveys published by the OECD, there has been a continuous
decline in the trust in public administration among Finns, even though in many of the
reference countries the trend has been the opposite (OECD, 2017b). For this reason, in the
next parliamentary term, more extensive information on the trust in public administration
among Finns and the factors influencing it should be collected. In order to strengthen the
knowledge base, Finland should commission an OECD-led trust assessment, and develop
trust assessment in agencies and support for carrying out the assessments. The work is
supported by the review of the subsectors of central government development from the
perspective of trust, which is due to start shortly. Details of the measures already carried
out, measures in progress, planned measures and the measures required are collected
from each sector. This work is carried out as part of the preparations for Finland’s EU Presi-
dency.

In order to ensure genuine customer-orientation in public administration, citizens' oppor-
tunities to take part in the preparation of decisions and development of services should
be further enhanced. In the next parliamentary term, additional measures should also be
taken to ensure that citizens can be confident that the information collected on them is
properly used in public administration. This provides a basis for more extensive shared use
of the information by government agencies and it will also make the services more effec-
tive. It is also essential to promote the digitalisation of public services and to ensure their
security.

The openness of public administration and the clarity of information should be
enhanced

Promotion of open public administration should a more integral part of the public ad-
ministration activities and the work to reformit. It is particularly important to ensure

that information is easy to understand because otherwise the information would not be
genuinely public. To promote the clarity of information and the openness of government
agencies, the work is under way to prepare the fourth national Open Government Partner-
ship Programme, and the measures and objectives set out in it will cover the entire parlia-
mentary term. During the next parliamentary term, more support should be provided for
organisations to promote openness and the competence of the public officials should be
enhanced so that the principles of open government would be more comprehensively im-
plemented in all areas of public administration.
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Trust is also essential from the perspective of the data economy and the functioning of
the information society. Citizens must have an opportunity to manage the information
on themselves and decide on sharing it. Otherwise the acceptability of both public-sec-
tor and private-sector activities would be negatively affected. Government agencies and
companies must ensure that the information is managed in a responsible and competent
manner, that it is extensively available and of high quality, and that the rights concerning
the use of the information are observed.

Citizens'trust is based on the openness of the activities of the government agencies and
elected officials. When private-sector actors manage public tasks, the provisions on good
administration and openness must also apply to them in the same manner as they ap-
ply to all other public-sector activities. Projects on ensuring good administration and the
combating of corruption should be promoted. The whistleblowing channels for reporting
abuses should be considered when legislation is developed. In fact, the EU is preparing
legislation on this, such as the directive of the European Parliament and of the Council on
the protection of persons reporting on breaches of Union law.

The national options for setting up a lobbyist register should be examined

There has been discussion in Finland on the regulation of lobbying and an international
comparison on lobbyist registers has been prepared (Korkea-aho & Tiensuu, 2018). The
purpose of the lobbyist registers is to collect and publish information on lobbying activi-
ties, parties to it and the resources spent on it. The aim of the lobbyist or openness reg-
isters is to make decision-making more transparent. This helps to combat inappropriate
influencing efforts and strengthen citizens’ trust in public decision-making. The lobbyist
register would also support decision-makers, who could check from the register which of
the lobbyists have pledged to observe jointly accepted codes of conduct. The need for the
register should be assessed during the next parliamentary term.

Customers should be more closely involved in public-sector service reforms

The active involvement of customers in the user-oriented development of public-sector
services should be supported in a variety of ways. User-orientation means the develop-
ment of services on the basis of customer needs and the shifting of the development fo-
cus from the service provider to the user. One way of developing user-orientation is to use
service design methods. At the same time, user-oriented development of services can help
to improve service quality, make the service process more transparent and achieve cost
savings. Moreover, when service reforms are introduced, it should be taken into account
that the customers of Finland’s public administration also include foreign citizens and that
in other respects, too, the customers have a broad range of different language needs.
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Over the past few years, piloting has also been increasingly used in the development of
services. The pilots can help to enhance the knowledge base to support decision-mak-
ing. Pilots are one way to find higher-quality and more innovative service solutions and to
ensure the workability of the solutions before they are extensively introduced. Promoting
the piloting activities requires active support. In the future, it is also important to ensure
that the pilot results are used more efficiently.

Hearings and customer panels are two of the traditional participation methods in the
preparation of decision-making and in the development of public-sector services. They
should be more extensively used so that customers can take part in service reforms on a
regular basis and that citizens can participate in the preparation of decision-making. The
priority in the work should be on giving more say to population groups that are more
poorly placed to present their own needs and views.

7.2 Enhancing public administration steering and ensuring a
more unified Government

Inter-administrative cooperation should be enhanced

Enhancing the interoperability of central government steering systems plays a key role

in ensuring a more effective inter-administrative implementation of the Government'’s
strategic objectives. At the start of the next government term, the next Government and
its ministries should agree on a joint interpretation of the Government Programme and
produce clearly-defined decisions on responsibilities, resourcing and operating practices.
This interpretation should be strengthened and maintained through continuous commu-
nications. Regular opportunities for a dialogue between the executive members of the
Government and public officials are needed to promote a shared situational assessment
and interaction. An action plan for the government term laying out the implementation of
the objectives, key reforms and policies set out in the Government Programme should be
prepared. In the same connection, the Government should also agree on its management
tools and key steering methods.

An advance capacity should be built in public administration allowing it to implement,
during the running-in period of the new Government, the Government reforms that are of
key importance in terms of their effects. In order to ensure the implementation and ben-
efits of these reforms, decisions should be made on resourcing, including the funding of
the required investments, and the appropriate monitoring and management procedures.
Adhering to unified funding and its steering is particularly important in inter-administra-
tive reforms, such as structural reform and digitalisation projects. Particular consideration
should be given to the prerequisites for the success of the reforms, achievement of the
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objectives, and management throughout the government term. The implementation of
the Government’s strategic policy decisions should be enhanced in the management of
ministries’ activities by for example updating the operating model of the Meeting of Per-
manent Secretaries and by developing individual ministries’management systems. The
aim is to achieve uniformity and efficient implementation of Government-level strategies
and steering.

The Government Administration Department plays a key role in the reforming of the min-
istries’ joint services and operating practices. Through its work, the department can help to
ensure that the Government operates on a more unified basis. For this purpose, an evalua-
tion of the activities and role of the department will be prepared and the required reforms
will be carried out on the basis of its findings.

Developing a joint performance management model for the Government

The central government performance management system should be efficient and effec-
tive and it should encourage cooperation and commitment to joint objectives. For agen-
cies coming under the area of responsibility of more than one ministry, the single-channel
nature and continual compatibility of the management should be ensured. The cross-sec-
toral agency performance management model to be built for the National Licensing and
Supervisory Authority (joint steering) will be simulated during 2020. The basic legal prin-
ciples of the steering model and their conversion into concrete guidance processes and
practices will be modelled into a unified Government model as part of the simulation and
implementation. The aim is that the model would be comprehensively applied in the fu-
ture steering of multi-sectoral agencies. The cross-sectoral character of each agency will
be assessed on the basis of the number of the ministries steering the agency and the vol-
ume of the tasks coming under the legislation of each steering ministry.

A similar joint Government operating model is planned as a support tool for steering
counties, and this model is described in more detail in Section 8.2.

Country-wide competence as a basis for structural reform of government agencies

Ensuring the sustainability of public finances, providing well-functioning and efficient ser-
vices, and the development of location-independent tools have already had an effect on
the development of administrative structures. In the central government agency structure,
there is a trend towards country-wide and digitally advanced packages providing services
in all parts of Finland. At the same time, the division of tasks between municipalities, re-
gions and central government, the cooperation structures between them, and the way in
which the services are provided are changing. In fact, regional and local state administra-
tion is increasingly becoming a more closely integrated service network of country-wide
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and regional agencies and a centralised system of public administration customer ser-
vices. The legislative framework for regional and local state administration and its develop-
ment should be completely reassessed and consideration in the work should be given to
these changes. The legislation should provide a basis for the development of central gov-
ernment structures in pace with changes taking place in society and encourage them.

Each central government agency should have a clear core task. The overlaps between the
tasks of different agencies should be eliminated and in the allocation of the tasks and in
the cooperation between the agencies, consideration should also be given to the chang-
ing operating environment, development of services, and the expectations set for central
government corporate services. The potential for centralising tasks in accordance with
their character should be assessed in the development of the agency structure. When the
establishment of new central government agencies or the reorganisation of existing agen-
cies is prepared, enhancing customer-orientation and performance should be the basis
for the work. Achieving these goals is facilitated by such factors as country-wide compe-
tence, full use of digitalisation and robotisation, flexible and clear structures, economies of
scale, and opportunities for cooperation across administrative sectors and organisational
boundaries and for network-based operations.

The reforms and development measures identified in the Virasto 2020-luvulla (Government
agencies in the 2020s) report should be implemented so that the operational flexibility of
central government agencies can be enhanced and their operational capacity improved.
The development measures should result in a system of public administration character-
ised by clear structures, steering and management systems, which is capable of change
and risk management and which provides customer-oriented services that are mostly in
electronic form. A set of guidelines concerning the reform potential in the existing agency
model should be prepared as the final report of the review. The guidelines should be
adopted in all parts of central government.

The location of the agencies is relevant to the citizens and organisations in terms of the ac-
cessibility of the services. At the same time, country-internal migration and electronic ser-
vices should also be considered in the service needs for the 2020s. The service network of
the agencies should be made more compact and public administration customer services
should be made more centralised. This helps to ensure a practicable and cost-effective ser-
vice network that provides a basis for personal services meeting the customers’ needs.

Central government corporate services should be built to provide effective support for the
agencies' work, also considering small agencies, by providing tailored service packages,
user-friendly and cost-effective shared information systems and support and operating
models for the agencies’ digitalisation and robotisation projects, for shared data manage-
ment, for procurement and for personnel competence development. Further measures
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will be taken in corporate services to enhance customer services and cost-effectiveness
and to ensure more transparent pricing.

Central government tasks are, in addition to central government agencies, also carried out
by organisations of other types: unincorporated state enterprises, limited liability compa-
nies, institutions governed by public law, funds and foundations. The aim is that in each
case, the State is organised in the most appropriate manner and that the purposes of use,
benefits and limitations of different organisational forms are clear. As a result of the struc-
tural reforms, overall state interest should be strengthened. This should be verified on

the basis of better performance, improvements in service quality and service structures,
clearer management practices or the application of new service models. The structural re-
forms should be steered within the framework of the targets set by the ministries, and the
recommendations on the corporatisation of state activities, the adoption of other organ-
isational forms (central government agencies, unincorporated state enterprises, limited
liability companies, funds, foundations and independent institutions governed by public
law) and grounds for them issued by the Ministry of Finance.

New types of public-private partnership

Cross-sectoral cooperation based on trust and involving all key stakeholders (public, pri-
vate, third sector and citizens) provides Finland with a competitive edge internationally.
Cooperation across sectoral boundaries provides a basis for joint commitment to difficult
changes and reforms. In the future, the cooperation with the private and third sectors as
well as with citizens should be based on new types of models steered by life and business
events.

The efficiency and effectiveness of public administration can be measured with the well-
being of citizens and competitiveness of business operators. The effects of the platform
economy and the changes arising from development of work and technological advances
on service structures have an impact on public administration tasks and on how they
should be carried out in the most appropriate manner by for example prioritising pub-
lic-sector investments.

Public procurement should serve the achievement of societal policy objectives

The volume of public contracts in Finland is about EUR 35 billion each year. This expend-
iture item, which is funded from tax revenue, should have an effect that goes beyond

the meeting of procurement needs. The objectives set for the purchases are important
from the perspective of economic growth and the vitality of business operations. Key
strategic objectives in the work to enhance the effectiveness of public contracts include
greater consideration of innovations and sustainability (such as environmental objectives),
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promotion of social responsibility (such as the employment of difficult-to-employ individ-
uals) and the consideration of other societal objectives as well as supporting the growth of
SMEs by providing them with better access to the business opportunities offered by public
procurement.

Public procurement should be jointly developed by all public administration actors in Fin-
land by establishing a broadly-based public procurement forum, which would agree on
the joint public procurement strategy for the entire public sector. Observing the strategy
would be voluntary and be based on a joint view on its goals.

Changes in working life requires new skills

In addition to changing work cultures and supply of labour, changes in working life are a
question of what kind of working life we would like to have in the future. Technological
advances, digitalisation, robotics and artificial intelligence are some of the factors that will
also eliminate some of the administrative work now carried out by humans. At the same
time, we also have the chance to create new work creating added value in a new manner.
Succeeding in this requires that central government and the rest of the public sector have
systemic understanding, possess the ability to perceive wider, interconnected entities and
is prepared to cooperate with other parties. In practice, this means that we should intro-
duce new experimental and network-based operating practices that combine preparatory
resources, produce quicker results and which incorporate the experience and skills coming
from different directions and cooperation producing new solutions.

The changes in working life are also reflected in many areas of competence development
because a single basic degree no longer covers the entire working career as one needs
more on-the-job learning, development of capabilities and new ways of retraining in the
middle of one’s working career.

In central government, active development of competences is based on the principle of
continuous learning. New forms of learning, such as digital learning, are key to the pro-
cess. The central government digital learning platform eOppiva will become a permanent
activity in 2019. Shared and free-of-charge competence development training contents
produced through a variety of means support central government competences and en-
hance the use of new forms of work and sharing of work in the development of compe-
tences and management practices in ministries and government agencies. A great deal
of emphasis will be placed on personnel development by producing new digital learn-
ing contents and by supporting the mobility of personnel and know-how. This requires
that the criteria for the appropriation allocated for the development of professional
competences in government agencies are reassessed so that the impractical funding for
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educational compensation process will be reallocated so that it can primarily be used for
enhancing new types of personnel mobility and competence.

Mobility - mobility of humans, mobility of competence and mobility of information - is the
key instrument in the process of enhancing competences. The aim is that central govern-
ment personnel would feel that, in addition to working in a specific agency, they are also
working for the state. The focus of work and management should shift from the perfor-
mance of individuals to joint network-based work and its management. It should be-
come possible to use personnel competence in a flexible manner, in accordance with core
needs and allowing continuing change and renewal. Learning and professional develop-
ment should be an important part of the job description of each public official. Learning

is increasingly achieved by working: as a collaborative effort and across organisational
boundaries, using job rotation and actively combining different types of competence and
knowledge. Central government actors should also introduce new ways of work and learn-
ing crossing administrative boundaries. These include a quick and agile task force-type
work model in which the lessons learned from the situation room concept are used. In this
model, the most competent individuals are brought together for a specific period to ex-
amine a jointly identified phenomenon. This operating approach serves as an instrument
refining the competence of public officials and as an environment for the processing of
joint experiments and projects.

Public-sector management practices should be developed on a systematic basis

Public-sector management is more strongly built on a joint value base in which the em-
phasis is on the principles of good administration and the requirements of professional
management. The paradigm of public-sector management is undergoing significant
change and the emphasis in it is on comprehensive operational management based on
the Government’s societal objectives and the needs of citizens and customers. In man-
agement, the emphasis should be on inter-administrative objectives and cooperation
between individual sectors, administrative branches and agencies. Rapid changes in the
operating environment are bringing in new priorities to management practices. The most
important of these are the emphasis on knowledge-based management, digitalisation
and artificial intelligence, and the role of adequately uniform and dynamic operating cul-
ture and trust between individual actors as key resources.

Individuals holding senior managerial positions in central government play a key role in
the implementation of the objectives set by the Government. In the future, an increas-
ing proportion of the people in senior managerial positions are professional managers
who are selected to their posts on the basis of professional recruitment, inter-administra-
tive mobility and systematic development. Growing into a managerial position is based
on the willingness to bear responsibility as a member of the state community and the
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determination to develop one’s competence in different public administration tasks. In
the future, increasing mobility means that there will be more emphasis on the system-
atic development of managerial competence and career management. At the same time,
performance management will be made into a more unified and professional concept.
This includes the clear personal goals set by the managers for themselves, assessment

of performance and leadership, training and rewards. The aim is that advancing towards
higher managerial positions should depend on results, determined self-development and
a strong commitment to high level civil service ethics.

The Ministry of Finance also supports public administration reforms and the develop-
ment of management practices by providing senior management members with inter-
action networks and coaching programmes. Central government management training
programmes should be evaluated and the new system should be based on coaching
programmes and peer learning, comprising programmes providing leadership coaching,
training supporting the renewal of the public-sector management paradigm, develop-
ment teams and programmes enhancing internationalism. These are developed in such
programmes as Uudistaja (Reformer), which was launched by Sitra and which is now the
responsibility of the Ministry and HAUS, and in other training programmes, which also
have other public-sector managers and organisations as customers.

Development of state-owned properties should continue

Systematic concentration of the properties belonging to the state and state-owned com-
panies should continue also over the coming years. In the ownership and maintenance of
the state-owned properties, measures should be taken to ensure adequate preparation
and security expertise for all central government actors on a centralised basis. The exper-
tise and responsibilities of Senate Properties in these areas should be substantially en-
hanced. At the start of 2019, a number of state-owned properties (especially those located
in state-owned railway areas) were transferred to a subsidiary of the unincorporated state
enterprise Senate Properties established for the purpose. The purpose of this measure is
to ensure coordinated development of state-owned properties and that different actors
have clear roles. Additional prerequisites for building activities in railway areas in cities and
towns should be provided through ownership transfers over the next few years by prepar-
ing and implementing arrangements concerning railway properties that are released for
non-operational use and owned by the Posti Group, VR Group, the Finnish Transport Infra-
structure Agency and Senate Properties.
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7.3 Information policy and digitalisation provide a basis for
reforming services

Changing needs of public administration customers, new forms of information use and
increasingly networked operating practices set new requirements for interaction be-
tween actors. For example, the commitment to requesting customer-related information
only once requires a networked public service provision approach founded on the ser-
vice chains of a large number of actors. This requires better knowledge of the customer’s
needs, better management of the customer information and providing the actors involved
with clear responsibilities. Customers expect more and better services on a 24/7 basis and
the activities are becoming increasingly networked. The use of shared information systems
and the provision of shared services increase the need for better-quality information, uni-
form information-management procedures in different government agencies and infor-
mation interoperability. Secondary use of information in private-sector and public-sector
services, in management and steering must be made possible. This requires uniform infor-
mation-disclosure principles and practices and criteria for the chargeability of the informa-
tion. When these are formulated, consideration should be given to the new mechanisms
of the data and platform economies.

Effective information management in conjunction with the carrying out of public adminis-
tration tasks and the provision of public services enhances the performance of the govern-
ment agencies, one of the fundamental principles of good administration, and strength-
ens citizens' trust. In accordance with the service principle, government agencies must
work to ensure smooth operations by ensuring the quality, availability and usability of the
official data resources and to respond to the information requests received by government
agencies. The information in the possession of different actors and the solutions support-
ing its use could be utilised in a broad range of different services and in the planning and
implementation of reforms much more extensively than at present. Advances in technolo-
gies for using information, such as artificial intelligence, are also making issues concerning
the management and quality of information more important.

Sustainable reforms in operating practices and the new opportunities created by artificial
intelligence require internationally agreed ethical rules and legal principles. At national
level, we can speed up the change by reforming the general legislation and core legislation.

Information policy shows the way for using information value

The information policy comprises a set of measures for promoting and steering good
management and effective use of information on a long-term basis. On 5 December 2018,
the Government submitted a report to Parliament on information policy and artificial in-
telligence (VNS 7/2018 vp).
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Public administration information can serve as a basis for large-scale business operations.
There should be clear legal provisions on the prerequisites for using the information and
the rights of the individuals must be safeguarded. When building its national information
policy, Finland is also formulating its views on topical information-policy issues. By build-
ing a consistent information policy, in which consideration is given to the roles, respon-
sibilities and rights of the different parties in the information chains, Finland can act as a
pioneer in information use and enhance its competitiveness in Europe and in the global
economy. Finland is playing an active role in the EU in the domestic preparation and im-
plementation of legislative initiatives and programmes concerning data and information

policy.

Public administration is expected to produce legislation providing a basis for information
use, properly justified decisions, and cost-effective and high-quality services based on
information. Succeeding in this requires inputs in the capacity to anticipate future devel-
opments, assessment of the effects of decisions, correctly targeted resource steering, flow
of information across administrative boundaries and the engagement of citizens. For all
this, broadly based and properly analysed information, knowledge management, knowl-
edge-based management, good information practices, information responsibilities and an
advanced information culture are required, backed up by a consistent information policy.

The objective of the information policy is that information-based public services and ac-
tivities can be provided in a more high-quality, high-performance and effective manner.
Policy measures help to improve the disclosure and use of information between public ad-
ministration customers, government agencies and service providers. Information should
only be requested once and measures should be taken to make maximum use of the in-
formation already in the possession of government agencies and to reduce unnecessary
exchange of information in service processes.

Most of the public administration activities are information-intensive and they are increas-
ingly performed in real time. Quality and up-to-date nature of the information are em-
phasised in the carrying out of government agencies’ activities and the provision of the
services. Increasing use of information in decision-making and services also highlights

this requirement. The absolute requirement is that the information used and produced by
government agencies is as accurate and up to date as possible, and that the measures pro-
moting this objective are in place.

Information policy measures, such as providing open access to information, facilitating

its use or improving its quality, may maintain or accelerate the value cycle of information
and thus increase the economic and societal value of information for individuals and soci-
ety. Information can be analysed and examined, extending from machine language data
to information that can be understood and interpreted by humans, and the knowledge,
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understanding and wisdom based on it. In information-policy measures, consideration
should be given to the different forms of information.

Public administration information management should be on a more unified basis

High-quality information management and the openness of information management
constitute the basis for the implementation of the citizens’information-related rights. The
purpose of information management is to promote the openness principle so that the
public documents produced by government agencies are easily accessible. Interoperable
information infrastructure, which is based on interfaces, and a jointly managed informa-
tion definition, disclosing information from the data resources held by government agen-
cies and the information-disclosure methods connected with them serve as the prerequi-
site for effective use of information in public services, business operations and third-sec-
tor activities. The purpose of government agencies’ obligations is to ensure openness and
good information management practices. Both of them require proper access to, usability
of and protection of data resources. The updated general information management legis-
lation should be implemented in a comprehensive and effective manner throughout the
public administration so that adequately uniform procedures, smooth exchange of infor-
mation between service processes, uniform data security level, and the capacity of the in-
formation management to use artificial intelligence can be ensured. On 5 December 2018,
the Government submitted a proposal to Parliament for an Act on Public Administration
Information Management (HE 284/2018). The roles of the actors promoting the manage-
ment and use of information should also be clarified.

The current situation in which public administration information management is inco-
herent and steers information management, multi-perspective, fragmented and partially
incoherent regulation has led to multiple information-management structures and over-
lapping management procedures. Furthermore, the variety of different obligations have
led to more problems in such areas as information access and interfered with the interop-
erability of information systems. Changes in the operating environment require uniform
information security requirements and procedures. Risks should be assessed on a continu-
ous basis so that that the correct dimensioning of the information-security measures and
the effectiveness of the measures can be verified.

Use of artificial intelligence is based on a well-functioning information infrastructure and
for this reason, the quality and accessibility of the data available to the systems using ar-
tificial intelligence must be ensured. The information format should be sufficiently struc-
tured and described with metadata to enable the identification, selection and combina-
tion of information with digital data flows and data flows using artificial intelligence. There
should be a uniform understanding of the information and the meaning of the infor-
mation should also remain unchanged when it is transferred. Linked data and semantic
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technologies are EU-supported methods for creating interoperability and for ensuring
more effective data use. Extensive introduction of joint instruments and procedures for
information definition can ensure the quality, interoperability and availability of data. Fin-
land is well placed to become a pioneer in the use of the semantic interoperability po-
tential as part of effective public services, use of information and digitalisation of public
administration processes.

More effectiveness and higher productivity through digitalisation and artificial
intelligence

Basically, the development of public administration activities always involves the use of
technology. Fully digital operating processes and tools provide opportunities for increas-
ing administrative effectiveness. Incorporating more digitalisation into specific functions
and tasks usually leads to more extensive productivity improvements within the sphere of
the developed functions, in other government agencies or in society at large.

Achieving this requires a shift in focus from the monitoring of costs to the monitoring of
the service effects and to the examination of the development funding and the benefits
arising from it as investments boosting the effectiveness of the activities. Development
promoting joint objectives should be supported with projects crossing the boundaries of
administrative branches. This operating approach should be strengthened with a steering
model for digitalisation investments, through which the preparation of the funding de-
cisions for major digitalisation development projects funded from the Budget should be
channelled. Adopting of a more investment-oriented thinking requires the formation of a
comprehensive and shared information base on the areas for investments and compari-
sons between their productivity potential so that the renewal process can be steered in a
strategic manner.

In order to support and ensure the digitalisation of central government activities and to
achieve genuine improvements in productivity, an analysis of productivity and digitali-
sation potential covering all administrative branches, their tasks and their organisations
will be conducted by the start of 2021. The implementation of the development priorities
identified in the analyses should be supported by allocating resources, on a centralised
basis, to projects improving digitalisation and productivity (centralised investment fund-
ing). The implementation of the one-billion spending-reduction programme laid out in
the General Government Fiscal Plan should be continued by determining the achieved
savings and by adding one million euros to a joint development project investment item
for each realised savings of six million euros.

Additional productivity benefits can be achieved in many public administration services
by seeking synergies in the joint service offerings of central government, counties and
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municipalities. This would concern the service network, the proximity of services and in-
vestments in service systems. The work to promote digitalisation in municipalities and the
development of joint services based on the partnership between local and central gov-
ernment should also continue in the next government term. Central government devel-
opment and digitalisation measures directed at municipalities should be managed in an
inter-administrative manner and in a more coordinated and function-oriented fashion.
Legislation and development projects concerning digitalisation in municipalities should
form a uniform entity that supports the development of local government activities and
finances as a whole. Updating of provisions and financial support granted to municipal-
ities should always go hand in hand with adequate development work supporting their
implementation.

Digitalisation also provides a basis for public administration to give up some of its admin-

istrative tasks and increasingly assume the role of an enabler. Amid the changes in the ac-

tivities and the operating environment, the role of service users in the development of the
activities and the operating environment is highlighted: service users are becoming active
actors with individual service paths.

Making digital services the most attractive service channel

Public digital services provided in Finland have constantly ranked at top of international
comparisons. Suomi.fi brings together the services provided by all authorities, combin-
ing them with the different life situations of citizens and the different stages of compa-
nies’ operations. Joint Suomi.fi support services allow communications, authorisations
and identification required in the services. Finland has created a country-wide operating
model for digital support to help all those requiring support in the use of digital services.
Participation of citizens and their equal opportunities to be active users of digital services
can be enhanced by strengthening regulation and operating models, and by creating new
services for the management of one’s own information.

Digital services allow citizens and companies to access public services and to manage of-
ficial matters anywhere and at any time. Cost-effectiveness of government agencies can
be enhanced through digitalisation and by keeping the services up to date. To ensure the
implementation of the benefits, government agencies are obliged to provide citizens and
companies with accessible and high-quality digital services as the first option. The digi-

tal service channel should be available to the customers at all times. In the future, busi-
ness operators will be obliged to use digital services. Citizens will not be obliged to do the
same but they will be provided with guidance and support in the use of digital services so
that they will become a secure and the most widely used service channel, which enhances
equality between citizens.
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The development of digital services and e-services is closely connected to the issue of en-
suring more efficient information management and information interoperability. Fewer
but better services should the aim. More can be done to encourage users to give priority
to digital service channels and operating practices by providing information and especially
by offering high-quality and easy-to-use services. The new quality criteria for digital and
e-services will encourage service providers to consider the factors playing a role in good
customer service experiences. The operating practices of different authorities in connec-
tion with the use of digital services should also be harmonised so that the services would
be easier to use. It is important to develop the shared functioning of the e-services support
services and the digital and e-services provided by government agencies. The definition of
the targeted uniform operating practices also serves the more extensive legislative reform
concerning the digital and e-services, which will be launched in the coming years.

Central government should provide citizens and companies with a secure digital identity
for digital and e-services. Managing the identity requires secure and up-to-date shared
solutions for relaying and identifying information. Central government should provide
everybody with a digital identity and as part of the services concerning the management
of the identity, the roles of the government and business operators should be determined.
The unique identifiers, such as the personal identity code, should be updated in accord-
ance with these requirements. The identity management model should provide a basis

for individual’s informational self-determination. The digital identity management model
can also provide a basis for new business opportunities. Electronic identification methods
should be available to everyone. A requirement in identity management and identification
is that the way in which individuals manage their identity is updated and national identi-
fication solutions are developed by taking into account the European operating environ-
ment.

New technologies should be introduced in an ethically sustainable manner

New technologies are considered change drivers that lead to new operating practices,
tasks, processes and business models and that are often used to achieve productivity im-
provements. Promotion of digitalisation should be supported by policies and expertise
concerning the technologies applied in different subsectors. New technologies, such as ar-
tificial intelligence, should be used to produce services in a seamless and human-oriented
manner.

The aim of the artificial intelligence is to achieve a new revolution in information process-
ing. When decisions are made on the use of software robotics and artificial intelligence in
government processes, it should be assessed which of the processes should be automated
and how. This is because artificial intelligence is not a single technology. In addition to
taking into account the desired benefits, openness, risks and validation of the technology
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and enhancing of skills are also increasingly important considerations in the development
of artificial intelligence. Support should be given to the use of a variety of expertise areas,
such as engineering sciences, computer science, cognitive and neurological sciences, lin-
guistics, physics, mathematics and philosophy in the development of artificial intelligence.
It should be ensured that Finland will take part in international processes in which ethical
frameworks are sought for the use of artificial intelligence. Use of artificial intelligence of-
ten requires that particular consideration to it is given in legislation. Transparency, respon-
sibility and extensive benefits to society at large should be the values of a good artificial
intelligence society.

In the information policy, consideration should be given to the ethical issues concerning
artificial intelligence and robotics and their use. Finland takes part in the international
cooperation on these issues and plays a role in the preparation of the ethical frameworks.
Finland also promotes international solutions supporting trust and cyber security.

Secure digital services

Centralisation of service provision in which the emphasis is on cost-effectiveness, and
increasing use of new service production models, such as cloud services, also pose chal-
lenges to how the continuity and security of the services can be best managed. There is

a need for clear legislation-based policies on the use of increasingly diverse services and
service models in functions critical to the functioning of society. There is room for im-
provement in the ability of the responsible authorities to identify the security risks con-
nected with different types of solutions and the challenges to operational continuity. In an
increasingly networked society, everybody should better understand the effects of their
own choices on other parties in the same operating environment. In public administration,
there is a need for strategic-level management and policies that steer the development of
the information, information networks and information systems critical to the functioning
of society. (For more details of this topic, see Section 11.4)

74 Knowledge-based management as part of the
development of public administration

Knowledge-based management is part of the concept of knowledge management and
the focus in it is on knowledge-based decision-making and on providing prerequisites for
it. Knowledge-based management should be strengthened in central government, which
requires a consensus between ministries on the development of the activities and closer
cooperation between key group actors. Promoting knowledge-based management also
requires the allocation of adequate resources for the purpose.
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In the targeted state, knowledge-based management is a well-established management
and operating practice, which is extensively applied in public administration. In the next
government term, strengthening of knowledge-management should be primarily aimed
at generating value added for the enhancing of productivity in agencies and service pro-
cesses and for business operations. This requires that consideration in the management is
given to the use of information and information analysis as part of the preparatory pro-
cesses and that skills and capabilities in systematic information analysis are enhanced. Pro-
moting knowledge-based management also requires that public administration corporate
data sources are opened and the data is made accessible for public administration use
and, in applicable parts, to others.

The capacity of central government, local government and future county government to
use large and extensive data resources in steering and management should be strength-
ened so that the data resources in the possession of different parties are made available
for shared use and the information is converted into usable form with the help of effective
processing methods, such as artificial intelligence. This will strengthen the steering and
management of public administration and its finances.
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8 Municipalities and counties should
ensure equal access to basic services and
enhance their efficiency

e Growing gaps are arising between Finnish municipalities in popu-
lation trends, provision of services and vitality. The regional gov-
ernment, health and social services reform will also mean major
changes in the roles, tasks and finances of municipalities. These
changes raise questions concerning the equality of access to ser-
vices for citizens and their financing as well as the effective use of
public resources. The problems faced by municipalities of different
sizes and in different situations cannot be solved using the same
approaches. There are good grounds for producing a comprehen-
sive situational assessment of the future prospects of municipalities
and it would be logical to use this assessment as a basis for policy
decisions based on parliamentary preparation and extending over
several government terms.

e C(ities play a key role as engines of economic growth, employment
and wellbeing. The long-term nature of the urban policy and the
partnership between the Government and cities should be ex-
panded through a broad-based and a more coordinated urban pol-
icy programme.

e Implementation and continuation of the regional government,
health and social services reform should be ensured in the next
government term so that the responsibility for providing health
and social services can be transferred to bodies that are stronger
than municipalities and the objectives concerning the enhancing of
the sustainability of public finances and ensuring equal health and
social services are achieved. The reform should facilitate the devel-
opment of horizontal and phenomenon-based services. In order for
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the reform to be successfully implemented, preparations already
made at the regional level should be fully exploited.

¢ In the future, special attention should be given to interfaces be-
tween local and county government and suitable approaches to
providing services should be assessed, such as whether a certain
task could be shared by a county and larger municipalities.

e Public finances will not be able to cope with a situation where mu-
nicipalities and counties are provided with additional tasks or their
existing tasks are expanded. No substantial additions to the existing
tasks and obligations should be made during the next government
term. If, however, the introduction of new tasks is considered appro-
priate, the Government should allocate sufficient funding for the
new or more extensive tasks or reduce the other tasks of municipali-
ties or counties in the same proportion.

e Municipalities have substantial real estate assets and changes in
these assets are an important factor in local government finances.
Most of the buildings owned by municipalities have reached the
age where they are in need of renovation. Enhancing the building
stock requires more determined and systematic decision-making in
municipalities. Central government can support these efforts by im-
proving the usability of the knowledge base for municipal building
stock and the conditions for knowledge-based management.

8.1 Growing gaps between municipalities require attention

The rapid ageing of the Finnish population and migration are creating growing gaps
between municipalities

There are substantial differences between Finnish municipalities in terms of their size, con-
ditions and financial capacity. At the moment, population mainly grows in the regional cen-
tres and in the municipalities neighbouring them. At the same time, however, population

is ageing and shrinking in northern and eastern Finland and in inland municipalities in the
western parts of Finland. Between 2013 and 2017, population decreased in more than 150
municipalities each year. This phenomenon is highlighted by the fact that nearly 70% of Fin-
land is sparsely populated. This trend, combined with the tightness of public finances in re-
cent years, has increased the risks concerning equality in the access and quality of services.
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Demographic differences between municipalities have also grown. Urban areas and large
cities (population of more than 100,000) account for an increasing proportion of the Finn-
ish population growth and young age groups. At the same time, population outside urban
areas and in small municipalities is basically expected to decline or remain at current levels
(See Figure 8.1). It should be noted, however, that there are also substantial differences in
population projections between municipalities of similar size.

Figure 8.1
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different size groups
2500 000
2 250 000
2000000 [———
1750 000
1500 000
1250 000
1000 000
750 000
500 000
250 000

0 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

2014 2016 2018 2020 2022 2024 2026 2028 2030

Less than 10,000 == 10,000 - 19,999 == 20,000 - 49,999
== 50,000 - 99,999 == More than 100,000

Source: 2015 population projection of Statistics Finland

—
—

There is already a large number of municipalities outside urban areas where the average
age of the population is very high and where the dependency ratio is thus weak. Most of
these municipalities have a population of less than 5,000. As recently as the early years of
the 2000s, there were no municipalities in Finland where more than one third of the resi-
dents were aged over 65. At the moment, there are already more than 50 such municipal-
ities and the figure is expected to grow in the coming decades. Demographic differences
between municipalities are also reflected in birth rates. Finland has a growing number of
municipalities where the size of each new age class remains fairly small (See Figure 8.2).
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Figure 8.2
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Especially the municipalities with shrinking populations are in trouble

Especially in the municipalities with a shrinking working-age population, the tax revenue
base is continuously weakening. Sooner or later, this trend will necessitate cuts in the ser-
vice networks in these municipalities and their risk-bearing capacity will also decline (for
example, in connection with unexpected investment needs). At the same time, transfer-
ring the responsibility for health and social services from municipalities to counties will
increase the predictability of local government finances and provide municipalities with
better opportunities to keep costs under control. However, in many of the municipalities
with shrinking populations, the dismantling of services and service networks has already
reached the stage where there are no longer any costs to cut. Moreover, in many of these
municipalities, the municipal tax rate is already so high that any further increases will soon
seriously threaten the equality between citizens. Low birth rates and shrinking age classes
will, however, continue to create pressures to cut the early-childhood, pre-primary and ba-
sic education networks, especially in municipalities with declining populations.

Finland still has a large number of small municipalities with a low risk-bearing capacity
even though the municipal mergers carried out in the 2000s have reduced the number of
the smallest municipalities. There have been few changes in Finland’s municipal structure
during the drafting of the regional government, health and social services reform. Two
municipal mergers took place at the start of 2017 but there have been no mergers since
then. At the moment, there are only three merger reviews in progress or in preparation.

The vitality of small municipalities in particular threatens to decline further as their pop-
ulations and tax revenues shrink, and in many municipalities, the financial capacity may

also be too weak to support the health and social service obligations remaining after the
transfer of these services, or the investments required by them.
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There are regions where not even municipal mergers can provide a solution to shrinking
vitality and problems in local government finances because the same problems apply to
all municipalities in the region. In some areas, mergers might improve the situation but

a major obstacle to voluntary mergers between municipalities is that the mergers could
involve municipalities in a particularly weak financial position or municipalities where
economic indicators are approaching the Figures of a crisis municipality. At least in such
situations, the Government should support the merger plans by providing merger grants.
In some cases, the long geographic distances between municipalities make mergers less
practicable.

As the revenue bases and services are shrinking in municipalities with declining popu-
lations, cost pressures are growing in the large cities and municipalities in urban sub-re-
gions where the population is concentrating.

An extensive situation assessment is needed for the management of municipal
differentiation

The regional government, health and social services reform as well as the municipal differ-
entiation, which is mainly the result of demographic trends, have a significant impact on
the roles of municipalities and their financial capacity. The regional government, health
and social services reform will reduce the tasks of municipalities, ease cost pressures and
alter the financing structure. However, even after the reform, demographic trends will im-
pact the vitality of municipalities and their capacity to provide services.

Changes in the operating environment raise questions concerning the equality of statu-
tory services for citizens and their financing as well as the effective use of public resources.
As the challenges facing the municipal sector are very diverse, a comprehensive situation
assessment based on the latest population projections and separate reports and stud-
ies should be produced. Only on the basis of such an assessment, policy choices based
on parliamentary preparations and extending over several government terms should be
made to determine how the various problems facing municipalities with growing popula-
tions and those with shrinking populations can be managed.

Itis clear that the problems facing municipalities of different sizes and municipalities
finding themselves in different situations cannot be solved using the same approaches.
Instead, a set of complementary measures would be needed. It should be examined how
funding for municipalities and the narrowing of the gaps between them could be devel-
oped in accordance with a variety of needs and what could be achieved by strengthening
municipal structures.
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It should also be assessed as to what the constitutional preconditions are for providing
statutory basic services by different means in different municipalities and whether munici-
palities could have different tasks in the future. Especially municipalities with small pop-
ulations have until now tried to ensure the provision of statutory tasks through cooper-
ation with other municipalities. More extensive cooperation has, however, led to a situa-
tion where municipalities have less power and their residents fewer democratic means to
influence the manner in which the services are provided and how the economic resources
of the municipalities are allocated. If there is further significant differentiation of local gov-
ernment tasks, the effects of the differentiation from the perspective of democracy and
the participation and equality of municipal residents should be assessed. It should also be
assessed how the differentiation of tasks affects local government finances and funding.

More consideration should be given to the effects of urbanisation

Cities play a key role as engines of economic growth, employment and wellbeing. The 11
largest urban areas in Finland account for about 70% of the country’s economic activities.
The Government’s urban policy has been characterised by a silo mentality and short-term
and fixed-term development measures. In order to strengthen the urban perspective,
Finland needs an inter-administrative and a long-term approach, development measures
extending over several government terms and a better assessment of the policy measures.
This would help to produce a comprehensive overview of the Government’s urban policy
and its measures concerning cities, and to implement them in a more consistent manner.
At the same time, urban research should be used more extensively in support of deci-
sion-making.

The Government Programme of the next Government should include a comprehensive
urban policy programme. A comprehensive urban policy would mean a policy covering
different administrative branches, which sets out objectives for the national urban pol-

icy and measures for different city categories: Helsinki region, large urban areas, regional
centres and regional urban hubs. The programme should be based on more active in-
ter-administrative cooperation within the Government covering a broad range of different
sectors and a common view with cities on concrete development needs in urban areas. At
the same time, the existing cooperation structures should be evaluated and new ways of
conducting a dialogue with cities established. The measures laid out in the urban policy
programme should also be taken into account when the municipal policy as a whole is ex-
amined.

As part of a comprehensive urban policy, central government should continue to conclude
agreements with urban areas. Central government currently has both MAL agreements

(agreements on land use, housing and transport) and growth agreements with municipali-
ties in urban areas. MAL agreements cover the four largest urban areas in Finland (Helsinki,
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Tampere, Turku and Oulu). In these areas, rapid growth, a large commuting area and the
provision of reasonably-priced housing require joint measures by the state and the munic-
ipalities located in the urban area.

The purpose of the growth agreements is to boost the growth and international com-
petitiveness of business operators. Growth and competitiveness themes as well as the
MAL themes are closely connected. Growth agreements have been concluded with cities,
growth zones and theme-specific city networks. The agreement policy is a well-estab-
lished part of the cooperation between municipalities in the urban areas and between ur-
ban areas and the state. The agreement policy should be updated by for example, setting
out clearer and more ambitious goals for the measures taken by the urban areas and the
state.

8.2 The continuity of regional government, health and social
services reform should be ensured

The need for the regional government, health and social services reform is clear and
implementing the reform requires continuing legislative work

There are good reasons for transferring the responsibility for the increase in demand for
services and costs arising from the weakening age structure to service providers that are
stronger than municipalities. This is a basic prerequisite for ensuring that the key objec-
tives of the regional government, health and social services reform (enhancing the equal
provision of services and slowing down of cost increases by three billion euros) can be si-
multaneously achieved.

The efforts to reform Finland’s health and social services structures have been continuing
for more than ten years. The solution has been sought by reforming the municipal struc-
ture, by expanding cooperation between municipalities and now, in the latest attempt, by
transferring tasks to multi-sectoral counties, a new self-governing level. From the perspec-
tive of improving the overall efficiency of public administration, it has also been consid-
ered necessary to transfer other tasks to counties from ELY Centres, TE Offices, Regional
State Administrative Agencies, regional councils, and other joint municipal authorities and
municipalities.

The solution for the problems concerning the provision of health and social services has
been based on the integration of basic and specialised healthcare and social services, in
which the aim has been to coordinate services, ensure correctly-timed and seamless treat-
ment and to achieve cost benefits. In addition to the centralisation of the responsibility
for service provision, the integration also requires the integration of information, which
should be supported through ICT solutions.
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Transferring the responsibility for providing health and social services from municipalities
to a new administrative level and combining this with the transfer of other tasks has re-
quired a substantial amount of legislative drafting work and amendments to existing laws.
The establishment of the counties has required the drafting of provisions on structures,
administration, financial management and funding for the new administrative level. More-
over, as part of the legislative work, measures have been taken to ensure the transfer of the
personnel and assets to the counties, while at the same time, the financial position of mu-
nicipalities has been safeguarded as part of the reform. Even after the approval of the legis-
lative package, which is currently under consideration in Parliament, the implementation of
the reform will also require changes to special legislation in the next parliamentary term.

Finland cannot afford to stop the reform

With the start of the new government term, it should be ensured that the regional gov-
ernment, health and social services reform will continue and that ministries and counties
are provided with adequate resources to implement it so that the entry into force of the
reform is not unnecessarily delayed. From the perspective of cost-effective use of public
funds and for the reform to be successfully implemented, the preparations already made at
the regional level should be fully exploited. When the content of the reform is developed,
there should be particular attention to the integration of services, conditions for knowl-
edge-based management, opportunities for digitalisation, support services generating
value added, and the functionality of partnership-based and interaction-based steering.

Ministries and counties are jointly responsible for implementing the reform and for ensur-
ing that its objectives are met. Achieving the objectives set for the reform requires that the
change management process is successful, both at Government level and in the counties.
There must be clear responsibilities and reporting relations at both levels.

The gradual transition of the regional government, health and social services reform to the
implementation stage is already considered in the organisational structure of the reform.
All ministries supporting the implementation of the regional government, health and
social services reform are involved in the joint Government implementation process and
they take part in the work of the project management team and the situation centre un-
der the coordination of the Government-appointed project manager. The preparations are
taking place in close cooperation with counties in a large number of different networks,
change programmes and service centres. Future commitment of the ministries to the im-
plementation management model should also be ensured.®’

31 The management model includes the project management team, work of the situation centre and a joint ap-
propriation item.
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At the same time, preparations of a multi-sectoral interaction-based steering process be-
tween the Government and the counties are also continuing. This will serve as a novel
operating model linking the Government and the counties. The aim is to build a process
linking county activities and finances that is on a long-term basis, is based on the partner-
ship between counties and the state and spans the boundaries of administrative branches.
Ministries must be able to engage in genuine cooperation in the steering of the activities
and finances of the counties. The key issue regarding the success of the reform is to seam-
lessly link the steering based on close cooperation between ministries with the prepara-
tion of the General Government Fiscal Plan and the Budget.

The division of tasks between central government, county government and local
government should be critically reviewed

Municipalities and counties will have joint tasks and there will be a number of interfaces
between them. However, the proposed legislation will only allow limited transfers of tasks
between municipalities and counties because no optional functions for the counties are
planned. This means that municipalities can only transfer tasks to a county if all municipal-
ities in the area agree on the transfer with the county, the task is connected with the statu-
tory tasks of a county government and the municipalities have allocated sufficient funding
to the county for carrying out the task. At the same time, under the proposed legislation,
county government tasks could not be transferred to municipalities but special legislation
to permit such transfers would be possible.

The proper way of managing the statutory tasks and services should be critically reviewed.
It should be determined which administrative level is best placed to manage each task or
could the management of a task be shared between a county and large municipalities. Af-
ter the county government has become operational, it should be monitored how the ser-
vice provision and cooperation with municipalities will function and what types of cooper-
ation structures will arise. Possible inadequacies and overlaps in the functions and the way
in which the residents’ basic rights are implemented should be assessed by conducting a
follow-up survey. The legislation should be developed on the basis of the assessments.
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8.3 Municipalities and counties should not be provided with
any additional tasks or obligations

Public finances and local government and county government finances as part of them
would not be able to cope with a situation where municipalities and counties are pro-
vided with additional tasks or their existing tasks are expanded. During the next govern-
ment term, there should only be additions to the existing tasks and obligations in excep-
tional cases. If, however, additions are considered appropriate, there should be a reduction
in the other tasks of local and county government in the same proportion. Before policy
decisions on any new services or other tasks are made, their effects on local and county
government finances and on the sustainability of public finances should be realistically as-
sessed. The impact assessment carried out in connection with law-drafting should also be
improved.

With the regional government, health and social services reform, one half of the about
600 tasks of municipalities will remain a local government responsibility and most of the
remaining tasks will become the responsibility of the county government. The willingness
to ensure the availability, quality and equality of services has been the main motivation
behind the measures to increase the number of statutory tasks and the obligations steer-
ing them.

There are no painless ways to reduce the number of local government tasks and obliga-
tions and it has proved impracticable to list the services that should be abolished. It is
often difficult to implement legislative changes that would abolish tasks or services that
have once been introduced on a statutory basis. Moreover, because of local self-govern-
ment, making a task non-statutory does not always mean that all municipalities would
abolish it. Making a task or obligation non-statutory would also quickly raise the question
of equality of citizens in different parts of the country.

In practice, it is impossible to set euro targets that could be achieved if a specific legal
provision were repealed. The situation becomes even more difficult if at the same time,
new laws are introduced, especially if their concern the same set of tasks. In that case, the
changes might even lead to cost increases in overall terms.

140



A SELF-RENEWING, RESILIENT AND SUSTAINABLE SOCIETY - CONTRIBUTION BY THE OFFICIALS OF THE MINISTRY OF FINANCE

8.4 There is room for improvement in local government
financing system and financial requlations

Substantial changes will be needed in the system of central government transfers to
local government

The main aim of the system of central government transfers to local government is to
ensure that the public-sector basic services provided by municipalities are available in

all parts of Finland irrespective of one’s municipality of residence and as laid down in the
law. This is done by reducing the differences in costs arising from the provision of the
services and the differences in the revenue bases between municipalities. The cost-differ-
ence equalisation calculations are based on the number residents, the age structure and
a variety of circumstantial factors. Gaps in the revenue bases between municipalities are
reduced on the basis of tax revenue.

Central government funding to municipalities is channelled into the system through the
equalisation of cost differences. A tax-revenue based equalisation of the central govern-
ment transfers, which can be characterised as a revenue transfer between municipalities, is
added to this. The system is supplemented with a discretionary increase in central govern-
ment transfers granted to municipalities in temporary financial difficulties. The appropria-
tions allocated for this in the Budget have varied over the years.

The existing system of central government transfers for municipal basic services is based
on the central government transfer reform, which entered into force at the start of 1997.
This reform introduced the calculation-based system used today. In 2010, this system was
replaced with the system of single-pipe central government transfers. Under this reform,
all central government transfers for basic services were placed under the administrative
branch of the Ministry of Finance. Major changes to the central government transfer crite-
ria for municipal basic services were also introduced at the start of 2015.

As part of the regional government, health and social services reform, there will be sub-
stantial changes to local government tasks but under the proposed reform, only the es-
sential changes are made to the system of central government transfers. It is proposed
that with the regional government, health and social services reform, a total of 70% of the
imputed central government transfers to municipalities should be transferred to county
government. Early childhood education, basic education, library and cultural services as
well as the promotion of wellbeing and health will be the future priority areas in municipal
basic services. This marks a major change to the current system and for this reason, the cal-
culation criteria for the central government transfer system applying after the entry into
force of the regional government, health and social services reform should be updated
more extensively so that they would be in accordance with the new situation. The change
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will have a wider effect on local government financing, and for this reason, in addition to
the system of central government transfers, other local government revenue, especially
the tax revenue, should also be examined.

On the other hand, gaps between municipalities will continue to grow regardless of the
regional government, health and social services reform, especially as a result of demo-
graphic trends, and for this reason, the overall assessment of the financing system is also
part of a wider debate on the roles and tasks of municipalities in the future. In fact, the
overall incentives for cost-effectiveness and for enhancing vitality provided by the financ-
ing system should also be considered as the system is developed. Tax revenue accounts
for a large proportion of local government revenue, especially in cities, and for this reason,
when the system of central government transfers is developed, it should also be examined
what needs and could be done to improve the tax system.

The ratio between the equalisation of costs and revenue should be assessed

In the 2015 central government transfer reform, the focus of the system was shifted from
the equalisation of costs to equalisation of revenue. After the entry into force of the re-
gional government, health and social services reform, there would be substantial changes
in the ratio between cost and revenue equalisation, unless separate decisions on the mat-
ter are made. This is because a large proportion (70%) of the imputed cost-based cen-

tral government transfers, which are now paid to municipalities, would in the future be
appropriated to counties. At the same time, the euro amounts of the central government
transfer equalisation based on tax revenue would remain more or less unchanged. Central
government transfers based on tax revenue (revenue equalisation) now account for about
nine per cent of all central government transfers. After the entry into force of the reform,
the tax-revenue based equalisation of central government transfers would account for
about one third of the total transfers.

When the system of central government transfers is developed, more consideration
should be given to the issue of differences in costs and needs and revenue equalisation.
Permanent chances in demographic and business structures also have an effect on the rel-
ative position of municipalities in the equalisation. For example, the revenue-based equal-
isation deduction now benefits a decreasing number of municipalities, a result of changes
in income tax bases and corporate tax revenue. However, the individual parts of the sys-
tem of central government transfers cannot be assessed separately and for this reason, the
causes and effects of the changes should be assessed from different perspectives. Interna-
tional experiences can also be used in the assessments. For example, the financing model
used in Sweden is mainly based on revenue equalisation and the equalisation of costs be-
tween municipalities supplementing it.
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When the ratio between cost and revenue equalisation is examined, it should also be as-
sessed whether the existing gaps in financial resources between municipalities are too
wide from the perspective of ensuring equal access to services when consideration is
given to such matters as the range of tax rates. After the entry into force of the regional
government, health and social services reform, the differences between municipal tax
rates will remain unchanged even though the tax rates will be reduced by more than half
from their current levels. This means that the relative range of tax rates will increase sub-
stantially, compared with the current situation.

The incentiveness and coverage of the system of central government transfers should be
reviewed

The basic structure of the system of central government transfers encourages municipal-
ities to provide services in a cost-effective manner. If a municipality is able to provide the
tasks for which central government transfers are granted at a lower than imputed cost, it
can keep the difference. In a reverse situation, a municipality is responsible for the costs
exceeding the imputed costs.

Occasionally, other incentive elements have been proposed to the system of central gov-
ernment transfers and some of them have also been implemented. It is clear that munic-
ipalities also have strong incentives to increase their tax revenue. As the economic situ-
ation in municipalities is changing, incentives that might be usable in the new situation
should be considered. At the same time, the effectiveness of the existing incentives should
also be examined.

When the system of central government transfers is developed, consideration should be
given to the overall functioning of the system and the way in which the changes in tasks
arising from the regional government, health and social services reform impact municipal-
ities’ financial capacity and their prerequisites for managing their statutory tasks (financ-
ing principle3?). As the tasks of municipalities are changing after the entry into force of the
regional government, health and social services reform, such matters as municipal vitality
factors will become even more important. When the system of central government trans-
fers is assessed, it should also be examined whether these tasks should be incorporated
into the system.

32 The financing principle means that when allocating tasks to municipalities, the state must en-
sure that municipalities have adequate resources to carry out their tasks. The financing princi-
ple was recognised as a valid principle in Finland as part of the fundamental rights reform in the
early 1990s and it has been approved by the Constitutional Law Committee as part of its estab-
lished interpretation practice. The financing principle is considered part of local self-government
and it ensures that municipalities can genuinely decide on their budgets. The financing principle
has also been incorporated into the European Charter of Local Self-Government in a manner
that is binding on Finland.
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The introduction of a wellbeing and health promotion coefficient has been considered
as part of the regional government, health and social services reform. The content of the
criterion has been developed but its knowledge base remains incomplete and complex.
Promoting wellbeing and health is important but if added as a criterion to the system of
central government transfers, it should be as transparent as possible and be based on es-
tablished statistical data.

The compensation for tax losses has reached substantial proportions

After 2010, the compensations for tax losses paid as part of central government trans-
fers for municipal basic services have grown to more than EUR 1.7 billion. This accounts
for one fifth of central government transfers for basic services at 2018 levels. The com-
pensations are based on Government decisions that have impacted local government

tax revenue, such as increases in earned-income deductions. In 2019, the compensations
will already amount to about two billion euros. The compensations distort the picture of
how central government transfers are used to support the provision of municipal basic
services. This means that one fifth of all central government transfers is funding that does
not strengthen the local government funding base but is compensation for other revenue
losses.

When the system of central government transfers is developed, it should be examined
whether the compensations could be transferred to a separate item in the Budget from
which they would be separately paid to municipalities. This would make the funding of
municipal basic services more transparent.

Local government tasks and financing should be examined from an overall perspective

In a continuously changing operating environment, consideration should be given to a
large number of different change factors connected with local government activities and fi-
nancing. They should be made into an overall view for use as a basis for the development of
financing systems of the 2020s and beyond. Changes in local government tasks also raises
the question whether in the future, all municipalities will have the same tasks or whether a
minimum population base should be set for a task. Task-based differentiation between mu-
nicipalities would also have a substantial impact on local government financing.

The existing system of central government transfers is primarily municipality-based and
most of the central government transfers are paid directly to municipalities. This system
also includes a maintainer system so that especially in pre-primary education and ba-

sic education, funding is also granted to other actors if the service is provided by a party
other than the basic municipality (home municipality compensation system). In its current
form, the maintainer system is applied to funding that is in accordance with the Act on
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Funding for Educational and Cultural Services. In future reforms, consideration should also
be given to the relation between the municipality-based and the maintainer system and
their steering effects.

Crisis municipality procedure and accounting provisions should be updated

Until now, only small municipalities had had their situation examined in the assessment
procedure for municipalities in a particularly difficult economic situation (crisis municipal-
ity procedure). If the economic gaps between municipalities continue to grow, there may
also be larger municipalities meeting the criteria for crisis municipalities in the future. In
fact, the assessment procedure should be developed so that it will also provide alterna-
tives for further measures and for ensuring basic services in situations where the eco-
nomic situation of a large city may substantially weaken.

During the current government term, preparations have been made to ensure that the
financial provisions laid down in the Local Government Act would be in accordance with
model of automated financial information reporting. The model would provide instru-
ments for a more real-time use of financial information and would therefore make it pos-
sible to notice changes in a municipality’s economic situation more quickly. In fact, as part
of the introduction of the model, it should be examined whether the assessment proce-
dure for municipalities in a particularly difficult economic situation should be developed
so that it would provide a basis for reacting more quickly to a substantial weakening of a
municipality’s economic situation.

The provisions on local government accounting and financial statements have been based
on the applicable parts of the Accounting Act since the end of the 1990s. Even though

the normative base of accounting and financial statements remains workable, the differ-
ent ways of organising municipal activities, increasing use of outsourcing and new financ-
ing models make it more difficult to make comparisons between municipalities’ financial
statements. For this reason, it should be considered whether improvements would be
needed in such areas as consolidated information and notes. In the provisions and guide-
lines on accounting and financial statements, it should be ensured that they will continue
to provide a correct and adequate picture of local government finances as part of public
finances.
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8.5 Consideration should be given to the state of municipal
building stock and construction investments

The building stock owned by municipalities is substantial

At the moment, there are nearly 47,000 different buildings in the ownership of municipal-
ities and municipal enterprises, and they have a combined balance sheet value of more
than EUR 13 billion. When municipal groups are also considered, the number of municipal-
ity-owned buildings exceeds 60,000 and this total has a balance sheet value of more than
EUR 32 billion. Building assets account for about 24% of the balance sheet total of munic-
ipalities and about 40% of the balance sheet total of municipal groups. Thus, the building
stock and its balance sheet value are of extremely high importance for local government
finances.

Even though as a result of the regional government, health and social services reform,

the building assets of healthcare districts and special care districts as well as their liabili-
ties will be transferred from municipalities to counties, a building stock, which is substan-
tial in terms of its volume and value, will remain in local-government ownership after the
reform. The building stock to be transferred to counties is estimated to account for only
about 15% of the total building stock of municipal groups. However, in economic terms,
this is a significant change. Health care districts are planning or in the process of imple-
menting hospital investments totalling about five billion euros. As a result of the reform,
the liabilities connected with these investments will be transferred from local government
to county government.

Most of the buildings owned by municipalities have reached the age where they are in
need of renovation

The age and condition are the main problems concerning the buildings owned by mu-
nicipalities. For example, most of the comprehensive schools, general upper secondary
schools and daycare centres were built before the early 1990s and this building stock has
already reached its imputed renovation age. As buildings are reaching renovation age, the
likelihood of moisture and mould damage as well as indoor air problems also increases.
Despite this, renovation of buildings has been postponed in many municipalities. Instead,
the useful life of the buildings has been extended by carrying out only the essential re-
pairs or minor annual repairs. This approach has made the problem worse. Indoor air prob-
lems have become more common, the maintenance backlog has grown and the repair
costs of buildings requiring renovation have increased. Korhonen et al. (2018) have esti-
mated that the actual maintenance backlog of the municipal building stock that needs to
be covered is about EUR 2.5 billion and that of the municipal groups about EUR 4 billion.
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Most of the reasons for postponing the renovations and for the weakening of the condi-
tion of the buildings have been economic but political choices and demographic changes
also play a role. In economically difficult times, it has been easier for municipalities to cut
spending on building stock than on services. In municipalities with shrinking populations,
the challenge has been (and will also be in the coming years) the adjustment of the ser-
vice network in accordance with decreasing service needs and the giving up of the build-
ings that are no longer needed. At the same time, in large urban areas and in growing mu-
nicipalities, the challenge is to carry out the investments required by growing populations
in an economically and operationally sustainable manner.

Reorganising the building stock requires a systematic approach by the municipalities

Reorganising the building stock and reducing the maintenance backlog would require
more goal-oriented, systematic decisions and work from municipalities. Municipalities
should be prepared to critically review their existing service networks and the need to de-
velop it on the basis of future service needs and demographic trends.

In practice, this would mean that more municipalities should adopt a service network plan
and draw up a premises or property programme based on the plan. In service network
planning, more consideration should be given to cooperation between municipalities.
Especially in municipalities with shrinking populations, renovating the existing building
stock in its entirety and maintaining the current service network is not necessarily eco-
nomically or operationally feasible or even possible. In such situations, access to services
can best be ensured through cooperation between municipalities and by examining the
service network on a regional basis across municipal boundaries.

Knowledge base on municipal building stock should be improved

Identifying the problems affecting municipal building stock and finding solutions to them
would also require a better knowledge base and knowledge-based management. There
are inadequacies in the databases, registers and statistics on municipal building stock that
make it more difficult to create a situation picture or produce comparisons between mu-
nicipalities. The knowledge base is fragmented and much of the information is outdated.

Basically, municipalities are always themselves responsible for the maintenance and de-
velopment of their assets. Decision-making on assets, investments and such matters

as access to services, and service networks is an integral part of local self-government.
This means that the state has only limited chances of influencing the development and
maintenance of municipal building stock or on reducing its maintenance backlog. The
state can, however, support municipalities, for example, by ensuring the usability of the
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knowledge base concerning population trends, service needs and building stock in mu-
nicipalities and the prerequisites for knowledge-based management in municipalities.

In addition to the challenges concerning the building stock, it should also be remembered
that, especially at group level, municipalities are also facing a sizeable maintenance back-
log in their urban infrastructure (roads, streets, water pipes, sewers, etc.). Not all build-
ing-stock development measures are of use in the reduction of this backlog as it requires
partially different solutions.
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9 Fiscal policy rules support the planning
and implementation of economic policy

9.1 Fiscal policy rules have worked satisfactorily during the
current parliamentary term

e The set of fiscal policy rules applied during the current govern-
ment term has been extensive and some of the rules have remained
largely irrelevant.

e Central government spending limits have been the key rule steer-
ing fiscal policy over the past four years and the Government has
adhered to this rule.

The number of objectives, targets and rules has increased during the current
parliamentary term

During the current parliamentary term, fiscal policy has been steered by the objectives,
targets and rules set out in the Government Programme, and the targets laid out in the
General Government Fiscal Plan. In its Government Programme, the Government of Prime
Minister Sipila set out the following objectives: the GDP-to-debt ratio will level off by the
end of the parliamentary term and living on debt will be brought to an end in 2021. En-
suring that the total tax rate should not rise during the parliamentary term was also laid
out as an objective in the document. In its Government Programme, the Government also
pledged to comply with the central government spending limits procedure.

During the current parliamentary term, fiscal policy steering and target-setting have been

more strongly guided by EU provisions than in the past. In autumn 2015, at the start of its
term, the Government prepared, for the first time, a General Government Fiscal Plan for
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the entire government term.3? In its first General Government Fiscal Plan, the Government
set out budgetary position targets for all general government subsectors for the first time.
The targets were set for the four-year period ending in 2019 and they have remained un-
changed for the duration of the parliamentary term. The targets are as follows:

e central government deficit should not exceed 0.5% of the GDP,

* local government deficit should not exceed 0.5% of the GDP,

e the surplus of earnings-related pension funds should be about 1 %
of the GDP,

e the budgetary position of other social security funds should be
about 0% of the GDP.

In the General Government Fiscal Plan presented in autumn 2015, a limit for local govern-
ment expenditure was also set for the first time (For more details, see Section 9.4).

In its General Government Fiscal Plan presented in spring 2016, the Government set the
medium-term objective (MTO) for general government structural budgetary balance, laid
down in the EU legislation, at -0.5% of the GDP for the year 2019.

The requirements concerning the target-setting for public finances also became more
detailed during the parliamentary term. In spring 2017, the Government set, for the first
time, nominal annual targets for general government budgetary position, general gov-
ernment expenditure, and general government debt so that they would allow Finland to
meet the MTO in 2019. This was in accordance with the updated decree on the General
Government Fiscal Plan.

The Government has also been bound by the limits to general government deficit and
debt laid down in the Treaty on the Functioning of the European Union. The deficit should
not exceed three per cent and the debt 60% of the GDP.

Some parts of the extensive set of rules have remained irrelevant

The fiscal policy targets set at the start of the current parliamentary term could have func-
tioned better even though most of the targets will probably be met. At the start of the
parliamentary term, it seemed that the targets set by the Government would only be par-
tially achieved. However, according to the latest forecasts, it seems that most of the targets

33 The Decree on the General Government Fiscal Plan entered into force in 2014. Under the decree, the Gover-
nment must prepare a General Government Fiscal Plan for the parliamentary term and review it annually for the
following four years by the end of April. The first General Government Fiscal Plan was adopted in spring 2014 and
covered the period 2015-2018. The General Government Fiscal Plan brings together the decisions on public finan-
ces in a single document. In this plan, the Government examines public finances as a whole, formulating policies
and making choices that lay a solid foundation for the later preparation of legislation and the Budget.
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set out in the Government Programme and the General Government Fiscal Plan will be
achieved. An economic upswing and the measures consolidating public finances intro-
duced by the Government have both contributed to the achievement of the targets.

The set of rules applied during the current government term has been extensive and some
of the targets have remained largely irrelevant. Central government spending limits have
been the key rule steering fiscal policy over the past four years. The Government has been
more strongly committed to the objectives, targets and rules set out in the Government
Programme than to the nominal budgetary position targets laid out in the General Gov-
ernment Fiscal Plan even though they also have a statutory basis. This has been partially
because the targets laid down in the Decree on the General Government Fiscal Plan have
been new and some of them have taken effect in the middle of the government term.

There is also room for interpretation concerning the definition of some of the rules. For
example, the objective under which living on debt will be brought to an end in 2021 was
not clearly defined in the Government Programme and for this reason, the target has been
interpreted in different ways over the years. According to one interpretation, the objective
means that the amount of the debt will not increase. According to another interpretation,
it means that Finland’s public finances will be in balance in 2021. Even though the latest
forecasts suggest that Finland’s public finances will be in balance in 2021, general gov-
ernment debt will continue to increase at an annual rate of EUR 4 billion. This is because
the general government budgetary position is strengthened by the surplus of the social
security funds, which cannot be used to cover the deficits accumulated by other sectors.
Occasionally, there has also been some uncertainty of whether bringing the living on debt
to an end only refers to central government finances or public finances as a whole.

General government debt-to-GDP ratio will constitute an important long-term criterion
for target setting in public finances because a stable and manageable debt ratio guaran-
tees the sustainability of public finances in the long term. The objective set out in the Gov-
ernment Programme under which the debt-to-GDP ratio will level off by the end of the
government term has in this respect been well grounded and concrete but the problem is
that the levelling off of the debt ratio is difficult to manage in the short term.

The economic situation may have a substantial effect on the debt ratio. As the value of
GDP increases more rapidly, the debt ratio shrinks, while in a situation with slower GDP
growth, the debt ratio will grow even though the financed deficit (debt in euros) remained
unchanged. The debt ratio also shrinks if central government reduce its cash reserves or
state assets are sold to cover expenditure. Moreover, investments in Finnish Government
bonds by employment-pension institutions also reduce the general government debt

in financial markets because the institutions are part of the public sector. When employ-
ment-pension institutions sell Finnish Government bonds contained in their investment
portfolios, the amount of the public debt in the financial market grows.
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9.2 Inthe next parliamentary term, consideration should be
given to the functioning of fiscal policy rules

* In the next parliamentary term, a budgetary target of 0.5% surplus
in relation to GDP for 2023 should be set as the basis for fiscal policy.

* The budgetary targets for central government, future county gov-
ernment, municipalities and social security funds as well as central
government spending limits and the tax policies set out in the Gov-
ernment Programme would be based on the general government
budgetary target.

e All the preconditions set in EU and Finnish legislation should also be
taken into consideration when these targets are set.

A simple and consistent set of rules should be the aim

The fiscal policy targets set out in the next government term should be as simple and
consistent as possible. The fiscal policy targets and rules set out in the Government Pro-
gramme and used together with statutory targets, should be in line with the statutory
targets laid out in the General Government Fiscal Plan and thus also support the achieve-
ment of these targets. Consideration should also be given to the clear definition of the
targets.

International commitments and the EU legislation as well as the domestic legislation incor-
porating them, lay out a broad range of different conditions that should be taken into ac-
count in the target-setting (See Box 9.2). The Decree on the General Government Fiscal Plan
specifies which of the budgetary position targets must at least apply: medium-term objec-
tive for structural budget position (MTO) and at least the nominal budget position target
leading to MTO for general government finances as a whole and each general government
subsector.3* In addition to these targets, the General Government Fiscal Plan must also set
nominal multi-year targets that constitute the adjustment path towards MTO.

Central government spending limits, tax policies set out in the Government Programme
and other fiscal policy rules should be measured so that the nominal budgetary position
target for public finances will be achieved. The central government spending limits and
tax policies based on the budgetary position target thus constitute a solid basis for the
Government's fiscal policy.

34 Nominal budgetary position targets must be set separately for central government, local government, emplo-
yment-pension institutions and other social security funds. With the regional government, health and social ser-
vices reform, budgetary position targets must also be set for the future county government.

152



A SELF-RENEWING, RESILIENT AND SUSTAINABLE SOCIETY - CONTRIBUTION BY THE OFFICIALS OF THE MINISTRY OF FINANCE

BOX 9.1 A GOOD SET OF FISCAL POLICY RULES AND WHY IT IS
REQUIRED

The aim of the fiscal policy rules is to ensure the sustainability of public finances and to keep
the public sector within the limits set out in the stability and growth targets for the economy.
The purpose of the rules is to provide a strong framework for sustainable management

of public finances and the planning and implementation of fiscal policy. The set of rules

may comprise a variety of different targets, such as debt and deficit targets, which should

be mutually consistent. Targets can be set for general government as a whole and for its
individual subsectors.

Roughly speaking, fiscal policy rules can be divided into two categories: rules concerning
balance and debt, and rules concerning revenue and expenditure. In practice, many
countries use combinations of different types of rules. Many countries have expenditure
rules, while only a small number of countries have rules concerning revenue (European
Commission, 2017a; IMF 2012; IMF, 2018). An EU-wide rules framework has been extensively
developed over the past few years. The EU framework of rules is described in more detail in
Box 9.2.

In the research on fiscal policy rules, the aim has been to identify features typical of good
rules. The set of rules should be as simple and transparent as possible, properly justified and
easy to monitor. If policy-makers are of the view that the rules are not justified, efforts will be
made to circumvent them or they will remain irrelevant. Political commitment to the rules
ultimately determines their effectiveness.

The effectiveness of the rules refers to how well they contribute to the achievement of
different fiscal policy targets. These targets include macroeconomic stabilisation, enhancing
fiscal policy discipline or ensuring the sustainability of public finances. Generally speaking,
countries with the most comprehensive fiscal policy rules have also been able to observe a
more disciplined fiscal policy (For example, Hallerberg et al. 2009; Hallerberg and Yldoutinen,
2010; Harden and von Hagen, 1994; Fabrizio and Mody, 2006). There are, however, no rules
generally applicable to all countries as the incentives generated by the rules and thus also
their effectiveness greatly depend on the political and other factors in each country.

The introduction of rules steering general government expenditure, revenue and budgetary
position is beneficial in many ways. The set out a government’s fiscal policy, which creates

a predictable operating environment for citizens and companies. Safeguarding the
sustainability of fiscal policy and the consistency based on adherence to its core rules are
prerequisites for ensuring that fiscal policy can enhance economic stability and boost
growth and employment. Fiscal policy rules also provide a stable framework for the tax and
expenditure policy.
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BOX 9.2 THE RULES JOINTLY AGREED IN THE EU PROVIDE CONDITIONS FOR
THE MANAGEMENT OF PUBLIC FINANCES

When the targets for public finances are examined, consideration should be given to EU fiscal
policy rules. The most important of them are the reference values for deficit and debt laid down in
the Treaty on the Functioning of the European Union and the requirement for setting a medium-
term objective and to adhere to it.

Under the Treaty on the Functioning of the European Union:

- General government deficit should not exceed three per cent of the GDP.

- General government debt should not exceed 60% of the GDP or it should make sufficient pro-
gress towards the reference value.

When these reference values are breached, the European Commission will assess the meeting of

the deficit and/or debt criterion. If a Member State fails to meet one or both of these criteria, an

excessive deficit procedure against it will be initiated.

The medium-term objective (MTO) is set as the structural deficit-to-GDP ratio and it is reviewed
every three years. It was last set in spring 2016, which means that it is up for revision in spring
2019. In practice, the MTO is set in the first stability programme of the parliamentary term, which
is prepared as part of the General Government Fiscal Plan in autumn 2019.

The setting of the MTO is restricted by the calculations concerning the minimum level of the

MTO produced by the European Commission and the Fiscal Compact under which Finland has
pledged to set its minimum MTO at -0.5% of the GDP. The European Commission will update its
calculations on the minimum MTO in early 2019 when the minimum MTO level determined by the
Commission may be stricter than the above limit.

Progress towards the MTO is assessed with two indicators:

- compliance with MTO or progress towards it at a yearly rate of structural balance change requi-
red under the country-specific recommendations approved by the Council. This requirement is
stricter for countries whose debt-to-GDP ratio exceeds 60%, while at the same time, it is stricter
in economically good times and more relaxed in times of slow growth.

- the expenditure rule under which

- theyearly expenditure growth in countries that have achieved the MTO may not exceed the
medium-term potential GDP growth.

- The yearly expenditure growth in countries that are on the adjustment path towards the
MTO must remain under the medium-term potential GDP growth.

The yearly adjustment requirement may be lowered in the following cases:

- A Member State incurs expenditure as a result of events beyond its government’s control. Tra-
ditionally, natural catastrophes have been considered as such events but in recent years, they
have also included the additional expenditure arising from refugee flows and terrorism.

— When a Member State is introducing major structural reforms, it may, on application, be
granted allowances on the basis of the structural reform and/or investment clause.

According to the assessments produced by the European Commission in 2018, Finland complied

with the Stability and Growth Pact in 2017 and will also be in compliance with it in 2018 and

2019, considering the allowances granted to it. The most important of these allowances is the

allowance granted for the period 2017-2019 on the basis of the structural reform clause. The

allowances will expire in 2019 and it is also possible that the minimum MTO limit for Finland will
become stricter. This means that in the 2020s, it may be more difficult to comply with the EU fiscal
policy rules than in the past.
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9.3 The system of central government spending limits ensures
sustainable central government finances

* The system of spending limits has already been in use for four par-
liamentary terms.

e The system of spending limits provides a useful practical tool for the
Government when it plans and implements its fiscal policy.

e There should sufficient leeway in the spending limits for unex-
pected spending needs.

The system of spending limits has already been in use for 15 years

A revised system of central government spending limits was introduced in spring 2003 and
it has already been in use for four parliamentary terms. Main characteristics of the spending
limits system in its current form are a binding expenditure ceiling for the whole parliamen-
tary term, and a division between expenditure coming under the limits and outside them.
The expenditure coming under the spending limits must remain below this expenditure
ceiling (parliamentary term spending limits) for whole duration of the parliamentary term.

During the parliamentary term, only price and structural corrections are made to the
spending limits, and the limits may also be lowered to ensure the implementation of new
expenditure reductions or other measures. In this respect, the link between central gov-
ernment revenue and expenditure has been broken, which means that higher revenue
estimates will not lead to higher expenditure. The spending limits do not, however, limit
all expenditure as certain expenditure items have been left outside the spending limits.
The largest such item comprises cyclical expenditure (most of which is unemployment ex-
penditure). This procedure is justified because cyclical expenditure should be allowed to
vary so that they help to balance cyclical fluctuations, instead of sharpening them.

The spending limits system has worked well in most respects

There have been substantial cyclical fluctuations in the Finnish economy during the ex-
isting spending limits system. Despite this, central government expenditure has always
remained within the spending limits. The increase in revenue generated by the fast-
er-than-expected economic growth during the 2003-2007 parliamentary term did no lead
to spending increases. In fact, Finland was able to reduce its central government debt and
augment the State Pension Fund.

During the 2007-2011 parliamentary term Finland plunged into a deep downturn as

a result of the financial crisis. However, the spending limits system allowed an auto-
matic growth in unemployment expenditure, which helped to mitigate the effects of the
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downturn. Fiscal investments were also used to stimulate the economy. Fiscal investments
is expenditure outside the spending limits and they are often loans or acquisition of state
assets that are expected to retain their value. The 2011-2015 parliamentary term was char-
acterised by slow economic growth which made it more difficult to achieve the targets set
for central government finances. In order to achieve the targets set for central government
finances, the spending limits were also lowered several times during the parliamentary
term as a result of decisions to reduce expenditure.

The spending limits system has mostly worked well. The advantage of the spending lim-
its system is that it is easy to verify, and thus it provides the Government with guidance
in practical policy-making. This means that the spending limits system makes it easier to
achieve the other fiscal policy targets set by the Government. For this reason, the spend-
ing limits system has become the key fiscal policy tool in the efforts to enhance the sus-
tainability of public finances by slowing down central government expenditure.

Despite challenges, Government also adhered to its spending limits during the current
parliamentary term

The Government has also adhered to the spending limits during the current parliamentary
term even though the large influx of asylum seekers in 2015 caused a sharp increase in im-
migration expenditure. The Government has also faced strong pressures during the current
government term to increase expenditure because of the faster economic growth and to mit-
igate the effects of the spending cuts made in recent years. The unallocated reserve (the lee-
way between the spending limits for the parliamentary term and the on-budget expenditure)
has been fully used during each round but the expenditure ceiling has not been exceeded.

During the current parliamentary term, there have also been pressures to increase expend-
iture outside the spending limits. For example, when introducing appropriation increases,
the Government has made use of fiscal investments outside the spending limits even if
they had not been the best way to allocate funding. The Government has also presented
expenditure as fiscal investments even though they have not met the criteria of such in-
vestments. Furthermore, during the current parliamentary term, companies and founda-
tions coming under general government have been increasingly provided with capital in-
jections through share transfers so that they would not appear as on-budget expenditure.

During the current parliamentary term, the Government also intentionally deviated from
the spending limits laid out in the Government Programme when the transfer to the State
Television and Radio Fund was made outside the spending limits, in accordance with the
opinion submitted by a parliamentary working group. However, there are no grounds for
such transfer in the spending limits thinking.
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Increasing leeway should be left in the spending limits

Even though the Government has adhered to the spending limits during the current par-
liamentary term, there have been pressures towards it, as described above. From the per-
spective of the credibility of the spending limits procedure, it is important that the Gov-
ernment is committed to the letter and the spirit of the procedure. In fact, adhering to the
spending limits should be seen as a useful instrument in the sustainable management of
central government finances and in the steering of the Government’s own policies. For
this reason, the spending limits procedure should be protected and there should not be
attempts to neutralise it. Furthermore, any loopholes in the system should not be used to
circumvent the spending limits.

Under the spending limits system, only the spending limits for the parliamentary term (over-
all expenditure ceiling) is binding. Reallocations of expenditure are permitted within the
spending limits and in fact, this should be done when unexpected spending needs arise.
Moreover, as a result of price adjustments, there is leeway under the binding expenditure
ceiling each year. It would be advisable if already in the negotiations on the Government
Programme, it would be decided to leave in the spending limits a certain amount of leeway
(unallocated reserve) that would grow towards the end of the government term. Unantici-
pated spending needs will probably appear at an increasing rate during the parliamentary
term, in addition to which there will also be growing political pressures for new openings.
During the next parliamentary term, the spending limits expenditure will substantially in-
crease, a result of the regional government, health and social services reform. This is an addi-
tional argument in favour of allowing more leeway within the spending limits.

Even though, the spending limits system has, as a whole, worked well during the current
parliamentary term, the rules laid out in it should be reviewed and any inadequacies cor-
rected at the start of the new parliamentary term. For example, it may be necessary to pro-
vide a more precise definition for fiscal investments outside the spending limits. However,
in order to keep the spending limits system clear and transparent, its rules should not be
made too complex.

9.4 (entral government has only limited chances of steering
local government finances

Steering of local government finances has been developed over the past few years

The steering framework for local government finances was updated during the 2011-2015
parliamentary term. The number of local government tasks and obligations was reviewed
and efforts were made to reduce them as part of the Government’s structural policy pro-

gramme. As part of this work, measures were also taken to develop the assessment of the
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economic effects on municipalities arising from legislative proposals. Under a legislative
amendment adopted during the current parliamentary term, central government transfers
will cover 100% of new or expanding municipal basic services. Under the overall reform of
the Local Government Act, the provisions on municipalities’ obligation to cover their defi-
cits were tightened and the obligation was extended to cover joint municipal authorities.
In the same connection, the basic public services budget and programme were expanded
and renamed the local government finances programme.

During the current parliamentary term, an operating model that is in accordance with the
General Government Fiscal Plan was fully introduced as an instrument steering local gov-
ernment finances. Under the new operating model, local government, as all other general
government subsectors, was provided with a budgetary position target. Furthermore, an
expenditure limit was set for discretionary central government measures directed at local
government finances. The Government Programme of Prime Minister Juha Sipild’s Govern-
ment contains a number of measures and policies concerning local government finances
that support the achievement of the budgetary position target. Under the measures set
out in the Government Programme, local government finances were to be strengthened
by EUR 0.7 billion by the year 2019. The measures included regional concentration of spe-
cialised healthcare, development of informal and family care, restrictions on subjective
right to early childhood education and care, and adjustments to the staff-to-client ratio in
services for the elderly and early childhood education and care.

As a whole, the updated steering model for local government finances would seem to be
working even though it is too early to make any far-reaching conclusions on the basis of

a single parliamentary term. The process of increasing and expanding local government
tasks and obligations has slowed down and the Government has given more considera-
tion to their effects on local government finances in its decision-making. According to a
Ministry of Finance forecast, in 2019, local government will probably meet the budgetary
position target set for it. There are, however, a number of factors behind the strengthen-
ing of local government finances and the Government measures are only a part of them.
When the steering of local government finances is assessed, it should also be remembered
that because of the extensive local self-government, central government has only limited
chances of steering local government finances. This has been demonstrated during the
current parliamentary term in such issues as the implementation of the measures concern-
ing early childhood education and specialised healthcare.

The need for an expenditure limit in local government finances should be assessed

An expenditure limit has been introduced as a new steering instrument. It sets a euro
limit for central government measures that have an effect on local government operat-
ing expenditure. The aim of the expenditure limit is to reduce the expenditure pressures
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directed at local government finances arising from additional or expanding tasks and ob-
ligations. The expenditure limit applies to the central government measures contained in
the General Government Fiscal Plan and the Budget that have an effect on local govern-
ment finances. The expenditure limit is reviewed in connection with the updating of the
General Government Fiscal Plan.

The expenditure limit concerning central government measures directed at local govern-
ment finances has not been a particularly effective steering instrument. The realisation of
the measures also depends on the municipalities’ own decisions concerning the extent
and the timetable of the implementation. Thus, the expenditure limit can be considered
as a target-setting instrument: it shows the amount of savings that could potentially be
achieved in local government operating expenditure through central government meas-
ures. The effectiveness of the expenditure limit should be assessed when health and social
services are no longer a local government responsibility and the expenditure pressures on
local government finances are reduced. One important question is whether there is actu-
ally any need for steering instruments such as the expenditure limit after the reform.

The expenditure limit does not apply to investments and the chances of central govern-
ment to steer local government investments are small. Hospital investments by health-
care districts have increased considerably in recent years. This is partially due to an age-
ing hospital building stock but there may also be competition for patients and personnel
between healthcare districts. Hospital investment starts may also have been increased be-
cause under the regional government, health and social services reform, the responsibility
for funding hospital investments is transferred from municipalities to county government
and ultimately to central government. An act on limiting local government health and so-
cial services outsourcing and investments, which entered into force in 2016, has failed to
slow down the pace of local government investments.

Assessment of the effects of measures directed at local government finances should be
developed

Partially due to inadequacies in the knowledge base, it is difficult to make any ex-ante or
ex-post assessments of the effects of central government measures on local government
finances. Based on the statistics on local government activities and finances, it is impos-
sible to say which of the changes in expenditure have resulted from central government
measures and which of them are the result of municipalities’ own decisions. Costs are
also affected by other factors, such as wage agreements, supply of labour and techno-
logical advances. The regional government, health and social services reform now under
preparation will also substantially impact (and has already substantially impacted) local
government finances. The transfer of costs and funding from municipalities to county
government will have a neutral impact on the relationship between central and local

159



MINISTRY OF FINANCE PUBLICATIONS 2019:12

government. The changes in the system of central government transfers included in the
reform have already encouraged municipalities to slow down the increases in health and
social services costs before the tasks are transferred to counties.

The assessments of the effects of legislative proposals on local government finances and

the prerequisites for high-quality assessments should be developed despite the challenges
listed above. It has been noted during the current parliamentary term that the quality of the
impact assessments has been slightly weakened by political pressures and a tendency to ad-
here to the preliminary impact assessments contained in the Government Programme.

BOX 9.3 FREQUENT CHANGES IN UNEMPLOYMENT INSURANCE
CONTRIBUTIONS MAY SHARPEN BUSINESS CYCLES

It has proved impossible to keep unemployment insurance contributions stable over the economic
cycle and the changes in them have even sharpened cyclical fluctuations in recent years.

In order to ensure that the changes in the contributions can be minimised, a substantial
increase in the business cycle buffer of the Employment Fund should be considered. If
necessary other measures should also be considered to minimise the changes.

In an ideal situation, the public sector should be able to counter cyclical fluctuations by
economic policy means or at least try not to sharpen them. However, in practice this is
often difficult because preparing expenditure and tax decisions takes time and it is difficult,
or even impossible, to predict the turning points of economic cycles. For this reason, the
automatic stabilisers should be allowed to function freely because, as their name suggests,
they balance demand in the economy at different stages of the cycle without any separate
decisions. Automatic stabilisers mean such factors as the unemployment security system, in
which expenditure declines automatically during an economic upturn and increases during
a downturn. Similarly, when taxation remains unchanged, tax revenue increases during an
economic upswing and declines in a downturn.

Unemployment security expenditure has been intentionally left outside the central
government spending limits procedure (except for discretionary measures). This allows
unemployment expenditure to fluctuate freely in accordance with the cyclical situation. It
has, however, proved impossible to keep unemployment insurance contributions stable over
an economic cycle and the changes in them have even sharpened cyclical fluctuations in
recent years. The unemployment insurance contribution was raised by one percentage point
at the start of 2016 when the economic situation was still weak. The contribution was then
lowered at the start of 2019 by 0.8 percentage points when the economy was still growing
steadily (See Figure 9.1). Moreover, these changes have also been substantial, considering
the fact that in 2019, the contribution amounts to three per cent of the wage bill.
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To ensure that the changes in the unemployment insurance contribution can be minimised
over the economic cycle, the new Employment Fund (formerly Unemployment Insurance
Fund) has a business cycle buffer in which assets of up to approximately EUR 2 billion can
be collected during a period of strong economic growth. Symmetrically, a maximum of
approximately EUR 2 billion in debt can be accumulated in the business cycle buffer during
a downturn. In practice, however, using the entire range is not possible because a safety
margin must be maintained. The decisions on the following year’s contribution levels must
always be made on the basis of forecasts containing inherent uncertainty.

Thus, it would seem that the business cycle buffer is too small to keep the contribution levels
stable over an economic cycle. For this reason, it should be considered whether the buffer
could be substantially increased. In 2016, in connection with the Competitiveness Pact,
labour market organisations agreed that in spring 2019 they would prepare a proposal to
the Government for an appropriate increase in the size of the business cycle buffer. If this is
not considered adequate, it should also be considered whether there are any other ways of
keeping the contribution levels stable in the future.

Figure 9.1

Changes in the unemployment insurance contributions
and the number of unemployed jobseekers
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Sources: Employment service statistics of the Ministry of Economic Affairs and Employment, Ministry of Finance
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10 Finland as part of European economic
integration

* The Economic and Monetary Union (EMU) should be developed so
that other Member States would not have to bear the cost of the
economic policy mistakes made by one Member State.

e Economic policy co-ordination plays an important role in the EU,
but it should respect the sovereignty of national economic policy
and democratic chains of responsibility.

* The crisis resolution framework of the euro area should be based on
a well-functioning investor responsibility and market discipline.

e The spreading of risk in the private sector should be developed
through the European Banking and Capital Markets Union.

e The EU and its budget should strive to generate value added for Europe.

Fundamental decisions on European economic integration are required

The past decade of the Economic and Monetary Union (EMU) has been characterised by
serious crises. Financial and euro crises resulted in substantial economic costs and caused
many people to question the continuity of euro. Despite the crises, the membership in
the euro area has not weakened the stability of Finland’s economic operating environ-
ment. Market interest rates have supported growth and the supply of funding for Finnish
companies has remained at least satisfactory, even during the most difficult periods. The
exchange rate has also remained competitive and, when compared with the fluctuations
during the independent monetary policy, it has also remained fairly stable. The setbacks
suffered by the Finnish economy over the past ten years have not been caused by the EMU
membership and they could not have been substantially mitigated even if Finland had
been able to use independent monetary policy instruments.

The financial and euro crises have, however, demonstrated the fragility of the system and
it is clear that strengthening the structures of the Economic and Monetary Union is also in
Finland’s interests. In many respects, the system has already been strengthened since the
financial crisis but the events during 2018 have shown that the attempts to eliminate the
root causes of the fragility and the risk of a new crisis have failed.

The work to strengthen the euro area will continue in the next few years, which means
that Finland will have to take a stand on a number of issues that are important in terms
of the stability of EMU and the future course of the European Union as a whole. One key
theme, which mostly concerns euro area member countries, will be the division of the
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economic policy power between the European Union and its Member States. To what ex-
tent and by what instruments should the EU be able to steer the economic policy choices
of its Member States? How will the economic-policy decision-making in the EU be recon-
ciled with the requirements of democratic decision-making?

The second important issue where Finland needs to take a stand are the arrangements
concerning crisis resolution in the EMU and the risk-sharing arrangements between the
Member States. To what extent and on what conditions can the Member States provide
each other with financial support? What other arrangements can be introduced to lower
the risk of euro area countries becoming dependent on external financial support? And
to what extent and on what conditions should the risk-sharing taking place through the
Banking Union be increased?

Finland will also have to take a stand on the EU budget and, as part of it, on the division
of tasks between the Union and its Member States. The development needs under each
theme are assessed below.

Member States’ responsibility for their economic policy should be strengthened

The range of instruments available to the EU for steering the Member States’ economic
policies has increased considerably over the years. Especially the steering of the euro area
countries is now more extensive than in the past. The Stability and Growth Pact on public
finances has been frequently revised and during the crises, the steering system was ex-
tended to cover nearly every aspect of the economic and structural policy. The European
Semester, which provides the framework for economic-policy planning in the Member
States at every stage of the budget-drafting process, lies at the core of the steering sys-
tem. The European Union is also making more effective use of its spending as an instru-
ment for steering Member States’ economic policies. In terms of its comprehensiveness
and detailedness, the economic-policy steering system of the EU is unique in the world,
both among countries with a federal system and other state structures.

The purpose of the economic-policy steering of euro area member countries is to en-

sure that their economic policies do not weaken the stability of the EMU. Experience has
shown, however, that the actual capacity of the EU to steer the economic policies of its
Member States is low. Member States’ public finances are now more balanced than in the
past but the improvements are mainly of cyclical nature and a natural result of a long pe-
riod of economic growth. When the situation is examined over economic cycles, the gap
between the actual general government debt of the Member States and the 60%-limit laid
down in the Treaty on the Functioning of the European Union has continued to widen. The
regulatory framework and the responsibilities concerning its implementation have been
changed over the years but these changes have not brought any noticeable improve-
ments in its effectiveness.
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Finland should support the efforts to simplify the regulatory framework of the European
Union. However, there is every reason to take a realistic view on what can be achieved
with the changes in the framework. The key obstacles to the functioning of the regulatory
framework and the effective steering of the Member States’ economic policies are not con-
nected to the technical contents of the rules or the selection of sanctions. The obstacles
are of fundamental nature and concern the acceptability of the economic-policy powers
used by the EU vis-a-vis its Member States.

Economic-policy decisions are fundamental to national-level policy-making and elec-

tion programmes of political parties and programmes of national governments are built
around them. For this reason, EU-level steering of Member States’ economic policies inevi-
tably leaves less room for democratic decision-making at national level. This is particularly
clear in situations where the programme of a government elected by a country’s voters

is in conflict with European-wide rules. The attempts of the EU to intervene when such
breaches occur have repeatedly led to strong political disagreements with the Member
States in question. When faced with such situations, the Union has repeatedly retreated
and interpreted the rules in such a way that the escalation of the situation is avoided.
There is every reason to assume that the situation will remain more or less the same.

The weak state of public finances in one euro area country is a problem for the entire euro
area and for this reason, there will also be grounds for the EU to support responsible fiscal
policies in its Member States in the future. In an optimum situation, European-wide coor-
dination can provide a useful contribution to the economic-policy debate in the Member
States and guide the reactions of the financial markets in a manner that supports incen-
tives for the right measures. However, the development of the euro area should be based
on a realistic assumption on to what extent the EU is able to steer the economic policies of
its Member States. The stability of the euro area should not be based on the assumption
that the EU can prevent its Member States from making wrong economic-policy decisions.

The extent to which the EU uses its economic-policy steering power on its Member States
also steers the expectations concerning the division of responsibility in problematic sit-
uations. When the EU assumes a stronger role as a provider of steering or approval for its
Member States’ economic policies, it will become increasingly difficult for the Union to re-
ject responsibility for the consequences of the choices. The traditional thinking in Finland
has been that in the EMU, too, each member country is responsible for its own obligations
and its own economic-policy mistakes. In line with this policy, the elected state bodies of
each member country should remain responsible for the economic policy of their country.
The EU should provide advice and support but ultimately, the power and responsibility for
economic-policy choices should be left to national-level decision-makers. This principle
shapes Finland'’s views in the development of economic-policy coordination, in crisis-reso-
lution arrangements and the development of the EU budget.
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The need for financial aid programmes should be minimised

Attempts have been made to correct the structural problems of the euro area during and
after the economic crisis affecting the euro area. The European Union and the euro area
established financial aid mechanisms through which Member States facing difficulties
can be granted financial aid loans. A total of EUR 475 billion in financial aid was paid from
these mechanisms through different channels during the euro crisis. Since its establish-
ment, the European Stability Mechanism (ESM) has been the key stability instrument in
the euro area.

In the development of the ESM, Finland has consistently underlined the principle of strong
investor responsibility, market discipline and responsibility of each Member State for its
own debts. Furthermore, in Finland’s view, the Union’s support instruments should not be
used to finance unsustainable indebtedness. Since the establishment of the ESM, Finland
has supported the efforts to achieve a system in which financial aid can only be granted
after any excessive indebtedness has been corrected by means of investor responsibility.

The establishment of the ESM and the aid loans that it granted were the central part of
the euro area response to the crisis and they helped to stabilise the situation. At the same
time, however, the experiences during the crisis years demonstrated the problems result-
ing from European rescue packages. The risks were huge and managing them required
that debtor countries accepted extensive and long-term restrictions on their econom-
ic-policy self-determination. The loss of economic-policy self-determination put pressures
on the functioning of these countries’democratic systems, led to a deep sense of injustice,
and contributed to the split of the political field and to the rise of populism.

The sense of injustice also grew in the creditor countries. The decisions made during the
most difficult years of the crisis boosted anti-EU movements in the creditor countries,
which was also reflected in election results. The rescue packages divided the EMU into
the southern and northern half. Even though the situation has gradually normalised, the
division has not disappeared. Thus, the euro crisis has left a long shadow in the politics of
many EU Member States.

The ESM will continue to play a crucial role in ensuring the stability of the euro area. It is,
however, important to build a framework to support the ESM that would minimise the
need and duration of the aid funding. This framework should have two key parts: debt re-
structuring procedure for individual Member States and a comprehensive banking union.
The debt restructuring procedure would ensure that the creditors of the problem coun-
tries will contribute to the costs arising from the crisis. At the same time, a banking union
would provide a basis for continuing funding for the problem countries’ private sectors
even if the solvency of these countries was threatened. These two components of the
framework would make the problem countries less dependent on aid funding, allow them
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to become eligible for market-based funding more quickly and minimise the damage to
their economy. At the same time, there would be less need to limit the countries’ eco-
nomic self-determination, which would reduce the pressure on their democratic systems.

Spreading of risks through the Banking and Capital Markets Union would support
stability and make the debt-restructuring framework more credible

A workable banking union is essential for creating a credible monetary union based on
investor responsibility and market discipline. If the restructuring of a country’s debts also
led to the collapse of its banking sector, the resulting economic damage would be so sub-
stantial that in practice, the debt restructuring would be impossible. The purpose of the
banking union would be to break the link between banks and their home countries and
thus provide a basis for restructuring a country’s debts at reasonable economic cost. The
long-term aim should be to have a European-wide banking system that is geographically
highly decentralised.

When the banking union is finalised, the Finnish Government should at least take a stand
on the regulation of state risks and the single deposit guarantee scheme. Under the exist-
ing banking regulation, the bonds issued by the home country are risk-free, which means
that they are not subject to capital requirement. This has led to a situation where banks in
a number of euro area member countries have invested a large proportion of their balance
sheets in the bonds of their home countries. In such a situation, the restructuring of the
home country’s debts would also drive the country’s banking system into difficulties. This
means that the regulation favouring state risks helps to maintain the link between banks
and their home countries. As part of the finalisation of the banking union, agreement
should be reached on the managed correction of this distortion.

The discussions on supplementing the banking union with a single deposit guarantee
scheme have made little progress. Finland has supported the idea of a single deposit
guarantee scheme and views it as a logical part of the banking union. At the same time,
Finland has also emphasised that it should not serve as an instrument through which the
costs of the past mistakes are made a joint responsibility. For this reason, Finland has re-
quired that progress should be achieved in the reduction of the banking-sector risks be-
fore the single deposit guarantee scheme is introduced. A fully symmetric sharing of risks
will never become a reality. For this reason, Finland will have to weigh the costs and ben-
efits of the single deposit guarantee scheme, should the discussions make any progress.
The costs would depend on the size of the risk asymmetry, while the stabilising impact of
the single deposit guarantee scheme on the euro area as a whole would be the benefit of
the system.
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In the development of the banking union, there will be a repeated need to take a stand

on to what extent and in what manner aid arrangements based on public funds should

be established to support the banking sector. Finland has been of the view that direct and
indirect public-sector support to the banking system should be minimised, and this has
also been envisaged in the banking union. Finland has reservations concerning the crea-
tion of new public-sector preparatory arrangements. If, however, such arrangements are
considered necessary, they should be made an integral part of the Union’s crisis-resolution
framework. They should also be financed from Union’s funds, and the ESM or other exter-
nal funding arrangements should not be linked to them.

Promoting the capital markets union is also in Finland’s interests. The aim of the capital
markets union is to facilitate access to funding in the EU, remove obstacles to cross-border
investments and in this manner create more unified and efficient capital markets in the
EU. If realised, the capital markets union would not only support economic growth in the
EU, but it would also improve the sharing of risks through the private sector, which in turn
would help to stabilise economic cycles.

The provisions on investor responsibility laid down in the banking union, which would
minimise indirect public financial aid to banks, also underline the importance of the capital
markets union. This would increase the price for bank financing and make it less attractive.
The capital markets union would provide European companies with better access to mar-
ket-based financing, which would make them less dependent on banks. The changes in fi-
nancial services resulting from new technologies is also likely to reduce the role of banks.

The European-wide capital markets infrastructure plays a key role in the development of the
capital markets union. For small companies, listing costs are high and for this reason, there

is a need for more lightly regulated market places. As central counterparties®® have assumed
a more important role, they are also becoming more important for financial market stability.
This highlights the need for creating a comprehensive regulatory framework covering them.

The fiscal policy rules of the European Union should be simplified

Following several reforms and clarifications, the EU framework for fiscal policy has become
complicated. For many years, Finland has been of the view that the Stability and Growth
Pact should be simplified and this is also stated in the joint EU Presidency Programme of
Romania, Finland and Croatia. The issue has also been frequently raised in the discussions
on the development of the EMU.

35 In securities trading, central counterparty (CCP) is the buyer from the perspective of the seller and the seller
from the perspective of the buyer. In that case, the central counterparty assumes the counterparty risks arising
from the transaction. The counterparty risk arises between the central counterparties on the basis of their interope-
rability arrangements. From the perspective of financial market stability, it is essential that all risk management ar-
rangements of the central counterparties are in place.
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The European Commission is already preparing an assessment on the functioning of the
Stability and Growth Pact, which will be published in 2019. It is important that the assess-
ment is comprehensive and honest and that the Member States are also consulted during
the preparatory process. On the basis of this assessment, it will probably be possible to
determine whether there are any parts in the Stability and Growth Pact that have not been
used, that are not essential or that have been impossible to implement. Following this, it
will probably be possible to assess which parts of the economic policy coordination are in
need of a reform.

The EU budget should generate value added

In the negotiations on the EU’s budget and financial framework, Finland'’s aim has been
to promote spending discipline in the Union and to safeguard Finland’s national interests.
Finland has also worked to promote efficient, cost-effective and proper use of EU funds.
These objectives will also remain important in the future. At the same time, however, Fin-
land should also pay more attention to ensuring that the EU budget is spent in a manner
that generates European value added.

The EU budget accounts for about one per cent of the Union’s GDP. At the moment, the
two largest expenditure items, the common agricultural policy and the cohesion policy,
account for about three quarters of the budget. Both items are income transfer systems.
They do not involve any particular European value added in the sense that the public
funds spent on them could be used more efficiently or cost-effectively at European level.
In the discussions on the Union budget, the focus is usually on the net contribution status
of the Member States, whereas common European goals play a secondary role.

Only a small proportion of the Union’s budget directly generates European value added.
Support for research and development can provide a basis for cross-border cooperation in
a manner that would not be possible at national level. Likewise, linking national transport,
energy and information networks into a European-wide network may require cooperation
at European level. Cooperation in environmental policy, management of migration, secu-
rity and defence involves clear potential for European value added. Furthermore, channel-
ling development and neighbouring area cooperation through the European Union can
make the activities more cohesive and administratively efficient. At the same time, the
investment programme of the European Union may, when correctly implemented, correct
market failures, narrow the long-term structural investment deficit and thus boost Euro-
pean competitiveness. The investment programme makes use of EU budget funding so
that it can attract private capital. By so doing, it aims to achieve more with scarce public
funds than with traditional grant-based support provided by the EU.

168



A SELF-RENEWING, RESILIENT AND SUSTAINABLE SOCIETY - CONTRIBUTION BY THE OFFICIALS OF THE MINISTRY OF FINANCE

Regarding the revenue side of the EU budget, Finland has emphasised that the Union’s
system of own resources should be simple, transparent and cost-effective. The revenue
side may also provide opportunities for creating European value added. About 70% of the
Union's budget is funded with fees based on the Member States’ GDP, and the rest is in the
form of VAT-proportioned fees and traditional funding (own resources), most of which are
customs duties. The first two of these funding sources are purely a way of collecting funds
and only the customs duties can be deemed to have a connection with the promotion of
the common EU goals.

A report by Etla and VATT has identified three new potential own resources that can gen-
erate European value added (Kari et al., 2018). According to the report, the new own re-
source, based on the common corporate tax base, could reduce harmful tax competition
within the Union and provide a buffer against the effects of cyclical fluctuations in the
Member States. An own resource directed at the value added of financing activities might
serve as a disincentive for excessive risk-taking in the financial markets. Furthermore, ac-
cording to Etla’s and VATT's researchers, a common European carbon tax could support
the Union in its efforts to achieve its climate targets. Implementing these proposals would
require the harmonisation of tax bases and they involve substantial technical issues and
matters of principle. Finland should only formulate its view on them when it is known how
these proposals will be implemented and their fiscal effects can be assessed. However,

in the longer term, it should be assessed whether the EU could in its budget funding rely
more on revenue sources that better support its policy goals.

Channelling public funds through the EU does not in itself generate value added. How-
ever, there can be net savings in public finances if Union funds are allocated to purposes
that can be provided or funded more efficiently through the EU than through nation-
al-level channels. More consideration should be given to these aspects in the future.

During 2019, the Member States will conduct negotiations on creating a budget that only
covers the euro area. Like the Union-level budget, the euro area budget should be as-
sessed from the perspective of generating value added. It should also be implemented in
a manner that ensures democratic accountability in the use of public funds and in eco-
nomic-policy decision-making.
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11 Finland should be better prepared for
risks and threats

11.1 The mitigation of climate change requires cost-efficient
action

e Climate change poses a serious threat to the wellbeing of future
generations. Finland should therefore lead the way in demand-
ing international action to combat climate change. Society will be
forced to adapt to climate change and the private sector will bear
most of the costs incurred to adjust to this new reality.

e Cost-efficiency should be made the central principle in the climate
policy so that the cost of combating climate change would not be-
come unreasonably high. Setting clear targets for the climate policy
helps to ensure cost-efficiency.

* In order to enhance the effectiveness and cost-efficiency of the cli-
mate policy, climate policy coordination should be improved and
there should be a common research-based view on the principles
and steering instruments central to the climate policy as a whole.

e Energy and transport taxation should be examined as part of the
cost-efficient climate policy. When new taxes with a steering role
are considered and before any decisions are made, the exact goal,
the most feasible and cost-efficient steering methods available for
achieving the goal, and the effects of the steering methods should
be determined.

e Furthermore, the financing system should contain incentives for ef-
fective pricing of the credit, market and operational risks caused by
climate change. This would also require better information on risks
and their impacts.
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Global warming poses a serious threat to the wellbeing of future generations

Warming of the Earth’s atmosphere is the most serious environmental problem that hu-
mankind has ever faced. The climate change that we are now experiencing is the result

of human activities, especially the burning of the carbon tied to soil into carbon dioxide.
Like other greenhouse gases, carbon dioxide contained in the atmosphere slows down
the process in which heat escapes from the Earth. As this process slows down, the Earth is
becoming warmer. According to the Intergovernmental Panel on Climate Change (IPCC), if
no measures are taken to slow down the warming, the global average temperature at the
end of this century would be between 2.0 and 5.4 degrees above the average pre-indus-
trial levels (IPCC, 2014; Peters, 2018).

Warming of the Earth's atmosphere as a result of greenhouse gas emissions is an exam-
ple of a global market failure. The energy generated by carbon-burning benefits those
burning the substance but everybody suffers from the negative effects of the process, as
a result which too much carbon is burned. The combating of climate change must there-
fore be based on global cooperation. In the 2015 Paris Agreement, the UN member states
agreed that the long-term aim is to limit Earth’s warming to less than two degrees, com-
pared with the pre-industrial levels.

Finland is probably not among the countries that are hardest hit by the direct economic
impacts of climate change. Some of the direct economic effects may also be positive to
Finland. For example, as a result of the warming, agricultural productivity may increase
and heating costs decrease. At the same time, however, an increase in extreme weather
phenomena may generate substantial costs. The indirect economic effects of climate
change constitute a major challenge to the wellbeing of the coming generations and the
sustainability of Finland’s public finances. Climate change may weaken the ability of the
world economy to generate wellbeing and it may cause changes in global division of la-
bour, land use and value chains. These changes will be reflected in the Finnish economy
through world markets. Higher frequency of extreme weather phenomena may mean that
Finland will have to spend more on humanitarian assistance.

Society will be forced to adapt to climate change and the private sector will have to bear
most of the costs incurred to adjust to this new reality. On the other hand, climate change
also creates opportunities, with those at the forefront of technology reaping the greatest
benefits. The combating of global warming will generate economic costs that may have an
impact on the sustainability of public finances and the ability of Finland’s economy to gen-
erate wellbeing for its citizens.
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The EU is at the forefront of climate change mitigation

The aim of the EU is to reduce the greenhouse gas emissions generated in its area by 20%
by the year 2020, by 40% by the year 2030, and between 80% and 95% by the year 2050,
compared with 1990 levels.

In order to achieve these targets, the EU is regulating emissions in three sectors:

1. In the emissions trading sector, which comprises large energy-pro-
duction plants and industrial facilities as well as EU-internal air traf-
fic.

2. In the effort-sharing sector, which comprises transport, agriculture,
fuels for non-road mobile machinery, separate heating of buildings,
use of refrigerants, small energy-production plants and industrial fa-
cilities as well as waste management.

3. In the land use, land-use change and forestry sector (LULUCF).

At the moment, the emissions trading sector covers about 45% of all emissions generated
in the EU. The idea behind emissions trading is to achieve the emissions reductions in the
sectors where they can be generated at the lowest cost. In the emissions trading sector,
the generation of greenhouse gases is regulated through the amount of emissions allow-
ances. The amount of new emissions allowances is reduced each year so that the emis-
sions coming under the EU emissions trading sector would be reduced by 21% by the year
2020 and by 43% by the year 2030, compared with 2005 levels. Achieving the emissions
reduction targets laid out in the emissions trading sector does not require emissions re-
duction measures from individual Member States.

In the effort-sharing sector, the aim of the EU is to reduce emissions by 10% by the year 2020
and by 30% by the year 2030, compared with 2005 levels. The effort-sharing regulation of
the EU lays down binding targets for emissions reductions for each Member State in the ef-
fort-sharing sector. The target for Finland is 16% by the year 2020 and 39% by the year 2030.

In addition to the emissions reduction obligations set for the effort-sharing sector, the new
LULUCF regulation of the EU obligates the Member States to ensure that the imputed emis-
sions in the sector do not exceed the imputed sinks in the periods 2021-2015 and 2026-2030.

Cost-efficient implementation of the EU’s emissions reduction obligations will
contribute to the sustainability of public finances

The binding emissions reduction targets laid down for Finland’s effort-sharing sector (such
as transport, non-road mobile machinery, agriculture, separate heating of buildings and
waste management) extending to the year 2030 are so substantial that they can proba-
bly only be achieved if there is more government steering. From the perspective of the
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sustainability of public finances and economic efficiency, the emissions reductions should
be carried out with maximum cost-efficient. However, unlike in emissions trading, there is
no common price mechanism for the emissions in the effort-sharing sector, which means

that emissions may be reduced by other than the most cost-efficient methods.

It should be accepted that assessing the costs of reducing emissions involves a great deal
of uncertainty. Furthermore, the public sector rarely, if ever, knows best where and how
the emissions reductions can be carried out with minimum economic cost. For this reason,
priority should be given to technology-neutral steering methods that set a price for the
emissions.

However, pricing the emissions is not always possible. For example, it may be difficult to
direct taxation specifically at emissions. In fact, there are good grounds for using other
steering methods, such as regulation and subsidies, when pricing emissions is not possi-
ble. Thus, in the absence of common pricing, the implementation of the sectoral emissions
reduction targets and measures in the effort-sharing sector should be based on a careful
analysis of where and how greenhouse gas emissions can be reduced in the most cost-ef-
ficient manner.

Figure 11.1

Imputed emissions in Finland’s
effort-sharing sector 2017*
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Source: Statistics Finland
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Setting clear targets for the climate policy helps to ensure cost-efficiency

The obligations imposed by the EU set the minimum level for Finland’s climate policy in
the effort-sharing and land-use sector. However, national-level climate-policy targets may
be more ambitious that these obligations set by the EU. However, in that case, the goals
for the policy measures should be clear so that the practicality and cost-efficiency of the
measures can be assessed. There may be more efficient ways of slowing down global
warming than by taking measures that directly impact calculatory emissions at national
level. For example, replacing fossil fuels with imported biofuels will reduce calculatory
emissions at national level but it may not necessarily generate the same effects in global
scale.

In addition to the reduction of greenhouse gas emissions, indirect targets, such as targets
concerning the share of renewable energy, promotion of biofuels or energy-efficiency im-
provements, are often linked to climate-policy targets. Climate-policy measures should,
however, be justified from the perspective of the main climate-policy goals (reduction of
emissions). Justification for policy measures serving other goals should primarily be based
on other than climate effects. However, this does not mean that the costs and benefits of
emissions-reductions measures should not be assessed in the same manner as the costs
and benefits of other policy measures (considering their effects on all policy objectives
that are deemed important). It may often be possible to promote other policy objectives
more effectively by other means.

A common research-based view on the key climate policy principles, measures and
steering instruments is needed

Climate policy issues are continuously examined and prepared in central government.
However, it seems that, at least in some respects, the preparation of the climate policy is
fragmented. This impression arises even though the key energy-policy and climate-policy
strategies guide the preparatory process across the boundaries of administrative branches
and the preparation is coordinated in working groups at political and government-agency
level 3

The key reason for the fragmented nature of the preparatory process would seem to be
the absence of a common view among administrative branches on the content and ef-
fectiveness of many of the energy and climate-policy measures and steering instruments.
Each administrative branch is ultimately responsible for its own measures and examines

36 Political coordination of the energy and climate policy has been the responsibility of the ministerial working
group on bioeconomy and clean solutions, which comprises the sectoral ministers playing a key role in the prepa-
ration of the energy and climate policy. Coordination at government-agency level under the ministerial working
group has been the responsibility of a contact network comprising ministries’ sectoral public officials.
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them from its own perspective. This may lead to sector-specific optimisation and a situa-
tion where the key cross-cutting climate-policy principles (such as the cost-efficiency of
the measures) is put at risk.

In order to enhance the effectiveness and cost-efficiency of the climate policy, a common
research-based view on the principles, measures and steering instruments central to the
climate policy as a whole should be established. Climate-policy coordination should be
enhanced by strengthening the role of the government-agency level contact network in
the preparation of the climate policy and in practical action. Interaction between climate
policy and economic policy would also be enhanced if the Minister of Finance joined the
ministerial working group responsible for climate policy.

Energy and transport taxation should be examined as part of a cost-efficient climate
policy

In addition to the collection of tax revenue, energy and transport taxes should also be ex-
amined as part of the cost-efficient achievement of the climate targets. If from the per-
spective of the cost-efficiency implementation of the climate policy, there are grounds for
steering transport emissions more extensively, higher fuel taxes would the most efficient
way of reducing greenhouse-gas emissions generated by traffic. This is because the fuel
tax is directed at the actual amounts of the fuels consumed. At the same time, locally ap-
plied congestion charges tied to time and place might be an efficient way of reducing
congestion.

Car tax would enhance the economic efficiency of the steering of traffic emissions if
economic actors do not give sufficient consideration to fuel costs at time of the vehicle
purchase. However, the emissions-based differentiation of the car tax rate is already very
steep and at small emission levels, the tax is quite low. This means that reducing car taxes
for low-emission vehicles is of limited use as an emissions-steering instrument. It would
seem that changes in car tax only have a limited effect on the rate of car stock renewal
(see Harju et al., 2018a). However, at the moment, the rate of car stock renewal also has a
fairly limited impact on greenhouse gas emissions from transport because the fuel con-
sumption of new cars in road traffic does not seem to have declined at the same rate as
the figures given by car manufacturers (see Tietge et al., 2019).

An annual car tax is a fiscally effective tax but as an instrument steering greenhouse gas
emissions, it is less justified than other taxes. A time-based vehicle tax is not connected
with the actual fuel consumption and it is not directed at the moment of the car purchase,
which means that it cannot compensate for the short-sightedness of economic actors at
the time of the car purchase.
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From the perspective of climate-policy and other targets, it should be critically assessed
whether all existing energy tax subsidies are appropriate and cost-efficient. Changes in
energy production and its regulatory environment, such as emissions trading, may also re-
quire new types of energy taxation.

When new taxes with a steering role are considered and before any decisions are made,
the exact goal, the most feasible and cost-efficient steering methods available for achiev-
ing the goal, and the effects of the steering methods should be determined.

The private sector will have to bear most of the cost of climate change

The private sector also plays an important role in climate change mitigation and adaptation.
According to the European Commission, investments of about EUR 180 billion are needed
every year so that the EU can achieve its climate and energy targets. It is clear that most of
these investments and the costs arising them will be the responsibility of the private sector.

Climate change is not only a matter of funding needs as it also creates risks in the finan-
cial markets. Global warming and its consequences, such as extreme weather and rising
sea levels, will cause costs to companies and increase the risks faced by the parties pro-
viding them with funding and insurance cover. For example, factories built in areas prone
to flooding and storms should not be granted funding unless the environmental risks
referred to above are considered in the risk premiums. When environmental risks are re-
alised, the compensations paid by insurance companies also increase, especially if the
environmental risks are not priced when the insurance cover is provided. Such pricing dis-
tortions are a risk to financial stability. For this reason, any credit, market and operational
risks caused by climate change should be effectively priced in the financial system. In the
financial system, better consideration for the risks arising from climate change can only be
given, if there is more extensive information available on the targets for investments.

From the perspective of financial stability and in addition to the material risks caused

by climate change, shift risks have also arisen in the financial market. Capital has already
started to flee environmentally harmful sectors as investors have become more aware of
climate change and the principles of sustainable development. Such market changes also
have an impact on the value of general government investments.

Combating climate change and adapting to it require that capital is better channelled to
sectors supporting these goals. This also helps to prevent the realisation of environmental
risks. If these risks are realised, they will probably also cause substantial costs to general
government. For this reason, it should be ensured that enough funding is channelled to
climate change mitigation and adaptation. This can help to prevent the realisation of envi-
ronmental risks and it may also generate savings in the long term.
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International financial institutions can also contribute to the combating and
management of climate change

Achieving progress in the combating and management of climate change requires in-
ternational solutions and cooperation. Finland has played an active role in international
climate matters in the EU and international financial institutions. World Bank, European In-
vestment Bank (EIB), European Bank for Reconstruction and Development (EBRD), and the
Nordic Investment Bank (NIB) are the most important of the international financial institu-
tions providing funding for projects aimed at combating and managing climate change.
They are also promoting the channelling of private investments to these projects. Finland
should actively work to ensure that these financial institutions are increasingly used in the
work aimed at combating and managing climate change.

In climate matters, financial institutions also operate through global cooperation networks.
It was decided in the last year’s annual meeting of the International Monetary Fund (IMF)
and the World Bank that a global climate alliance of finance ministers would be established.
The aim of the alliance is to combat climate change by means of economic and fund-
ing-based steering instruments, identify best practices and agree on international policy
measures. Finland and Chile will preside over the alliance and an agreement on the proce-
dures, objectives and work programme of the alliance is expected to be concluded during
spring 2019. International advocacy work in the combating of climate change and in the
work of the alliance requires an active and long-term approach over government terms.

11.2 It should be possible to limit the growth of household
debt

e The indebtedness of Finnish households has increased at a rapid
rate. If this trend continues, it will constitute a risk when the next
downturn occurs. In that case, households might be forced to cut
consumption in order to manage their debts.

e At the moment, there are no macro-prudential instruments availa-
ble in Finland that would effectively limit excessive household debt.
Thus, new instruments of this kind should be introduced so that
they could be implemented, if necessary.

e The restrictions should comprehensively apply to all loans taken
from banks and other lenders as well as to indirect debt (such as
housing company loans). The regulatory provisions should also
more clearly encourage all creditors to properly assess the real debt
sustainability of their customers.
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Household indebtedness has reached record levels

In recent years, there has been discussion in Finland on household indebtedness from the
perspective of macro-prudential stability and foreign observers have also drawn atten-
tion to the matter. At the end of 2016, the European Systemic Risk Board (ESRB) warned
Sweden, Finland, Denmark and five other EU Member States of household indebtedness
and other medium-term vulnerabilities in the housing market. The International Monetary
Fund also drew attention to the growing debts of Finnish households in its latest country
report on Finland (IMF 2017).

Household indebtedness, in relation to disposable income, has reached record levels as a
result of extremely low interest rates and easy availability of funding. At the end of June
2018, Finnish households had loan debts totalling about EUR 151.4 billion, or 128.7% of
their disposable annual income (after taxes).

Figure 11.2
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Housing loans accounted for EUR 96.3 billion and housing company loans for about EUR
19.3 billion of this total. Consumer loans provided by banks are included in the total debt
and they amounted to EUR 15.6 billion. Consumer loans provided by parties other than
banks are not included in the figures because these lenders are not usually obliged to re-
port on their activities to government agencies on a regular basis. According to separate
studies, consumer loans provided by parties other than banks totalled between EUR 2.5
and 3.5 billion at the end of 2017. There are problems concerning consumer loan statistics,
which makes it more difficult to produce an up-to-date picture of the situation. In particu-
lar, this applies to unsecured loans provided by other than credit institutions.
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The household housing loan stock has been growing at an annual rate of about two per
cent over the past few years. However, housing company loans and consumer loans have
been the main factor boosting household indebtedness in the 2010s. Housing company
loans have been growing at an annual rate of about ten per cent over the past two years
but the rate was even faster between 2010 and 2015. For many years, the volume of con-
sumer loans granted by banks has grown substantially faster than the housing loan stock
(at an annual rate of about five per cent).

High level of indebtedness may start a self-sustaining negative spiral in the economy

A sudden shock affecting the Finnish economy might lead to a downturn, weaken em-
ployment, slow down household income growth, cause a sharp fall in the value of real es-
tate and dwellings used as loan collateral, or cause interest rates to rise steeply. This could
start a negative self-sustaining spiral. Households would cut spending in order to man-
age their debts, which would lead to a more difficult business operating environment and
bankruptcies. This in turn would cause banks higher credit losses, decrease their equity
and slow down lending.

This was the chain of events witnessed in Spain and Ireland in the first decade of the
2000s. In the light of the events experienced during the financial crisis, correcting the bal-
ance sheets would take many years in all economic sectors. In Spain and Ireland, house-
hold consumption spending returned to pre-crisis levels in 7-8 years. Rapid accumulation
of debts is also often connected with excessive indebtedness among private individuals
and an increase in payment defaults, which cause social problems. Such phenomena have
also been observed in Finland in recent years.

There have been new and undesirable features in indebtedness in recent years

There are new features in the indebtedness of Finnish households that are difficult to
tackle with existing macro-prudential instruments. The loan ceiling currently in use only
applies to housing loans and their collateral. It does not apply to housing company loans
in which the loan is taken out by a housing company but in which the debt is ultimately
the joint liability of all shareholders in the company. Traditionally, housing companies have
borrowed money to finance building renovations but in recent years, housing company
loans have also been increasingly used to fund investments in homes and home pur-
chases in new buildings. It is estimated that about one half of all housing company loans
are taken out to fund renovations and the remainder to fund new construction. The end
of instalment-free years in housing company loans and the possible rise in interest rates at
the same time are a problematic combination, especially if the loan amount (including the
company loan proportion) is high.
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Figure 11.3
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Most of the consumer loans taken out by households are still granted by banks. However,
as digitalisation is advancing, the proportion of funding sources outside traditional banks
has been on the increase and new actors are actively offering unsecured high-interest
consumer loans to households. There also European examples of how non-banking actors
have gained a market share in housing financing. Existing macro-prudential instruments
are ineffective against growing indebtedness in these areas. Such non-banking actors may
not even be supervised by the Financial Supervisory Authority. In the registers of the Re-
gional State Administrative Agency for Southern Finland, there are a total of 62 actors pro-
viding consumer loans that are not credit institutions (situation in summer 2018).

The purpose of macro-prudential stability policy is to prevent serious crises

The purpose of the macro-prudential stability policy and macro-prudential stability su-
pervision is to prevent crises that threaten the stability of the financial system as a whole.
Banking crises and other serious shocks affecting the financial system have caused sub-
stantial costs to society and especially to public finances. Europe has also experienced
such crises in recent years. In many cases, the crises have arisen because banks have ex-
panded lending too quickly, which has led to valuation bubbles in the housing or securi-
ties markets, there is too much construction activities and households are living on bor-
rowed money. The crises have led to a deep economic downturn and substantial general
government deficits.
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The Board of Directors of the Financial Supervisory Authority serves as Finland’s mac-
ro-prudential stability authority and it reviews the macro-prudential stability and outlook
of the Finnish financial system four times each year. Based on the review, it decides on
possible macro-prudential measures on the basis of preparatory work carried out by ex-
perts. The decision is submitted to the European Central Bank for its assessment.

The currently used macro-prudential instruments are mainly directed at banks

The purpose of the macro-prudential instruments is to deal with the cyclical and structural
risks facing the financial system. They are intended to have a direct effect on the estimated
or identified risk already before the crisis comes to a head. In addition to the macro-pru-
dential instruments, discretionary capital adequacy requirements for banks can also be
used. Macro-prudential measures are directed at all banks or at specific banks.

Countercyclical capital buffer, binding maximum loan-to-value ratio (loan ceiling) for
housing loans and higher risk weights for loans with real property collateral in capital ade-
quacy calculations for banks are used as cyclical macro-prudential instruments. Additional
capital requirements for banks (especially for the large ones) are the instruments used to
prepare for structural risks in the financing system.

Short-term costs and benefits that are difficult to measure are the challenges in macro-
prudential policy

Incorporating macro-prudential instruments into the legislation and their use on a
needs-basis is problematic. The instruments usually increase costs incurred by credit insti-
tutions in the short term but the long-term macro-prudential benefits are uncertain and
difficult to measure. The time between the drafting of the legislation and the introduction
of the instruments is usually long, which makes correctly-timed use of the instruments
difficult. In order for the instruments to become quickly available, the legislation on them
should be passed as early as possible. It should also be noted that the macro-prudential
policy can be eased for example when there is a threat of a credit recession.

When the range of macro-prudential instruments is supplemented, the aim should be to
ensure effectiveness and that the gaps in the macro-prudential policy can be closed. It
should be possible to solve the problems concerning the establishment of a macroeco-
nomic situation picture by improving the comprehensiveness and comparability of debt
statistics. There should be legislative instruments that can be flexibly introduced if experts
propose measures as part of their macro-prudential stability assessments.
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No experience-based assessments of the adequacy of the measures can be produced at
this stage

In Finland, macro-prudential decisions have only been made for less than four years. The
range of instruments has also become gradually more comprehensive and there is varia-
tion between the impact delays of individual instruments. For this reason, no reliable ex-
perience-based assessment of the adequacy of the existing macro-prudential instruments
can be produced at this stage. Based on the above discussion, it is, however, safe to say
that the instruments do not adequately cover the sources of household indebtedness.

How could the existing range of macro-prudential instruments be supplemented?

The macro-prudential stability policy should be supported by a comprehensive, reliable
and up-to-date overall picture of indebtedness and debt servicing levels in Finnish house-
holds and the breakdown between the two by assets and income. There should also be
tools that can more comprehensively impact overall consumer indebtedness and debt ser-
vicing in advance before they reach unmanageable levels. Regulatory provisions should
also more clearly encourage all creditors to properly assess the real debt sustainability of
their customers.

A positive credit register could significantly reduce the risk of excessive household indebt-
edness, especially because the creditors would have to check the applicant’s details from
the register and to enter their credit decision details into the register. The intention is to
combine this register, containing all credit and debt servicing details, with the incomes
register maintained by the Finnish Tax Administration, in which case the creditors would
have access to comprehensive information on the applicant. The register could also im-
prove the ability of households to manage their own finances. The problem is the slow
introduction of the credit data register; according to current estimates, it would only be
operational in 2023.

Non-banking companies providing consumer loans should be obliged to report on the
credits that they grant and their terms. It could also be considered whether these compa-
nies should be supervised in the same manner as banks or whether the macro-prudential
measures should apply to them in other ways.

Of the macro-prudential instruments currently used in Finland, only the loan ceiling is di-
rected at credit applicants and it only applies to housing loans. Other instruments directed
at credit applicants that are already used internationally could include income-linked max-
imum levels of total debt and debt servicing expenses, instalment-payment obligations or
restrictions on repayment periods.
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In Finland, consideration could also be given to higher risk weights of housing company
loans in new buildings in the banks’ capital adequacy calculations, restrictions on instal-
ment-free periods of housing company loans or limiting the maximum size of housing
company loans in relation to the debt-free price of the apartment. Renovation loans are
not a problem in this respect because basically, the value of the property rises as a result
of the renovation.

The banks’ own assessment of the credit applicant’s payment capacity is naturally the key
risk-management tool at household level. The Financial Supervisory Authority should
ensure that, as laid out in the recommendations, the calculation of the payment capac-
ity covers all debt servicing expenses of the household, including those arising from the
housing company loan. All creditors should adhere to the principle of carefully verifying
the customers’ debt-servicing capacity in different situations.

11.3 Improvements are needed in the risk management of
government guarantees and collateral

* There has been a rapid increase in government guarantees and
collateral in Finland, and they have reached substantial levels when
compared to other EU countries.

e The concentration of the government guarantees and collateral
highlights the risks arising from them.

e There are no limitations on the growth in government guarantees
and collateral in the existing national fiscal policy rules or EU rules.

e Improvements are needed in the risk management of government
guarantees and collateral. There should be particular attention on
the appropriateness and uniformity of the methods for granting
guarantees and collateral across the boundaries of administrative
branches. Furthermore, consideration should be given to proce-
dures for limiting the risks connected with government guarantees
and collateral.

e Guarantee fees should also be used more extensively.

183



MINISTRY OF FINANCE PUBLICATIONS 2019:12

There has been a substantial increase in government guarantees and collateral

There has been a substantial increase in government guarantees and collateral over the
past few years. As recently as 2010, the guarantees and collateral totalled EUR 23.1 billion,
whereas by the end of 2017, they had risen to EUR 52.1 billion. The largest government
guarantee and collateral liabilities®” are connected with Finnvera’s export guarantees,
management of international financial crises and housing funding (See Figure 11.4).38

Figure 11.4
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In EU comparisons, Finland is at the top in the volume and growth of government
guarantees

The volume of government guarantees in relation to the size of the national economy is
high in Finland, compared to other European countries (See Figure 11.5). According to the
information collected by Eurostat, the nominal value of Finnish government guarantees
in relation to GDP stood at 17.7% in 2016, which is the highest figure in the EU. The gap
between Finland and the reference countries was substantial. For example, the figure for
Germany is 11.3%, for Sweden 5.3% and for Denmark 3.2%.

37 Government guarantee means a legal commitment by the state to assume liability for the debt of another
party. Government collateral is a legal commitment undertaken by the state to compensate for the losses arising
from certain activities.

38 The liabilities shown in the Figure are of different types. For example, Finland and other euro area member
countries took joint measures through the European Financial Stability Facility (EFSF) to combat the euro crisis. The
liabilities connected with the EFSF do no longer grow because it has not been possible to grant any new financial
aid through the facility after 30 June 2013. At the same time, export financing can be seen as an instrument more
closely connected with national decision-making and there has been a continuous growth in the liabilities arising
from it.
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Figure 11.5
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Figure 11.6
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The government guarantee portfolio in Finland has also risen more rapidly than elsewhere
in the EU in recent years (See Figure 11.6). During the period 2013-2016, the government
guarantee-to-GDP ratio in Finland grew by 4.7 percentage points, while in Luxembourg
(the second-placed country in the table), the guarantee portfolio grew by 3.9 percentage
points. In other EU countries the guarantee portfolio-to-GDP ratio decreased or remained
roughly the same during the period in review.

Capital liabilities have pushed contingent government liabilities even higher

In reality, the contingent government liabilities in effect are substantially higher that the
liabilities arising from the guarantees and collateral described above because the State

of Finland also has capital and other liabilities. Capital liabilities refer to callable capital to
international financial institutions in the event that capital is required to cover losses or to
prevent their insolvency. There has been a sharp increase in these liabilities in recent years,
especially as a result of the establishment of the European Stability Mechanism. Including
the capital liabilities in the total increases Finland’s contingent liabilities by about EUR 18
billion. However, capital liabilities should be treated separately from government guar-
antees and collateral because in capital liabilities, national decision-making has a weaker
presence than in government guarantees and collateral.

The risks are increased by the concentration of the contingent liabilities and overall
government indebtedness

The risks to central government finances are heightened by the fact that government
guarantees and collateral are strongly concentrated to specific customers and sectors (See
Figure 11.7). For example, in Finnvera’s case, the three largest customers granted buyer
financing accounted for 41% of the company’s export guarantees and special guarantees
in effect at the end of 2017. At the same time, the three largest customers of the Housing
Fund of Finland accounted for 26% of the fund’s liabilities.
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Figure 11.7
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In 2017, an international evaluation group published its report in which the purpose was
to assess the functioning, effectiveness and risks of Finland’s export financing system
(ATRx et al., 2017). It was stated in the report that growing export financing liabilities and
their concentration make the system vulnerable.

When the risks arising from contingent liabilities are assessed, consideration should also be
given to the state of Finland’s public finances as a whole. As Finland’s contingent liabilities
have been growing at a rapid rate, government debt has almost doubled in euro terms at
the same time. The debt has also increased significantly in relation to the size of the Finnish
economy. The mutual dependency between overall economic situation, government debt
and contingent liabilities increases the risks arising from contingent liabilities. A serious
macroeconomic shock could lead to a situation where contingent liabilities are realised si-
multaneously as the ability of the state to carry the realised risks has weakened.

Finland’s contingent liabilities and the risks arising from them have attracted attention

A number of actors have drawn attention to the high level of Finland’s contingent liabilities
and the rapid growth in them in recent years. Trends in contingent liabilities and the risks
arising from them have been reviewed since 2015 in the annual risk report published by the
Ministry of Finance. In February 2018, the National Audit Office of Finland assessed the pre-
requisites for the management of Finland’s contingent liabilities (National Audit Office, 2018).
The key question in the audit was whether the management of the contingent liabilities has
been adequately considered in the drafting and steering of fiscal policy. It was noted in the
audit that there are inadequacies in this respect. There are no comprehensive assessments of
the expenditure effects of the realisation of contingent liabilities. Risk assessment is agen-
cy-specific and no minimum information requirements for the risk analyses have been set.
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The European Commission has drawn attention to the contingent liabilities when assess-
ing the state of the Finnish economy and compliance with fiscal policy rules (European

Commission, 2017b). In its report in May 2017, the Commission highlighted the high GDP
ratio of general government guarantees in Finland compared to other EU Member States.

Credit rating agencies have also made observations about Finland’s contingent liabilities
when assessing the Finnish economy and the sustainability of Finland’s public finances.
For example, in its report in August 2018, Fitch mentioned the high level of contingent lia-
bilities as one of the weaknesses of Finland's public finances (Fitch Ratings, 2018).

There are no limitations on the growth in contingent liabilities in national fiscal policy
rules or EU rules

Finland’s existing fiscal policy rules in which the aim is to limit the growth in public spend-
ing, do not impose any limitations on the growth in contingent liabilities. Moreover, the
costs associated with contingent liabilities are not fully considered in the preparation of
the Budget.

The same applies to the EU rules. There are requirements concerning the reporting on
contingent liabilities in the Stability and Growth Pact and the Budgetary Frameworks
Directive but they do not set any limits on the volume or growth of the liabilities. Fur-
thermore, the EU legislation does not contain any obligation to produce comprehensive
information on the risks of contingent liabilities or on their effects on the state’s ability to
manage the costs arising from realised liabilities.

Uncontrolled growth in government guarantees and collateral is a risk to stable
economic growth and public finances

In economic terms, government guarantees and collateral are comparable with debt. It
has been noted in studies that a high level of central government indebtedness slows
down economic growth in the long term.

Similarly, the risks and negative effects of contingent liabilities on public finances and
economic growth increase as the liabilities increase. As described above, there has been

a rapid growth in contingent liabilities in Finland in recent years and they are at high

level, when compared to other countries. In fact, the realisation of the contingent liabili-
ties might, in the current situation, substantially weaken the state of central government
finances and their operational foundations. For this reason, the risks and expected costs
and revenue contained in these liabilities should be assessed more systematically from the
perspective of the sustainability of central government finances.
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The process of assessing and reviewing government guarantees and collateral should be
improved

In the reviews produced by international organisations (for example, Cebotari, 2008), it is
emphasised that the risks arising from contingent liabilities can be reduced with a thor-
ough and careful assessment and review process. Decision-making should be supported
by comprehensive assessments of the risks and costs associated with contingent liabilities.
Furthermore, guarantee applicants should be able to demonstrate the market failure that
can serve as a justification for granting the guarantee. The assessment system should also
be systematic in the sense that all projects should be treated in the same manner and with
the same criteria in the assessment process.

The current Finnish practice concerning the assessment and review of government guar-
antees is not in accordance with the good practices described above. There is variation

in the comprehensiveness of the risk and cost estimates of contingent liabilities. They are
assessed for each agency separately and the overall picture of the risks associated with
contingent liabilities and their management is inadequate. The review processes of contin-
gent liabilities and the risk-management measures associated with them should therefore
be comprehensively examined. On this basis, Finland should introduce measures that help
to improve risk management at the level of central government finances as a whole. To
support decision-making, there should be definitions for minimum information require-
ments for risks contained in contingent liabilities that are significant from the perspective
of the sustainability of public finances.

At the moment, the total costs arising from the use of guarantee and collateral author-
isations are not fully considered in the Budget. The same applies to the spending limits
procedure. This creates incentives for using contingent liabilities instead of on-budget ex-
penditure even though from an economic perspective, such an approach would not nec-
essarily be desirable in the long term. As part of the development of the process of assess-
ing and reviewing government guarantees and collateral, consideration should therefore
be given to measures and alternatives for limiting the risks associated with the guarantees
and collateral.

Further improvements should be made in the reporting and monitoring of government
guarantees and collateral

In addition to the development of the risk management procedures concerning the
granting of the guarantees, the work to improve the reporting and monitoring practices
concerning the government guarantee and collateral portfolio should be continued. The
collection and management of the quarterly guarantee data has already been made the
responsibility of the State Treasury over the past few years. After these functions have be-
come well-established, the development work should continue so that the risks associated
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with government guarantees and collateral could be examined in more detail in their en-
tirety. This would also serve the information needs arising when government guarantees
are assessed and reviewed.

There should be stricter criteria for not collecting the guarantee fee

Under the existing legislation, a fee is charged for the government guarantees authorised
by Parliament. However, the Government may, for special reasons, decide that no guaran-
tee fee is charged. These special reasons are not specified but reducing financing costs by
means of guarantees cannot be considered a such a special reason. Despite this, the view
has been that nearly every case coming under the scope of application of the guarantee
legislation has involved special reasons. However, the fee can serve as an incentive for the
guarantee recipients to take risks and costs associated with the guarantee into account in
their own decision-making. For this reason, there should be stricter criteria for not collect-
ing the guarantee fee.

Guarantee fees should be collected more extensively

Guarantee fees should be collected more extensively in connection with guarantee deci-
sions and there should also be more special laws with provisions on collecting guarantee
fees. Subsidised loans with deficiency guarantees granted for the construction of rental
and right-of-occupancy housing are the largest sector based on special legislation con-
taining no provisions on guarantee fees.*° The new subsidised loans granted for the con-
struction of rental and right-of-occupancy housing have averaged about EUR 1.1 billion
each year over the past few years. Most of the loans granted to new construction goes to
growth centres. Despite this, the state can be considered to carry a credit risk in the fund-
ing as a guarantor when consideration is given to the high loan-to-value ratios, long loan
periods and tail-end repayment programmes.*

In social housing financing, the view has been that there is basically no reason to assess
the state-subsidy aspect and for this reason, guarantee fees have not been considered
necessary. In this case, too, the guarantee fee would, however, provide actors with an in-
centive to examine more thoroughly the option of market-based financing. Financing for
housing intended for special groups could be an exception to this because support for
them can, in most cases, be justified with existing market failures.

39 At the moment, guarantee fees are payable in housing financing for limited deficiency guarantees on housing
loans taken out by private households (one-off fee of 2.5%), on community loans taken out as non-subsidised loans
against personal guarantees (one-off fee 0.5%) and conversion guarantee loans (one-off fee 0.5%).

40 The loans granted for the construction of rental buildings amount to a maximum 95% of the building and plot
costs. For right-of-occupancy buildings, the ratio is 85%. The maximum loan periods are 45 years.
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11.4 Continuity of society’s vital functions in a digitalised
society must be ensured

* Societies are becoming increasingly dependent on digital services
and the functioning of information networks and information sys-
tems. The threats endangering the continuity of activities depend-
ent on the digital environment are increasing and becoming more
complex.

* Inadigitalised society, trust can be maintained through secure ser-
vices functioning in all situations and a secure infrastructure as well
as by ensuring data protection and information security.

e Ensuring the flow of critical information and the functioning of the
information networks and information systems critical to the func-
tioning of society requires continuous and coordinated develop-
ment. Balanced development of shared services and infrastructure
can best be ensured through centralised funding.

¢ National policy guidelines should be prepared on the organisation
of services and service provision connected with vital functions of
society. Cooperation and business models aimed at ensuring the
continuity of society’s functions should be developed as a joint ef-
fort between public administration and companies.

Digitalisation can serve as an enabler for the renewal of society if we can manage the
risks associated with it

Digitalisation, interdependency, artificial intelligence, internet of things, robotisation and
new service provision models, which are assuming new dimensions and spreading to new
sectors as a result of technological advances, are changing society, ways of living and ways
of work. As a result, the services needed by public administration, companies and individ-
ual citizens and their operating processes are becoming increasingly dependent on the
functioning of the digital environment.

With the changes taking place in its society, Finland is in a good position to become a
leader in information use and find new ways of reducing the sustainability gap in pub-

lic finances and enhancing the competitiveness of Finnish companies. In addition to the
trust-based Finnish society, good administration, high skill levels and the use of existing
registers and other data resources, the safeguarding of the operating prerequisites of
companies and research and development activities provides a basis for ensuring progress
in these areas.

191



MINISTRY OF FINANCE PUBLICATIONS 2019:12

Trust in other people, society and its institutions is the key force keeping society together
and it also serves as the basis for the Finnish model. Building and maintaining trust are
becoming increasingly important as enablers for interaction and cooperation between
citizens, government agencies, business operators and organisations. The trust-based soci-
ety has enabled high-quality public services, which are based on the right of government
agencies to obtain comprehensive information on individual citizens. However, rapid
technological, social and cultural change poses a challenge to the Finnish trust based on
shared values and predictability. In a complex, dynamic and closely-interconnected oper-
ating environment, building trust is an arduous process. Trust can be lost overnight if the
functioning of the digital operating environment and digital services is not secured at ade-
quate level in all situations.

The role of trust is also highlighted in the international and data-intensive network econ-
omy, which is based on effective information networks and technology-mediated commu-
nications and makes extensive use of electronic services and the opportunities provided
by artificial intelligence. Ensuring the security of information networks and digital services,
the expertise and safety culture associated with them, and the speed of legislative devel-
opment and implementation helps to ensure that the trust in Finland as an investment
destination and a partner can be maintained.

Trust can be built and maintained when digital society is built in accordance with the
concept for comprehensive security in which the vital functions of society are ensured
through cooperation between government agencies, business operators, organisations
and citizens.

Ensuring the continuity of operations requires strategic policy decisions and centrally
steered development

Technical problems, disruptions, natural phenomena and different types of influenc-

ing work impacting the activities require continuous and (in critical functions) centrally
steered work to enhance operational reliability. The currently used sector-specific develop-
ment approach has not led to a desired outcome. The development of data resources, in-
formation networks and services critical to the functioning of society has not been steered
or provided with resources on a centralised basis and the objectives for the development
work have not been clearly set.

The focus in the public debate on the security of the digital operating environment and
the combating of the threats occurring in it has been on operational-level development
so that the threats and disruptions that have already been identified can be managed.
The emphasis has been on the development of the ability to identify and manage disrup-
tions and on data protection and information security issues. The focus of the debate and
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research should be shifted towards identifying the functions of an increasingly digital-
ised and networked society that are dependent on a digital operating environment and in
which ensuring continuity and national control is vital. Based on these needs and inter-
ests, the policies guiding the development of the use of new service solutions, coopera-
tion between public administration and companies, and international cooperation should
be prepared. The policies should provide firmer guidance when decisions are made on to
what extent the services should be provided and the infrastructure built through national
measures and resources, to what extent the work should be based on EU-wide or other
international cooperation and (especially in public administration) on to what extent new
service models and technological opportunities could and should be used in the provision
of digital public services. Existing practices have shown that not all digital services pro-
vided by public administration can or should be based on the same quality requirements
and service promises. False expectations arising from unrealistic service promises may also
endanger trust.

In the absence of joint strategies steering the development of the functions critical to the
security of society and other digital services and data resources used in public administra-
tion tasks, there is a risk that mutually networked systems are not developed in a balanced
manner as actors part-optimise the development work in their own areas of responsibility
on a cost-oriented basis. In a digital operating environment, interconnected and inter-
dependent functions cannot be made reliable unless the enterprise architecture is con-
sidered and understood. Without better coordinated development activities, there is a
danger that well-managed reliable entities cannot be built in a digital society and that the
entity becomes corrupt and not even significant inputs into operational reliability and se-
curity will produce desired results.

In order to ensure the operational reliability of society in a digital operating environment,
responsibilities and strategic management should be clarified, if necessary, by introducing
structural changes. Policies providing the basis for the development of operational conti-
nuity in a digital society and public administration should be prepared. The policies should
lay out the level on which national excellence is built and what is included in the critical
digital services, information and infrastructure that is connected with special requirements
for national control and safeguarding. A knowledge base on the long-term development
needs of the information systems, data resources and information networks critical to so-
ciety should be compiled and policies for the launching of a development programme car-
ried out with centralised funding should be prepared.
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Preparations should be made for disruptions in the digital operating environment and
the capability to manage the disruptions should be enhanced

Functions of society, public administration, individuals, companies, information, property,
infrastructure and reputation are increasingly targeted by different types of cyber and
information operations. Securing the reliability of data and other communications and
information systems is critical to the disruption-free functioning and security of society,
and the livelihood of citizens. For this reason, the preparations for ensuring the function-
ing of information-technology systems and structures critical to society during disruptions
affecting the digital operating environment and services should already be enhanced in
normal conditions.

Enhancing technical security and reliability, improving the crisis resilience of society and
its capability to cope with disruptions, and increasing the awareness of citizens are play-
ing an increasingly important in the ensuring of the operational capacity. The capacity to
identify and analyse threats and intentional influencing in critical information systems and
data communications networks should be improved. The aim is that the security risks tar-
geting the digital operating environment can be detected and identified and the required
measures can be started so that the critical functions can continue in all situations. In a
networked society, this also requires better exchange of information and cooperation be-
tween different actors.

Public administration ICT services and data resources connected with the functions
critical to the security of society should be identified and their reliability ensured

Identifying and classifying the data resources, digital services and infrastructure critical

to the vital functions of society is essential to ensure that the resources used to safeguard
continuity and security can be allocated in the correct manner. The key challenge in iden-
tification is the absence of unified classification criteria, which could be used to classify
and prioritise critical services. The diversity of the classification instruments is reflected in
the broad range of different practices, as a result of which everyday operations in particu-
lar (and not the need to safeguard vital functions and continuity of operations) becomes a
key criterion in the classification of critical systems.

To ensure that further measures can be taken to develop the safeguarding of continuity,

it is essential to review the current situation so that a common knowledge base can be
established and the development measures can be correctly targeted. This requires that a
system for classifying the criticality of services and information systems is prepared and in-
troduced and that the current state of compliance of critical services, information systems
and data communications solutions is assessed. There is also a need for a long-term devel-
opment plan to improve the compliance of critical services, information systems and data
communications solutions and to deal with the existing maintenance backlog.
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In a digitalising society, the functions critical to the security of society are increasingly rely-
ing on the same data communications networks and other infrastructure as other func-
tions of society. This is a cost-effective and practicable solution but it requires that when
disruptions occur, government agencies and other actors supporting them are able to use
the vital functions of society. A project led by the Ministry of Finance has been launched
to ensure the operating prerequisites of government agencies and the actors supporting
them in time-critical communications and activities when commercial data communica-
tions networks are affected by disruptions. The aim of the project is to replace the existing
radio network used by government agencies (VIRVE) with a new service by the year 2025.

The legislative changes required by the new service were approved by Parliament on

17 December 2018. The legislative changes will allow the establishment of a prioritised
broad-band communications service for government agencies safeguarding official com-
munications in accidents, disruptions and other emergencies even if the data communi-
cations become congested or are otherwise disrupted. The new solution combines central
government and private-sector telecommunications resources in a cost-effective manner.
As part of the construction of the service, the geographic coverage of the mobile commu-
nications network will be enhanced so that citizens, companies and corporations would
be better placed to use public digital services and so that equal operating prerequisites for
using other opportunities offered by digital society can be ensured in regions where this is
not fully possible under existing communications networks.

Coordination between the security, security culture and security expertise of the
digital environment on the one hand, and the development of national digital business
operations on the other should be improved

Development work based on existing strategies to enhance cyber security of society and
public administration, digital security of public administration, and information security in
Finland are in progress. The development work has been launched in accordance with sec-
toral responsibilities but the work has not progressed in all areas in the desired manner.

Improvements in cyber security help to secure vital functions of society

Finland’s first national cyber security strategy was published as a Government resolution
on 24 January 2013. It laid out the objectives and policies for responding to the challenges
in the cyber operating environment and ensuring its functioning. The strategy described
Finland’s cyber security vision and policies and it was also stated in the document that an
implementation programme would be prepared so that the policies can be put into effect
and the targeted state described in the vision achieved.
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The implementation programme was updated in 2017 and it is divided into three target
areas:¥!

1. Leadership will ensure that the Cyber Security Vision is achieved;

2. Society’s vital digitalised functions will be assured;

3. The cyber competence of citizens, the business community and the
public sector will contribute security to digitalisation.

The objectives laid out in the first implementation programme were not fully achieved be-
cause not all actors were equally committed to them and it was not possible to influence
this on a centralised basis. The new implementation programme only contained measures
to which competent authorities and other actors have pledged to carry out. The degree of
commitment and the resources available for the work depend on each other. Efforts have
been made to improve the monitoring the programme so that Finland’s state leadership
would have a better picture of the cyber security situation.*?

‘The differences in the development of cyber protection are partially due to the differ-
ences in the amount of development resources the organisations have at their disposal.
Regardless of the size of the state and the organisation, certain basic cyber security issues
must be in order. Lack of information critical to cyber protection and lack of cyber protec-
tion expertise hamper the protection from cyber security violations whose effects are se-
vere and extensive!*

The purpose of the public administration digital security programme is to enhance
the management’s capacity to identify the risks in the digital environment and the
competence of the personnel

The work to improve digital security in public administration was launched in 2018 as part
of the public administration digital security development programme (JUDO) coordinated
by the Ministry of Finance. The aim of the development programme is to ensure that the
digital services used in public administration function properly and that they are trusted.
To ensure the achievement of this objective, the following three priority areas have

been selected for the programme: 1) developing digital security management and risk

41 Implementation Programme for Finland’s Cyber Security Strategy for 2017-2020
42 Cyber protection arrangements, NAOF audit report

43 The National Audit Office of Finland carried out an audit on cyber protection arrangements in Finland’s central
government in 2017. The purpose of the audit was to determine whether cyber protection in central government is
arranged effectively and in a cost-effective manner. Cyber protection means the protection of services and systems
against hostile action carried out by information technology means. The focus in the audit was on how cyber pro-
tection in central government is steered, managed and directed. In its audit, NAOF used interviews and documents
connected with the steering and protection measures to analyse the effectiveness of the steering.
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management; 2) competent personnel; and 3) using new technologies in the implementa-
tion of services and security.

The objectives laid out for the programme also support the architectural work carried out
as part of information security. The programme will help to develop the digital security
culture and the understanding of its effects and it will provide a basis for public adminis-
tration services using new technologies.*

The Information Security Strategy for Finland will provide a basis for making Finland the
world’s most trusted digital business environment

The focus in the national information security strategy, which comes under the responsi-
bility of the Ministry of Transport and Communications, is on ensuring competitiveness
and suitable conditions for exports, developing the EU’s digital single market and pro-
moting and protecting privacy and other fundamental rights. The strategy aims to bring
about change whereby information security will be built into different systems, terminal
devices and services by design. The strategy also deals with matters that damage trust,
such as digital security incidents and large-scale invasions of privacy in communication
networks.*

The vision laid out in the national information security strategy is that the world’s most
trusted digital business environment is in Finland. The objectives of the strategy are as fol-
lows: 1) Finnish legislation will incorporate both competitive and forward-looking provi-
sions from the perspective of digital business; 2) the EU’s digital single market will operate
in a more dependable manner than at present; 3) Finnish companies will benefit from in-
ternational standards and there will be digital goods and services available on the market
which are safe and secure by design; 4) information security and related know-how will be
researched, measured, monitored and developed; 5) the authorities will help businesses
and citizens to improve their information security.

44 Programme to develop digital security in public administration
45 Information Security Strategy for Finland
46 Information Security Strategy for Finland, page 6

197



MINISTRY OF FINANCE PUBLICATIONS 2019:12

"> The continuity of vital financial market services should be
secured at the national level

e Changes in Finland’s security environment are also reflected in the
threats facing the financial system. At the moment, Finland lacks na-
tional operating capacity for extremely serious disruptions.

* The legislation on preparations in the financial sector should be
made more detailed so that the continuity of the financial market
services vital to society can also be ensured in serious disruptions
and emergencies using national backup arrangements.

Ensuring the vital functions of society requires a functioning financial system

Stable and disruption-free functioning of the financial markets is a prerequisite for the
functioning of society. Disruptions to the financial markets endanger the availability of
funding essential to the operations of private and public organisations and the lives of
citizens. Disruptions to financial market services resulting from such factors as the unavail-
ability of critical systems may endanger the continuity of vital functions of society. Contin-
uation of economic activities, ensuring minimum income for the population and the carry-
ing out of security tasks require continuous access to and correctness of asset information
and smooth payment and securities transactions.

Financial markets are international and their operations are based on the services and
systems owned, maintained and operated by financial-sector companies. Central gov-
ernment works to ensure their stability through central bank operations, regulation and
supervision and by providing a broad range of economic safety networks. The Finnish leg-
islation contains provisions under which companies providing essential financial market
services must have preparatory arrangements in place.

The Finnish infrastructure used for payment traffic, card payments and securities trading
has undergone substantial changes in the 2000s. Many of the important service produc-
tion systems and data resources of financial institutions have been moved outside Finland,
which makes the infrastructure more dependent on data communications between Fin-
land and other countries. At the same time, the infrastructure has become dependent on
factors that are beyond the control of the financial-sector companies operating in Finland
or the Finnish authorities. Obstacles to the use of international systems or data resources
may also stop payment traffic, card payments and securities trading in Finland.
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Changes in Finland’s security environment are reflected in the threats facing the
financial system

Over the past few years, changes in the foreign and security policy environment have con-
tinued in Finland’s neighbouring areas and in global scale. The escalation of the security
situation in Europe and the Baltic region has also had direct effects on Finland. Tensions
and military activities in the Baltic region have increased. The change has given rise to new
threats and instability.

The changes in the operating environment have been rapid and unforeseen. The threats
to internal and external security are increasingly overlapping. Key factors impacting inter-
nal security include the security of supply, digitalisation, cyber security, basic infrastruc-
ture and their strong interdependency. Finland and Finland’s critical financial services may
also be hit by influencing that is targeting other countries or their infrastructure. Influenc-
ing targeting Finland may also be based on the intention to influence the Western com-
munity of nations to which Finland belongs.

Use of military force or the threat of military force against Finland is also a possibility. In
addition to military means, political or economic pressure, different forms of information
and cyber warfare, and their combinations are also used to achieve political objectives.
The aim is to put pressure on the targeted parties and cause damage, uncertainty and
instability in them. Influencing may also start quickly in normal conditions. Cyber and in-
formation influencing has been directed at Finland’s neighbouring areas and at Finland'’s
critical financial market infrastructure, industrial facilities, political decision-making system
and citizens. Banks and many other companies operating in Finland have been targeted
for denial of service attacks.

Changes in the security environment also involve activities called hybrid influencing.
Hybrid influencing can be defined as systematic action in which a governmental or a
non-governmental actor is simultaneously using a range of different military means or
economic or technological means of pressure, information operations and social media

to exploit vulnerabilities in the targeted state. The operations may be directed at the tar-
geted countries’ political, economic or military infrastructures. Hybrid influencing does not
usually include preparations of a military attack but it is based on effective means of pres-
sure that make military attacks unnecessary.

Level of preparations in the financial markets is not adequate

There are no detailed provisions in the existing legislation on the content of the prepar-
edness obligations required of financial market actors. Under the provisions, the parties
to which the preparedness obligation applies must ensure disruption-free functioning of
their operations in emergencies by taking part in financial markets preparedness planning

199



MINISTRY OF FINANCE PUBLICATIONS 2019:12

and by preparing in advance how to operate during emergencies and by taking other
measures. According to the preparatory work of the legislation, preparedness includes the
maintenance of backup facilities, backup systems, provisions for remote operations and
preparedness for manual operations.

According to the original wording of the preparedness obligation provisions, the Financial
Inspection Authority planned to issue more detailed instructions on how the provisions
would be applied. The provisions on the competence of the Financial Inspection Author-
ity were based on the principles applied before the existing Constitution of Finland. The
provisions on the competence of the Financial Inspection Authority (now Financial Super-
visory Authority) to issue such instructions have since been repealed in connection with
the revision of the special acts on bodies with preparedness obligations. Unlike in the leg-
islation applying to telecommunications companies, the provisions on preparedness ob-
ligations were not supplemented with provisions on the power of government agencies
to issue regulations. Since then, the preparedness obligation in the financial markets has
been steered by government agencies on a non-binding basis and through cooperation
between government agencies and the parties with a preparedness obligation.

The operating environment of the financial markets and the operating practices of the
parties with a preparedness obligation have changed substantially. The general nature of
the provisions on the preparedness obligation has given rise to unclarity concerning their
application. It has also become clear that the non-binding steering, which is mainly based
on the recommendations issued by government agencies and cooperation between gov-
ernment agencies and the parties with the preparedness obligation, is not an adequately
effective and workable steering instrument to implement the objectives laid down in the
legislation. The current level of preparedness in the financial markets is not in accordance
with the Security Strategy for Society or the preparedness targets set by the Government
on the basis of the Security of Supply Act. Inadequacies in the financial market prepared-
ness constitute a risk to the safeguarding of the vital functions of society, also considering
the changes in Finland’s security environment.

The EU has also recognised that reliable financial and payment systems are vital to the
functioning of society and that measures should be taken to ensure their continuity. The
focus in the EU measures to enhance the capacity to cope with disruptions is on the ex-
change of information on threats and on removing obstacles to the exchange of infor-
mation. In their own financial-market preparedness measures, individual Member States
have given priority to threats other than economic disruptions. Local or more extensive
disruptions affecting infrastructures critical to the financial markets cannot be neutralised
by official orders or by applying special powers. Instead, there must be access to adequate
backup systems, which was also what was originally intended in the existing preparedness
legislation.
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