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To Parliament

The National Audit Office monitors and evaluates fiscal policy in its role as a national inde-
pendent fiscal institution within the meaning of the European Union Stability Pact (Fiscal
Compact) and European Union law. Provisions on the monitoring task are laid down in the
Acton the National Audit Office of Finland (676/2000) and the Fiscal Policy Act (869/2012).

The monitoring comprises the assessment of the setting and implementation of the
rules and binding targets that steer the fiscal policy. It covers the monitoring of compli-
ance with the Medium-Term Objective (MTO) set for general government finances and
the related correction mechanism, monitoring of the preparation and implementation of
the General Government Fiscal Plan, and monitoring of compliance with the EU Stability
and Growth Pact. It also covers the assessment of whether the macroeconomic forecasts
used in fiscal policy-making are realistic as well as the ex-post assessment of the reliability
of the forecasts as laid down in the Government Decree on the General Government Fiscal
Plan (120/2014, as amended by decree 601/2017)'. By monitoring the fiscal policy, the Na-
tional Audit Office promotes the transparency and intelligibility of the fiscal rules as well
as stable and sustainable general government finances.

Under section 6 of the Act on the National Audit Office of Finland (676,/2000), the Na-
tional Audit Office hereby presents Parliament with this first report on its fiscal policy mon-
itoring during the current parliamentary term for the 2019 parliamentary session.

Helsinki, 12 December 2019

Tytti Yli-Viikari
Auditor General

Matti Okko
Director






Main content

The economic policy objectives set for the new government term are extensive. When the
Government Programme was prepared, the balance target did not seem particularly tough,
but the weakening of the economic situation at the beginning of the government term and
the outlook for the next few years have made it challenging.

The National Audit Office has found no grounds to question the compliance with the
fiscal policy legislation, and the General Government Fiscal Plan for 2020-2023 corre-
sponds in material respects to the statutory requirements. The targets have been set ac-
cording to the obligations, but, based on current forecasts, they will not be achieved with-
out additional measures. In this General Government Fiscal Plan, the Government has not
yet proposed detailed measures for turning the trend so that the targets could be achieved.

According to the current estimate, there is a risk that Finland fails to comply with the
preventive arm of the EU Stability and Growth Pact in 2020. This is influenced, for exam-
ple, by the launch of a one-off future-oriented investment programme in 2020 and the fact
that the permanent increases in expenditure during the government term are front-load-
ed as compared with the increases in tax revenue, which will improve the general govern-
ment structural balance. A significant deviation from the Pact may thus arise in the devel-
opment of general government structural balance and expenditure.

However, in light of the information presently available, the limit of a significant de-
viation would be exceeded by only a small degree in the case of structural balance. De-
spite the uncertainty involved in the assessments, the National Audit Office encourages the
Government to pay attention to the risk of a significant deviation from the obligations set
by the preventive arm of the Stability and Growth Pact. In the spring of 2021, the National
Audit Office will make a final assessment on Finland’s compliance with the Pact in 2020.

The Government Programme takes the long-term sustainability of general government
finances into account appropriately by setting targets related to the improvement of the em-
ployment rate and the productivity of public service provision. Achieving these goals would
improve the sustainability of general government finances. The Government Programme
provides good starting points for preparing the reform of the social and health care system.

The Government’s employment policy measures aim at 60,000 new employed persons.
Based on the employment potential, it is possible to achieve this target, provided that meas-
ures are prepared and implemented resolutely. Considering the differences between the
employment potential of different population groups, the most effective way to proceed to-
wards the employment rate target would probably be targeted reforms.

At present, it seems that the fiscal policy at the beginning of the parliamentary term is
neither clearly pro-cyclical nor clearly counter-cyclical. Appropriate reviews are planned
under the Government Programme and the General Government Fiscal Plan in 2020 on



the implementation of the measures for improving the employment rate, the permanent
increases in expenditure, and the latter part of the one-off investment programme.

The so-called mechanism for exceptional circumstances, which has been incorporated
into the spending limits rule of central government, is a justified solution to prepare for a
severe recession. The spending limits rule of central government has been complied with
in the preparation of the budget for 2020 and the supplementary budgets for 2019.

The GDP forecast of the Ministry of Finance for 2019 is among the highest forecasts,
whereas the GDP growth forecasts of the Ministry for 2020 and 2021 are lower than the
median forecast and the average. On the basis of the assessment, the economic forecast of
the Ministry of Finance on which the General Government Fiscal Plan is based cannot be
considered unrealistic in the sense referred to in legislation.









Contents

1 Economic and fiscal policy objectives for the parliamentary term 2019-2023
11 The economic policy objectives set are mainly consistent
1.2 The new mechanism to be used in severe economic
downturn, incorporated into the spending limits system, does
not jeopardise the credibility of the system
13 In addition to employment-policy measures, the
sustainability of general government finances can be
strengthened by reducing risks and improving productivity
14 It is possible to achieve the employment rate target if
measures are targeted successfully
1.5 The tax policy needs to strengthen the tax base
2 Compliance with the EU fiscal policy rules and the spending limits rule
21 There is a risk of a significant deviation from the preventive
arm of the Stability and Growth Pact in 2020
2.2 Finland will comply with the corrective arm of the Stability
and Growth Pact in 2019 and 2020
23 The central government spending limits have been complied with
3 The General Government Fiscal Plan and the underlying forecasts

of the Ministry of Finance

31

3.2

References

The General Government Fiscal Plan meets the statutory
requirements in material respects

The forecast of the Ministry of Finance underlying the
General Government Fiscal Plan does not differ significantly
from other forecasts

1
12

16

18

22
26

31

32

38
39

45

45

47
53






1 Economic and fiscal
policy objectives for
the parliamentary term
2019-2023

The Government aims at balance in general government finances
by the end of the parliamentary term. As the forecasts have weak-
ened, this target has become tough. The target is valid under nor-
mal global economic circumstances, which is a useful specification
although it leaves room for interpretation. It is also justified that,
under the Government Programme and the General Government
Fiscal Plan, expenditure decisions and the progress of employ-
ment-policy measures are reviewed as a whole during the govern-
ment term. The mechanism for exceptional circumstances incor-
porated into the spending limits rule provides leeway in case of an
exceptional recession.

Itis possible to achieve the Government’s target to improve the
employment rate by 60,000 new employed people, but this requires
resolute preparation and implementation of employment meas-
ures. The preparation of the measures should observe the differ-
ences between the employment potential of different population
groups and the factors underlying these differences. When the em-
ployment rate of different age groups in Finland is compared with
that of the other Nordic countries, the highest employment poten-
tial resides in the oldest age groups.

Supporting sustainable general government finances also re-
quires improving the efficiency of public service provision. The
Government Programme provides good starting points for pre-
paring the reform of the social and health care system. In view of
the sustainability and risk management of general government fi-
nances, it is also important to take the risks related to state guar-
antees into account comprehensively before increasing the con-
tingent liabilities.

The tax rate in Finland is slightly down from the millennium
2000, when it was at its highest. It is good that no separate tax rate
targets have been set during the government term, as this would
have unnecessarily restricted the available fiscal policy measures.
The aim should be to decrease tax subsidies.



1.1 The economic policy objectives
set are mainly consistent

The economic policy objectives set for the government term are
extensive. They include a target related to balanced general gov-
ernment finances, a target related to improving the employment
rate, a target related to decreasing inequality and narrowing the
income gaps, and a target related to achieving carbon neutrality
(see Table 1). The Government Programme thus also highlights
other targets than those related to general government finances
and specifies that the aim of economic policy is to increase well-
being and prosperity. All of the targets are also measurable in prin-
ciple, although inequality is not specified in the target-setting ex-
cept for income gaps.

The balance target is closely connected with the employment
rate target as regards both the time frame and the impacts, although
the different methods for improving the employment rate target
may have different kinds of impacts on the balance of general gov-
ernment finances. The connection of inequality, income gaps and
carbon neutrality with general government finances is more com-
plicated, and the target related to carbon neutrality has, moreover,
a different time span than the other targets.

According to the target set for general government finances in
the Government Programme and the first General Government
Fiscal Plan of the parliamentary term, revenue and expenditure
should be in balance in 2023. The target set is tough. According to
the forecast of the Ministry of Finance, which is included in the
General Government Fiscal Plan and which takes into account the
measures already decided by the Government, general govern-
ment finances are expected to show a deficit of 1.4 per cent rela-
tive to GDP in 2023. However, when the Government Programme
was drafted, the target did not seem particularly tough consider-
ing the forecasts at the time. Based on the projection by the Min-
istry of Finance, a deficit of about 0.6 per cent was then project-
ed for 2023. This was lower than, for example, the deficit that was
forecast in the autumn of 2015 for the end of the then-ongoing par-
liamentary term.

The target related to balanced general government finances is
subject to a condition according to which the target is valid under
normal global economic circumstances. The wording of this con-
dition leaves some room for interpretation. Generally speaking, it
is still justified. Should the global economic circumstances during

Based on forecasts, the
target of balanced general
government finances

in 2023 is tough

It is justified to take the global
economic circumstances

into account in the balance
target set for general
government finances



the parliamentary term prove to be very weak, keeping the balance
target valid might lead to unjustified pro-cyclical fiscal policy. In
view of the transparency of the target setting, it is also good that
the reservation related to the target has been presented in advance,
so that it will not be necessary to adjust the target in the middle of
the parliamentary term. The condition is also in line with the log-
ic of fiscal policy legislation, as fluctuations in global economic cir-
cumstances can be interpreted as a cyclical factor, and the prima-
ry target set by the fiscal policy legislation is the structural balance
target (net of cyclical factors).

It is good that the Government Programme does not set any
targets related to the amount of government debt or the tax rate.
For debt sustainability, the development of the amount of govern-
ment debt is secondary to the development of ratio of debt and net
debt (taking also into account government assets where appropri-
ate) to GDP. A tax rate target, in turn, would unnecessarily restrict
the fiscal policy methods available during the government term.

Table 1: Economic policy targets set by the Government Source: General

Government Fiscal Plan for 2020-2023, Ministry of Finance, Statistics

Finland

Objective

General government
finances will be in
balance in 2023.

The employment rate
will be 75% in 2023;
the measures taken by
the Government will
result in 60,000 new
employed people.

The Government's de-
cisions will decrease
inequality and narrow
the income gaps

The Government's de-
cisions will put Finland
on a path towards
achieving carbon
neutrality by 2035.

Initial status

General government
finances show a
deficit of 0.8 per cent
relative to GDP in
2018.

The employment rate
trend is 72.4% in April
2019.

The relative Gini
coefficient, one of the
indicators illustrating
income gaps, is 27.7
in 2017.

In 2018, greenhouse
gas emissions totalled
56.5 million tonnes of
carbon dioxide (CO2)
equivalent, excluding
carbon sinks.

Forecast

Based on the projec-
tion of the Ministry

of Finance, general
government finances
will show a deficit of 1.4
per cent relative to GDP
in 2023.

According to the fore-
cast by the Ministry of
Finance, the employ-
ment rate will be 73.1%
in 2023.

Not available.

Not available.

13



Although the target set for general government finances is dif-
ficult to achieve according to forecasts, the target included in the
General Government Fiscal Plan could not be considerably loos-
er under the valid legislation. Finland is committed to complying
with the Fiscal Compact. Under the Compact and based on the
country’s current debt level and sustainability outlook, Finland
shall strive to achieve a deficit of 0.5 per cent or a stronger struc-
tural fiscal position in the medium term. Accordingly, the balance
targets set by the General Government Fiscal Plan should lead to
atleast achieving the structural fiscal position. Striving for balance
is therefore justified in order to leave a safety margin between the
nominal targets and the structural target.

The fiscal stance at the beginning of the parliamentary
term is neither clearly pro-cyclical nor clearly counter-
cyclical

The Government Programme and the General Government Fiscal
Plan increase the permanent general government expenditure by
about EUR 14 billion. It is stated in the General Government Fis-
cal Plan that most of the additional expenditure will become effec-
tive in 2020. Discretionary increases in expenditure will be fund-
ed mainly by increasing tax revenue. The Government Programme
includes a one-off investment programme of EUR 3 billion in total
for 2020-2022. The General Government Fiscal Plan included de-
cisions on the use of EUR 1.4 billion in 2020-2022.

According to plans, the one-off investment programme will be
funded with property income. However, it will primarily not be
funded with such property income as would be considered reve-
nue in general government statistics. This is because only the di-
vestment of fixed assets improves the general government fiscal
position, whereas the divestment of financial assets has no impact
on the deficit. The one-off investment programme will therefore
increase the general government deficit, depending on the share
of the programme funded by divesting fixed assets.

According to the General Government Fiscal Plan, the perma-
nent increases in expenditure decided by the Government will be
front-loaded during the government term as compared with the
increases in tax revenue following the changes in tax criteria. One
of the tax criteria changes was the removal of tax subsidy for par-
affinic diesel, which complies with the cutbacks in business sub-
sidies laid down in the Government Programme. In the future, it
would be important to strive to prioritise business subsidies based
on their effectiveness and to abandon subsidies that have been
found to be ineffective.

The Fiscal Compact
provides a framework for
the targets set for general
government finances

Increases in expenditure
during the government
term will be front-loaded



It is justified to review the expenditure decisions when the
budget for 2021 is prepared, as stated in the Government Pro-
gramme, if impact assessments show that the Government deci-
sions have not succeeded in improving the employment rate ac-
cording to the milestone set. It is also appropriate for the General
Government Fiscal Plan to link the decisions on the implementa-
tion of the latter part (EUR 1.7 billion) of the one-off investment
programme with the review of the increase in expenditure and
the impact of the measures for improving the employment rate.

However, because there is a need for counter-cyclical fiscal pol-
icy, the review involves a risk related to cyclical conditions. This
might lead to a problem if the cyclical conditions and their outlook
were very weak at the time of the review and, at the same time, the
decisions taken were found not to promote the achievement of the
employment rate target. In this case, any fiscal adjustment might be
pro-cyclical and thus cause the economic trend to weaken further.

The fiscal stance can be assessed in relation to cyclical condi-
tions in several alternative manners, all of which involve uncertain-
ty. It is, for example, difficult to forecast what the cyclical conditions
will be the next year — and even during the current year. Based on
the indicators used by the National Audit Office (see Figure 1), the
fiscal policy will be expansionary in 2020. The indicators show mild
pro-cyclicality, which is, however, weaker than in 2018 and 2019.
Based on the available assessments, the fiscal policy will be close
to neutral in 2021. The assessments of the cyclical conditions may
still change, which may later change the conclusions made of the

fiseal nolicv stance in relation to the evelical conditiong
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tightening tightening
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Figure 1: Fiscal policy stance in 2016-2020: indicator for discretionary
measures and change in cyclically adjusted primary balance, % of GDP.

Source: The Ministry of Finance, calculations by the NAOF

Estimates of the cyclical
conditions may be
revised afterwards



1.2 The new mechanism to be used
in severe economic downturn,
incorporated into the spending
limits system, does not
jeopardise the credibility of the
system

The spending limits rule of Rinne’s Government conforms largely
to those of the previous Governments. The biggest change is the
incorporation of the so-called mechanism for exceptional circum-
stances into the rule. In addition, a statement that tax subsidies shall
not be used for circumventing the spending limits was returned to
the rule. In connection with the Government’s one-off future-ori-
ented investment programme, it is stated that, if the EUR 1.7 billion
provision made for the latter part of the programme is not used,
the level of the spending limits will be lowered accordingly. This
kind of a conditional entry, according to which the spending lim-
its will be lowered accordingly if certain expenditure within the
limits is not realised, has also been made in connection with fight-
er aircraft purchases and the energy tax refund system. In view of
the nature of the expenditure in question, it is justified to use this
kind of a conditional entry to lower the spending limits, if neces-
sary. It also provides the spending limits with the flexibility need-
ed if the expenditure proves not to be necessary after all during the
spending limit period.

The National Audit Office has commented on the previous Gov-
ernments’ spending limits rules in its fiscal policy monitoring re-
ports. Some of these comments are still relevant. It would have been
important, for example, to define financial investments in greater
detail in the spending limits rule. As regards compliance with the
principles of the spending limits rule, it is essential that the finan-
cial investments falling outside the spending limits maintain their
value. To increase transparency, it would be important to define
the use and possible life cycle of financial investments clearly and
to ensure that financial investments are not used for operating ex-
penses, subsidies or similar expenditure. It would also have been
important to clarify the processing of donated shares from the per-
spective of the spending limits rule. The report Kehysjdrjestelmdn
kehittdminen vaalikaudelle 2019-2023 (Development of the spend-
ing limits system for the parliamentary term 2019-2023), published
by the Ministry of Finance earlier this year, includes well-ground-
ed proposals for clarifying these issues.

According to the
Government's spending limits
rule, tax subsidies shall not
be used for circumventing
the spending limits



The mechanism for exceptional circumstances aims at provid-
ing flexibility to the spending limits in the event of a severe econom-
ic downturn. The existence of such a mechanism is justified: when
spending limits are determined for a period of four years, it is not
always possible to anticipate a severe recession that might occur
during the period and that might justify an increase in expenditure
to smooth the business cycle, notwithstanding the spending limits.
The criteria for the activation of the mechanism have been speci-
fied in the Government Programme. The increase in expenditure
enabled by the mechanism is also clearly defined. Both of these are
important features for a credible mechanism.

The mechanism for exceptional circumstances cannot be as-
sessed comprehensively until it has been used for the first time, as
the criteria for its activation leave room for interpretation. How-
ever, it is possible to comment the usability and the criteria set for
the activation of the mechanism on the basis of the Government
Programme. The activation of the mechanism is partly dependent
on indicators that determine the severity of a recession and that
are assessed on the basis of independently provided information
and partly on the complete picture of economy. This ensures that
cyclical conditions are assessed in a balanced manner. However, in
practice, it may be difficult to react to a recession in a timely man-
ner: it takes time, for example, before the data describing the GDP
trend becomes available and the decisions required to activate the
mechanism are taken, and, in any case, unemployment reacts to a
recession with a delay.

If the numerical indicators linked to the mechanism are exam-
ined to find out when the mechanism could have been activated
previously in history, the data on actual GDP shows that the mech-
anism could have been activated, for example, at the end of 2008
or at the beginning of 2009 and in 1990-1991. In both of these pe-
riods, there was an exceptional recession. Thus, it seems that the
mechanism does not involve a major risk that the indicators might
react too easily to economic cycles and that the mechanism might
be activated on too vague grounds. A bigger risk might be rather
that the mechanism will not be activated quickly enough and in
a timely manner. Because the threshold for activating the mech-
anism is high, it seems more likely that stimulus measures might
be launched too late. On the other hand, reacting very fast — be-
fore the economic outlook is clarified - would weaken the credi-
bility of the mechanism.

The mechanism for
exceptional circumstances
aims to provide flexibility to
the spending limits in the
event of a severe recession

The numerical indicators
linked to the mechanism can
identify a severe recession



1.3 In addition to employment-
policy measures, the
sustainability of general
government finances can be
strengthened by reducing risks
and improving productivity

The Government Programme takes the long-term sustainability of
general government finances into account by setting targets related
to the improvement of the employment rate and the productivity
of public service provision. Achieving these goals would improve
the sustainability of general government finances. The Government
Programme does not set a separate target for the development of
the sustainability gap indicator, which is a justified solution. In its
audit targeted at the sustainability assessments of general govern-
ment finances?, the National Audit Office considered that there is
no need to set separate targets for the development of sustaina-
bility indicators in the fiscal policy framework, and that the fiscal
stance should not be based primarily on the information provided
by the sustainability indicators.

Due to their nature, sustainability assessments are best suit-
ed for assessing the need for structural reforms and for creating
a picture of the status of general government finances. According
to the audit results, the assessment of the sustainability of gener-
al government finances should be expanded outside the S2 indi-
cator, which illustrates long-term sustainability. It should also be
ensured that sustainability is dealt with comprehensively in the
General Government Fiscal Plan. In addition, it is important that
measures supporting the sustainability of general government fi-
nances are continuously taken into consideration in the econom-
ic policy targets, such as the employment rate targets.

The use of sustainability indicators in fiscal policy is limited by
several factors. The indicators are extremely vague. They are, for
example, affected substantially by the background assumptions of
population projections, and there can be significant changes in the
demographic factors (e.g. birth rate and immigration). Some of the
factors that have a material effect on sustainability are beyond the
direct control of political decision-making.

Mechanical application of a sustainability gap indicator might
also give a false picture of the impacts of fiscal adjustment on the
sustainability of general government finances. This is because, in

The economic policy
targets should include
measures for supporting
the sustainability of general
government finances



sustainability calculations, it is difficult to assess the impacts of ad-
justment measures for instance on long-term economic growth.
Changes in calculation methods and assumptions can result in
substantial fluctuation in the value of the long-term sustainabil-
ity indicator. In addition, the long-term sustainability indicator
is built into the EU-level medium-term fiscal policy regulation,
which also decreases the need to set a separate target for the de-
velopment of this indicator.

The social and health care reform can enhance sustai-
nability in the long term

A key method for enhancing the sustainability of general govern-
ment finances is the development of the social and health care sys-
tem, taking into account both the needs of general government fi-
nances and the need for available high-quality care. The current
level of total social and health care expenditure in Finland corre-
sponds to the EU average, but the ageing population puts an up-
ward pressure on it. It is useful to consider the upward pressure
per factor, e.g. according to the division applied by the Working
Group on Ageing Populations and Sustainability (AWG) of the EU
Member States and the EU Commission.

According to the AWG’s analysis, the situation in the actual
health care in Finland is not exceptional compared with the other
countries. In the initial status, the health care expenditure of Fin-
land is below the EU average (Figure 2). In the long term, by 2070,
the health care expenditure of Finland is forecast to grow by 0.8%
relative to GDP (the EU average being 0.9%) according to the work-
ing group’s so-called reference scenario. By 2030, the health care
expenditure in Finland is also expected to grow very typically, by
0.4% relative to GDP.

The upward pressure, in turn, concerns mainly long-term care,
such as care for the elderly. According to the AWG’s reference sce-
nario, long-term care expenditure, which is already higher in Fin-
land than the EU average in the initial status, will increase by 2.1%
relative to GDP in the long term, the EU average being 1.2%. The
expenditure ratio of long-term care will grow mainly after 2030.
By 2030, the growth is estimated to be 0.8%

The upward pressure of social
and health care expenditure is

focused on long-term care
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Figure 2: Development paths of health care and long-term care until
2070. Source: EU Commission, Ageing Report 2018, reference scenarios

of the AWG working group

The Government Programme provides good starting points for
preparing the reform of the social and health care system. Trans-
ferring the responsibility for service organisation to areas with a
clearly larger population is necessary to ensure both economical
and effective service provision in the future. Although it will take
time before cost benefits are realised, and they will not be auto-
matic, larger service organisation units will nevertheless make it
easier to achieve economic benefits for instance through econo-
mies of scale in production, bargaining power related to purchas-
es, and faster changes to improve productivity (e.g. changes relat-
ed to digitalisation or management systems).

The Government has also launched a survey on a separate solu-
tion for the Greater Helsinki Area as part of the social and health
services reform. This is justified, as the population in the Greater
Helsinki Area is so high that the success of the reform in this area
will have a significant effect on the success of the entire reform.

The Government Programme limits the responsibilities of the
self-governing regions (counties) at least initially to social, health
and rescue services. This speeds up the preparations of the reform,
promotes the progress of legislation and simplifies the implemen-
tation phase, which will be challenging in any case.

20

Larger service organisation
units promote the
achievement of

economic benefits



As the preparations of the reform proceed, it will probably
be necessary to set quantitative economic goals for the reform. It
would be useful if the economic goals were based on the identified
potential for efficiency gains. The setting of economic goals should
also take into account measures that will increase costs, such as the
improvement of service availability or quality. If this is not done,
the economic goals will not be realistic.

According to the Government Programme, the Government
will start preparations for the introduction of county income tax-
ation. As the country income tax may have a significant impact on
the counties’ economic incentives, for example, it is justified to
look into its introduction.

State guarantees set a higher risk to general
government finances

When the sustainability of general government finances is assessed,
itis necessary to take into account not only the known expenditure
pressures but also contingent liabilities, which may result in ex-
penditure on a large scale, even though this is unlikely. The ratio of
public-sector guarantees to GDP in Finland has risen to the top in
the EU, and the number of state guarantees has continued to grow
rapidly (see Figure 3). When decisions are made, it is therefore im-
portant to consider the risks involved in public-sector guarantees,
in particular. The factors underlying this trend include the rapid
growth in export guarantees and home loan guarantees.

EUR billion
60

The economic goals set for
the social and health services
reform should be realistic

50

40

30

20

Total guarantees at the end of the quarter

Figure 3: Development of state guarantees 2005-2019. Source: Statistics
Finland
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The fiscal policy steering mechanisms do not in any way re-
strict the growth of contingent liabilities. From the perspective of
economic policy, it is an attractive option to increase contingent li-
abilities, as they sometimes help to ensure the implementation of
projects promoting employment.

The risk management of state guarantees should be improved®
to prevent too high risk exposure. Increasing contingent liabilities
is subject to a government proposal and a decision by Parliament.
However, in practice, this has not prevented the rapid increase in
the liabilities. Although the positive impact of the export funding
system on the employment rate is established in a recently pub-
lished survey*, the results also indicate that activities falling with-
in the scope of the export credit guarantee displace other econom-
ic activities in the same area to some extent.

According to the Government Programme, Finnvera will be
provided with a sufficient level of authorisations, considering also
its risk management needs. During this government term, it would
be extremely important to focus on the risk management perspec-
tive when considering increasing the authorisations. It is important
to take into account both the riskiness of increased authorisations
and the entire risk-bearing capacity of central government when
all existing liabilities are taken into consideration.

14 TItis possible to achieve the
employment rate target
if measures are targeted
successfully

The Government aims to achieve an employment rate of 75 per cent
(60,000 new employed people) by 2023. So far only a few concrete
details have been disclosed of the employment-policy measures,
which makes it difficult to assess its impacts on the employment
rate. The measures set out in the Government Programme may
also have an adverse effect on the employment rate. The Govern-
ment Programme outlines abandonment of the activation model.
According to a report® ordered by the Ministry of Economic Affairs
and Employment, the model may have increased the probability
of termination of unemployment among those who receive earn-
ings-related unemployment benefit. It is, however, difficult to as-
sess the impacts of the activation model.

Export financing has a
positive impact on the
employment rate, but it
may also displace other
economic activities



The preparation of employment-policy measures should ob- A Nordic comparison shows

serve the differences between the employment potential of differ- that differences in the
ent population groups and the factors underlying these differenc- employment rate vary in
es. A comparison between the employment rate in Finland and the different population groups

average of the Scandinavian countries per age and gender group
reveals three groups with the highest employment potential: older
people, women of child-bearing age, and young people. However, it
should be noted that the employment rate of young people in Den-
mark differs considerably from that of the other Nordic countries.
If Denmark were excluded from the comparison (leaving only Nor-
way and Sweden), the employment potential of only young wom-

en and older neonle would stand out in Finland (Figures 4 and 5).
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Figure 4: The difference of the employment rate in Finland from the
average of Sweden and Norway, and the employment potential - men
by age group Source: The NAOF's calculations based on the information
provided by Eurostat and Statistics Finland
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Figure 5: The difference of the employment rate in Finland from the
average of Sweden and Norway, and the employment potential - women
by age group Source: The NAOF's calculations based on the information

provided by Eurostat and Statistics Finland

A direct comparison with Sweden yields qualitatively similar
results. However, if it is considered how common part-time work
is particularly in Sweden, the potential of young women becomes
somewhat questionable in view of the employment rate, as part-
time work is not very common in Finland. The comparison is fur-
ther complicated by the fact that, in Sweden, statistics show people
on family leave as employed, whereas in Finland they are consid-
ered non-employed®. For this reason, a comparison merely between
the employment rates does not give a clear picture of the differenc-
es between the countries, particularly in the case of women with
small children. The fact that Finland and Sweden have different
family leave systems makes the problem even more challenging.

In labour force surveys in Finland, a person who has worked
at least one hour during the survey week is considered to be em-
ployed. Those salary earners who have a job but who have been
absent from work during the survey week because of a materni-
ty or paternity leave are also considered to be employed. As there
are differences between Finland and Sweden in the way statistics
are kept and in the family leave systems, the comparison should
be made between those who have been working during the survey
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week. The concept ‘work attendance rate’ is applied to the share
of those who have been working during the survey week. When
this indicator is used, there are no significant differences between
women in Finland and Sweden (Figure 6). Nevertheless, there is
still a considerable difference between mothers of children under
three years. If the work attendance rate is used as an employment
indicator, the difference between women in Finland and Sweden
is narrowed from six to about two percentage points.
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Figure 6: Work attendance rates of women. Source: Statistics Finland

The working age profile shows clearly that the most significant
potential for improving the employment rate resides among older
people - particularly among older men. Employment potential of
more than 60,000 people, which is higher than the Government’s
employment target, can be found among men of 55 to 69 years alone.
Asregards women, the greatest potential is found in the age group
60 to 69 years (40,000 people).

On a more general level, it can be pointed out that the employ-
ment rate of Finnish men, in particular, is not higher than in the
other Nordic countries in any age group. Reforms not targeted at
any specific age group can therefore be considered justified. How-
ever, in view of the differences in the employment potential be-
tween different age and gender groups, targeted reforms would
still be the most probable way of achieving the employment rate
target without too high costs. As regards older people, in particu-
lar, it might be useful to review the entirety of the incentive and
support systems, training and job-search assistance, and active la-
bour market policies applicable to them.

Men’'s employment rate in all

age groups is lower than in
the other Nordic countries
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1.5 The tax policy needs to
strengthen the tax base

According to the Government Programme, the Government is seek-
ing to secure the financing base for an affluent society in a rapid-
ly evolving global digital economy by strengthening the tax bases
both internationally and nationally. A robust tax base also ena-
bles low tax rates and equitable taxation, promoting free enter-
prise, employment, growth, wellbeing and prosperity. A sustaina-
ble taxation roadmap will be drawn up to serve the Government’s
climate goal. The first stage of this roadmap will be completed in
time for the 2020 government discussion on spending limits. The
package will include a reform of energy taxation, a reform of trans-
port taxation, promotion of circular economy, and a study of emis-
sions-based consumption taxation. The first General Government
Fiscal Plan discloses few concrete details related to these.

Tax policy is one of the key tools with which the Government
implements its objectives: improvement of the employment rate,
decrease in inequality and narrowing of the income gaps, carbon
neutrality, and increase in wellbeing and prosperity. Tax revenue
is used for funding public services and benefits and also for nar-
rowing the income gaps. Taxation is also used for steering citizens’
and companies’ behaviour.

The tax rate represents the ratio of taxes and mandatory social
security contributions to GDP. The tax rate in Finland rose from
approximately 35% at the end of the 1970s to approximately 46%
at the turn of the millennium (Figure 7). At the beginning of the
21st century, the tax rate has fallen, being at its lowest, 40.5%, in
2010, after which it has again risen slightly. In the past few years,
the tax rate has again fallen somewhat. In 2018, the tax rate was
42.1%. The focus in taxation has moved slightly from income and
capital income taxation to the taxation of goods and services. The
share of the obligatory social security contributions has also grown.
As a whole, the change in the focus of taxation has, nevertheless,
been quite small.
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Figure 7: Development of taxation per tax type 1975-2018, tax revenue
relative to GDP, %. Source: Statistics Finland

Tax rate is one of the most common indicators for the size of
the public sector in international comparisons, although the data is
not fully comparable for this purpose. The tax rates in Finland and
Sweden have shown similar trends for the past few decades. The
tax rate in Finland has, nevertheless, been slightly higher. How-
ever, in the past few years, the tax rate has been higher in Sweden
than in Finland.

The total tax rate is not a particularly functional instrument for
steering central government finances, as taxation often has con-
tradictory impacts on economy. Tying measures to be taken dur-
ing the government term in advance to funding through taxation
can restrict the scope of economic policy measures and lead to in-
appropriate tax policy measures in view of employment or income
distribution, for example. Refraining from raising the tax rate like-
wise limits the methods available to the Government. It is good that
the Government has not tied the total tax rate to a certain level in
its Government Programme.

The total tax rate is not
a functional economic
steering instrument
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Tax subsidies continue to grow

Tax subsidies refer to such deviations from the normal basic struc-
ture of taxation, i.e. the so-called normal tax system, that are spec-
ified in tax legislation and intended to provide support. In prac-
tice, tax subsidies refer to tax exemptions, tax deductions, lower
tax rates, and similar means to support a specific business or group
of taxpayers.

The estimated amount of tax subsidies in euros has increased
year by year (Figure 8). For one third of the tax subsidies, it is not
possible to give an estimate in euros. It is estimated in the budget
proposal for 2020 that the total of tax subsidies is about EUR 29.2
billion. In the budget proposal for 2015, the amount of tax subsi-
dies was estimated at EUR 24.4 billion. In the budget session, the
Government decided to remove the tax subsidy for paraffinic die-
sel during the government term. The removal of the tax subsidy is
expected to increase tax revenue by about EUR 120 million.

The estimated amount of environmentally harmful subsidies is
expected to grow from EUR 3.5 billion in the budget proposal for
2019 to EUR 3.6 billion in the budget proposal for 2020. Environ-
mentally harmful subsidies are included particularly in the tax sys-
tem, but they can also be found among appropriations.

The Government has also decided to continue to limit the tax
deductibility of interest payments on home loans and to reduce the
domestic help credit. However, at the same time, the Government
has decided on a new tax subsidy: granting a partial tax exemption
on removal costs paid by an employer. The decisions taken at the
Government’s budget session to accelerate the depreciation for
investments and to increase the VAT relief will also increase the
amount of tax subsidies. Tax subsidies narrow the tax base and of-
ten also complicate the tax system.
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Figure 8: Development of tax subsidies 2015-2020, EUR million. Source:
Budget proposal for 2020 and up-to-date budgets for 2015-2019
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2 Compliance with the EU
fiscal policy rules and the
spending limits rule

According to the ex-ante assessment by the National Audit Office,
Finland will deviate from the structural balance rule of the preven-
tive arm of the Stability and Growth Pact and from the expendi-
ture benchmark in 2019, but the deviations will not be significant.
As regards 2020, there is a risk that the deviations from the rules
will be significant. This is influenced, for example, by the launch of
a one-off future-oriented investment programme in 2020 and the
fact that the permanent increases in expenditure during the gov-
ernment term are front-loaded as compared with the increases in
tax revenue, which will improve the general government struc-
tural balance.

Although the estimates involve uncertainty, the National Au-
dit Office encourages the Government to pay attention to the risk
of asignificant deviation. In the spring of 2021, the National Audit
Office will make a final assessment on Finland’s compliance with
the Pact in 2020.

According to the preliminary assessment, Finland will comply
with the criteria of the corrective arm of the Stability and Growth
Pact in 2019 and 2020. The ratio of general government debt to
GDP is very close to the limit value of 60 per cent, and it is fore-
cast to exceed the limit value in 2022.

As regards the national spending limits rule in Finland, the Na-
tional Audit Office has gone through the numeric preparation of
the spending limits for the new parliamentary term, the budget
proposal for 2020, and the supplementary budgets for 2019. In its
assessment, the National Audit Office ensured that the spending
limits calculations of the Ministry of Finance had been implement-
ed in compliance with the spending limits rule and principles laid
down in the Government Programme. On the whole, the central
government spending limits have been complied with.
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2.1 There is a risk of a significant
deviation from the preventive
arm of the Stability and Growth
Pactin 2020

In this section, the National Audit Office makes an ex-ante assess-
ment of Finland’s compliance with the rules of the Stability and
Growth Pactin 2019 and 2020. The final assessments will be made
in the spring following each year under review. The assessment
of compliance with the Stability and Growth Pact is based on the
information provided by the Ministry of Finance on the Stability
Programme, the draft budgetary plan for 2020, and the Economic
Survey of autumn 2019. The calculations are based on the methods
presented by the European Commission in the report Vade mecum
on the Stability and Growth Pact.”

The aim of the preventive arm of the EU Stability and Growth
Pactis to ensure balance in general government finances. Further-
more, compliance with the rules of the preventive arm should pre-
vent excessive deficit and debt. The preventive arm focuses on a
Member State-specific medium-term objective (MTO), expressed
as a target level for the structural balance. Finland’s MTO is to
achieve a general government structural balance of -0.5 per cent
relative to GDP.

The structural balance describes the general government fis-
cal position relative to GDP when the impact of economic cycles
and temporary and one-off measures has been eliminated from the
nominal fiscal position of general government.

The achievement of the MTO is assessed on the basis of two
separate criteria. First, it is assessed whether the targeted struc-
tural balance has been achieved or whether the general govern-
ment finances in the Member State have progressed towards the
targeted balance as required. With regard to the second criteri-
on, i.e. the expenditure benchmark, the increase in general gov-
ernment expenditure is compared with the expenditure limit set
for it. Compliance with the expenditure benchmark supports the
achievement and maintenance of the structural balance in accord-
ance with the MTO.

In the process for assessing compliance with the Stability and
Growth Pact, the targets for each year are set in the summer preced-
ing the year under review. The final assessment of the compliance
is made in the spring following the year under review. Between
these milestones, different actors assess the current situation and
progress towards the targets.
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Structural balance is far from meeting the target

The forecast for general government structural balance in 2019-
2020 has weakened from the assessment made by the National Au-
dit Office in the spring of 2019. The change is attributable to the
weakening of the forecast for nominal balance, in particular. The
assessment of cyclical conditions has also been specified to some
extent. The cyclical conditions are illustrated by the output gap, i.e.
the difference between the observed GDP and the potential GDP.
The potential GDP describes the long-term economic trend, which
cannot be observed but has to be estimated. According to the as-
sessment of the National Audit Office, the structural deficit will be
-1.3% relative to GDP in 2019 and grow further to -1.4% relative to
GDP in 2020, as illustrated in Figure 9.

% relative
to GDP

2015 2016 2017 2018 2019 2020
0.5

@ NAOF's assessment, autumn 2019 @ NAOF's assessment, spring 2019

EU Commission's assessment, spring 2019 MTO

Figure 9: The level of structural balance in 2015-2020, % relative to GDP.

If the target set for structural balance is not achieved, it will be
assessed according to the Stability and Growth Pact whether the
change towards the target level is sufficient. The structural bal-
ance in 2019 will weaken by 0.4 percentage points from the pre-
vious year. The nominal balance will weaken in 2019 (see Figure
10). In 2020, the structural balance will weaken by 0.1 percentage
points, and the output gap is expected to decrease.

Structural balance will
weaken in 2019-2020
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Figure 10: Change in the structural balance divided into the change in the

nominal balance and the change in the cyclical component

The change, or adjustment, required to be made in the struc-
tural balance towards the MTO is defined in the Council’s recom-
mendation in the summer preceding the year under review. The
recommendation is based on the fiscal policy rules and on the Com-
mission’s forecast from the corresponding spring. According to the
rules, the adjustment requirement can be updated in the autumn
preceding the year under review and in connection with the final
assessment in the spring following the year under review. An up-
date is made if the economic situation weakens significantly or if
the structural balance is assessed to be closer to the MTO (than the
adjustment requirement). According to the current estimate, the
structural balance is allowed to weaken by 0.2 percentage points
in 2019. In the summer of 2019, the Council recommended an ad-
justment of 0.5 percentage points for 2020.

Finland has benefited from the flexibility offered by the Pact:
under the structural reform clause, Finland was granted relief of
0.5 percentage points relative to GDP from the requirements for
2017-2019. In this assessment, the flexibility affects Finland’s com-
pliance with both the structural balance rule and the expenditure
benchmark in 2019.

According to the preliminary assessment, Finland will deviate
from the structural balance rule in 2019, but the deviation will not
exceed 0.5 percentage points, and thus it will not be significant. A
significant deviation is a deviation of over 0.5 percentage points
from the requirement in one single year or a cumulative deviation of
0.25 percentage points on average per year in two consecutive years.
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According to the current assessment, the structural balance in
2020 will deviate from the requirement by 0.6 percentage points,
which constitutes a significant deviation. The current assessment
involves uncertainty, as the assessments of the structural balance
and the adjustment requirement may still be updated before the
final assessment.

The assessment made by the National Audit Office may differ
from that of the European Commission particularly because the
calculations of the National Audit Office are based on the forecast
by the Ministry of Finance, whereas the Commission bases its as-
sessment on its own forecast.

Public expenditure is growing faster than allowed by the
rules

The aim of calculation in accordance with the expenditure bench-
mark is to assess the development of general government expendi-
ture in relation to the maximum rate set for an increase in expendi-
ture. The maximum rate, i.e. the limit for an increase in expenditure,
indicates how much the expenditure can increase in order for the
development to either still keep up with the MTO or remain on the
adaptation path leading to the MTO.

In the calculation, the cyclical component of unemployment ex-
penditure, debt interest payments, and spending arising from EU
programmes funded directly with EU subsidies are deducted from
total general government expenditure. These expenditure items
are considered to be such that they cannot be influenced through
fiscal policy. In terms of investment expenditure, a four-year aver-
age is examined, which means that the rules allow an increase in
investments during the year under review. Furthermore, the ex-
penditure benchmark allows an increase in expenditure, provided
that the increase is funded with a corresponding increase in rev-
enue. Table 2 presents the ex-ante calculations for 2019 and 2020
in accordance with the expenditure benchmark. One-off measures
have also been taken into account in the calculation of the expend-
iture benchmark as part of the overall assessment.
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Table 2: Calculation under the expenditure benchmark

2018 2019 2020

Expenditure benchmark items, EUR billion

Total general government expenditure 124.4 127.7 1324

- Debt interest payments 2.1 2.0 1.8
- Expenditure arising from EU programmes, fully compensated by income from EU funds 0.5 0.5 0.5
- Fixed capital (gross) 9.8 10.1 106
+ Average for fixed capital (four years) 8.9 9.4 9.9
- Cyclical changes in unemployment expenditure 0.4 0.1 0.0
+ One-off expenditure items 0 0 0
= Adjusted expenditure aggregate 1 (AEA 1) 120.6 1245 129.4
- Expenditure financed with earmarked revenue 0.1 0.1 0.1
Effect of discretionary measures on revenue -0.7 -0.4 0.4
One-off revenues -0.2 0.2 0.0

- Effect of discretionary measures on revenue, incl. one-off revenues -0.6 -0.7 0.6
= Adjusted expenditure aggregate 2 (AEA2) 121.0 125.1 128.7

Growth in general government expenditure

Nominal growth in total spending (calculated in accordance with the expenditure

benchmark), % 3.3 3.8 3.4

GDP deflator 1.2 1.6 19
Growth in total spending, calculated in accordance with the expenditure benchmark
2.0 2.1 1.5
(real), %
Applied expenditure benchmark, NAOF's estimate, real 1.1 1.3 -0.1
Applied expenditure benchmark, NAOF's estimate, nominal 2.3 2.9 1.9
Deviation

Difference between the growth rate under the expenditure benchmark and total

spending (% units) -09 -09 -1l6

Deviation, EUR billion -1.1 -1.1 -1.9
GDP, EUR billion 234 242 249
Deviation, % relative to GDP -0.5 -0.4 -0.8
Is the deviation significant (<-0.5)? No No Yes
Cumulative deviation -0.5 -0.6
Is the cumulative deviation significant (<-0.25)? Yes Yes
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According to the calculations of the National Audit Office, the
rate of growth of the total adjusted general government expendi-
ture as referred to in the expenditure benchmark will exceed the
limit set for it in both 2019 and 2020. According to the ex-ante as-
sessment, a deviation from the expenditure benchmark will thus
arise in both years. In 2020, the deviation from the expenditure
benchmark will be significant according to the rules. The cumu-
lative deviation in 2019-2020 will also exceed the limit set for a
significant deviation. If the difference falls below -0.5 percent-
age points, the deviation from the expenditure benchmark is con-
sidered significant. If the difference falls below -0.25 percentage
points on average per year in two consecutive years, the deviation
is also considered significant.

There is a risk of a significant deviation from the
preventive arm in 2020

According to the ex-ante assessment of the National Audit Office,
compliance with the structural balance rule will not be achieved
in 2019, but the deviation will not be significant. Neither will the
expenditure benchmark be complied with in 2019, but the devia-
tion will not be significant in this case, either.

However, there is a risk that Finland fails to comply with the
preventive arm of the EU Stability and Growth Pact in 2020. This
is influenced, for example, by the launch of a one-off future-ori-
ented investment programme in 2020 and the fact that the per-
manent increases in expenditure during the government term are
front-loaded as compared with the increases in tax revenue, which
will improve the structural balance.

Although there is uncertainty involved in the ex-ante assess-
ments, the National Audit Office encourages the Government to pay
attention to the risk of a significant deviation from the obligations
set by the preventive arm of the Stability and Growth Pact. In the
spring of 2021, the National Audit Office will make a final assess-
ment of Finland’s compliance with the Pact in 2020.

The rate of growth of public
expenditure exceeds the
limit set by the rules

The final assessment of 2020

will be made in spring 2021
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2.2 Finland will comply with the
corrective arm of the Stability
and Growth Pact in 2019 and
2020

The aim of the corrective arm of the Stability and Growth Pact is
to ensure compliance with the deficit and debt criteria specified
in the EU Treaty. According to the debt criterion, central govern-
ment gross debt may not exceed 60 per cent of GDP. Correspond-
ingly, according to the deficit criterion, the nominal deficit of gen-
eral government shall not exceed 3 per cent of GDP.

According to the information published by Statistics Finland
on 21 October 2019, the general government debt was 59 per cent
of GDP in 2018, and the Ministry of Finance forecasts that the debt
ratio will remain at around 59 per cent in 2019 and 2020. The debt
ratio is expected to be below the 60 per cent reference value in
the years under review. According to the ex-ante assessment, Fin-
land will thus comply with the debt criterion during the years un-
der review.

According to the forecast by the Ministry of Finance, the debt
ratio will start to grow in 2021, wherefore the reference value is ex-
pected to be exceeded. The debt ratio is forecast to exceed the ref-
erence value of 60% for example as a result of the Government’s
discretionary increases in expenditure and the automatic increas-
esin expenditure related to the ageing population. The decided tax
increases will not be sufficient to offset these. The debt ratio will
be further increased by the funding of the fighter aircraft purchas-
es, which is included in the general government spending limits.

According to Statistics Finland (21 October 2019), the general
government deficit was 0.8 per cent of GDP in 2018, and the Min-
istry of Finance forecasts that it will grow to 1.4 per cent of GDP
by 2020. During the period under review, the deficit will thus be
clearly below the reference value of 3 per cent. However, in spring
2019, the Ministry of Finance still forecast that the general govern-
ment finances would be in balance in 2020.

The deficit in the general government finances will be about 1
per cent of GDP. The fiscal position of local government deterio-
rated in 2018 as a result of the weak growth of tax revenue and the
simultaneous increase in consumption expenditure. According to
the forecast by the Ministry of Finance, the local government defi-
cit will continue to grow in 2019, as the consumption expenditure
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has continued to grow rapidly. The fiscal position of local govern-
ment is burdened by the increasing need for services and the con-
stantly high level of investments.

Structural Expenditure Deficit criterion  Debt criterion

balance benchmark

Risk of a Risk of a Compliance Compliance
2019 L. .

deviation deviation

Risk of a Risk of a Compliance Compliance
p{oyIVll significant significant
deviation deviation

Table 3: Preliminary assessment of the National Audit Office on
compliance with the Stability and Growth Pact in 2019-2020

2.3 The central government
spending limits have been
complied with

The National Audit Office has gone through the numeric prepara-
tion of the supplementary budgets for 2019, the spending limits for
the new parliamentary term, and the budget proposal for 2020. In
the assessment, the National Audit Office ensured that the spend-
ing limits calculations of the Ministry of Finance had complied
with the spending limits rule and principles laid down in the Gov-
ernment Programme.

There was a change of Government after the first supplemen-
tary budget for 2019. The second and third supplementary budget
for 2019 were thus submitted during Prime Minister Antti Rinne’s
government term. When Rinne’s Government took office, the unal-
located reserve allowing leeway within the spending limits amount-
ed to EUR 260 million. The Government decided to replace this
remaining reserve with a new supplementary budget reserve of
EUR 300 million. The change in the unallocated reserve within
the spending limits raised the spending limits by EUR 40 million.

The spending limits procedure is based on a political commit-
ment. The new Government may thus adjust the unallocated re-
serve within the spending limits during the election year.

According to observations made by the National Audit Office,
the four-year spending limits for the parliamentary term 2020~
2023 have been set in compliance with the spending limits rule of

The new Government may
adjust the spending limits
for the election year
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the Government Programme. Under the spending limits rule, the
spending limits for 2023 will be EUR 14 billion higher, according
to the price level of 2020, than in the so-called technical spending
limits (4 April 2019). The spending limits for 2023 include an un-
allocated reserve of EUR 0.1 billion and a supplementary budget
reserve of EUR 0.1 billion, which were not included in the techni-
cal spending limits. The spending limits for 2023, which is the last
year of the parliamentary term, have been budgeted to be EUR 1.4
billion broader than the technical spending limits if the EUR 1bil-
lion tax compensation to municipalities, decided during the pre-
vious parliamentary term, is not taken into account. Excluding
the tax compensation can be considered justified, as the expend-
iture falling outside the spending limits will decrease by a similar
amount, which means that the total of expenditure to be paid by
taxpayers will not increase.

The National Audit Office has gone through the numeric de-
duction of the spending limits for the parliamentary term from the
technical spending limits prepared by the previous Government.
The spending limits for the parliamentary term have been set in
compliance with the spending limits principles.
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Table 4: Numeric monitoring of the spending limits figures from the
technical spending limits to the spending limits for the parliamentary
term 2020-2023

Spending limits expenditure in the technical spending limits of 4 April
2019, EUR million

Reserves in the technical spending limits
Spending limits for the parliamentary term, 7 October 2019

Change in the spending limits for the parliamentary term compared
with the technical spending limits

Spending limits expenditure of the parliamentary term, BP 2020 and
GGFP 2021-2023 (source: MoF)

2020 2021 2022

44,853 46,417 46,582

0 0 0
47,778 50,329 49,915

2,925 3,912 3,334

47,378 49,039 48,615

Change in the spending limits expenditure BP 2020 and GGFP 2021-2023 2,525 2,622 2,034

- technical spending limits
The remaining change from the technical spending limits to the
spending limits of the parliamentary term

Reserves according to GGFP 2021-2023 (source: MoF)

Supplementary budget reserve
Reserve for the funding of future-oriented investments

Unallocated reserve
Total reserves in the spending limits for the parliamentary term

Difference between the reserves reported in the spending limits for the
parliamentary term and the remaining change from the technical spen-
ding limits to the spending limits of the parliamentary term as calculated
by the NAOF

In addition to the traditional supplementary budget reserve
and unallocated reserve, Prime Minister Antti Rinne’s Government
provided the spending limits with some leeway by a reserve for the
funding of future-oriented investments. The use of the reserve will
be decided in connection with the preparation of the budget pro-
posal for 2021. The spending limits for 2021 and 2022 thus have
considerably more leeway than those for the other two years.

Statutory and contractual price index adjustments have been
included in the spending limits in full unlike in the previous par-
liamentary term when index adjustments were mainly frozen. Be-
cause of the change in the price forecast, the price and cost-level
adjustments for 2020 that are included in the final spending lim-
its are, however, smaller than in the technical spending limits. The
budget proposal for 2020 conforms to the spending limits of 2020,
as they were both prepared at the same time.
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300 300 300
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Expenditure outside the spending limits

Cyclical expenditure, such as allowances related to unemploy-
ment and income security, fall outside the scope of the spending
limits. Debt interest payments, compensation to municipalities
arising from tax cuts, and expenditure generated by financial in-
vestments also fall outside the scope of the spending limits. Some
of the expenditure items outside the spending limits are different
types of pass-through items, which means that the budget has al-
located revenue to offset the expenditure in question. Examples of
pass-through items are expenditure corresponding to the revenue
received from the EU and betting proceeds.

EUR billion
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Figure 11: Development of expenditure outside the spending limits in
2004-2020, EUR billion. Source: Ministry of Finance

Cyclical expenditure has started to decrease in 2019 and 2020
in the case of all appropriations. However, the changes made to the
justification of appropriations in different years make it more dif-
ficult to assess the extent to which the decrease is caused by the
improved employment rate. Debt interest payments are also ex-
pected to decrease in 2019 and 2020. When the government term
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changes, the compensations paid to municipalities for tax cuts,
EUR 1.012 billion, will be transferred to the scope of the spending
limits. This is the most significant single factor that will reduce
the expenditure falling outside the scope of the spending limits in
2020. The changes in tax revenue decided during Rinne’s govern-
ment term and the compensations paid for them to municipalities
fall outside the scope of the spending limits until the government
term changes. The total of financial investments in 2019 and 2020
is lower than in the previous years.
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3 The General Government
Fiscal Plan and the
underlying forecasts of the
Ministry of Finance

The targets set for general government finances in the General
Government Fiscal Plan comply with legislation, and fiscal policy
legislation has been complied with. However, the measures to be
taken to achieve the targets have not been specified at this stage.

The GDP forecast of the Ministry of Finance for 2019 is among
the highest forecasts, whereas the GDP growth forecasts of the
Ministry for 2020 and 2021 are lower than the median forecast and
the average. On the basis of the assessment, the economic forecast
of the Ministry of Finance on which the General Government Fis-
cal Plan is based cannot be considered unrealistic as a whole in the
sense referred to in legislation.

3.1 The General Government
Fiscal Plan meets the statutory
requirements in material
respects

The Medium-Term Objective (MTO) set by the General Govern-
ment Fiscal Plan for the general government structural balance
relative to GDP, as referred to in Section 2 of the Fiscal Policy Act
(869/2012), is 0.5 per cent. The objective complies with the min-
imum level of the Fiscal Compact. The General Government Fis-
cal Plan sets multi-annual objectives for the ratio between the
general government fiscal position and GDP and, in addition, sep-
arate targets for the different sub-sectors of general government.
These targets have been set in such a manner that the objective
set for the structural fiscal position of general government will at
least be achieved.

However, in light of the forecast by the Ministry of Finance,
these fiscal position targets will not be achieved (see Figure 12).
According to the forecast by the Ministry of Finance, the general

Based on the forecast, the
structural balance will not
reach the target in 2023

45



government structural balance will be -1.4 % relative to GDP in
2023. This is 0.9 percentage points lower than the MTO set for the
structural balance by the Government, which is also the minimum
level set by the Fiscal Compact. The nominal fiscal position target
set by the Government for 2023 is 0.0% of GDP. The forecast by the
Ministry of Finance for the fiscal position in 2023 is -1.4% of GDP.
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@ Target path for general government net lending
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Medium-Term Budgetary Objective (MTO) for the structural
budgetary position

@ Structural budgetary position, forecast by the Ministry of Finance

Figure 12: The fiscal position targets set by the Government and the
forecasts by the Ministry of Finance. Source: Ministry of Finance, General
Government Fiscal Plan 2020-2023

According to Section 3 of the Decree on the General Govern-
ment Fiscal Plan (120/2014), the General Government Fiscal Plan
shall include assessments of the key revenue and expenditure of
general government and its sub-sectors both without legislative
amendments and with the legislative amendments specified by the
Government. Under the Decree, the Plan shall present the impact
of both of these options on the medium-term structural fiscal po-
sition and long-term sustainability of general government financ-
es. In addition, the General Government Fiscal Plan should spec-
ify the measures required for achieving the fiscal position targets
and their estimated financial impact. The General Government
Fiscal Plan has not yet specified these measures. This is partly ex-
plained by the fact that the government term has only just begun.

According to the forecast by the Ministry of Finance, the defi-
cit of local government in 2023 will be EUR 3.1 billion, i.e. -1.2 per
cent of GDP. According to Section 3 of the Decree on the General
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Government Fiscal Plan (120/2014), the Plan shall set a cap in euros
for the changes in local government expenditure caused by central
government measures. This cap shall be in line with the target set
for the fiscal position of local government. According to the target
set for the fiscal position of local government, the deficit should
be no more than 0.5 percentage points relative to GDP in 2023.

In its General Government Fiscal Plan, the Government has
laid down that the net impact of its measures in 2023 will not in-
crease the operating expenses of local government by more than
EUR 520 million. However, the measures included in this expend-
iture limit and the change in the related government transfers and
grants are estimated to have an almost neutral combined impact
on local government finances. Thus, the total level of the expend-
iture limit will not bring local government closer to its fiscal po-
sition target; nor will it complicate the achievement of the target.

In material respects, the General Government Fiscal Plan meets
the requirements set by the decree that regulates its contents. The
Government has also set a medium-term objective for the struc-
tural general government fiscal position in compliance with the
Fiscal Compact®. Based on the monitoring by the National Audit
Office, the forecast practices of the Ministry of Finance have com-
plied with the Fiscal Policy Act®. Thus, the Fiscal Policy Act has
been complied with.

3.2 The forecast of the Ministry of
Finance underlying the General
Government Fiscal Plan does not
differ significantly from other
forecasts

Under the Fiscal Policy Act (869/2012) and the Budgetary Frame-
works Directive (2011/85/EU), the Member States must ensure
that the planning of their general government finances is based on
realistic macroeconomic and fiscal forecasts. Under the Govern-
ment Decree on the General Government Fiscal Plan (120/2014;
as amended by Government Decree 601/2017), the Ministry of Fi-
nance shall, when preparing economic forecasts, also take into con-
sideration the conclusions of the National Audit Office on the mac-
roeconomic and fiscal forecasts.
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The budget proposal and the General Government Fiscal Plan
are based on the macroeconomic forecast and the assessment of
medium-term and long-term economic growth produced by the
Ministry of Finance. The Ministry of Finance projects GDP growth
of 1.5 per cent for 2019, 1.0 per cent for 2020, and 0.9 per cent for
2021. The preparation of the spending limits last spring was based
on estimated economic growth of 1.7, 1.4 and 1.2 per cent for the
above years, respectively.

This autumn’s forecast for 2019 is higher than the median fore-
cast (1.3) or average (1.4) of the followed forecasters of the Finn-
ish economy and among the highest forecasts. Of the forecasters
followed, seven projected growth of at least 1.5 per cent for 2019,
whereas thirteen projected growth of no more than 1.4 per cent.
Taking into account the dates on which the latest forecasts of all
forecasters were published, it also appears that the forecasts are
becoming more downbeat over time.

Figure 13 shows the latest GDP forecasts for 2019 of the fore-
casters of the Finnish economy in relation to the date of issue. The
middle line shows the linear trend of the forecasts (excl. the fore-
cast by the Ministry of Finance), while the upper and lower lines
illustrate the t-distributed 95% prediction interval. The figure il-
lustrates the development of forecasts over time: more information
and data updates from the National Accounts by Statistics Finland
have been available for forecasts issued later. The forecasts issued
closer to the end of the period are thus likely to be more accurate
than those issued at the beginning of the period. In view of this,
the GDP forecast issued by the Ministry of Finance for 2019 can be
considered optimistic, as it is approximately at the same level as the
upper limit of the 95% prediction interval at the time it was issued.
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Figure 13: GDP forecasts for 2019. Source: Different forecasters, the
NAOF

The GDP growth forecasts of the Ministry of Finance for 2020
and 2021 are, in turn, lower than the median forecast and the aver-
age and somewhat more conservative than the linear trend. They
also fall within the 95% prediction interval of the linear trend based
on the sample of forecasts. On the same basis, the other key figures
in the forecast of the Ministry of Finance also fall within the pre-
diction intervals with the exception of the forecast employment
rate and consumer price index in 2021 and the forecasts private
consumption in 2019 and 2020.

The employment rate forecast of the Ministry of Finance is
more optimistic for all years than the linear trend of the other fore-
casts; however, it falls between the minimum and maximum of the
other forecasts and within the prediction interval only in 2019 and
2020. The forecast of the Ministry of Finance is outside the predic-
tion interval and higher than the maximum of the other forecasts
only in 2021. However, it should be noted that the sample of fore-
casts is very limited, as there are only three forecasters for 2021 in
addition to the Ministry of Finance. Moreover, the prediction in-
terval is quite narrow, as the forecasts are very close to each other.



The economic forecast of the Ministry of Finance can be con- The employment rate forecast

sidered consistent: as a result of the optimistic employment rate of the Ministry of Finance
forecast, the Ministry’s forecast of private consumption is also is in line with the forecast
higher than the calculated linear trend (and higher than the max- for private consumption

imum of the other forecasts in 2021), and, in addition to driving the
growth of export, it also seems to drive GDP growth. However, this
proves that the relatively optimistic economic outlook of the Min-
istry is based on continuous improvement of the employment rate.

Compared with the other forecasters, the Ministry of Finance
has a more pessimistic forecast of the general government fiscal bal-
ance. However, according to the forecast, the deficit will in any case
remain lower than the three per cent reference value. The forecast
of the Ministry of Finance for the general government gross debt
(EDP debt) is close to the linear trend of the other forecasts and
slightly more optimistic than it for 2021. In the trend projection of
the Ministry of Finance, the general government gross debt will not
exceed 60% of GDP until in 2022, whereas according to the linear
trend of the other forecasts, this will take place as early as in 2021.

GDP Imports  Private Public Exports Invest- Unem- Employ- Inflation ~ Current  General General
consump-  consump- ments ployment ment rate account government government
tion tion fiscal gross debt

balance

@ The MoF forecast falls within the 95% prediction interval and the minimum-maximum interval

1 The MoF forecast falls outside the 95% prediction interval or the minimum-maximum interval

@ The MoF forecast falls outside the 95% prediction interval and the minimum-maximum interval

Figure 14: Realism of the MoF forecasts. Source: The NAOF's calculations
based on forecasts

Figure 14 shows whether the Ministry of Finance (MoF) fore-
casts fall outside the minimum-maximum interval of the other
forecasts and/or the 95% prediction interval of the linear trend.
On the basis of the assessment, the forecast of the Ministry of Fi-
nance underlying the General Government Fiscal Plan cannot be
considered unrealistic as referred to in legislation.

50



Medium-term projections make it easier to prepare
fiscal policy

The General Government Fiscal Plan is based on the medium-term
projection of the Ministry of Finance on macroeconomics and the
development of general government finances. According to an
audit® completed by the National Audit Office in the autumn of
2019, the methods for drafting medium-term projections are, as a
rule, appropriate. Based on the audit, the Ministry of Finance has
included discretionary policy measures in its projection, follow-
ing appropriate practices and in compliance with the guidelines
issued by the EU Commission. There are several natural reasons
for the rather big differences between the budget outturns and the
original projections.

First, it is difficult to prepare even short-term projections, and
the effects of deviations from the projections are multiplied in the
longer term. Second, projections are adjusted because policy meas-
ures are decided and taken after the projections are made. For the
above reasons, rather than providing an exact projection of the
most likely development path, a medium-term projection makes
it easier to prepare fiscal policy.

Based on the calculations made by the National Audit Office, the
general government revenue accrued in the following four years
has been overestimated as a rule. This is line with the fact that the
real-time economic cycle has been underestimated as a rule. This
has probably led to the overestimation of the medium-term eco-
nomic growth, wherefore the revenue has been lower than expect-
ed. On the other hand, total expenditure has been overestimated
as a rule. The projections of the fiscal balance of general govern-
ment have therefore hit the mark fairly well during the past few
years under review.

There are several natural
reasons for deviations
from the forecasts
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