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ECONOMIC SURVEY - SUMMER 2019

PREFACE

This Economic Survey offers projections of economic developments in 2019-2021.
The forecast and trend projections in the survey are prepared independently

by the Ministry of Finance Economics Department based on the Act on the
implementation of the Treaty on Stability, Coordination and Governance in the
Economic and Monetary Union and on multi-annual budgetary frameworks
(869/2012).

The forecasts are based on national accounts data for 2019 published by Statistics
Finland in May 2018 and on other public statistical sources available by 11 June
2019.
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The source for all data on materialised developments is Statistics Finland unless otherwise indicated.

SYMBOLS AND CONVENTIONS USED

- nil

0 less than half the final digit shown

not available

not pertinent

forecast

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

IMF  International Monetary Fund

MoF  Ministry of Finance

*¥%

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

Economic outlook for 2019-2021

Over the next few years, the Finnish economy will grow at a more moderate rate

than in recent years. Slower growth in world trade will be reflected in Finnish export
growth during the forecast period. The outlook for Finland’s key export markets has
weakened even though from the next year onwards, export demand will again pick

up.

In the medium term (2022-2023), due to structural factors affecting the economy,
economic growth will slow down to under one per cent. A decrease in working-
age population will be followed by a contraction in labour input. High structural
unemployment is also limiting the growth of labour input.

Finland’s general government budgetary position will strengthen next year but will
gradually weaken after that. The general government debt to GDP ratio will also
start increasing again in the early years of the 2020s.

The summer 2019 macroeconomic forecast prepared by the Ministry of Finance
does not include the economic policy measures for the period 2020-2023 outlined
in the Government Programme of Prime Minister Rinne’s Government.

World trade growth slows down temporarily

World trade will grow at a considerably slower rate this year than in 2018. The
slowdown is largely a result of the trade conflict between the United States and
China but economic growth has continued, supported by domestic demand. World
economic growth will slow down from 3.6% in 2018 to 3.3% this year.

1"
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There was a sharp slowdown in world trade growth during the last months of 2018
and the growth will decelerate to 2.5% this year. The better-than-expected growth
figures for the first months of 2019 indicate that world trade is picking up again.

Economic growth in the United States was stronger than expected during the first
quarter of this year, following weak performance during the last months of 2018.
However, growth will slow down from last year because it is no longer supported by
private consumption contribution in the same way as in 2018. Total output growth
will slow down from last year’s 2.9% to 2.3% in 2019 and to 2.1% in 2020.

Chinese economic indicators suggest that the slowdown will continue. Slowdown
in retail trade, reflecting trends in private consumption, has continued for some
time. Export outlook for the next few years is overshadowed by the continuing
trade conflict with the United States. The Chinese government has introduced
stimulating fiscal policy measures to boost economic growth. Growth will, however,
remain slightly below six per cent during the forecast period.

The outlook for the euro area weakened during 2018. Many European economies
posted better-than-expected growth figures for the first quarter of this year. Growth
in major economies is supported by domestic demand as the outlook for exports
remains modest. Growth in the euro area will slow down to 1.2% this year but will
accelerate to slightly more than 1.5% in the next few years.

In the United States, the fact that consumer price inflation has remained under the
target set by the central bank has fuelled expectations of lower key interest rates.
Short-term market rates in the euro area are expected to remain at low levels as the
expectations of higher key interest rates have not materialised. Interest rates on
government loans in the euro area have remained low. The only exception is Italy
where political tensions have caused the rates to rise.

Weaker outlook for foreign trade

Finland’s GDP is expected to grow by 1.6% in 2019. The volume of exports will grow
by 2.9%, mainly due to deliveries of ships. Growth in other industrial sectors will be
modest. Exports of services will again grow at a slightly faster rate. The demand for
Finnish exports will only grow by 1.8% in 2019, primarily due to a weaker outlook in
Europe. Even though the outlook for exports and the world economy is now more

12



ECONOMIC SURVEY - SUMMER 2019

subdued, there will not be any substantial weakening in the outlook for Finland’s
export industries in the early part of the forecast period.

Housing investments will fall but the outlook for production investments is

bright. Private investments are expected to go into decline during 2019, while
public investments will continue to grow. Public investments arel the main factor
boosting non-residential building construction and civil engineering construction.

Growth in private consumption will remain steady in 2019 even though real
household disposable income will increase by almost 3%. According to Statistics
Finland, private consumption contracted during the first quarter. In 2019, private
consumption will be boosted by higher earnings and a higher employment rate.
Household disposable income will continue to grow at a rapid rate.

The number of employed people will increase by 1.1% in 2019, even though
about half of this growth was already achieved during the last quarter of 2018.The
employment rate for the whole of 2019 is expected to be at 72.6%.

However, there has not been any further fall in unemployment during the early
months of 2019 and the seasonally adjusted unemployment rate has remained at
6.6% since January. Driven by growth in employment, unemployment will continue
to fall in 2019. The projected unemployment rate for 2019 is 6.6%.

Agreement-based pay increases will be higher in 2019 and the wage drifts coming
on top of them are expected growth faster than in 2018. As a result, nominal
earnings will rise by 2.7%. As the employment rate is rising, the total wage bill is
expected to grow by 3.8% this year.

The projected inflation rate for 2019 is 1.2%. As whole, inflationary pressures are
higher than last year but the impact of tax increases will be lower this year than

in 2018. As earnings are rising, prices of services are again expected to increase
more rapidly than in 2018. However, as in 2018, prices of goods will have a negative
impact on inflation and as a result, baseline inflation will remain moderate.

In 2020, economic growth will slow down to 1.2%. In line with export demand,
exports will grow at a moderate rate. There will not be any increase in Finland’s
share of world exports. The rate of export growth will slow down towards the end of
the forecast period and Finland’s share of the world markets will shrink.

13
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Finland’s foreign trade surplus will reach almost EUR 1.5 billion towards the end of
the forecast period but the service account deficit will persist, amounting to more
than EUR 2.5 billion euros throughout the period. The current account will continue
to show a deficit because there will not be any reduction in the deficit in factor
incomes and current transfers. In addition to current transfers, the primary income
account will also be slightly in the deficit in the forecast period.

The outlook for production investments is fairly bright even though they will
grow only modestly this year. A large number of billion-class projects are planned
in Finland. Private consumption will grow as the growth in earnings accelerates.
Despite slower growth in the number of employed people, the total wage bill will
grow at the same rate as this year.

A slowdown in economic growth and a rise in nominal wages will gradually weaken
employment growth. A situation where unemployment is falling to the levels
experienced during the cyclical peak before the financial crisis will tighten the
labour market, which in turn will create more pressures for wage increases and give
rise to labour bottlenecks in the Finnish economy.

In 2021, Finland’s GDP will grow by 1.1%. Decrease in housing investments will slow
down the overall growth in private investments. As a result, private investments
will grow at an average rate of only 1.2%. Their GDP ratio will remain unchanged, at
slightly more than 18%.

Private consumption growth will remain stable, despite a moderately faster inflation
rate. Boosted by further increases in earnings, real income will continue grow at a
rapid rate. As a whole, inflationary pressures are expected to grow only slowly in the
later years of the forecast period. The rise in earnings is expected to gradually have
a broader impact on prices and consumer demand will grow steadily.

Further decline in the working-age population will push the employment rate to
73.5% by 2021. However, economic growth alone will not push the employment
rate to 75% unless the Government takes measures in addition to those that have
already been introduced.

As unemployment is falling and the mismatch between labour supply and demand
is increasing, the rate of growth in earnings is expected to approach the annual rate
of three per cent, the average for the past 19 years.

14
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Without new measures to boost employment, Finland’s public finances will
gradually deteriorate

The steady growth of the Finnish economy for the past three years has improved
the state of general government finances. Finland’s general government budgetary
position will continue to strengthen next year but will gradually weaken after that.
The general government debt to GDP ratio will also start increasing again. Finland’s
general government finances are burdened by a rise in expenditure resulting from
an ageing population.

Despite steady economic growth, central and local government expenditure
exceeds the revenue. The combined central and local government deficit will reach
EUR 4.9 billion by the year 2023. Only employment pension institutions will post a
surplus towards the end of the Government term.

The summer 2019 macroeconomic forecast prepared by the Ministry of Finance
does not include the economic policy measures for the period 2020-2023 outlined
in the Government Programme of Prime Minister Rinne’s Government, which took
office on 6 June 2019. The measures set out in the Government Programme will
be considered in the forecasts as the decisions on them become more specific and
their effects can be verified.

Table 1. Key forecast figures

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

EURbn change in volume, %
GDP at market prices 234 2.8 2.7 24 1.6 1.2 11
Imports 92 54 3.8 3.8 1.9 2.6 1.9
Total supply 326 3.5 29 2.8 1.7 1.6 13
Exports 91 3.5 7.7 15 29 29 2.0
Consumption 178 21 0.7 14 1.3 1.3 1.2
private 125 2.2 1.2 1.4 1.5 1.6 1.7
public 53 1.8 -04 14 0.7 0.4 0.3
Investment 53 8.6 43 3.2 0.9 0.5 0.5
private 43 8.7 4.8 33 0.4 1.8 1.2
public 10 8.0 24 3.0 33 -5.3 -2.5
Total demand 323 33 33 2.0 1.6 1.5 1.2
domestic demand 233 33 1.8 2.2 1.1 0.9 0.9

15
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Table 2. Other key forecast figures

2016 2017 2018 2019**  2020** = 2021**
GDP, EURbn 216 224 234 242 250 258
Services, change in volume, % 1.9 1.7 1.8 14 13 1.2
Industry, change in volume, % 2.7 6.5 2.5 29 1.9 1.7
Labour productivity, change, % 21 1.9 -0.5 0.6 0.9 0.9
Employed labour force, change, % 0.4 11 2.6 1.1 0.5 0.3
Employment rate, % 68.7 69.6 n7 72.6 73.2 73.5
Unemployment rate, % 8.8 8.6 74 6.6 6.3 6.2
Consumer price index, change, % 0.4 0.7 1.1 1.2 1.5 17
Index of wage and salary earnings, change, % 0.9 0.2 17 2.7 33 3.1
Current account, EUR bn -1.6 -0.7 -4.4 -3.6 -3.6 3.6
Current account, relative to GDP, % -0.7 -0.3 -19 -1.5 -14 -14
Short-term interest rates (3-month Euribor), % -0.3 -0.3 -0.3 -0.3 -0.2 0.1
Long-term interest rates (10-year govt. bonds), % 0.4 0.5 0.7 0.3 0.6 1.1
General government expenditure, relative to GDP, % 55.9 54.2 53.1 52.8 523 52.2
Tax ratio, relative to GDP, % 44.0 433 424 4.2 4.2 4.0
General government net lending, relative to GDP, % -1.7 -0.8 -0.7 -0.6 -0.3 -0.4
Central government net lending, relative to GDP, % -2.7 -1.8 -1.2 -0.7 -0.7 -0.7
General government gross debt, relative to GDP, % 63.0 61.3 58.9 58.3 57.8 58.1
Central government debt, relative to GDP, % 474 47.2 44.9 44.2 434 43.2

Under the Government Programme, balancing Finland’s general government
finances by the year 2023 in a situation where the world economy grows at

a normal rate is one of the key targets for the current Government term. This
objective can only be met if Finland achieves the employment rate target of 75%
set by the Government.

Risks inherent in the economic growth

Intensification of the trade conflicts is the key downside risk in the economic
outlook. The risk is heightened by the unpredictability of the US trade policy.

A hard Brexit would weaken the outlook for Europe. If the risks inherent in the
Italian economic policy are realised, the effects may be felt in the entire euro area.
Heightening of geopolitical tensions would lead to higher crude oil prices.

16
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Lowering of the trade tensions is probably the most important positive risk.
Domestically the role of large projects as a risk factor for the investment forecast
is highlighted in the long run. Without the decisions to launch major projects,
investments would grow at a substantially slower rate and if most of the projects
are initiated, the forecast would be too cautious.

Medium-term outlook

Finland’s gross domestic product grew by more than two per cent in 2018. This
year, growth is projected to slow down to around one and a half percent. In 2020
and 2021, growth will continue at a moderate rate of just over one per cent. In the
medium term, between 2022 and 2023, economic growth is expected to fall below
one per cent." In historical terms, the growth expected for the medium term is slow,
which is a result of the structural factors affecting the economy.

The growth in labour input boosts potential output growth in the current and, to
some extent, also in the next year. After this, there will be a gradual reduction in
labour input because working-age population continues to fall. High structural
unemployment is also a factor limiting the growth in labour input.

In historical terms, growth in total factor productivity has been modest in recent
years and this trend will continue. The output of high-productivity sectors has
declined and services have become more predominant in the overall structure

of the economy. Total factor productivity growth trend is expected to be close to
one per cent in the medium term, which can be compared with an average annual
growth of more than two per cent in the early years of the 2000s. The predicted
total factor productivity growth trend is nevertheless well above the average of the
past ten years.

1 The medium-term economic outlook can be estimated on the basis of the potential output, which is
considered to define the growth potential for the economy. In its assessments of potential output, the
Ministry of Finance uses the production function method jointly developed by the European Commission
and EU Member States, in which potential output growth is divided into projections of potential labour
input, capital and total factor productivity. Potential output and output gap are latent variables, the
assessment of which involves uncertainties, especially during a strong economic cycle and under
conditions of rapid changes in the production structure.

17
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In addition to labour input and total factor productivity, the production conditions
of the economy are also influenced by the capital stock. The low investment

rate that continued for several years slowed down capital stock growth and thus
weakened the growth potential of the economy. Investments have picked up and
the rise in the rate of investment will also increase potential output by an annual
rate of about half a per cent through capital stock growth.

The output gap is expected to be about half a per cent positive relative to potential
output in 2019. Finland'’s gross domestic product will grow at a slightly slower

rate than potential output in the period 2020-2021, when the positive output

gap is expected to start closing. In the medium term, the positive output gap is
expected to close as the period of high economic growth will gradually come to

an end. However, it is extremely difficult to predict the start of the next economic
downturn.

Table 3. Key forecast figures for the medium term

2017 2018 2019 2020** 2021** 2022** 2023**

GDP at market prices, change in volume, % 2.7 24 1.6 1.2 11 0.9 0.7
GDP, EUR bn 224 234 242 250 258 265 272
Consumer price index, change, % 0.7 1.1 1.2 15 1.7 1.8 1.8
Unemployment rate, % 8.6 74 6.6 6.3 6.2 6.3 6.5
Employment rate, % 69.6 7.7 72.6 73.2 73.5 73.5 733
General government net lending, relative to GDP, % -0.8 -0.7 -0.6 -0.3 -0.4 -0.6 -0.7

Central government -1.8 -1.2 -0.7 -0.7 -0.7 -0.7 -0.8

Local government -0.2 -0.8 -1.0 -0.8 -0.9 -1.0 -1.0

Social security funds 1.2 13 11 13 1.2 11 11
Structural balance, relative to GDP, % -0.5 -0.8 -1.0 -04 -0.5 -0.7 -0.7
General government gross debt, relative to GDP, % 61.3 589 583 57.8 58.1 58.6 59.4
Central government debt, relative to GDP, % 47.2 449 44.2 434 43.2 43.2 435
Output gap, % of potential output’ -0.5 0.3 0.4 0.2 0.2 0.2 0.0

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

18
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ECONOMIC POLICY MEASURES SET OUT IN THE GOVERNMENT
PROGRAMME

The economic policy decisions of the Government Programme have not been
included in the macroeconomic forecast

The Government of Prime Minister Rinne took office on 6 June 2019. The programme

of the new Government was published on 3 June 2019. Under the Government
Programme, the key targets for the government term are as follows: raising the
employment rate to 75% by the end of 2023, balancing Finland’s general government
finances by the year 2023 in a situation where the world economy grows at a normal
rate, and reducing inequality and income gaps. The aim is also to ensure that Finland can
be put on a path towards achieving carbon neutrality by 2035.

The summer 2019 macroeconomic forecast prepared by the Ministry of Finance does
not include the economic policy measures for the period 2020-2023 outlined in the
Government Programme. The spending limits and the scale of the permanent changes
in expenditure and taxation at 2023 level are described in the Government Programme.
The scale of the one-off expenditures for the period 2020-2022 is also described in the
document. The timing of the measures will, however, be specified at a future date. The
economic policy measures set out in the Government Programme will be included in the
macroeconomic forecasts of the Ministry of Finance as the decisions on them become
more specific and their effects can be verified.

Calculation of the economic policy measures and objectives set out in the
Government Programme

This box presents a calculation of how the economic policy measures and objectives
contained in the Government Programme could impact Finland's general government
finances if they are carried as set out in the document.

Economic policy measures and objectives set out in the Government Programme
Direct budgetary measures:

« Permanet spending increases totalling EUR 1.3 billion at 2023 levels.

« Spending limits will include a supplementary budget provision of EUR 0.1 billion
and an unallocated reserve of EUR 0.1 billion at 2023 levels.

- A total of EUR 0.2 billion in expenditure will be reallocated.

- One-off expenditures totalling EUR 3.05 billion between 2020 and 2022. Most of
these will be funded through property income.

« A tax package with a net impact of slightly more than EUR 0.7 billion on general
government finances.

Objective requiring structural measures:

« Employment rate of 75%
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As the measures set out in the Government Programme have not yet been fully
specified, this calculation is based on the following assumptions:

- Half of the permanent spending increases, reallocation of expenditure and tax
measures will be implemented in 2020, one quarter in 2021 and the rest in 2022.

+ The one-off expenditures of about EUR 3 billion will be evenly allocated throughout
the period 2020-2022.

+ There will be a steady improvement in the employment rate between 2020 and 2023
so that at the end of the government term, the number of employed people will be
60,000 higher than under the baseline scenario.

+ The general government expenditure arising from the measures raising the
employment rate will be covered through expenditure reallocation or by including
the expenditure in the permanent or one-off expenditure increases set out in the
Government Programme.

Table. Economic growth required for the targeted employment rate and general
government budgetary position

ey T T o

General government net lending. % of GDP

baseline (Ministry of Finance. June 2019) -0.6 -0.3 -0.4 -0.6 -0.7

baseline + direct budgetary measures -0.6 -0.9 -1.0 -1.2 -1.0

baseline + direct budgetary measures + economic growth

required for achieving the employment rate target -0.6 -0.3 -0.1 -0.2 0.1
Employment rate. % 72.7 73.7 74.4 74.9 75.0
GDP. % change in volume 1.6 2.8 2.5 1.4 1.1
Inflation. % 1.2 1.5 1.9 1.9 1.9

Without measures raising the employment rate, general government finances
would post a deficit of about one per cent relative to GDP in 2020-2023. The direct
budgetary measures contained in the Government Programme will weaken general
government budgetary position by about EUR 0.6 billion at 2023 level.

« The permanent spending increases, the supplementary budget provision and the
unallocated reserve will increase general government expenditure by about EUR 1.5
billion compared to the spring forecast of the Ministry of Finance at 2023 level if the
supplementary budget provision and the unallocated reserve are fully used.

« The tax package and the reallocation of expenditure will cover about EUR 0.9 billion of
the impact of the permanent spending increases, the supplementary budget provision
and the unallocated reserve.
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« The Government is planning to fund most of the one-off expenditures of EUR 3.05
billion through property income. Income from the sales of property is not recorded
as revenue in the national accounts. For this reason, the one-off expenditures will
weaken general government budgetary position in the period 2020-2022. If the
investments will end in 2022, they will have little impact on general government
budgetary position in 2023.

The Government Programme target of balancing Finland's general government finances
is based on raising the employment rate to 75% by the year 2023. The economic growth
rate required for achieving this is analysed in the calculation. Sustainable economic
growth requires a higher employment rate and higher labour productivity.

The employment rate target can only be achieved if major structural reforms
boosting labour supply and demand are introduced. It requires that:

- Social partners agree on effective and adequate measures improving the match
between labour supply and demand, structural unemployment is reduced and more
individuals outside the labour force are activated to seek work.

+ The Finnish economy and the demand for labour grow more rapidly than under the
baseline scenario throughout the government term.

» Higher employment will only improve general government finances if the new jobs
are created in the private sector.

The average annual GDP growth should be one percentage point faster than under the
baseline scenario over the next four years so that the number of employed people would
be 60,000 higher than forecast by the year 2023. Labour productivity should also grow
faster than forecast.

Achieving faster economic growth would require more competition in the product
market, deregulation and reforms creating more jobs. Measures boosting economic
growth through job creation would also improve labour productivity. Such measures
would also slow down GDP price rise. At the same time, higher indirect taxes will boost
consumer price rises. The additional expenditure set out in the Government Programme
will also boost demand for labour, mostly during the first years of the government term.

The employment rate target can be achieved in a variety of GDP growth scenarios.
Measures substantially improving the supply of jobs might even lower labour
productivity in the short term even though in the long term, they will boost economic
growth and labour productivity.
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1 Economic outlook

1.1 Global economy

Uncertain outlook for the world economy

This year, world output will grow at a considerably slower rate than in 2018. This
development is largely the result of the trade conflict between the United States
and China, which is slowing down growth in world trade. In many key economies,
growth is driven by domestic demand. World economic growth will slow down from
3.6% in 2018 to 3.3% this year. The better-than-expected figures for the first months
of the year would indicate that a recovery is on the way but as a whole the outlook
remains uncertain.

Economic growth in the United States was stronger than expected during the first
quarter of this year, following a weak performance during the last months of 2018.
However, growth will slow down from last year because of the waning contribution
of private consumption. Consumer confidence remains strong but expectations
about the future are weaker. The trade conflict with China is dampening
expectations of new export orders. The fact that consumer price inflation has
remained under the target set by the central bank has fuelled expectations of lower
steering rates. Total output growth will slow down from last year’s 2.9% to 2.3% in
2019 and to 2.1% in 2020.

Chinese economic indicators suggest that the slowdown will continue. Slowdown
in retail trade, reflecting trends in private consumption, has continued for some
time. Export outlook for the next few years is overshadowed by the continuing
trade conflict with the United States. The Chinese government has introduced
stimulating fiscal policy measures to boost growth. Growth will, however, remain
slightly below six per cent during the forecast period.
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The outlook for the Japanese economy in the next few years is characterised by
slow growth, which is largely due to structural factors. Inflation has not accelerated
as expected, which means that the extremely light monetary policy supporting
growth is expected to continue. Increase in the value-added tax in October this year
is creating uncertainty. Growth will remain at slightly below one per cent in the next
few years.

Gross domestic product
change in volume, %
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Sources: Statistical authorities, MoF VM34170

The outlook for the euro area weakened during 2018. There was a particularly steep
fall in industrial confidence. However, many European economies posted better-
than-expected growth figures during the first quarter of this year. Growth in major
economies is supported by domestic demand as the outlook for exports remains
modest. Growth in the euro area will slow down to 1.2% this year but will accelerate
to slightly more than 1.5% in the next few years.

The uncertainty arising from Brexit is dampening growth prospects in the United
Kingdom. Despite low unemployment, consumer confidence remains weak. The
outlook for industry is difficult. Economic growth will remain sluggish in the coming
years, at about one per cent.
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Unemployment rate
seasonally adjusted, %
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The Russian economy grew at a faster-than-expected rate in 2018. The growth
potential of the economy remains modest, However, and economic outlook is
hampered by sizeable structural problems, such as low capacity utilisation rate,
low labour productivity and inadequacies in the business operating environment.
Growth will slow down to slightly below 1.5% in the next few years.

Driven by domestic demand, the Indian economy will grow rapidly in the next few
years. The positive outlook is enhanced by the structural reforms introduced over
the past few years.

Crude oil prices have risen slightly from the low levels at the start of the year even
though there has been a sharp fall recently. Oil prices are extremely sensitive to
rapid changes. Gradual price increases can be expected in the next few years. Prices
of other raw materials are expected to go up moderately in the forecast period.
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Raw materials prices
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Short-term market rates in the euro area are expected to remain at low levels as
the expectations of higher steering rates have not materialised. Interest rates on
government bonds in the euro area have remained low. The only exception is Italy
where political tensions have caused the rates to rise.

World trade is overshadowed by tensions

The outlook for world trade is overshadowed by the trade conflict between the
United States and China. There was a substantial slowdown in world trade growth
at the end of 2018 and as a result, the growth contribution for this year will be
negative. This year, world trade growth will slow down to 2.5% but a recovery is
expected in the next few years.

World trade

change in volume, %

01 03 05 07 09 1 13 15 17 19 21
= World trade m Finnish exports

Sources: CPB Netherlands Bureau for Economic Policy Analysis, Statistics Finland, MoF  vm34170
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There are risks overshadowing the outlook for world economy

Spreading of trade conflicts is the key downside risk in the economic outlook.
The risk is heightened by the unpredictability of the US trade policy. A hard Brexit
would weaken the outlook for Europe. If the risks inherent in the Italian economic

policy are realised, the effects may be felt in the entire euro area. Heightening of

geopolitical tensions would lead to higher crude oil prices.

Easing of trade policy tensions is a potential positive risk.

Table 4. Gross domestic product
2016 2017 2018 2019**

change in volume, %

World (PPP) 3.2 3.6 3.6 33
Euro area 1.8 24 1.8 1.2
EU 1.7 23 1.8 1.2
Germany 1.9 2.2 1.5 0.6
France 1.2 2.2 1.6 13
Sweden 13 2.1 24 1.4
United Kingdom 1.8 1.8 14 1.0
United States 1.6 24 29 23
Japan 1.0 1.9 0.8 0.9
China 6.7 6.8 6.6 5.8
India' 6.7 6.2 74 7.6
Russia -0.2 1.6 23 1.4
'Fiscal year

Sources: Eurostat, statistical authorities, IMF, World Bank, MoF

Table 5. Background assumptions

2016 2017 2018 2019**

World trade growth, % 15 5.1 3.7 2.5
USD/EUR 1.10 1.15 1.18 1M
Industrial raw material price index, EA, €

(2015=100) 96.5 114.5 118.5 124.9
Crude oil (Brent), $/barrel 45.2 54.8 716 70.3
3-month Euribor, % -0.3 -0.3 -0.3 -0.3
Government bonds (10-year), % 0.4 0.5 0.7 0.3
Export market share (2010=100)" 90.0 94.0 92.0 92.0
Import prices, % -2.2 3.8 3.6 24

1 Ratio of export growth to world trade growth
Sources: Statistical authorities, CPB, HWWI, Reuters, MoF
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2020%*

3.4
1.5
14
1.6
1.4
1.8
0.9
21
0.8
5.8
74
13

2020%*

33
1.08

131.0
75.9
-0.2

0.6
92.0
24

2027**

3.3
1.6
15
17
13
1.8
0.8
2.0
0.7
5.7
13
1.2

20271**

3.2
1.08

139.0
79.7
0.1
11
91.0
1.8
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1.2 Foreign trade

Slower growth in world trade will be reflected in Finnish export growth during
the forecast period. Export demand will grow more slowly in 2019, which is
primarily due to a more moderate economic growth in the euro area. The outlook
for Finland’s key export markets has weakened even though from the next year
onwards, export demand will pick up again.

1.2.1 Exports and imports

The demand for Finnish exports will only grow by 1.8% in 2019, primarily due

to a weaker outlook in Europe. In the first months of the year, there has been a
decline in new orders in manufacturing in Germany and Sweden, Finland’s biggest
export markets. Europe accounts for a large proportion of Finland’s exports, which
means that the demand for Finnish exports will grow more slowly than world
trade. Furthermore, world trade will only grow by 2.5% in 2019 because emerging
economies are growing at a slower rate than expected.

Even though the outlook for export markets and the world economy is now more
subdued, there will not be any substantial weakening in the outlook for Finland’s
export industries in the early part of the forecast period. However, exports will grow
primarily as a result of ship deliveries in 2019. Growth in other industrial sectors

will be modest. Exports of services will grow at a slightly faster rate. The volume

of exports grew by 3.8% in the first quarter of 2019. Exports of both goods and
services contributed to the growth even though service exports grew more rapidly.
The volume of exports will grow by 2.9% in 2019.

World trade and the demand for Finnish exports are expected to pick up in 2020
and 2021. The demand for Finnish exports will grow by 2.7% in 2020 and by 2.6%
in 2021. The brighter outlook for export demand is mainly due to a more rapid
economic growth in Finland’s most important export markets. In line with export
demand, exports will, however, grow only moderately. There will not be any
increase in Finland’s share of world exports. The rate of export growth will slow
down towards the end of the forecast period.
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Functioning of the international trade system is one of the uncertainties affecting
Finland’s exports. The trade tensions between major economies may have an
impact on world trade and, consequently, on Finland’s exports. At the same time,
increases in unit labour costs may have a negative impact on exports during the
forecast period if costs in our competitors rise more slowly than in Finland.

The volume of imports fell by 1.9% in the first quarter of 2019. This was due to a
decline in goods imports as imports of services increased substantially. During the
early part of the forecast period, imports will be sustained by domestic consumer
demand even though imports will grow at a substantially slower rate in 2019 than
in the past few years. Imports will grow by 1.9% in 2019. Faster rise in investments
in machinery and equipment at the end of the forecast period will also be reflected
in imports and imports will pick up in 2020.

Table 6. Foreign trade
2016 2017 2018 2019 2020%*  2021**

change in volume, %

Exports of goods and services 35 77 1.5 2.9 2.9 2.0

Imports of goods and services 54 3.8 3.8 19 2.6 19
change in price, %

Exports of goods and services -19 33 3.8 19 21 1.8

Imports of goods and services -2.2 3.8 3.6 24 24 1.8

1.2.2 Prices and current account

Driven by raw material prices, import prices rose in the first quarter of 2019. Price
rises in industrial raw materials and oil will lead to further increases in import prices
during the forecast period. The rises in the prices of imported goods will peak in
2020 and the rate of growth will slow down in 2021.

Terms of trade weakened substantially during the first quarter of the year as prices
of export goods rose only slightly. As a whole, export prices will rise at a moderate
rate in the forecast period and more slowly than import prices. In 2020, export
prices will rise more rapidly than in 2019, which is in line with increases in import
prices. There will not be any significant weakening in the terms of trade towards the
end of the forecast period.
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The value of both exports and imports will increase in the forecast period, a result
of higher volumes and higher prices. In 2019, the value of exports will grow faster
than the value of imports, which will narrow the current account deficit. In 2020
and 2021, the value of exports and imports will grow at more or less the same rate.
Finland's foreign trade surplus will reach almost EUR 1.5 billion towards the end

of the forecast period but the service account deficit will persist, amounting to
more than EUR 2.5 billion euros throughout the period. The current account will
continue to show a deficit because there will not be any reduction in the deficit of
factor incomes and current transfers. Furthermore, in addition to current transfers,
the primary income account will also be slightly in the deficit during the forecast

period.

Unit labour costs
2005=100, nominal
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Table 7. Current account

2016 2017 2018 2019%*  2020%*  2021**

EURbn
Balance of goods and services 2.2 0.3 -1.6 -1.2 -1.2 -1.2
Factorincomes and income transfers, net 0.6 -1.0 -2.8 -4 -4 -4
Current account -1.6 -0.7 -44 3.6 3.6 -3.6
Current account, relative to GDP, % -0.7 -0.3 -1.9 -1.5 -14 -14

1.3 Domestic demand

1.3.1 Private consumption
Households are saving more

Growth in private consumption will remain steady in 2019 even though real
household disposable income will increase by almost 3%. According to Statistics
Finland, private consumption contracted during the first quarter. The demand

for durable goods in particular fell during the first months of the year as first
registrations of cars decreased. There was also a year-on-year decline in the demand
for services, compared to the first quarter of 2018. In fact, the household savings
rate is now positive even though the rate is at historical lows.

In 2019, private consumption will be boosted by higher earnings and a higher
employment rate. The wage bill will increase by almost 4% and it will sustain a rapid
growth in household disposable income.

Supported by disposable income, private consumption will grow in 2020. Growth
in the wage bill will be sustained by a more rapid increase in earnings as the
employment rate is no longer rising at the same rate as in 2019. The total wage bill
will grow at the same rate as this year. Reinstatement of the public sector holiday
bonuses in 2020 will temporarily accelerate the growth in earnings.

Earnings will continue to grow at a rapid rate in 2021. However, there will be a
slight slowdown in wage bill growth as the employment rate is no longer growing
as rapidly as in 2020. This will also slow down the growth in household disposable
income. However, there will not be any slowdown in the growth of private
consumption. Despite a slightly faster inflation rate, a rapid growth in real income
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will continue. Private consumption will continue to grow slightly more slowly than
income, which will boost household savings. Household savings rate relative to
disposable income will gradually rise to about one per cent.

Industry and consumer confidence
balance, seasonally adjusted
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Household savings and debt
% of disposable income
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THERE WILL BE FURTHER RISES IN HOUSEHOLD DEBT

The need to slow down increases in debt and ways to do this have been discussed in

a number of forums. In recent years, growing household debt has been a source of
concern in many quarters, for example, the European Systemic Risk Board and the IMF
have highlighted the issue in their reports on Finland. The largest debts have been
accumulated by a relatively small number of households, making them particularly
vulnerable to negative developments in the economy or the housing market.
Popularity of variable rate loans and the resulting sensitivity to interest rate risks among
households has also caused concern. This spring, the Bank of Finland highlighted the
worryingly high levels of household debt. In addition to housing loans, there has also
been concern over consumer credit and a rapid increase in housing company loans.

Three out of five households in Finland have debts. About 18% of them have debts
amounting to more than 300% of their total wealth. As recently as two decades ago,
such households accounted for only two or three per cent of all households. If large
debts are measured as debt to total wealth ratio and the lower limit for large debts is
put at 75%, the percentage of large debts has remained more or less unchanged since
the late 1990s. In 2016, one out of four households with debts had debts exceeding
75% of its total wealth. In this definition, an owner-occupied home was by far the most
important asset item as it accounted for about one half of all total wealth.

Finns in the age groups 35-44 and 25-34 have the highest debts relative to income.

In these groups, housing loans account for almost 80% of all household debts. Debts
among those under the age of 24 have remained at 80% relative to disposable income.
On average, only one out of three households has housing loans, while about 60% of all
households have debts in general.

The debt to income ratio is highest among couples with children aged under seven. In
these households, the average debt to income ratio exceeds 200%. This group has been
the most indebted group in all wealth surveys and it has also been accumulating debts
at a faster rate than any other group over the past 20 years. The housing loan to wealth
ratio among couples with children aged under seven is above average but the changes
over the past two decades have not been significant. In relative terms, the debt to wealth
ratio among people under the age of 35 (single households or childless couples) has
risen fastest over the past 20 years, while the change in the debt to income ratio has
been closer to the average.

Indebtedness is particularly common among high-income households. About 60% of
all households have debts but in the three highest income deciles, more than three
quarters of all households have debts. In the two lowest income deciles, less than 10%
of all households have debts. According to Statistics Finland, six per cent of all Finnish
households were subject to credit restrictions in 2016. In most cases, the restrictions
applied to single-parent households of whom 15% said that they had encountered
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difficulties in obtaining credit. Debt ratios among high-income households are
significantly above average but below the levels of families with children. Debt ratios
among low-income households are substantially below average but they have increased
considerably since the previous wealth survey.

The indebtedness of Finnish households has continued to increase after 2016. The
household debt relative to annual gross income stood at 127.4% in 2018, which is above
EU average, though well below the levels in other Nordic countries.

The debt to income ratio is highest in the Uusimaa region (excluding the Helsinki
region) and lowest in Northern and Eastern Finland. However, there is more housing
equity in Uusimaa than in Northern and Eastern Finland. The housing debt to housing
equity ratio is substantially lower in Uusimaa and the Helsinki region than elsewhere in
Finland even though the household-specific housing loan median is significantly higher
in the Helsinki region and Uusimaa than elsewhere in Finland. Housing equity has not,
however, risen at the same rate as housing debts. When measured with the consumer
price index, real housing equity rose by only 3% between 1987 and 2016, while housing
debts increased by 50%

Household debts relative to income, by income decile

Household debts

relative to income, by income decile
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1.3.2 Public consumption

The largest items in public consumption expenditure are personnel expenses,

and goods and services purchased. Local government consumption accounts for
approximately two thirds and central government for less than one third of public
consumption, while consumption by social security funds makes up the remainder.
Public consumption expenditure increased last year and the rise in local government
consumption expenditure was particularly rapid. Growth has continued during the
first quarter of 2019. The price of public consumption will be boosted this year by
already agreed pay rises and the expiry of the holiday bonus cuts.

Public consumption expenditure will continue to grow in the next few years. The
expenditure adjustment measures introduced by the Government of Juha Sipila

will no longer slow down the growth and the need for services will continue to
increase as the population is ageing. Pressures to raise wages will become stronger

as the unemployment rate is approaching the level of structural unemployment. The
assumption is that this will accelerate the growth in earnings, which will also boost the
price of consumption.
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Table 8. Consumption
2018 2016 2017 2018  2019**  2020*%* = 2021**
share, % change in volume, %

Private consumption 100.0 2.2 1.2 1.4 1.5 1.6 1.7
Households 95.4 22 1.2 17 1.5 17 17
Durables 8.0 5.8 35 46 1.0 21 1.6
Semi-durables 77 2.6 2.5 1.8 1.8 2.8 23
Non-durable goods 25.5 0.5 -0.5 0.3 0.5 1.5 11
Services 543 21 17 1.9 2.0 1.5 1.8
Consumption by non-profit institutions 44 2.8 0.6 3.7 1.5 0.5 0.5
Public consumption 100.0 1.8 -0.4 14 0.7 0.4 0.3
Total 2.1 0.7 1.4 13 1.3 1.2

Individual consumption expendture in general
government 0.9 0.5 2.0 1.9 0.3 0.3
Total individual consumption expenditure 19 1.2 13 11 14 1.5
Households” disposable income 2.0 19 44 29 34 3.8
Private consumption deflator 0.4 0.6 13 14 1.5 1.7
Households’ real disposable income 1.6 13 31 15 1.8 21

%

Consumption as proportion of GDP (at current
prices) 78.9 713 76.2 75.8 75.9 76.0
Household savings ratio -0.6 -0.9 0.6 0.6 0.8 1.2
Household debt ratio’ 1263 1289 1274 1286 1295 1304

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

Decrease in housing investments - bright outlook for investments in productive
capital

Private investments are now growing at a slower pace because they only increased
by 0.5% during the first quarter of 2019. Private investments are expected to start
declining during 2019 as the fall in the number of building permits will also mean
fewer housing starts. A decrease in housing investments will slow down the ove-
rall growth in private investments during the forecast period and as a result, private
investments will grow at an average rate of only 1.2%. Their GDP ratio will remain
unchanged, at slightly more than 18%.

Investments
relative to GDP, %
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Sources: Statistics Finland, MoF VM34170

Housing construction has been at exceptionally high levels in the past two years,
as housing starts have totalled about 45,000 each year. However, as expected, the
number of new building permits have decreased by almost one third during the
first months of 2019, compared with the same period last year.

Nevertheless, the number of new housing starts increased year-on-year, which ca-
me as a slight surprise. The number of new housing starts is projected to decline to
38,000 this year and the downward trend is expected to continue in 2020 and 2021.
Housing investments will nevertheless remain at fairly high level and no collapse is
expected. Renovation construction investments are expected to grow steadily, at an
annual rate of between one and two per cent, throughout the forecast period.
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Investments
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The outlook for production investments is fairly bright even though they will grow
only modestly this year. A large number of billion-class projects are planned in
Finland. This is an exceptional situation because never before have so many such
projects been under way simultaneously. Especially in the forest industry, there
are plans to construct several production facilities that are more environmentally
friendly than the existing plants.

However, all these projects will be multi-stage processes (for example, they requi-
re a large number of different permits), which means that it is not yet known when
they will actually be built. Changes in the economic situation may also have an im-
pact on the decision to go ahead with the projects. These projects will give a boost
to industrial construction and, at a later state, probably also to warehouse construc-
tion.

Likewise, a substantial increase in machinery and equipment investments is expe-
cted during the forecast period. The value of the projects in the forecast that are
expected to be implemented has been raised from one billion euros to about EUR
1.5 billion. This is because decisions on some of the projects have already been ma-
de and especially as additional projects have been announced. The large projects
with construction starts planned for the period 2019-2021 total about EUR 7 billion.
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Investment and capacity utilization rate
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Public investments are the main factor boosting non-residential building construc-
tion and civil engineering construction. More building permits for hospitals and
schools have been granted, which means that more starts in these building catego-
ries can be expected.

Further increases in research and development expenditure are expected this year,
as indicated by the investment survey of the Confederation of Finnish Industries
(EK) at the start of the year. Public investments in research and development are al-
so on the increase.

Table 9. Fixed investment by type of capital asset
2018 2016 2017 2018 2019**  2020%* 2021**

share, % change in volume, %

Buildings 50.3 10.1 6.6 49 -1.0 -1.6 -2.2
Residential buildings 30.3 10.7 6.5 54 24 -4.5 -4.5
Non-residential buildings 20.0 9.4 6.8 43 1.2 2.6 1.0

Civil engineering construction 9.5 9.9 19 0.5 54 3.8 0.2

Machinery and equipment 22.6 13.7 6.1 1.6 2.0 4.2 3.8

R&D-investments1 17.6 -0.9 -2.3 2.2 2.5 4.1 3.7

Total 100.0 8.6 43 3.2 0.9 0.5 0.5
Private 81.5 8.7 438 33 0.4 1.8 1.2
Public 18.5 8.0 24 3.0 33 53 2.5

%

Investment to GDP ratio (at current prices)

Fixed investment 220 223 225 23 2.2 221
Private 17.8 18.2 183 18.1 18.2 18.3
Public 4.1 4. 4.2 4.2 4.0 3.8

"Includes cultivated assets and intellectual property products
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1.3.4 Publicinvestment

Public investments account for slightly less than 20% of all investments. Local
government investments account for more than half of public investments,

while central government investments account for the rest. The proportion of

social security funds is very small. Almost 30% of the public investments are civil
engineering investments, and other building investments account for a same
proportion of the total. Research and development investments account for slightly
more than 25% and machinery and equipment investments for slightly over 10 % of
the total.

Public investments will grow rapidly this year because there will be more
investments in the local government sector. The growth is due to such factors

as hospital construction and infrastructure investments. Public investments will
probably be cut next year as a result of tighter central government investment
budgets and stay at this level in 2021. The additional public sector investments set
out in the Government Programme of Prime Minister Rinne’s Government are not
included in the forecast.

1.4 Domestic production

1.4.1 Total output

Economic growth will continue but at a slower rate

Economic growth slowed down during the first months of the year. Gross value
added in the economy was 1.5% higher in January—March than a year earlier.

The slowdown was equally distributed among all main sectors but the trend was
strongest in primary production as the value added in agriculture contracted.
However, the value added in secondary production and services increased year-on-
year, which means that the Finnish economy is still growing on a fairly broad basis.
The gross value added remains one per cent lower than before the financial crisis
because Finland’s industrial output is still at a substantially lower level. The chemical
industry is the only sector where output is higher than before the financial crisis
more than a decade ago.

40



ECONOMIC SURVEY - SUMMER 2019

Economic productivity is weak. Labour productivity per hours worked contracted
by 0.5% last year and the trend has continued during the early months of 2019. This
is because productivity in the service sector fell by nearly one per cent. Productivity
in Finland only achieved the pre-financial crisis levels in 2018 though it is about ten
per cent above the euro area average.
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More signs of output growth have been received during the early months of
2019.These include the above-average order books in a number of industries,

the expectations of continuing growth in the main sectors and a high level of
construction activities in growth centres. At the same time, however, there are also
more signs of limits to the growth because many sectors still suffer from a shortage
of skilled labour and weak demand is more common in many private business
sectors than at the end of 2018. In fact, more than half of all industrial, construction
and service-sector companies are facing obstacles to growth.

41



PUBLICATIONS OF THE MINISTRY OF FINANCE 2019:43

Contribution to total production
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Despite obstacles to growth, the Finnish economy will still grow on a broad basis
this year. The growth is driven by an increase in orders demonstrating continuing
international demand in manufacturing, progress made in numerous construction
and renovation projects, and growth in service production. Although the period of
fastest growth appears to be over, the business tendency surveys carried out by EK
indicate that the positive trend will continue at least until late 2019. The forecast’s
background assumptions concerning continuing growth of world trade and

global economy also support export-oriented industrial production and therefore,
indirectly, business services. Growing imports of Finland’s most important trading
area, Europe, are good news for Finnish industries manufacturing investment and
intermediate products. Due to broad-based growth and a positive growth base,
gross value added for the economy will grow by slightly more than 1.5% this year.
Growth rate will level off in 2020 and 2021, but total output will still increase by
slightly more than one per cent in both years.

The forecast described above involves a large number of risks. There are numerous
uncertainties that may slow down the growth by weakening international demand
and, consequently, export-oriented industrial production. At the same time,
however, capacity increases in industries and services arising from the realisation of
investment plans may lead to faster than expected growth.
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Net lending by sector
relative to GDP, %
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1.4.2 Secondary production
Industrial output is slowing down

Finland’s industrial output will no longer grow at the same rate as in 2018. In the
early part of 2019, industrial output was one per cent higher than in the same
period of 2018, which means that growth was considerably slower than last year.
With the exception of the forest industry, output increased in all sectors. Growth in
the output of electrical and electronics and chemical industries was the main factor
contribution to the increase. The chemical industry boosted its turnover in Finland,
while the electrical and electronics industry increased its exports sales. The volume
of forest industry output declined as prices increased at a significantly faster rate
than the value of production.
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Manufacturing
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Raw materials and investment goods for exports account for most of Finland's
industrial production and the demand for these items is sustained by an upswing
in the global economy and trade and higher capacity utilisation. At the same time,
however, the cost competitiveness of Finnish companies in terms of nominal unit
labour costs no longer improved in 2018, compared to the rest of the euro area. In
fact, the value of new industrial orders only grew by 2.1% in the early months of
the year. Nevertheless, the order stock remains at average levels in many sectors.
The highest number of orders has been won by the metal industry but increasing
order books have also been reported by the chemical industry. Thus, the output
expectations for the coming six months are still fairly positive.

Volume index for industrial production
3-month moving average, change yoy, %
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According to business tendency surveys, companies in the forest, chemical, food,
building product and metal industries still expect the growth to continue in the
coming months. Textile and clothing and printing industries are the sectors with
the weakest output expectations. In forest industry, the output is pushed up by
increased demand for pulp, paperboard and sawn timber. Capacity increases in the
sector will also boost growth in the forest industry. In particular, orders for transport
equipment will uphold production in the metal industry for years to come. As a
whole, industrial output will increase by almost three per cent this year, a result of
positive growth prospects, the new orders received in the first months of the year
and the growth already experienced.

In the next few years, growth in export demand will be modest as world trade
continues to grow and imports are expected to increase in 2020 and 2021,
especially in the European market, which is important for Finnish companies.
Increases in production capacity and measures taken by companies to improve the
competitiveness of their products will provide Finnish industries with a stronger
output basis in the years ahead. Finland’s cost-competitiveness relative to the euro
area may weaken next year. Industrial value added will grow by about two per cent
next year but only by slightly more than 1.5% in 2021. Despite the growth, the
volume of industrial output in 2021 will remain ten per cent lower than in the peak
year of 2007.

The level of construction activity will fall from a high level

Construction continued to boost total output growth during the early part of the
year. Value added continued to grow at a steady rate of more than 2.5%. There are
numerous major construction projects in progress and during the past six months
work has started on new sites. The diverse nature of the construction activity also
helped to boost the growth. Migration is boosting the demand for housing in
growth centres and companies have launched capacity expansion and replacement
projects, which has been reflected in office, industrial and agricultural construction.
However, levels of new construction are higher in growth centres than outside
them, which means that growth is unevenly distributed across the regions. The
need for renovation construction is high, particularly in residential and public
buildings.
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Confidence and production in construction
seasonally adjusted balance and change yoy, %
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Output expectations in construction companies remain at a fairly high level
because the order stock is higher than average. However, many large buildings
will be completed this year and some of them are one-off projects, which means
that there will not be similar new construction projects to replace them in the near
future. The number of building permits has also declined for months, albeit from a
high level, especially in housing construction and the construction of commercial
and office buildings. The construction business is also the sector with the most
serious shortage of skilled labour. Supported by building projects in progress,
construction will increase by two per cent this year.

Construction will remain buoyant in growth centres in 2020 and 2021, but the
number of new starts will no longer increase at the same rate as in the past few
years, which means that construction will decline. Sharpest falls are expected

in the construction of blocks of flats and commercial buildings as well as in the

civil engineering sector. In 2020 and 2021, the focus will be on a small number of
regional construction projects and renovation construction, which means that
construction value added will decrease at an annual rate of about 1.5%. Despite the
fall, the level will still be substantially higher than before the financial crisis and the
volumes achieved in 2017.
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1.4.3 Services
Services will support economic growth

Finland’s service industries are undergoing a structural transformation. Usually,
private services are the main factor boosting service production but over the past
six months, the value added of public-sector services has grown at a substantially
faster rate than private-sector services. The value added of the whole service sector
increased by 1.5% in the first months of the year. Fastest growth was posted by
business services and services in the information and communications industries.
At the same time, however, the fall in the value added of the financial and insurance
sectors accelerated, while retail sales and wholesaling also contracted.

Service production
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The cyclical position of private services remains positive. Sales are on the increase
and the growth is generally expected to continue for the rest of the year. In service
sectors, weak demand and shortage of skilled personnel are slowing down growth
and more than half all companies taking part in business tendency surveys have
experienced obstacles to growth. The information and communication services as
well as the real estate business are the sectors best-placed for growth. Sales in the
retail and wholesale sector are also expected to grow. At the same time, the outlook
for finance and insurance are weaker than in other sectors. The increase of value
added in services this year will be 1.5% year-on-year.

47



PUBLICATIONS OF THE MINISTRY OF FINANCE 2019:43

In the future, services will be supported by the demand for end and intermediate
products of in-dustries and other service sectors, which means that services remain
well-placed for growth. Con-sumer-driven services will benefit from increases

in purchasing power. However, the fact that construction is expected to take a
downward turn will reduce the need for services in the sector. In 2020 and in 2021,
there will be a slight slowdown in service production growth and the average
annual growth will be at slightly more than one per cent.

Table 10. Production by industry
2018 2016 2017 2018 2019%%  2020%%  2021**

share, %1 change in volume, %
Industry 214 2.7 6.5 2.5 29 19 17
Construction 73 5.1 33 3.4 1.8 -1 -2.0
Agriculture and forestry 29 71 1.5 3.7 0.8 1.6 0.5
Industry and construction 28.7 32 57 2.7 26 1.1 0.7
Services 68.4 1.9 1.7 1.8 14 1.3 1.2
Total production at basic prices 100.0 24 2.8 2.1 1.6 1.3 1.1
GDP at market prices 2.8 2.7 24 1.6 1.2 11
Labour productivity in the whole economy 21 1.9 -0.5 0.6 0.9 0.9

1) Share of total value added at current prices.

1.5 Labour force

Achieving an employment rate of 75% will require additional measures

During 2018, employment grew more rapidly than what could be concluded on the
basis of the level of economic activity. However, Finland’s GDP and employment
rate growth slowed down during the first quarter of 2019. In April, seasonally
adjusted employment rate stood at 72.4%.

There has been a further increase in the demand for labour during the first months
of the year. According to Statistics Finland, the number of job vacancies in the first
quarter of 2019 was slightly higher than a year before. According to the confidence
indicators of the European Commission, the employment expectations of Finnish
companies remained at high level in April. However, when measured with the
vacancy rate (the percentage of job vacancies of all jobs), Finland is only at average
level among EU countries.
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The number of employed people will increase by 1.1% in 2019, even though about
half of this growth was achieved during the last quarter of 2018. The employment
rate for the whole of 2019 is expected to be at 72.6%.

There was a rapid fall in unemployment' in all regions and in all age groups during
2018. However, there has not been any further fall in unemployment during

the early months of 2019 and the seasonally adjusted unemployment rate has
remained at 6.6% since January.

Driven by a growth in employment, unemployment will continue to fall in 2019, but
at a slower pace compared to last year. The projected unemployment rate for 2019
is 6.6%.
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Unemployment rate = Unemployed / Labour force (15-74 yrs)
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Sources: Statistics Finland, MoF VM34170

1 Thereport‘The overall costs of unemployment for the national economy’ was published in January

in the publications series of the Government’s analysis, assessment and research activities: http://urn fi/
URN:ISBN:978-952-287-645-4. At the level of the national economy, the overall costs of unemployment
totalled EUR 10.8 billion in 2016. The report also examines the costs of the unemployment at individual
level using the SISU microsimulation model and assesses the costs and benefits of the labour market policy
measures.
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A slowdown in economic growth and a rise in nominal wages will gradually weaken
the growth in the demand for labour force in 2020 and 2021. A situation where
unemployment is falling to the levels experienced during the cyclical peak before
the financial crisis will tighten the labour market, which in turn will create more
pressures for wage increases and give rise to labour bottlenecks in the Finnish
economy.

Growth in the number of employed persons will slow down to 0.5% in 2020 and
t0 0.3% in 2021. Further decline in the working-age population will push the
employment rate to 73.5% by 2021. However, the projected economic growth will
not be enough to raise the employment rate to 75% unless the Government takes
extensive measures in addition to those that have already been introduced.

As the employment rate is continuing to increase, there will be a further reduction
in the number of unemployed in 2020. However, a faster rise in labour costs will
mean that unemployment will not fall below six per cent in 2021.

There has been a further fall in the number of long-term unemployed and
structurally unemployed in the early months of 2019, which has contributed to the
decline in the unemployment rate. According to the employment service statistics
of the Ministry of Economic Affairs and Employment, the number of structurally
unemployed persons totalled 142,000 in April or 22,000 fewer than a year before.
Despite a fall in long-term unemployment, the number of long-term unemployed in
the age category 20-54 is still substantially higher than during the previous cyclical
peakin 2008.

A tighter labour market has already led to labour bottlenecks in a number of
professions. According to the business tendency survey published by EK and

the employment outlook by occupation published by the Ministry of Economic
Affairs and Employment, there is a shortage of construction and real estate service
professionals and cleaners as well as ICT and healthcare and social welfare service
experts. Raising the employment rate to 75% would require measures to eliminate
the mismatch between labour supply and demand, such as additional training
places for sectors suffering from labour shortages and more conversion training for
the unemployed.
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Table 11. Labour market
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THE EFFECTS OF AN INCREASE IN THE LABOUR MARKET MATCHING
EFFICIENCY

The demand for labour has increased over the past few years. The number of job
vacancies started to increase rapidly during 2016 and has almost doubled over a period
of five years. At the same time, the number of unemployed jobseekers decreased,
which has led to a labour market tightening (increase in the number of job vacancies in
relation to unemployed jobseekers). Furthermore, a mismatch between labour supply
and demand is making it more difficult to fill job vacancies in specific professions and
regions. These phenomena can be studied using the Beveridge curve, which describes
labour market matching. In the figure, mismatch between labour supply and demand
is shown as a shift towards the upper left corner, which often occurs during a period

of rapid economic growth. At the same time, however, the outward shift of the curve
(which was typical of the period between 2012 and 2015) is an indication of a labour
market mismatch.

Labour market matching
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Labour market mismatch is characterised by a simultaneous shortage of labour and
jobs. The mismatch arises when it is difficult to fill job vacancies with employees
possessing the right training and skills or living in the right regions. At the same time,
unemployment remains high because of changes in the industrial structure or incentive-
related phenomena. Even though labour market matching problems have eased
somewhat after 2016, ensuring better labour market matching remains a key issue in the
efforts to boost employment.

The macroeconomic effects of an increase in the labour market matching efficiency can
be examined using the macroeconomic model (KOOMA) developed by the Ministry of
Finance Economics Department. In the KOOMA model, the matching efficiency in the
labour market is defined as a ratio of new jobs to the equation of the unemployment
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and job vacancies. As there are no accurate indicators for the matching efficiency,

the focus is on the qualitative effects of an efficiency increase. The study analyses the
impulse response functions to a shock that improves the matching efficiency in the
Finnish labour market by one per cent in a quarter at the start of 2020. The results are
reported as the percentage deviations from the baseline, such as the economic growth
projection prepared by the Ministry of Finance Economics Department presented in this
publication.

An increase in the labour market matching efficiency strengthens the economy as it
leads to a more effective use of economic resources. The positive matching efficiency
shock has a positive impact on employment because, despite the decrease in the
number of unemployed and job vacancies, companies are able to fill a higher proportion
of the job vacancies. Furthermore, more efficient matching in the labour market boosts
output, exports and investment. Consumption will grow half as rapidly as output,
partially because the real wage becomes negative as the shock weakens.

A positive shock to matching efficiency has a delayed effect on the economy. This

result follows from a slow adaptation of wages and prices. More efficient labour market
matching will ease pressures on wages and nominal wages will fall. However, initially,
consumer prices will fall more rapidly than wages, which means that in the first year, real
wages will rise and in the following years, real wages will fall more slowly than nominal
wages. The shock has a limited effect on public-sector revenue but an increase in the
matching efficiency will reduce public expenditure as unemployment falls.
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1.6 Incomes, costs and prices

1.6.1 Wages and salaries

In 2018, nominal earnings rose by 1.7%, as measured by the index of wage and
salary earnings. Boosted by employment growth, the total wage bill increased by
4.7% last year.

Negotiated pay increases will be higher in 2019 and the wage drifts coming on
top of them are expected growth faster than in 2018. As a result, nominal earnings
will rise by 2.7%. As the employment is still rising, the total wage bill is expected to
grow by 3.8% this year.

With falling unemployment and tightening labour market, the rate of growth in
earnings is expected to approach the annual rate of three per cent, the average
for the past 19 years. Reinstatement of the holiday bonuses in the public sector
will also temporarily boost earnings in 2020, and as a result, nominal earnings
are expected to grow by 3.3% and the total wage bill by 3.8%. In 2021, nominal
earnings are projected to grow by 3.1% and the total wage bill by 3.4%.

Table 12. Disposable income

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

share, % change, %

Compensation of employees 473 1.7 0.6 3.9 3.1 4.0 3.2
Wages and salaries 39.1 14 2.2 4.7 3.8 3.8 34
Employers’ contributions to social security

schemes 8.2 2.5 -5.9 1.4 -0.4 4.7 2.5

Property and entrepreneurial income, net 22.2 7.7 6.8 3.6 6.6 3.7 4.5

Taxes on production and imports minus subsidies 13.2 59 14 5.2 29 2.0 2.2

National income 100.0 3.8 24 4.1 4.0 3.6 3.4

Disposable income 3.7 2.7 3.6 3.8 33 3.2

Gross national income, EUR bn 219 224 233 242 249 257

54



ECONOMIC SURVEY - SUMMER 2019

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

2016 2017 2018 2019** 2020** 2021%*
change, %

Index of negotiated wage rates 0.6 -0.3 1.2 2.0 23 2.1
Wage drift, etc. 0.3 0.5 0.5 0.7 1.0 1.0
Index of wage and salary earnings 0.9 0.2 17 2.7 33 3.1
Real earnings' 0.5 -0.5 0.6 15 1.9 13
Average earnings 0.7 0.3 21 2.8 34 3.2
Labour costs per unit of output whole

economy’ -0.8 21 2.0 14 26 2.2

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

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

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

1.6.2 Consumer prices

The consumer price index rose by 1.2% during the first quarter of 2019, whereas
in 2018, inflation was 1.1%. Service prices, in particular, have risen faster during
the first months of the year, compared to 2018. In the first quarter of 2019, they

increased by 1.8% year-on-year, whereas in 2018, the average rise was 1.3%. At the

same time, tax increases have had a lower impact on consumer prices than in 2018.

Consumer price index
percentage change and contribution to change
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mm Food 1 Energy Goods Owner-occupied housing Services == Consumer price index
Sources: Statistics Finland, MoF VM34170
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The projected inflation rate for 2019 is 1.2%. As a whole, inflationary pressures are
higher than last year but the impact of tax increases will be lower this year than

in 2018. As earnings are rising, prices of services are expected to again increase
more rapidly than in 2018. However, as in 2018, prices in goods will have a negative
impact on inflation, and as a result, baseline inflation will remain moderate. Boosted
by tax increases, prices of food, alcohol and tobacco products are expected to rise
during the year, though at a slower rate than in 2018. According to the forecast, the
crude oil barrel prices in euros will, however, remain close to 2018 levels, while at
the same time, energy prices will be boosted by increases in electricity prices.

As a whole, inflationary pressures are expected to grow only slowly in the later years
of the forecast period. The rise in earnings is expected to gradually have a broader
impact on prices and consumer demand will grow steadily. Euro area market rates
are expected to start rising slowly during the forecast period, which will help to
slow down inflationary pressures. The national consumer price index is expected to
rise by 1.5% in 2020 and by 1.7% in 2021.

According to expert estimates published by the European Central Bank in March
2019, inflation in the euro area is expected to slow down to 1.2% in 2019 from 1.7%
in 2018. This is mainly due to a substantial slowdown in the energy price inflation.
After that, inflation is expected to accelerate to 1.5% in 2020 and to 1.6% in 2021.
Domestic inflation is expected to remain at average euro area levels in the forecast
period.

Consumer price index and index of wage and salary earnings
change yoy, %
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= Consumer price index = Index of wage and salary earnings

Sources: Statistics Finland, MoF VM34170
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Table 14. Price indices

2016 2017 2018 2019**  2020** = 2021**

change, %
Export prices' -1.9 33 3.8 19 21 1.8
Import prices’ 2.2 3.8 3.6 24 24 1.8
Consumer price index 0.4 0.7 11 1.2 1.5 1.7
Harmonised index of consumer prices 0.4 0.8 1.2 13 1.5 1.7
Basic price index for domestic supply, including taxes -1.2 49 47 2.0 24 23
Building cost index 0.5 0.3 2.2 1.8 2.3 24

' As calculated in the National Accounts
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2 Publicfinances

2.1 General government finances

The positive economic cycle for the past three years has improved the general
government finances. There was a further narrowing in the general government
deficit last year. Despite steady economic growth, Finland’s general government
finances will remain in deficit throughout the forecast period. Economic growth is
expected to slow down in the 2020s and the general government financial balance
will start weakening again.

General government debt to GDP ratio has fallen below 60%. However, in euro
terms, the debt will increase during the forecast period. Despite strong economic
growth, general government debt ratio has declined only slowly. The ratio will start
growing again at the start of the 2020s.

There are still severe structural problems in Finland’s general government finances.
The population is ageing, which will mean increasing pressures to pension, health
care and long-term care expenditure. Age-related expenditure will increase general
government expenditure by an average of some EUR 0.5 billion each year. The fiscal
buffers accumulated for the next downturn will be slim, which is partly due to the
higher expenditure arising from the ageing of the population.

Last year, central government was the general government sector with the highest
deficit. The deficit will still narrow this year as a result of economic growth and

the adjustment measures introduced by the previous Government. After these
adjustment measures have been implemented and economic growth slows down,
central government deficit will no longer shrink.
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Slow growth in tax revenue combined with higher consumption expenditure
weakened the local government budgetary position last year. Local government
expenditure will continue to grow at a rapid rate this year. An increasing need for
services arising from an ageing population is burdening local government finances.
The combined central and local government deficit will amount to EUR 3.8 billion at
the start of the 2020s.

The employment pension institutions, which are part of the social security funds,
have a substantial surplus. The surplus of these institutions will remain at about one
per cent in the forecast period. Even though pension expenditure is rising rapidly,
steady economic growth is generating more pen-sion contribution payments, while
higher interest rates are boosting property income. Other social security funds
have a slight surplus. Unemployment expenditure is expected to fall further and
the estimate is that the unemployment insurance contribution will be lowered in
the forecast period. Lowering the contribution will reduce the surplus of the other
social security funds close to balance.

There was a further decline in the expenditure rate (expenditure to GDP ratio)

in 2018. The rate has fallen by five percentage points from its peak in 2014. The
reduction has been due to measures slowing down expenditure growth and lower
unemployment expenditure. The expenditure rate will re-main around 52% over
the next few years. The tax rate (taxes and tax-like payments relative to GDP) has
decreased as a result of tax cuts and the Competitiveness Pact. The tax rate will
remain more or less unchanged in the next few years.
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The financial balance of general government
relative to GDP, %
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General government debt

= EUR bn (left scale) — Relative to GDP, % (right scale)

Sources: Statistics Finland, MoF VM34098
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Table 15. General government finance”

2016 2017 2018 2019**  2020%*  2021**
EUR billion
Current taxes 35.6 37.2 374 394 40.5 42.0
Taxes on production and imports 311 315 33.1 33.5 34.1 347
Social security contributions 28.0 273 28.0 284 30.1 30.7
Taxes and contributions, total® 95.2 97.0 99.1 102.1 105.4 108.2
Other revenue?® 22.5 235 241 24.8 253 26.1
of which interest receipts 1.9 1.8 1.9 1.7 1.9 2.0
Total revenue 171 119.5 122.6 126.1 130.0 133.5
Consumption expenditure 515 51.5 531 54.9 56.9 58.8
Subsidies 2.7 2.7 2.7 2.8 2.7 2.8
Social security benefits and allowances 4.2 4.6 43.1 44.0 45.0 46.3
Other current transfers 5.7 53 5.7 5.6 5.8 6.0
Subsidies and current transfers, total 50.6 50.6 515 52.3 53.5 55.1
Capital expenditure* 9.2 9.5 9.9 10.5 10.3 10.3
Other expenditure 9.5 9.7 9.6 9.9 10.0 10.3
of which interest expenses 23 2.2 2.0 2.0 2.0 2.0
Total expenditure 120.8 1213 124.1 127.7 130.7 134.4
Net lending (+) / net borrowing (-) 3.7 -1.8 -1.6 -1.6 -0.6 -0.9
Central government -5.7 -4.1 2.7 -1.8 -1.7 -1.7
Local government -0.9 -0.4 -1.9 -2.5 2.0 2.4
Employment pension schemes 24 2.0 24 24 2.7 29
Other social security funds 0.5 0.7 0.7 0.4 0.5 0.3
Primary balance® -3.3 -13 -14 -1.2 -0.5 -0.9

1) As calculated in the National Accounts

2) Incl. capital taxes

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

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

2016 2017 2018 2019**  2020%*  2021**

relative to GDP, %
Taxes and social security contributions 44.0 433 24 4.2 4.2 4.0
General government expenditure’ 55.9 54.2 53.1 52.8 52.3 522
Net lending -1.7 -0.8 -0.7 -0.6 -0.3 -0.4
Central government -2.7 -1.8 -1.2 -0.7 -0.7 -0.7
Local government -0.4 -0.2 -0.8 -1.0 -0.8 -0.9
Employment pension institutions 1.1 0.9 1.0 1.0 1.1 11
Other social security funds 0.2 0.3 0.3 0.1 0.2 0.1
Primary balance? -1.5 -0.6 -0.6 -0.5 -0.2 -0.3
General government debt 63.0 61.3 58.9 58.3 57.8 58.1
Central government debt 474 472 449 442 434 43.2
General government employment, 1,000
person 614 619 619 619 616 615
Central governmnet 131 131 131 131 129 128
Local government 472 476 476 476 475 475
Social security funds " " n 1 n "

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

2.2 (entral government

Central government deficit has narrowed over the past few years but the

positive trend will be halted in the early years of the 2020s. Rapid increase in tax
revenue (especially income tax and VAT revenue) is the main reason behind the
improvements. At the same time, the adjustment measures introduced by the
Government of Juha Sipild have helped to slow down expenditure growth. The cuts
in employer’s contributions introduced as part of the Competitiveness Pact and the
temporary cuts in holiday bonuses have also reduced the employee compensations
paid by the state in recent years. Correspondingly, the elimination of the temporary
cuts in holiday bonuses will increase employee compensations in 2019.

In 2020, central government deficit will remain at previous year’s levels because a

slowdown in economic growth will also mean less tax revenue. Furthermore, there
will be more current transfers to local government as a result of such factors as the
compensation for the cuts made in central government transfers. There has been a
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substantial reduction in central government interest payments in recent years and
it is estimated that they will decrease further in 2020 and 2021. Despite this positive
trend, central government deficit will still be high at the end of the forecast period.

Central government debt decreased by EUR 0.8 billion last year, which was partially
due to exceptional factors. Central government debt totalled EUR 105 billion at the
end of 2018. However, on-budget entities will remain in the deficit in the coming
years, which means that central government will accumulate additional debts
during the forecast period. The debts will, however, grow at a substantially slower
rate than at the start of the decade. Central government debt is expected to total
about EUR 111 billion in 2021, which is about 43% of GDP. From 2021 onwards,
central government debt will be increased by the appropriations budgeted for the
fighter aircraft project of the Finnish Defence Forces.

Central government revenue and expenditure
EUR bn
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General government debt

relative to GDP, %
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Table 17. Central government’
2016 2017 2018 2019%*  2020%*  2021**
EUR billion

Current taxes 13.7 144 149 15.8 16.1 16.7
Taxes on production and imports 311 31.5 33.1 335 34.1 347
Social security contributions 0.0 0.0 0.0 0.0 0.0 0.0
Taxes and social security contributions, total® 453 46.9 48.7 50.0 50.9 52.2
Other revenue?® 8.7 8.8 9.0 9.0 8.9 8.9
of which interest receipts 0.3 0.3 0.2 0.2 0.2 0.2
Total revenue 54.0 55.7 57.7 59.1 59.8 61.1
Consumption expenditure 14.0 13.5 13.6 13.8 14.3 14.7
Subsidies and current transfers, total 38.8 39.5 40.2 40.3 41.0 419
to general government 271 28.1 28.4 284 28.9 29.5
Interest expenses 2.2 21 19 1.9 1.8 1.8
Capital expenditure* 48 4.7 47 49 45 43
Total expenditure 59.7 59.7 60.4 60.9 61.5 62.8
Netlending (+) / net borrowing (-) -5.7 -4.1 -2.7 -1.8 -1.7 -1.7
Primary balance® -3.8 -2.3 -1.0 -0.1 -0.2 -0.1

1) As calculated in the National Accounts
2) Incl. capital taxes

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

4) Gross fixed capital formation and capital transfers
5) Net lending before net interest expenses
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2.3 Local government

With only a slight increase in revenue and a rapid increase in expenditure, there
was a substantial weakening in the state of local government finances in 2018.
It seems that the rapid increase in expenditure has continued in the first months
of 2019. The local government deficit will continue to grow this year, compared
to 2018. The expenditure will be boosted by growing need for healthcare and
social welfare services as well as by local government pay rises and the expiry of
the holiday bonus cut under the Competitiveness Pact. Most of the impacts of
the reinstatement of the holiday bonus will already be felt in 2019 Investment
expenditure will also continue to grow as substantial funds will be allocated to
the construction and renovation of hospitals, schools, transport infrastructure and
urban infrastructure.

Local government revenue will grow steadily in 2019 as a result of tax revenue but
it will not be enough to cover the expenditure. Municipalities’ tax revenue growth
will be boosted by a growth in earned income and the one-off tax revenue increase
resulting from the bringing forward of back tax payments. At the same time, there
will be a reduction in government aid in 2019 due to such factors as the revision of
the division of costs between central and local government. In accordance with the
Government Programme of Juha Sipild's Government, no index adjustment will be
made to central government transfers to municipalities in 2019 either.

The local government finances projection for the years 2020 and 2021 is a pressure
calculation, in which consideration is only given to already detailed measures
impacting local government finances that are included in the spring 2019 General
Government Fiscal Plan. The projection does not include municipalities’and joint
municipal authorities’ own measures for the years 2020 and 2021. They will only

be included in the projection after the budgets have been finalised. Municipal

tax rates have been kept at 2019 levels. The measures laid out in the Government
Programme of Prime Minister Rinne’s Government are not considered in the
projection.

The growth pressures on local government consumption expenditure result

from the ageing of the population, which will increase healthcare and nursing
expenditure. At local government level, the pressures to increase spending are
eased by a reduced need for educational services, a result of falling birth rates and
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smaller age classes. However, it remains uncertain whether the savings potential
generated by a reduced need for educational services can be fully realised. In
municipalities with reduced service needs, the number of daycare centres, schools
and early childhood education and teaching personnel should be rapidly adjusted
in accordance with the shrinking number of children.

There will be a slight improvement in the local government budgetary position
in 2020, compared to 2019, but it will remain substantially in the deficit. Central
government transfers and grants in particular will increase substantially as
municipalities will receive a compensation of about EUR 240 million for the
holiday bonus cut laid out in the Competitiveness Pact so that the cut would not
be taken into account twice in central government transfers to local government.
Government transfers and grants will also be increased by the expiry of the
temporary cuts introduced with the Competitiveness Pact, compensations for
lost tax revenue paid to municipalities and index increases in central government
transfers to local government. At the same time, local government expenditure is
also expected to increase as the tight labour market is likely to boost earnings.

Local government will also post substantial deficit in 2021. Wage bill growth will
ensure a steady increase in tax revenue. Central government transfers will also be
boosted by compensations for lost tax revenue paid to municipalities and index
increases. However, a relatively steady growth in revenue will not be enough to
improve the state of local government finances as investments will remain at a high
level and more healthcare and social welfare services are needed for an ageing
population.

Local government debt to GDP ratio decreased in 2017 and remained at more or
less unchanged in 2018. However, the debt ratio will rise this year and the rate of
growth will be rapid throughout the forecast period, a result of local government
deficits and a slowdown in economic growth.
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Local government expenditure
EUR bn
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Local government debt

M EUR bn (left scale) — Relative to GDP, % (right scale)

Sources: Statistics Finland, MoF VM34098
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Table 18. Local government’

2016 2017 2018 2019** 2020** 20217**
EUR billion
Taxes and social security contributions 220 22.8 22.5 23.6 244 25.3
of which municipal tax 18.7 19.1 18.8 19.8 20.5 213
corporate tax 1.5 1.9 1.9 2.0 2.0 2.1
real estate tax 17 1.8 1.8 1.9 19 19
Other revenue’ 18.9 18.8 19.3 19.5 20.8 21.2
of which interest receipts 0.3 0.3 0.3 0.3 0.3 0.3
transfers from central government 143 13.9 143 14.2 15.3 15.6
Total revenue 40.9 41.6 41.8 43.2 45.2 46.5
Consumption expenditure 34.0 34.4 35.8 37.2 38.6 40.1
of which compensation of employees 21.6 21.0 21.5 220 22.7 233
Income transfers 33 2.7 2.7 2.7 2.7 2.8
of which social security benefits and allo-
wances 1.4 0.7 0.8 0.8 0.8 0.8
subsidies and other transfers 1.8 1.9 1.8 1.8 1.8 1.8
interest expenses 0.1 0.1 0.1 0.1 0.2 0.2
Capital expenditure® 45 49 5.2 5.7 6.0 6.0
Total expenditure 41.8 42.0 437 45.6 473 48.9
Net lending (+) / net borrowing (-) -0.9 -0.4 19 2.5 -2.0 2.4
Primary balance* -1.0 -0.6 21 -2.6 21 2.4

1) As calculated in National Accounts

2) Incl. capital transfers and consumption of fixed capital

3) Gross capital formation and capital transfers
4) Net lending before net interest expenses
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2.4 Social security funds

Employment pension schemes were able to increase their surplus to 1.0% of GDP
in 2018. However, there has been a substantial reduction in the surplus of the
employment pension schemes over the past decade because in the first decade
of the 2000s, the average surplus stood at more than three per cent. The surplus
is expected to remain more or less at 2018 levels throughout the forecast period.
Steady economic growth has helped to increase pension contribution revenue
but it will not be enough to substantially improve the budgetary position of the
employment pension schemes. A rapid rise in employment pension expenditure
will continue as the number of pensioners is increasing and further rises in
average pensions are expected. On other hand, property income of employment
pension shemes will return to a moderate growth path in the forecast period. The
assumption is that the private-sector pension contribution will remain at its current
level (24.4%) throughout the forecast period.

The other social security funds are the Social Insurance Institution (Kela), which

is mainly responsible for basic social security, and the Employment Fund and
unemployment funds managing the earnings-related unemployment security
schemes. The surplus of the other social security funds remained at 0.3% of GDP

in 2018. A gradual reduction in the surplus of the other social security funds is
expected in the forecast period. This is because against the background of a
substantial surplus in the Employment Fund arising from the economic upturn, the
unemployment insurance contribution was lowered by 0.8 percentage points at the
start of 2019. Improvements in the employment situation will continue to reduce
unemployment expenditure in the coming years and the rising wage bill will boost
social security contribution income. In the situation presented by the forecast, the
unemployment insurance contribution should, under the current legislation, be
lowered still further and the reduction should be introduced by 2021. Thus, the
assumption is that the unemployment insurance contribution would be cut by 0.4
percentage points from 2021.
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Benefits, allowances and medical care reimbursements
relative to GDP, %
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Table 19. Finances of social security funds'

2016 2017 2018 2019** 2020** 2021**
EUR billion
Investment income 3.5 3.7 4.2 4.4 4.7 5.1
Social security contributions 279 273 28.0 284 30.1 30.7
of which contibutions paid by employers 18.8 17.6 17.8 17.7 18.6 19.1
contributions paid by insured 9.2 9.7 10.2 10.6 1.5 11.6
Transfer from general government 14.6 15.8 15.5 15.5 14.9 15.2
Other revenue 0.5 0.4 0.4 0.4 0.4 0.4
Total revenue 46.5 47.2 48.1 48.6 50.1 51.4
Consumption expenditure 3.6 3.6 3.7 39 4.0 4.0
Social security benefits and allowances 36.6 37.6 379 38.7 39.7 40.8
Other outlays 34 34 33 33 34 34
Total expenditure 43.6 44.5 45.0 45.9 47.0 48.2
Netlending (+) / net borrowing (-) 2.9 2.7 3.1 2.7 3.1 3.1
Earnings-related pension schemes 24 2.0 24 24 2.7 2.9
Other social security funds 0.5 0.7 0.7 0.4 0.5 0.3
Primary balance? 1.6 15 1.7 1.5 1.8 1.7

1) As calculated in National Accounts
2) Net lending before net interest expenses
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