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To Parliament

As part of its task laid down in the Constitution of Finland, the Na-
tional Audit Office (NAOF) audits the preparation and implementa-
tion of fiscal policy. The National Audit Office also evaluates fiscal
policy in its role as an independent national fiscal policy evalua-
tion body under the Stability Pact (Fiscal Compact) and within
the meaning of European Union law. Provisions on the evaluation
task are laid down in the Act on the National Audit Office of Fin-
land (676/2000) and the Act on the implementation of the Treaty
on Stability, Coordination and Governance in the Economic and
Monetary Union, the implementation of Treaty provisions of a leg-
islative nature as well as requirements concerning multi-annual
budgetary frameworks (Fiscal Policy Act; 869/2012)".

The evaluation comprises the assessment of the setting and im-
plementation of the rules steering the fiscal policy. By evaluating
fiscal policy, the National Audit Office promotes transparent and
easy-to-understand regulation and stable and sustainable general
government finances. As part of its fiscal policy evaluation task, the
National Audit Office is responsible for monitoring the preparation
and implementation of the General Government Fiscal Plan, for en-
suring the reliability of macroeconomic forecasts and for evaluat-
ing compliance with the Stability and Growth Pact. The National
Audit Office also monitors compliance with the medium-term ob-
jective (MTO) and its correction mechanism.

Under section 6 of the Act on the National Audit Office of Fin-
land, the National Audit Office presents this interim fiscal policy
evaluation report on the 2015-2018 parliamentary term to the 2016
parliamentary session.

Helsinki 29 November 2016

Tytti Yli-Viikari
Auditor General

Marko Minnikko
Deputy Auditor General






This separate report to Parliament contains the interim fiscal policy
evaluation report on the 2015-2018 parliamentary term prepared
by the National Audit Office. The report covers the overall steer-
ing of general government finances, fiscal policy framework for
the parliamentary term, adherence to central government spend-
ing limits and compliance with the Stability and Growth Pact dur-
ing the early part of the current parliamentary term. An estimate
of the entire parliamentary term is also provided.

Overall steering of general government finances has been put
on a more consolidated basis during the current parliamentary
term. This is based on the Decree on the General Government
Fiscal Plan, under which the steering of general government fi-
nances must be put on a more comprehensive and long-term basis.
This is also manifested in the Programme of Prime Minister Juha
Sipild’s Government.

The National Audit Office takes a positive view of the fact that
the long-term impacts of economic policy and the challenges to
the Finnish economy posed by structural factors are taken into ac-
countin fiscal policy planning. The process of consolidating gener-
al government finances with ten billion euros will extend beyond
the current parliamentary term. This requires that all parties in-
volved are committed to a long-term economic policy.

The savings targets laid out by the Government have meant
strict spending limits for central government finances. Strict spend-
ing limits are one reason why the economic growth has been stim-
ulated through means outside the spending limits (increases in tax
subsidies, financial investments and guarantee commitments). The
National Audit Office reminds that general government liabilities
and the risks associated with them should be monitored as a whole
and in relation to the rest of the economy.

According to forecasts, the decisions made by autumn 2016 are
not enough to achieve the sub-sector budgetary targets set out by
the Government. It will be particularly difficult to achieve the budg-
etary targets laid out for central government. If achieved, the tar-
gets would ensure the balancing of general government finances
and help to put the debt-to-GDP ratio on a downward trend. The



Government can only achieve the targets it has set by continuing
its efforts to strengthen the general government fiscal position and
especially the central government fiscal position.

General guidelines and the most important targets for the tax
policy are laid out in the Government Programme. The National
Audit Office recommends that there should be a comprehensive
assessment of the future of the tax policy and the tax system of the
future during the latter half of the parliamentary term.

The central government spending limits and the spending lim-
its rule contained in them are the most important instruments for
steering national fiscal policy. According the observations of the
National Audit Office, the Government has been in compliance
with the central government spending limits in 2015. The central
government spending limits are an important steering instrument
and should therefore be in accordance with the targets laid out for
central government finances.

Finland was in compliance with the Stability and Growth Pact
in 2015. According to a preliminary assessment produced by the
National Audit Office, Finland is in compliance with the preven-
tive arm also in 2016 but may be in breach of the debt rule of the
corrective arm. According to an assessment of the National Audit
Office, there is a risk of a significant deviation from the require-
ments of the preventive arm in 2017.

The National Audit Office draws attention to the functioning of
the preventive arm of the Stability and Growth Pact. The preventive
arm contains a degree of flexibility, which means that more con-
sideration can be given to the special characteristics of the econo-
my in the definition of the required adjustment. In Finland’s case,
flexibility of the rules and the permitted deviations from the re-
quirements are leading to a situation where compliance with the
preventive arm has not provided an adequate safety margin for
the criteria of the corrective arm, as Finland’s general government
debt-to-GDP ratio has exceeded the permitted 60 per cent limit.
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1 Fiscal policy objectives and
achieving them

As part of its statutory fiscal policy evaluation task, the Nation-
al Audit Office has assessed the overall steering of general gov-
ernment finances, as well as compliance with central government
spending limits and the Stability and Growth Pact in the 2015-2018
parliamentary term. In this report the National Audit Office pre-
sents the fiscal policy findings at the half-way point of the parlia-
mentary term.

1.1 Summary of the findings

Putting the general government debt on a downward trend and
balancing the economy after many years of negative growth are
the main challenges for the 2015-2018 parliamentary term. Slow
economic growth and the need to introduce structural reforms
are hampering the efforts to adjust general government finances
on a short-term basis. There is little room for manoeuvre in gener-
al government finances, which means that it is impossible to stim-
ulate economic growth by increasing public-sector demand and
the fiscal policy objectives laid out in the General Government Fis-
cal Plan cannot be achieved without additional adjustment meas-
ures. The short-term costs arising from structural reforms will also
make it more difficult to introduce adjustments in general govern-
ment finances.

The fiscal policy framework for the current parliamentary term
is based on the views of the long-term outlook for Finland’s general
government finances prevailing at the time when the Government
Programme was prepared. In addition to putting the debt-to-GDP
ratio on a downward trend and balancing general government fi-
nances, the Government also aims to close the sustainability gap.
In order to meet these objectives, the Government has introduced
and is planning to introduce spending cuts and structural reforms
the aim of which is to slow down growth in expenditure and to sup-
port economic growth.

Adjustments in general government finances during the early
part of the government term have been one factor slowing down
economic growth. The measures already introduced will mean
that the fiscal stance will remain neutral or slightly contraction-
ary in the next few years. According to an assessment of the Na-
tional Audit Office, the fiscal stance can be considered adequate if
the economic growth remains reasonably modest until the end of

Additional adjustment
measures are needed
if the Government is to
achieve its targets



the current parliamentary term. However, the National Audit Of-
fice draws attention to the fact that unless additional adjustment
measures are introduced, the Government will be unable to achieve
the target it has set for central government fiscal position and the
balance target laid out for general government finances. Any addi-
tional adjustments made in order to achieve the targets may slow
down economic growth during the last years of the current par-
liamentary term.

The spending cut targets have kept the central government
spending limits fairly tight and the spending limits for 2017-2019
were lowered in 2016. Strict spending limits are one reason why
the economic growth has been stimulated through means outside
the spending limits (increases in tax subsidies, financial invest-
ments and guarantee commitments). General government liabil-
ities and the risks associated with them should be monitored as a
whole and in relation to the rest of the economy. Taxation should
also be made more clearly structured.

So far, Finland has been in compliance with the preventive arm
of the Stability and Growth Pact and according to an in-year assess-
ment by the National Audit Office, this will remain the case in 2016.
Accordingto forecasts, there is a risk of a significant deviation from
the requirements laid out in the preventive arm during the current
parliamentary term and as a result, the Government may have to
take corrective action. According to the forecasts, Finland needs
to introduce additional adjustment measures if it wants to achieve
the structural balance target of -0.5 per cent approved by the Gov-
ernment during the current parliamentary term.

Finland remains in compliance with the deficit rule of the cor-
rective arm of the Stability and Growth Pact. According to the fore-
casts, general government deficit will remain below the three per
cent limit and will decrease to about 1.5 per cent of the GDP in
2019. However, the debt-to-GDP ratio exceeded the 60 per cent
limit in 2014. Cyclically adjusted debt-to-GDP ratio will also ex-
ceed the 60 per cent limit in 2016. When the Commission consid-
ers whether to launch the excessive deficit procedure it takes into
account all relevant factors.

The structural policy programme of the Government and its
policy aimed at stimulating employment are important tools in the
efforts to ensure the sustainability of general government finances.
Measures changing economic structures and stimulating long-term
economic growth often cause costs in the short-term. Such short-
term costs associated with the reforms now underway should be
incorporated into the overall economic policy.

There is a risk of a
significant deviation from
the requirements of the
preventive arm during the
current parliamentary term



The measures that will help the Government to achieve the tar-
gets laid out in the reform programmes are still incomplete. The
structural reforms planned by the Government are extensive and
they should be implemented without delay. Successful implemen-
tation of the reforms will require that the principles of good stat-
ute-drafting are adhered to.

Structural reforms should be
implemented without delay
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1.2 Compliance with national fiscal
policy rules

In the Programme of Prime Minister Juha Sipild’s Government,
general government finances are discussed from an overall perspec-
tive. In the previous parliamentary terms, the focus in the Govern-
ment Programmes has been on central government finances. The
shift in the focus is based on the Decree on the General Govern-
ment Fiscal Plan?, under which the steering of general government
finances must be on a more comprehensive and long-term basis.

The National Audit Office is of the view that most of the fiscal
policy targets laid out by the Government will be achieved. It is
forecast that the growth of the debt-to-GDP ratio will stop during
the current parliamentary term. However, central government defi-
cit and thus also the general government deficit will remain sub-
stantially higher than targeted if no additional adjustment meas-
ures are introduced.

Economic policy targets laid out by the Government

The aim of Prime Minister Juha Sipild’s Government is to put Fin-
land on a path of sustainable growth and higher employment rate
and to secure the funding base for public services and social secu-
rity. The aim of the Government’s economic programme is to put
the debt-to-GDP ratio on a downward trend by the end of the par-
liamentary term and stop the amount of debt from increasing by
the year 2021. The targets apply to all aspects of general govern-
ment indebtedness.

The binding sub-sectoral targets for general government fi-
nances announced by the Government are enough for achieving
the medium-term objective (structural balance of -0.5 per cent).
In its programme, the Government has not set any annual targets
for central government deficit, the achievement of which could
be assessed. In the previous parliamentary terms, the weakening
of the economic situation made it difficult to achieve the budget-
ary targets. In the first General Government Fiscal Plan for the
parliamentary term 2015-2018, the Government laid out binding
budgetary targets for general government sub-sectors. These tar-
gets are defined in accordance with the net lending (difference be-
tween revenue and expenditure) entered in the national accounts.
According to the targets, an overall balance in general government
revenue and expenditure should be achieved by 2019. According

Steering of general
government finances is on
a more consolidated basis



to the plan, the deficit of central and local government finances
should be 0.5 per cent of the gross domestic product, employment
pension funds should show a surplus of one per cent in relation to
gross domestic product and other social security funds should be
in balance in overall terms.

In its programme, the Government laid out an adjustment
programme aimed at consolidating general government finances,
which would have a major impact on all sectors of Finnish society.
In net terms, the measures would consolidate general government
finances by about four billion euros by 2019. The Government has
announced that if it proves impossible to achieve all the savings al-
located to an administrative branch, it will make savings in other
areas of the administrative branch in question. After the publish-
ing of the original list as part of the Government Programme, there
have been changes to the proposed adjustment measures and the
estimates of their impacts have become more specific during the
drafting process. For example, the savings that will be generated
by freezing index adjustments are now smaller than what was en-
visaged by the Government, a result of slower price increases. In
order to achieve the adjustment targets set out in its programme,
the Government introduced new spending cuts in autumn 2015
and spring 2016.

During the current parliamentary term, the deficit in central
government finances is expected to be considerably higher than
what has been targeted. The target can only be achieved if cen-
tral government finances are consolidated by an additional 1.5 per
centin relation to the gross domestic product by the year 2019. Ac-
cording to the Ministry of Finance forecast published in autumn
2016, the general government deficit is expected to be substantial-
ly lower in 2019 than what was estimated in spring 2015 before the
new parliamentary term. Spending cuts are expected to improve
the general government fiscal balance by 0.7 percentage points by
2019. According to the estimates published in autumn 2016, the
fiscal balance target of -0.5 per cent set for local government will
be achieved by 2019.

According to the Ministry of Finance forecast, the measures
introduced by the autumn 2016 are not enough for achieving the
sectoral fiscal position targets. This is especially the case with the
budgetary target set for central government finances. If realised,
the targets would ensure the achievement of the medium-term ob-
jective and help to put the debt-to-GDP ratio on a downward trend.
The Government can only achieve its target of balancing general
government finances by 2019 by continuing its efforts to consoli-
date the general government fiscal position and especially the cen-
tral government fiscal position.

The measures contained in
the adjustment programme
are directed at different
sectors of Finnish society

During the current
parliamentary term, the

deficit in central government

finances is expected to be
considerably higher that
what has been targeted
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Figure 1: Budgetary targets for general government sub-sectors and
forecasts.

Itis forecast that the Government will achieve its aim of putting
the debt-to-GDP ratio on a downward trend. The spending cuts
have also helped to slow down the widening of the general govern-
ment deficit relative to gross domestic product and growth of the
debt-to-GDP ratio. In 2015, general government debt accounted
for 63.6 per cent of the gross domestic product. According to the
forecast produced by the Ministry of Finance in autumn 2016, the
debt ratio will start decreasing in 2019.

Spending limits rule laid out in the Government
programme and spending limits for the 2016-2018
parliamentary term

The National Audit Office evaluates compliance with the spending
limits on an annual basis and monitors trends in budget expenditure
and tax subsidies outside the spending limits. This helps to ensure
that there is no inappropriate growth in expenditure or tax subsi-
dies outside the spending limits as a result of the spending limits.
The National Audit Office has not found any inadequacies in com-
pliance with the spending limits procedure.

The spending limits rule laid out in the Government Programme
and the central government spending limits are an essential part of
Finland’s national fiscal framework. In Finland, the central govern-

According to forecasts, the
target of putting the debt-
to-GDP ratio on a downward
trend will be achieved



ment spending limits are laid out each year for the following four
years on the basis of the current cost and price levels.? When price
and structural adjustments are made to the spending limits dur-
ing the parliamentary term, the spending limits system becomes
less transparent and it is difficult for outsiders to monitor compli-
ance with the spending limits rule.

In its programme, the Government has pledged to observe a
spending limits rule under which the 2019 expenditure under the
limits should, in real terms, be 1.2 billion euros lower than the ex-
penditure under the technical spending limits (the last spending
limits laid out during the 2011-2015 parliamentary term) approved
on 2 April 2015. Under the Government Programme, the cuts will
affect all types of expenditure, including transfers. In spring 2016,
the Government lowered the spending limits for the parliamen-
tary term by 80 million euros both for 2017 and 2018 and by 120
million euros for 2019. The tightening is a small one and will only
mean a reduction of 0.2 per cent in the overall spending limits for
2017. As a whole, the spending limits rule will help to reduce cen-
tral government spending.

The spending limits rule of Prime Minister Juha Sipild’s Gov-
ernment is largely similar to the spending limits rules of the pre-
vious Governments. Unlike in previous Government Programmes,
there is no promise not to use tax subsidies for circumventing the
spending limits. Instead, it is stated that all changes in taxation are
treated in the same manner if they have a similar impact on gener-
al government finances. The use of tax subsidies should be viewed
critically and introduction of new subsidies should be avoided.

It is also noteworthy that in its spending limits rule, the Gov-
ernment undertakes to cover the entire sustainability gap of ten
billion euros by implementing the required savings and decisions
during the government term. The effectiveness of the short-term
savings and structural reforms will be evaluated annually as part
of the spending limits discussion.

Long-term impacts of the economic policy (including the im-
pacts on the sustainability gap) should be considered in the annual
planning. At the same time, the impacts of the economic policy on
the sustainability gap can only be assessed if the planned measures
are concrete in nature. When the agreements on the conclusions of
the sustainability gap reviews and decisions on any further meas-
ures are made, it must be ensured that the legislation concerning
the reforms can be processed in accordance with the principles of
good statute-drafting. This would contribute to a smoother deci-
sion-making process during the parliamentary term.

The Government has
pledged to close the
sustainability gap of ten
billion euros during its term



Adherence to spending limits during the parliamentary
term

In spring 2016, the National Audit Office published the spending
limits calculations for 2015 produced by its Fiscal Policy Evalua-
tion. No inadequacies concerning adherence to the spending lim-
its were noted.* Prime Minister Juha Sipild’s Government took of-
fice after the approval of the first amendment to the supplementary
budget for 2015. This means that the second, third and fourth sup-
plementary budgets for the budget year 2015 were submitted to Par-
liament during the term of Prime Minister Juha Sipild’s Govern-
ment. When the Government took office, the unallocated reserve
within the spending limits had been reduced to 30 million euros.
The Government decided to introduce a new supplementary budget
provision of 300 million euros, which was in addition to the pro-
vision of 200 million included in the first supplementary budget.

The Government’s spending limits rule is based on a political
commitment. The purpose of the spending limits system is to slow
down the growth of the tax burden. The introduction of a new full-
amount supplementary budget provision in the middle of abudget
year is not a good way to provide more room for manoeuvre with-
in the spending limits from the perspective of the credibility of the
spending limits rule. The new supplementary budget provision in-
creased the nominal spending limits by about 270 million euros.
The 2015 spending limits would have been exceeded unless the
new supplementary budget provision had been introduced by the
new Government. In order to slow down the increase in the tax
burden, the next Government should be left with an adequate un-
allocated reserve at the end of the parliamentary term.

A reserve of about 500 million euros was available for the 2015
supplementary budgets and in the end, a total of 292 million of this
sum was actually used. Of the remaining 208 million euros, a total
of 200 million euros was carried over to 2016.

The National Audit Office has monitored compliance with the
2016 spending limits up to the second supplementary budget pro-
posal submitted to Parliament on 26 May 2016.° The biggest factors
contributing to an increase in spending limits expenditure in the
2016 state budget proposal were the transfer of the local authori-
ty tax compensation (1.4 billion euros) and the appropriations for
the Radio and Television Fund (0.5 billion euros) from outside the
spending limits to the spending limits. The National Audit Office
noticed in its spending limits calculations that additional spending
limits appropriations totalling nearly one billion euros have been
budgeted in the period between the state budget proposal and the

Central government spending
limits have been adhered

to during the current
parliamentary term

The purpose of the spending
limits system is to slow down
the growth in tax burden



second supplementary budget, increasing the total from 44.1 bil-
lion euros to 45.1 billion. In accordance with the principles gov-
erning the spending limits procedure, a total of 412 million euros of
the increase of 951 million has been achieved by using reserves in-
cluded in the 2016 spending limits. According to the 2015 General
Government Fiscal Plan, the 2016 spending limits included a sup-
plementary budget provision of 300 million euros and an unallo-
cated reserve of 206 million. In the second supplementary budget
for 2016, a total of 94 million euros of the reserves was left.

The remainder of the increase in the spending limits expend-
iture (539 million euros) is based on price and structural adjust-
ments in the spending limits. The spending limits in the 2016 state
budget proposal amounted to 44.6 billion euros but in the proposal
for the second supplementary budget it had grown to 45.2 billion.
The two most important structural adjustments increasing the 2016
spending limits were the cancellation of the pensioners’ housing
allowance reform in the amendment to the state budget proposal
(205.5 million euros) and the carrying over of an unallocated re-
serve of 200 million euros from 2015 to 2016. According to the au-
dit findings, all structural adjustments had been made in accord-
ance with the principles governing the spending limits procedure.
However, the use of the additional supplementary budget provision
of 300 million euros for 2015 made it possible to budget addition-
al spending limits expenditure of 200 million for 2016. The provi-
sion carried over from 2015 was mostly spent on the expenditure
arising from the reception of asylum seekers and the management
of the risks arising from state cash fund investments.

In the 2016 General Government Fiscal Plan, the Government
lowered, as part of the adjustment measures, the spending limits for
the parliamentary term by 80 million euros for 2017 and 2018 and
by 120 million euros for 2019. Lowering of the framework spend-
ing (unlike increasing it) is possible during a parliamentary term
without weakening the credibility of the spending limits.

Expenditure outside spending limits

Since 2004, the state budget expenditure has been divided into
spending limits expenditure and expenditure outside the spend-
ing limits. Cyclical expenditure, such as allowances arising from
the unemployment situation and income security, are included in
the expenditure outside the spending limits. Debt interest pay-
ments, compensations to municipalities arising from tax cuts and
expenditure generated by financial investments are also outside the
spending limits. Some of the expenditure items outside the spend-



ing limits are different types of pass-through items, which means
that the revenue offsetting the expenditure in question is also al-
located in the budget.

A total 0f 10.0 billion euros was budgeted for 2016 as expend-
iture outside the spending limits, which was about 1.9 billion less
than the amount budgeted for 2015. The reasons for the reduction
were mainly of technical nature. The compensations to munici-
palities arising from tax cuts generated during the previous parlia-
mentary terms and the funding for the Finnish Broadcasting Cor-
poration were made part of the spending limits at the start of the
current parliamentary term.

The largest single items for expenditure outside the spending
limits are unemployment security, housing allowance and pay se-
curity. This expenditure functions as an automatic stabiliser, which
means that it is expected to increase in a downturn and decrease
during a period of economic growth. Cyclical expenditure amount-
ed to about 4.3 billion euros in 2016.

Other important expenditure items outside the spending limits
are debt interest payments (about 2.3 billion euros) and financial
investments. Interest on central government debt has remained
unusually low, which has reduced interest payments even though
the debt itself has increased.
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Figure 2: Spending limits expenditure and expenditure outside the spen-
ding limits 2004-2017.
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A total of 470 million euros was appropriated to financial in-
vestments in the 2016 state budget, which was 400 million less than
in the year before. The main reason for the decrease was a reduc-
tion in the refinancing of exports and the fact that one-off growth
inputs made in the previous parliamentary term had been elimi-
nated from the budget. In a new item, a total of 140 million euros
in development cooperation financial investments was added to
the 2016 state budget. Most of the financial investments are one-
off loans, expenditure arising from the purchase of shares and oth-
er securities and investments in limited liability companies com-
parable to shares.

Most financial investments are expected to retain their value.
As the financial investment expenditure has remained at a high
level for many years, it is important to assess whether they will re-
tain their value or do they include expenditure that could be cate-
gorised as state aid or regular expenditure. It is also important to
monitor the risks in the financial markets and the trends in state
investments, guarantees and liabilities as a whole.

State liabilities

Central government debt, pension liabilities, guarantees and con-
tractual liabilities account for most of the state liabilities. An esti-
mate of the state liabilities is presented as part of the risk reports
compiled by the Ministry of Finance on the basis of nominal val-
ues. In addition to central government debt, a substantial rise in
guarantees has also caused the liabilities to increase. Guarantees
have almost doubled in five years. There was a particularly sharp
rise in guarantees provided by Finnvera in 2015. During the sec-
ond quarter of 2016, guarantees totalled almost 50 billion euros.
The growth can partially be explained by the policies laid out in
the Government Programme under which the export financing el-
ements and the level of funding should be set at least at the level
of the main competitor countries. The assumption is that as more
guarantees have been provided, the risks associated with state lia-
bilities have also increased during normal economic fluctuations.

Financial investment
expenditure has been
high for many years

Growth in guarantees
has increased state risk
associated with liabilities
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1.3 Local government finances

As part of the balancing of general government finances, the Gov-
ernment undertakes to reduce local government tasks and obliga-
tions by one billion euros. The Government will not impose any
new tasks or obligations on municipalities during the parliamen-
tary term. If there are any cuts in the central government transfers
to municipalities, the Government will reduce local government
tasks in the same proportion. The Government is also committed
to reducing local government expenditure by means of an expend-
iture limit applying to local government finances.

Local government, the most important parts of which are the
municipalities and joint municipal authorities, has shown a deficit
since 2001, as indicated by the net lending entered in the national
accounts. The sector still showed a deficit in 2015 as net borrow-
ing totalled 1.3 billion euros or 0.6 per cent of the gross domestic
product. The deficit was smaller than in the previous year and it
seems that the accelerating growth in the deficit during the early
years of this decade has stopped. Chronic local government defi-
cits have led to a rapid growth in the debt burden. Over the past 15
years, local government debt has risen from less than four billion
euros to nearly 18 billion. At the same time, the debt-to-GDP ra-
tio has increased from 2.5 to 8.6 per cent. It is noteworthy that the
deficits in the local government sector also persisted during the
period of rapid economic growth in the first decade of the 2000s.
Like today, the efforts to improve the debt ratio during those years
were largely unsuccessful.

Impacts of the Government Programme on local
government finances

Under the Programme of Prime Minister Juha Sipild’s Government,
local government finances will be consolidated as part of structur-
al reforms and as part of the general government adjustment pro-
gramme. The aim of both lines of action is to reduce local govern-
ment expenditure but with a different time span. The adjustment
programme should start producing savings in local government
finances by the year 2019. The savings generated through struc-
tural reforms are expected to be realised in full by the year 2030.
Under the budgetary target laid out for the municipalities by
the Government, the local government deficit should not exceed
0.5 per cent of the gross domestic product in 2019. In autumn 2015,
the Government set an expenditure limit under which there would

The Government has
pledged to reduce local
government expenditure

The Government has
tightened the local
government expenditure limit
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be alimit to changes in local government expenditure arising from
central government measures. Under the expenditure limit, Gov-
ernment measures should reduce local government expenditure by
atleast 540 million euros by the year 2019, compared with the esti-
mate made before the parliamentary term. In its spring 2016 Gen-
eral Government Fiscal Plan, the Government set the expenditure
limit at 770 million euros. In addition to setting an expenditure lim-
it, the Government will also consolidate local government financ-
es by providing municipalities with an opportunity to collect more
revenue through charges. The local government expenditure lim-
it and the Government measures consolidating local government
finances make it easier to achieve the budgetary target. According
to the Ministry of Finance forecast published in autumn 2016, the
local government sector will achieve the budgetary target set for it.

The envisaged cuts in local government costs, as laid out in the
Government Programme, is a continuation to the work aimed at
reviewing and reducing local government obligations, which was
started during the previous parliamentary term. With the adjust-
ment measures laid out in the Government Programme, munici-
palities are expected to achieve savings through relaxed staffing re-
quirements in services, fewer planning obligations, higher charges
and fees, as well as efficiency improvements. The ultimate impact
of the measures consolidating local government finances will, how-
ever, also depend on how extensively they will be implemented by
municipalities and joint municipal authorities. Municipalities are
free to decide whether they will continue to offer services as before
even though they are no longer obliged to do so or state funding is
withdrawn. This means that there is a risk that the savings targets
are not achieved. As laid down in the existing legislation, all new
and expanding local government tasks and obligations will be fully
covered by central government transfers, which will compensate
for the impact of the changes on local government fiscal position.
Transfer of the financing of the management of long-term unem-
ployment to municipalities and the Act on Supporting the Func-
tional Capacity of the Older Population and on Social and Health
Services for Older Persons have been the most important of the new
tasks and obligations causing additional costs to municipalities.

The action plan concerning the reduction of local government
tasks and obligations was discussed in the Cabinet Committee on
Economic Policy in February 2016. The long-term savings impacts
of the programme were put at 432 million euros, which is well be-
low the targeted savings of one billion. In order to achieve the tar-
get, the Government has decided to expand the reform to cover the
entire public sector. The results will be reviewed in the spending
limits discussion in 2017.
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The anticipated impacts of the social and health care
reform (SOTE reform) and regional government reform
on the local government sector

The responsibility for the costs arising from social and health care,
rescue services and environmental health care will be transferred
from municipalities to regions in 2019. The costs resulting from
the tasks transferred from the municipalities to regions account
for one third of the total local government expenditure and 57 per
cent of the consumption-related expenditure. According to an es-
timate produced by the Ministry of Finance, 60 per cent of the lo-
cal income tax and 40 per cent of the revenue generated by mu-
nicipal corporation tax will be transferred to regions. The central
government transfers that are estimated to cover social and health
care will also be made part of regional government funding. There
are substantial differences between municipalities in the costs aris-
ing from the tasks to be transferred to regions and the tasks that
will remain a local government responsibility.

The SOTE reform and the regional government reform are in-
tended to generate savings of three billion euros by the year 2030.
It is estimated that most of the savings will arise from functions
that are the responsibility of local government. The system of cen-
tral government transfers should also be overhauled in connection
with the reform.

Transferring the responsibility for providing social and health
care from municipalities to regions has significant impacts on lo-
cal government tasks and finances. The impacts are particular-
ly strongly felt in the financing of local government operations in
which the structure of revenue and expenditure will change com-
pletely. It is important to note that while local government operat-
ing revenue and expenditure will be almost halved, the surpluses
and deficits in municipalities’ balance sheets and their assets and
debts will remain more or less unchanged.

In the long term, individual municipalities will no longer have
to shoulder the costs arising from the ageing and morbidity of the
population and the risks to local government finances resulting
from them. With the introduction of the reform, municipalities will
be relieved of a substantial amount of costs in which they have on-
ly had a limited say until now. The costs arising from specialised
health care have been the most important such expenditure item.
Providing specialised care has been the responsibility of joint mu-
nicipal authorities and not of individual municipalities.
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With the introduction of these structural reforms, a large pro-
portion of the age-related expenditure that puts the long-term bal-
ance of general government finances at risk will be transferred from
municipalities to regions. This reduces the role of fiscal balance in
the local government sector from the perspective of general govern-
ment finances as a whole and compliance with fiscal policy rules.

The process of making the service provision more efficient must
continue so that the municipal sector can manage the obligations
imposed on it without a significant weakening of its financial po-
sition. Structural reforms are also needed so that the pressures on
local income tax rates can be eased.
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14 Fiscal stance for 2015-2018
parliamentary term

A fiscal deficit, rapid growth of debts and a medium-term sustain-
ability risk were the problems facing general government financ-
es at the start of the parliamentary term. Under its programme, the
Government of Prime Minister Juha Sipild aims to put the debt-
to-GDP ratio on a downward trend and cover the sustainability
gap of 10 billion euros through spending cuts, measures support-
ing growth and structural reforms. If achieved, the net spending
cuts will help to consolidate general government finances by four
billion euros by 2019 and help Finland to balance its general gov-
ernment finances by the same year. It is also stated in the Govern-
ment Programme that the overall tax rate will not rise during the
current parliamentary term. This means that achieving the targets
in a situation characterised by slow economic growth will largely
depend on spending cuts.

Under the rules and objectives guiding the management of
general government finances, adjustment measures must be tak-
en during the parliamentary term. Furthermore, the structural fis-
cal position of general government in 2016 is about 0.7 percentage
points weaker than the medium-term objective of -0.5 per cent ap-
proved by the Government. According to the Ministry of Finance
forecast published in autumn 2016, the decisions already made will
not be enough for achieving the budgetary targets set by the Gov-
ernment. The targets can only be achieved and the debt-to-GDP
ratio put on adownward trend if the revenue is increased or addi-
tional spending cuts are made.

The downturn affecting the Finnish economy between 2012 and
2014 ended at the start of the parliamentary term as a weak plus
of 0.2 per cent was recorded in the gross domestic product for the
year 2015. The GDP growth is expected to remain fairly modest (at
about one per cent) until the year 2020. According to the National
Audit Office, the fiscal policy pursued between 2012 and 2014 was
mainly expansionary, as a result of which the general government
fiscal position has weakened and there has been a rapid growth
in the debt-to-GDP ratio. Both the rules laid down in the Stabili-
ty and Growth Pact and the targets set out by the Government re-
quire that the fiscal position should be improved.

From the perspective of the consolidation of general govern-
ment finances, weak growth is a problem because it should be possi-
ble to use fiscal policy as an instrument for evening out the impacts

Consolidation of general
government finances
depends on economic
growth and spending cuts

Fiscal policy helps to even out

impacts of economic cycles
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of economic cycles. Strict fiscal discipline during a down-
turn may have a pro-cyclical impact and lead to a protract-
ed downturn and stifle the first signs of economic growth.
During a period of strong economic growth, fiscal policy
should be tightened to prevent overheating of the econo-
my. As Finland has only recently, after along downturn, en-
tered a period of economic growth, the fiscal policy should
be fairly neutral.

According to the Ministry of Finance forecast published
in autumn 2016, the nominal general government fiscal bal-
ance is expected to remain at around -2.5 per cent in 2016
and 2017. However, according to the forecast, the deficit
will shrink towards the end of the parliamentary term and
stand at 1.5 per cent in 2019. A reduction in nominal fiscal
deficit does not directly reflect the tightness of the fiscal
policy. Division of the nominal general government fiscal
balance into primary balance and debt interest payments
shows that the proportion of debt interest payments of the
deficit will grow towards the end of the parliamentary term,
while the proportion of the primary balance will decrease.
The primary balance will decrease by about 1.5 billion eu-
ros by the year 2019, while the interest payments will re-
main more or less unchanged throughout the parliamenta-
ry term. Figure 4 shows the division of the nominal balance
into primary balance and debt interest payments, as fore-
cast by the Ministry of Finance. It should be noted, how-
ever, that even if the primary balance decreased to about
-0.5 per cent by the year 2019, achieving the structural bal-
ance target would require that the primary balance can be
turned into a surplus by the end of the parliamentary term.
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Figure 4: General government fiscal balance, as divided into primary ba-
lance and debt interest payments in 2015-2020, according to the forecast
by the Ministry of Finance. The figures are relative to GDP.

The National Audit Office has assessed the fiscal stance dur-
ing the current parliamentary term with two alternative methods:
by assessing changes in structural primary balance and on the ba-
sis of discretionary measures. The methods are described in de-
tail in Box 1. The calculations are based on the autumn 2016 fore-
cast by the Ministry of Finance, which means that only the fiscal
policy measures on which decisions have been made are included.

According to the calculations of the National Audit Office, the
fiscal policy pursued between 2002 and 2014 supported growth or
was neutral, when assessed on the basis of both methods. In 2015,
the measures aimed at adjusting general government finances be-
came slightly contractionary. It should be remembered, however,
that the growth in 2015 was weaker than expected.

During the current parliamentary term, a slow economic recov-
ery is expected and the economy is predicted to grow at a modest
rate. When measured with changes in structural primary balance,
fiscal policy is neutral in 2016, will become expansionary in 2017
and will become slightly contractionary in 2018.

2020

Fiscal stance will become
contractionary at the end
of the parliamentary term
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Change in cyclically adjusted primary balance, percentage points

1.0

05

0,0

-0,5

-2,0

. Parliamentary term 2015-2018

Pro-cyclical tightening

2009

Counter-cyclical stimulus

2018
20159

2016@ 2019

2017¢.

Counter-cyclical tightening

Business cycle indicator

2 3

2007

Pro-cyclical stimulus

Parliamentary terms 2002-2014

Source: Ministry of Finance and National Audit Office’s calculations

Figure 5: Fiscal stance, as assessed on the basis of change in structural

primary balance.

From the perspective of discretionary measures, fiscal policy is
slightly contractionary in 2016. The tax cuts planned for 2017 are

expansionary whereas the spending cuts planned for the same year

are contractionary, which means that the fiscal policy framework

will be fairly neutral. Fiscal policy will also remain fairly neutral
in 2018 and 2019.
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Figure 6: Fiscal stance, as assessed on the basis of discretionary measu-

res.
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The estimates of the fiscal stance presented here are based on
the autumn 2016 forecast by the Ministry of Finance and the draft
budgetaryary plan. Only the measures on which decisions have al-
ready been made are included. This means that as the outlook be-
comes more accurate and the discretionary measures more specif-
ic, the estimates of the fiscal policy framework will also become
more detailed. According to the Ministry of Finance forecast, Fin-
land’s negative output gap will narrow during the period covered
by the forecast, while at the same time, GDP growth will pick up
slowly. Based on both indicators, the fiscal stance can be consid-
ered appropriate when consideration is given to the slow recovery
of the Finnish economy. However, it should be remembered that
achieving the savings and budgetary targets set out by the Gov-
ernment and meeting the requirements laid down in the EU rules
would require additional adjustment measures during the current
parliamentary term and thus a more contractionary fiscal policy.

Additional adjustment
measures will tighten
fiscal policy still further

31



BOX 1. ASSESSING THE FISCAL POLICY FRAMEWORK

Assessing the fiscal policy framework by means of change in
structural primary balance, ASPB

Structural primary balance (SPB) describes the cyclically adjusted
fiscal balance without interest expenditure. Cyclical adjustment
eliminates from the nominal balance the impact of the economic
cycle on general government expenditure and revenue. Any one-
off items are also excluded from the primary balance. A change
in structural primary balance gives a better idea of the impact of
a discretionary fiscal policy on general government fiscal balance
than a review based on changes in nominal balance.

If the structural primary balance has improved, the fiscal policy is
considered to have been contractionary. If the structural balance
has weakened, the fiscal policy has been expansionary.

Assessing fiscal policy framework on the basis of discretionary
measures, DFE

Discretionary fiscal policy (discretionary fiscal effort, DFE) can also
be assessed by dividing discretionary policy into revenue-side and
expenditure-side measures.®

As regards general government revenue, discretionary revenues
are defined as discretionary measures increasing or decreasing
tax revenue in relation to GDP. If the discretionary measures have
increased revenue, the policy has been contractionary, and if the
revenue has decreased, the policy has been expansionary.

In general government expenditure, it is more difficult to give an
equally straightforward definition of the discretionary measures.
In expenditure, the focus is on total general government expend-
iture from which interest expenditure and cyclical unemployment
expenditure are eliminated. The change in total general govern-
ment expenditure from which the impact of interest expenditure
and cyclical unemployment expenditure is eliminated is com-
pared with the growth rate of potential output. If the expenditure
has grown more rapidly than potential output, the fiscal policy
has been expansionary. If the expenditure has growth more slow-
ly than potential output, the policy has been contractionary.

The discretionary fiscal effort (DFE) is examined as the differ-
ence between the discretionary measures directed at revenue
and expenditure. If the difference is negative, the fiscal policy
has been expansionary and if it is positive, the policy has been
contractionary.

Business cycle indicator

The expansionary or contractionary nature of the economic policy
can only be assessed if an assessment of the business cycle is
available. Carnot and Castro (2014)” define the business cycle
indicator as a average of the normalised level of the output gap
and changes in it. Thus, the business cycle indicator is not as
sensitive to forecast revisions as an indicator that is solely based
on the output gap.
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1.5 Forecasts behind economic
planning

Macroeconomic forecasts play an important role in the planning
and decision-making concerning general government finances. The
forecasts give a detailed picture of the prevailing economic situation
and future trends in the tax bases and they can be used for assessing
the impacts of fiscal policy on the economy. Because of the excep-
tionally weak growth of the Finnish economy, the forecasts used
as a basis for general government economic planning have proved
to be optimistic. Financial policy framework should be based on
a cautious estimate of medium-term economic growth prospects.
The National Audit Office issued an audit report on the fore-
casts behind the state budget proposals between 1997 and 2014 in
spring 2016.% A statistical analysis carried out by the National Audit
Office shows that the economic forecasts prepared by the Ministry
of Finance as a basis for fiscal policy were not statistically biased.
According to a comparison of the forecast errors, the econom-
ic forecasts produced by the Ministry of Finance have been at least
as accurate as those produced by other important forecasting insti-
tutes. Forecasting in foreign trade and investments has been par-
ticularly difficult in all forecasts reviewed in the audit. The frequent
underestimation of foreign trade seems to derive from the excep-
tionally significant and systematic evolution of the statistics used
as a basis for the forecasts. The uncertainty of the statistical base
has also made it more difficult to forecast investments.
According to the audit findings, the Ministry of Finance has
systematically underestimated both revenue and expenditure in its
forecasts on general government finances. Except for social securi-
ty funds, expenditure underestimations have been slightly higher
than revenue underestimations. The forecast errors concerning net
lending (difference between revenue and expenditure) are, howev-
er, not statistically significant for general government as a whole.
Finnish GDP growth turned positive during the first year of the
current parliamentary term. It is difficult to determine the turning
point and for example in 2015 the growth was slower than expected.
Figure 7 shows the Ministry of Finance forecasts for Finnish GDP
growth in 2015 and the variation between forecasts published by
different forecasting institutes. The estimates of economic growth
in 2015 became more pessimistic at the turn of the years 2014 and
2015. The growth forecast used as a basis for the 2015 state budget
proposal was prepared in autumn 2014 when the forecast produced

The forecasts used

as a basis for General
Government Fiscal Plans
have proved optimistic

The economic forecasts
produced by the Ministry
of Finance have been at
least as accurate as those

produced by other important

forecasting institutes
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by the Ministry of Finance was the most positive of the different
forecasts. According to preliminary data on national accounts pub-

lished in July 2016, Finnish gross domestic product grew by 0.2
per cent in 2015.
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Figure 7: The Ministry of Finance forecasts for Finnish GDP growth in

2015 and the variation between different forecasting institutes at different
times.

Figure 8 shows the Ministry of Finance forecast for Finnish
GDP growth in 2016 and the variation between forecasts published
by different forecasting institutes. The growth forecasts for 2016
have remained stable. However, the growth is expected to be slow-
er than what was predicted in the autumn 2015 forecast, which was
used as a basis for the state budget proposal for 2016. The forecast
presented by the Ministry of Finance in autumn 2015 was also the
most positive of the forecasts published at the time.
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GDP growth forecasts for 2016, %
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Figure 8: The Ministry of Finance forecasts for Finnish GDP growth in
2016 and the variation between different forecasting institutes at
different times.

The growth forecasts prepared by the Ministry of Finance for
the state budget proposals for 2015 and 2016 were more optimistic
than the forecasts produced by other institutes at the time. There
is no such optimism in the forecast made for the 2017 state budget
proposal.

The figures above show the great degree of variation between
different forecasts. The economic outlook always involves uncer-
tainties and for this reason, consideration should also be given to
the possibility of weaker-than-expected growth when forecasts are
prepared and fiscal policy planned. There should not be excessive
attention on the accuracy of point forecasts because from the per-
spective of fiscal policy planning and fiscal policy framework, it is
more important to focus on medium-term and long-term analysis.

Autumn 2016

In fiscal policy planning,
it is important to focus on
medium-term analysis
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2 Compliance with the
Stability and Growth Pact

Finland has pledged to comply with the fiscal policy rules of the
Stability and Growth Pact, as laid down in the Fiscal Compact. This
interim report on the 2015-2018 parliamentary term covers compli-
ance with the fiscal policy rules of the EU during the current par-
liamentary term. This report presents in-year analysis for 2016 and
ex ante analysis for 2017 and 2018. The calculations produced by
the National Audit Office in autumn 2016 are based on the autumn
2016 forecast prepared by the Ministry of Finance and the draft
budgetary plan. The National Audit Office has verified the struc-
tural balance calculations of the Ministry of Finance. The Nation-
al Audit Office did not find any inadequacies in the calculations of
the Ministry of Finance.

In accordance with the preventive arm of the Stability and
Growth Pact, a medium-term objective (MTO) is set in terms of
structural balance. The setting of the medium-term objective is
also incorporated in the Finnish legislation on the basis of the Fis-
cal Policy Act (869/2012). Under the medium-term objective ap-
proved by the Government in autumn 2015, Finland aims to have
a structural balance of at least -0.5 per cent. A deficit criterion of
three per cent and a debt criterion of 60 per cent are the criteria
laid down in the corrective arm of the Stability and Growth Pact.

Finland is subject to the preventive arm of the pact. However,
this parliamentary term Finland may be in breach of the criteria
laid down in both the preventive arm and the corrective arm. The
National Audit Office has already highlighted possible non-com-
pliance with the criteria in its earlier reports.’

The preventive arm comprises two pillars: medium-term objec-
tive and expenditure benchmark. According to the in-year assess-
ment by the National Audit Office, Finland will remain in compli-
ance with both pillars of the preventive arm in 2016. However, the
National Audit Office estimates that, based on the forecasts, there
is arisk of a significant deviation in both pillars during the current
parliamentary term. According to the forecast, in 2017 there is a de-
viation of about one percentage point from what is required in the
structural balance pillar. The National Audit Office also draws at-
tention to the fact that Finland’s structural balance in 2016 is about
0.7 percentage points weaker than the MTO of -0.5 percent and that
no correction is expected during the current parliamentary term.
Until now, Finland has been in compliance with the expenditure
benchmark of the preventive arm. The expenditure growth limit

Finland has set -0.5 per
cent in relation to GDP as
its medium-term objective

Finland remains in
compliance with the rules
of the preventive arm
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for Finland is tightening and the calculations of the National Audit
Office indicate that Finland will also be in breach of the expendi-
ture benchmark during the current parliamentary term.

Finland remains in compliance with the three per cent deficit
rule laid down in the corrective arm. However, according to the in-
formation published by Statistics Finland on 30 September 2016,
Finland already exceeded the 60 per cent limit in 2014. Cyclically
adjusted debt-to-GDP ratio will also exceed the 60 per cent limit
in 2016. The growth in general government debt ratio is only ex-
pected to stop in 2019.

Compliance with the rules is also assessed by the European
Commission on a regular basis. The Commission assesses compli-
ance with the preventive arm in spring (on the basis of the stabili-
ty programme) and in autumn (on the basis of the draft budgetary
plan). The latest assessment of the Commission concerning com-
pliance with the criteria of the preventive arm was published on 26
May 2016 in connection with the assessment of the stability pro-
gramme. The Commission was of the view that Finland remains in
compliance with the criteria of the preventive arm. The Commis-
sion assesses compliance with the criteria of the corrective arm in
the reports issued under Article 126(3). The latest Commission re-
port prepared on the basis of the Article 126(3) was published on 18
May 2016 and according to it, Finland remains in compliance with
the corrective arm of the Stability and Growth Pact when consid-
eration is given to all relevant factors. The Commission may, how-
ever, launch excessive deficit procedure for Finland during this
parliamentary term.
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2.1 Preventive arm

In accordance with the preventive arm of the Stability and Growth
Pact, the medium-term objective (MTO) is set for three years at a
time in terms of structural balance. Structural balance is defined

as the cyclically adjusted general government balance net off one-
off and other temporary measures.

Compliance with the medium-term objective is reviewed on

the basis of two separate pillars that complement each other. First-

ly, it is examined whether the medium-term objective has been

achieved or whether the required change in structural balance has

been achieved. As laid down in the expenditure benchmark (sec-
ond pillar of the preventive arm), the growth in general govern-
ment expenditure is compared with the expenditure limit set on it.

Structural balance pillar

In 2016, Finland's structural balance is -1.2 per cent, which is about

0.7 percentage points from the MTO of -0.5 per cent. The structur-
al balance estimate produced by the National Audit Office is shown
in Figure 9. The estimates presented by the National Audit Office
and the European Commission in spring 2016 are also shown for

comparison. The figure shows that the structural balance esti-
mates produced by the National Audit Office and the Commission
in spring 2016 were similar.

% of GDP
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Source Ministry of Finance and National Audit Office’s calculations

Figure 9: Finland's structural balance between 2014 and 2019.
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The figure also shows that the estimate for 2016 structural bal-
ance made by NAOF in autumn 2016 has improved from spring
2016. The main reason for the change has been an improvement
in nominal balance. The fact that the economic outlook in the au-
tumn was slightly weaker than in the spring has also helped to im-
prove the structural balance. At the same time, however, the struc-
tural balance forecast for 2017 is weaker than what was estimated
in spring. The estimate for the 2017 structural balance is weak-
ened by the forecast for nominal balance, in which there has been
a weakening of about 0.5 percentage points from the spring 2016
forecast. At the same time, however, the weakening of the econom-
ic forecast does not mean that the weakening of the nominal bal-
ance will result in an equally weak structural balance. According
to the forecast, there will be a slight improvement in the structur-
al balance in 2018.

Finland is not expected to achieve the medium-term objective
approved by the Government during the current parliamentary
term. According to the estimates made in autumn 2016, structur-
al balance will remain between 0.5 and 1 percentage points below
the MTO throughout the forecast period.

As Finland has not achieved its medium-term objective, the ac-
tual or forecast change in structural balance relative to the required
change is assessed on in the EU fiscal framework. The definition
of the required change is described in more detail in chapter 2.3
of this report. The National Audit Office concluded in spring 2016
that Finland achieved the required change in structural balance
in 2015. The assessment concerning compliance with the preven-
tive arm in 2016 will be prepared in spring 2017. According to the
calculations made in autumn 2016, the structural balance will re-
main at 2015 levels. Thus, the change is zero, which means a de-
viation of about 0.5 percentage points from the required change.
However, as regards the change required for 2016, consideration
will be given to the additional general government expenditure
arising from the refugee crisis. According to the estimate produced
by the Ministry of Finance in autumn 2016, these costs would ac-
count for about 0.3 per cent of the Finnish gross domestic product
in 2016. If the costs arising from the refugee crisis will be as antic-
ipated, the deviation from the structural balance will not be signif-
icant and Finland will also remain in compliance with the struc-
tural balance pillar in 2016.

In 2017, the change required in structural balance will be 0.6
percentage points. It is, however, forecast that the structural bal-
ance will weaken by about 0.4 percentage points in 2017. Thus, there
is arisk that in 2017 the deviation from the structural balance pil-
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lar will be as much as one per cent. According to the draft budget-
ary plan presented by the Ministry of Finance in autumn 2016, the
competitiveness pact is such a significant structural reform that it
can serve as justification for the deviation in 2017.
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Figure 10: Required and actual change in structural balance between 2015
and 2018.

In the EU fiscal framework, the change in the structural bal-
ance is assessed, rather the the level of it. Finland remains in com-
pliance with the preventive arm even though the level of structur-
al balance is not close to the MTO approved by the Government. It
should be noted that the estimate of the structural balance is sensi-
tive to changes in the level of nominal balance and in the economic
cycle. For Finland, compliance with the rules has been partly due
to the revisions in the estimates for the structural balance between
forecasting rounds. Both the history and forecasts of the structur-
al balance are updated, which is relevant to the assessment of the
actual changes. The National Audit Office has drawn attention to
the risk of a significant deviation in many of its previous reports.
The Government has also recognised the risk of a significant de-
viation in the structural balance pillar in 2017 in its General Gov-
ernment Fiscal Plan published in spring 2016. Thus, the Govern-
ment should take measures to correct the deviation.

However, the significant deviation has not realised for Finland.
This is partly due to contractionary economic policy, and partly due
to revisions in the strucutural balance estimates between forecast-
ing rounds. The flexibility in the framework has also made it easi-
er to comply with the rules.

Structural balance estimate
is sensitive to changes in the
deficit and economic outlook
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Expenditure benchmark pillar

In the expenditure benchmark, the second pillar of the preventive
arm, the change in total general government expenditure is com-
pared to the reference growth rate set for the spending.

The National Audit Office assessed Finland’s compliance with
the expenditure benchmark in spring 2016. The assessment was
based on the figures contained in the stability programme submit-
ted to the European Commission by the Ministry of Finance. Ac-
cording to the calculations of the National Audit Office, Finland was
in compliance with the expenditure benchmark by a wide margin
in 2015 and, according to preliminary estimates, this will also re-
main the case in 2016. However, in spring 2016, the National Audit
Office drew attention to the fact that the expenditure benchmark
for Finland will be tightened and that there will be a significant de-
viation from the expenditure benchmark during the current par-
liamentary term. The National Audit Office updated its estimate
of compliance with the expenditure benchmark on the basis of the
draft budgetary plan supplied by the Ministry of Finance in autumn
2016. According to the updated estimate, Finland remains in com-
pliance with the expenditure benchmark in 2016 but there is a risk
of a significant deviation already 2017.

Under the expenditure benchmark, the cyclical part of the un-
employment expenditure, debt interest payments and the spend-
ing arising from EU programmes that are funded directly from EU
aid are eliminated from total general government spending. This
expenditure is considered to be of such nature that it cannot be
influenced through economic policy. In investment expenditure,
the four-year average is examined, which means that the rules al-
low an increase in investments during the year in review. The ex-
penditure benchmark also allows an increase in spending if the in-
creases are funded with corresponding increases in revenue. Table
1shows NAOF’s calculations of compliance with the expenditure
benchmark between 2015 and 2018.

Table 1: Finland's total general government expenditure, adjustments to it
and the applicable expenditure benchmark in 2015-2018, as calculated by
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the National Audit Office.

Expenditure benchmark figures, EUR billion

1 Total general government expenditure 120.7 1224 123.1 1248

-2 Interest expenditure 2.4 2.4 2.3 2.3
Expenditure arising from EU programmes, fully compensated by

-3 EU funds revenue 11 11 1.1 1.2

-4 Cyclical in unemployment expenditure 1.0 0.9 0.9 0.5

-5a Gross fixed capital formation 8.3 8.6 8.8 9.0

+5b Four year average of gross fixed capital formation 8.3 8.5 8.6 8.7

= AEA1 Adjusted expenditure aggregate (AEA1) 116.1 117.7 118.6 120.6

- 6 Discretionary revenue measures, DRM 0.6 0.6 -1.4 -0.3

- 7 Expenditure financed from earmarked revenue 0.05 0.06 0.08 0.05

= AEA2 Adjusted expenditure aggregate (AEA2) 1154 117.0 1199 120.8

Growth in total general government expenditure

Nominal growth in total expenditure 0.4% 0.8% 1.9% 1.9%
GDP deflator 14% 13% 1.0% 1.1%
Real growth in total expenditure (calculated in accordance

with the expenditure benchmark) -1.0% -0.5% 09% 0.8%
Applicable expenditure benchmark 0.6% -0.1% -0.8% -0.7%*

Significant deviation

Difference between rate of growth of total expenditure and ex-

penditure benchmark (in percentage points) 1.6% 0.4% -1.7% -1.5%
Deviation, EUR billion 1.8 0.4 -2.0 -1.8
GDP, EUR billion 209 213 218 223
Deviation in relation to GDP (%)** 09% 02% -09% -0.8%
Is the deviation significant (<-0.5)?*** No No Yes Yes
Cumulative deviation 0.7%  05% -04% -09%
Is the cumulative deviation significant (<-0.25)?*** No No Yes Yes

Source: Ministery of Finance and National Audit Office’s calculations

* The estimate of the expenditure benchmark applicable to 2018 is based on a preliminary estimate by the Na-
tional Audit Office. The expenditure benchmark applicable to 2018 will be based on the forecast produced by
the Commission in spring 2017.

** Positive figure means that the expenditure is lower than what is permitted under the expenditure bench-
mark, while a negative figure means that the limit has been exceeded.

***Significant deviation means a deviation (in euro terms) that in relation to GDP is less than -0.5 per cent for
the preceding year or, in cumulative terms, for the two preceding years.



The change in adjusted general government expenditure is
compared with the reference growth rate set for it. The reference
growth rate is set on the basis of the potential medium-term growth
rate, the size of the public sector and the required change in struc-
tural balance. Within the framework, the difference between the
expenditure benchmark and total general government expendi-
ture is converted into euros and proportioned to the gross domes-
tic product. If this ratio is negative, it means that general govern-
ment expenditure has increased more rapidly than what would
have been permitted under the expenditure benchmark. If the de-
viation is less than -0.5 percentage points, the deviation from the
expenditure benchmark is considered significant. Figure 11 shows
the difference between the expenditure calculated in accordance
with the expenditure benchmark and the permitted growth in ex-
penditure in euros. The figure shows that based on the estimates
made in autumn 2016, the deviation from the expenditure bench-
mark will become significant already 2017.

%

1.0-
0,5-
0,0-
'0,5'
\/\
'1,0 d
2015 2016 2017 2018
@  NAOF estimate spring 2016 @ NAOF estimate autumn 2016

@ Significant deviation

Deviation from expenditure benchmark, EUR/GDP
Source: Ministry of Finance and National Audit Office’s calculations

Figure 11: The difference between the expenditure calculated in accordan-
ce with the expenditure benchmark and the expenditure limit in euros, in
relation to gross domestic product.

The deviation in 2017 is a result of a tighter limit and the fact
that real growth in expenditure will be faster than what was fore-
cast in spring. Slow growth in potential output and the higher re-
quired change in strcutural balance will tighten the expenditure
benchmark limit. Compared with the estimates made in spring
2016, expenditure in 2017 will be increased in real terms by a larg-
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er-than-expected decrease in tax revenue set aside for discretion-
ary measures and the downward adjustment of the GDP defla-
tor forecast

Focus in the examination of the expenditure benchmark is on
the trends in total general government expenditure and the growth
potential of the economy. According to the estimate produced by
the National Audit Office, Finland may be in breach of the expend-
iture benchmark as a result of a tighter expenditure limit and not
because of an exceptionally rapid growth in general government
expenditure. Furthermore, the fact that inflation is expected to be
muted makes it more difficult to adhere to the expenditure bench-
mark. This means that Finland can achieve its medium-term ob-
jective only if there is a considerable slowing down in real growth
in general government expenditure.

Overall assessment

As described above, compliance with the preventive arm is assessed
on the basis of two pillars. Both in terms of the structural balance
and the expenditure benchmark, the Commission defines a signif-
icant deviation as a deviation of 0.5 percentage points from the re-
quirements laid down under a pillar for the preceding year or in a
cumulatively for the two preceding years.

Compliance with the rules is assessed in accordance with the
matrix described in Table 2. When a Member State achieves the tar-
getlaid down for both pillars, it is in compliance with the rules. In
a situation where a Member State is in compliance with one of the
pillars or there is an deviation in both of them, compliance with the
rules is examined on a basis of an overall assessment. In the overall
assessment, consideration is given to the methodological differenc-
es between the pillars and the assumptions behind the methods,
especially with respect to GDP growth and price trends. Method-
ological differences between structural balance and the expendi-
ture benchmark are described in Box 2. When both pillars have a
significant deviation as set out in the definition, the relevant signif-
icant deviation is the one appearing in the requirements of the pre-
ventive arm. In such cases, too, an overall assessment of the caus-
es of the significant deviation will be made.
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Structural balance pillar
Rule has been

complied with

Significant deviation

Expenditure benchmark pillar

Rules has been

Rule has been complied with R .

Significant deviation Significant deviation

Table 2: Compliance with the preventive arm.

According to an ex-post assessment produced by the National
Audit Office in spring 2016, Finland was in compliance with both
pillars of the preventive arm in 2015. According to an in-year ex-
amination, there is arisk of a deviation from the structural balance
requirements in 2016. However, according to the forecast, the de-
viation will not be significant when consideration is given to the
additional general government expenditure arising from the refu-
gee crisis. According to preliminary estimates, Finland will remain
in compliance with the expenditure benchmark in 2016. However,
according to the preliminary estimates, there is a risk of a signifi-
cant deviation in both pillars of the preventive arm in 2017. Table 3
describes NAOF’s estimate of compliance with the preventive arm
in the current parliamentary term.

Structural balance Expenditure benchmark Overall assessment

2015
Rule is complied with Rule is complied with Rules have been
complied w
2016
Rule is complied with

2017

Risk of significant deviation | Risk of significant deviation Significant deviation?
Overall assessment

PAUR: B Risk of significant deviation | Risk of significant deviation Significant deviation?

Overall assessment

Table 3: Finland's compliance with the preventive arm between 2015 and
2018, as estimated by the National Audit Office.
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BOX 2. OVERALL ASSESSMENT

The purpose of the overall assessment is to examine the method-
ological differences between structural balance and expenditure
benchmark and background assumptions and whether the devia-
tion concerning one or both pillars can be explained with factors
that could not have been influenced through short-term economic
policy. Factors to be considered include updates of the economic
outlook in relation to forecasts, accuracy of inflationary expecta-
tions and changes in interest rates.

The assessment based on changes in the structural balance is
produced using a top down method. The estimate of the structur-
al balance is based on an assessment of the division of general
government structural balance into nominal and cyclical parts.
The cyclical part is defined as a product of the output gap and the
semi-elasticity of the general government revenue and expendi-
ture of output gap. The National Audit Office calculates the out-
put gap using the production function methodology jointly agreed
in the European Union.°

The structural balance estimate is sensitive to changes in the
observed balance and cyclical balance. If the economy faces a
downbound inflation shock (price rises are slower than anticipat-
ed) tax revenue will remain lower than anticipated. At the same
time, general government expenditure is not as sensitive to infla-
tion shocks or changes in economic outlook. The cyclical part is
updated as output gap estimates are updated between forecast-
ing rounds. This means that the structural balance estimates are
extremely sensitive to cyclical changes and sometimes there are
substantial changes in them between forecasting rounds.

The expenditure benchmark is a bottom up review. The assess-
ment of the structural fiscal position on the basis of the expend-
iture benchmark links the potential output growth used as a ref-
erence for expenditure and the price trends to the spring fore-
cast of the preceding year. This means that short-term changes
in business cycle or inflation are not relevant when compliance
with the expenditure benchmark is assessed. Thus, expenditure
benchmark is not as sensitive an indicator as the structural bal-
ance. It also takes into account discretionary changes in revenue
and does not limit the growth in general government expenditure
if a corresponding revenue increase can be allocated.
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2.2 Corrective arm

A debt criterion of 60 per cent and a deficit criterion of three per
cent are the criteria laid down in the corrective arm of the Stabil-
ity and Growth Pact.

Over the past ten years, Finland’s general government debt-to-
GDP ratio has increased from about 40 per cent to 63.6 per cent (in
2015). This means that Finland has exceeded the 60 per cent lim-
it laid out in the EU Treaties. Cyclically adjusted debt-to-GDP ra-
tio will also exceed the 60 per cent limit in 2016. Figure 12 shows
the trend in the debt ratio, as described in the statistics published
by Statistics Finland on 30 September 2016 and the Ministry of Fi-
nance forecast. The figure also shows the ratio of cyclically adjust-
ed debt to cyclically adjusted gross domestic product, as calculat-
ed by the National Audit Office.
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Source: Ministry of Finance and National Audit Office’s calculations

Figure 12: General government debt ratio and cyclically adjusted debt

ratio.

The main reason for the increase in the debt ratio has been the
deficit in general government finances, which has persisted since
20009. The deficit reached its peak in 2014 when, according to Sta-
tistics Finland, it amounted to 3.2 per cent of the gross domestic
product. It should be noted that social security funds are part of
general government in Finland and that, until now, the employ-
ment pension funds have kept them in surplus. However, Finland
cannot amortise debts by using the surplus generated by employ-
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ment pension funds, which means that the ratio of gross gener-
al government debt to GDP actually grows more rapidly than the
annual net borrowing of general government. It should be noted,
however, that social security funds have also accumulated assets,
which are, however, not considered when the trends in gross in-
debtedness are examined. The debt ratio has also been increased
by slow GDP growth.

The Commission has assessed Finnish compliance with the debt
ratio requirements in its reports prepared under Article 126(3). The
latest report was published on 18 May 2016. Based on the stabili-
ty programme submitted by Finland to the Commission in spring
2016 and the Commission’s spring forecast, the Commission states
inits report that Finland exceeded the 60 per cent debt limit in 2015.
However, when considering the launching of the excessive defi-
cit procedure (EDP), the Commission takes into account a num-
ber of relevant factors such as the medium-term economic out-
look, structural reforms and compliance with the preventive arm.
For 2015, Finland was considered to comply with teh debt criteri-
on due to the weak economic growth. The Commission will pub-
lish its next assessment of the compliance with the debt criterion
in November 2016.

Finland remains in compliance with the three per cent deficit
criterion. In 2014, the deficit amounted to 3.2 per cent. The Com-
mission’s interpretation was that the excess is small and temporary,
which means that no EDP procedure for Finland was launched in
2015. According to the Ministry of Finance forecast, the deficit will
remain under the three per cent limit until the end of the forecast-
ing period (the year 2020).

Finland remains in
compliance with the three
per cent deficit criterion
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2.3 Flexibility in the framework

The aim of the preventive arm of the Stability and Growth Pact is
to ensure the medium-term sustainability of general government
finances and to ensure a safety margin for the three per cent defi-
cit criterion and the 60 per cent debt criterion. In the assessment
of the criteria of the preventive arm, consideration is given to such
factors as economic growth, debt ratio and sustainability risk, as
well as completed and planned structural reforms and investments.

The flexibility built in the framework means that better con-
sideration can be given to country-specific characteristics than if
there was only an estimate of the achievement of the medium-term
objective. Flexibility also means that consideration can be given
to serious economic difficulties and exceptional circumstances,
such as the refugee crisis, which started in 2015. This means that
excessive tightening of general government finances is not neces-
sary during crises. Flexibility also allows the implementation of
structural reforms.

However, the flexibility decreases clarity, credibility and trans-
parency of the framework. Even though Finland remains in com-
pliance with the criteria of the preventive arm Finland's structural
balance is well below the MTO. In the examination of the struc-
tural balance, the focus is on change rather than the level and for
this reason, setting -0.5 per cent as the medium-term objective for
structural balance has not guaranteed sufficient distance to the cri-
teria of the corrective arm. In Finland’s case, flexibility of the rules
and the permitted deviations from them are leading to a situation
where compliance with the preventive arm has not provided an
adequate safety margin for the criteria of the corrective arm. Ac-
cording to the information published by Statistics Finland on 30
September 2016, Finland’s debt ratio already exceeded the 60 per
cent limit in 2014. For this reason, the National Audit Office con-
siders problematic the interpretation of the Commission accord-
ing to which compliance with the preventive arm supports compli-
ance with the debt criterion of the corrective arm. The flexibility
incorporated in the rules and its role to Finland are examined in
more detail below.

Flexibility communication

In a situation where a Member State has not achieved its medi-
um-term objective, it must, within the regulatory framework, be on
the adjustment path towards the objective. In practice, the Com-
mission defines the change towards the objective required for each
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year on the basis of its spring forecast of the previous year. In Jan-
uary 2015, the European Commission issued what is known as the
flexibility communication®, in which it specified the factors rele-
vant to the change required in structural balance. The communica-
tion also clarifies the consideration of structural reforms or certain
co-funded public investments aimed at balancing general govern-
ment finances within the regulatory framework.

Economic growth, debt ratio and the sustainability risk had al-
ready been taken into account in adjustment requirements before
January 2015.2 The new matrix lays down more specific provi-
sions on the scope of the change and it has been in effect since the
assessment of the 2016 stability programmes.”® Table 4 describes
in more detail the criteria for setting the change towards MTO, as
required in the preventive arm.

Table 4: Determining the required change in structural balance.

Criterion | Debt below 60% and | Debt above 60% or
no sustainability risk sustainability risk
No adjustment needed

Exceptionally bad Real growth < 0 or
output gap < -4
-4 < output gap < -3 0 0.25

-3 <output gap <-1.5 0 if growth below | 0.25 if growth below
potential; potential;

2016
required adjustment
=05

0.25 if growth above | 0.5 if growth above
potential potential

2017

-1.5 < output gap <

15 0.5 >0.5 and 2018 required
: djustment = 0.6
Output gap>1.5| > 0.5 if growth be-| >0.75 if growth be- 2qustmen
low potential; > low potential;
0.75 if growth above | = 1 if growth above
potential potential

Finland has benefited from this flexibility built in the regula-
tions as it means that less adjustment has been required during the
current economic downturn. The change required in 2015 was 0.1
percentage points (on account of serious economic difficulties).
Table 4 shows that the change required for 2016 is 0.5 percentage
points. The change set for 2017 and the anticipated change required
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for 2018 is 0.6 percentage points. Tighter requirements are based
on the picking up of economic growth and the sustainability risk,
which in turn is the result of the size of the debt ratio.

In its flexibility communication, the Commission also speci-
fied its criteria for structural reforms and certain co-funded in-
vestments. Structural reforms and co-funded investments' may
be taken into account in the requirements of the preventive arm if
they have a verifiable impact on the sustainability of general gov-
ernment finances or medium-term growth potential.

The reforms carried out under the structural reform clause
must be major, have long-term positive budgetary effects and be
fully implemented. The costs arising during the implementation
of the reform can be taken into account in the c required change
in the structural balance if the certain conditions are met.'® In or-
der to benefit from the structural reform clause, a Member State
must present the calculations of the costs arising during the early
stage of the reform and estimates of its long-term impacts on the
consolidation of general government finances. The Member State
must submit its estimate as part of the stability programme sub-
mitted to the Commission in spring.

As regards investments, the flexibility applies to investments
co-funded by a Member State and the EU, which have a verifiable
impact on medium-term potential growth. The terms and condi-
tions concerning the use of the investment clause are largely iden-
tical with those applied to structural reforms.”” Furthermore, the
deviation from the adjustment path leading to the medium-term
objective must result from co-funded investments that are in ac-
cordance with the definition laid out in the investment clause.

Finland has not introduced any structural reforms that are con-
sidered within the framework of the preventive arm. In the draft
budgetary plan presented by the Ministry of Finance in autumn
2016, itis proposed that the competitiveness pact between the Gov-
ernment and social partners should be considered as a significant
structural reform that meets the criteria of the structural reform
clause. The Ministry of Finance also proposes that the pension re-
form that will enter into force at the start of 2017 should be consid-
ered as a reform meeting the requirements specified in the clause.

In the opinion of the National Audit Office, the competitiveness
pact does not fully meet the requirements for structural reforms
specified in the structural reform clause. Even though the purpose
of the competitiveness pact is to provide a stronger basis for eco-
nomic growth, the reform has not yet been fully implemented and
the meeting of all technical requirements concerning the contract
cannot be assessed on a proactive basis. As regards the pension re-
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form, the National Audit Office is of the view that even though the
calculations of the Ministry of Finance suggest that it contributes
to the sustainability of general government finances, it does not in-
volve any such early-stage implementation expenditure on the ba-
sis of which a deviation from the adjustment path leading to the
medium-term objective could be justified.

In the opinion of the National Audit Office, the social and health
care reform (SOTE reform) and the regional government reform
might be considered as a structural reform because one central ob-
jective of the reforms is to keep the expenditure generated by so-
cial and health care services under control. The implementation
of the SOTE reform will start in 2019 and thus its effectiveness as
ameans of balancing general government finances can only be ex-
amined in the next parliamentary term at the earliest.

Impact of higher refugee costs on general government
finances

On 29 October 2015, the Commission issued a communication'®
under which the additional expenditure arising from the refugee
crisis, which started in 2015, can be taken into account in the as-
sessment of the criteria of the preventive arm in 2015 and 2016.
According to the Commission, the refugee crisis is an exception-
al circumstance beyond the Member States’ control. This means
that the additional central government expenditure arising from
the refugee crisis in 2015 and 2016 can be taken into account when
the criteria of the preventive arm are assessed.

The Commission estimated that the additional expenditure
incurred by Finland as a result of the refugee crisis in 2015 was
between 0.05 and 0.1 per cent of the gross domestic product. Ac-
cording to a preliminary estimate produced by the Ministry of Fi-
nance, the additional expenditure caused by the refugee crisis in
2016 would be about 0.3 per cent of the gross domestic product.
Thus, the required change for 2016 would be adjusted to 0.2 per-
centage points. However, a reliable assessment of the costs aris-
ing from the refugee crisis in 2016 can only be produced in 2017.
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2.4 Procedure resulting from
non-compliance with the
Stability and Growth Pact

There are procedures that may be launched if a Member State is in
breach of the Stability and Growth Pact. Non-compliance with the
preventive arm will result in significant deviation procedure (SDP).
Non-compliance with the criteria of the corrective arm (three per
cent deficit criterion or 60 per cent debt criterion) will result in
excessive deficit procedure (EDP). So far, the Commission has not
launched a SDP procedure for any Member State. There is a EDP
procedure underway for six Member States.

Significant deviation procedure

The Commission assesses compliance with the preventive arm for
the year on an ex post basis. If there is a significant deviation from
the requirements of the preventive arm as far as the actual figures
are concerned, the Commission may launch the significant devi-
ation procedure.

In practice, the procedure is as follows. If the Commission no-
tices a significant deviation from the requirements of the preven-
tive arm, it addresses a warning to the Member State, as laid down
in Article 121(4).” One month after the warning issued by the Com-
mission, the Council will assess the situation and prepare a recom-
mendation to the Member State in question listing the required
corrective measures and setting out a new adjustment path to-
wards the medium-term objective. The Member State in question
has five months or (in the case of an exceptionally significant de-
viation) three months to introduce measures to correct the devi-
ation. The Member State must report on the measures that it has
carried out to the Council within a specific deadline. If the Mem-
ber State has not taken any measures or the measures are, in the
Council’s view, (repeatedly) inadequate, the Council may impose
a sanction on the Member State corresponding to a 0.2 per cent
interest-bearing deposit in relation to the gross domestic product
of the preceding year.

Excessive deficit procedure

In a situation, where there is a risk of non-compliance with the
deficit criterion or the deficit or debt criterion has been breached,
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the Commission will, in a report produced under Article 126(3), as-
sess the issues on the basis of which the Member State can be con-
sidered to be in compliance or in non-compliance with the crite-
ria. In its assessment, the Commission with take into account the
nominal excess of the criteria and all relevant factors.

Even if the criteria of the corrective arm are very clear, there
is some room for interpretation in the compliance with the reg-
ulations. As regards the deficit criterion, the procedure can be
launched on the basis of actual or anticipated figures. In a situa-
tion where the deficit exceeds the three per cent limit, the Com-
mission will examine whether the excess is small, temporary or
exceptional. The excess is considered temporary if the deficit will
fall below the three per cent limit, as forecast by the Commission.
The Commission has not given any specific definition for a small
excess. An exceptional excess is a situation where the deficit ratio
has grown as a result of a severe economic downturn or factors not
arising from the Member State’s economic policy.

For the debt criterion, the EDP procedure can only be launched
on the basis of outturn data after the debt ratio has exceeded the
60 per cent limit. There is also a degree of flexibility in the com-
pliance with the debt criterion. When considering the launching
of the debt criterion procedure, the Commission will take into ac-
count the financial aid operations impacting the debt (solidari-
ty transfers to other Member States), cyclically adjusted debt lev-
el and compliance with the preventive arm. The Commission will
also assess other relevant factors, which are
¢ medium-term economic outlook, which comprises assess-

ments of potential output and economic trends, as well as net

savings in the private sector

e Assessment of compliance with the preventive arm or assess-
ment of the achievement of the structural fiscal position that
is in accordance with the medium-term objective or improve-
ment of the structural fiscal position towards the agreed ob-
jective

e Assessment of the trend in debt ratio in the medium term

e Other relevant factors, which are based on the observations
presented by the Commission or the Member State in question.

If the Commission, after considering all relevant factors, reach-
es the conclusion that the Member State is in breach of the crite-
ria of the corrective arm, it will submit a recommendation to the
Council for launching the EDP procedure. The Council address-
es arecommendation to the Member State in question with meas-
ures and timetables and the Member State in question must take
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the measures laid out in the recommendation in order to correct
its deviation. The Member State in question has between three and
six months to demonstrate that it has taken the required action.

If the Council concludes that the measures taken by the Mem-
ber State are repeatedly inadequate the EDP procedure may be tak-
en to the last stage (sanctions procedure). The sanctions procedure
is in the form of an interest-bearing deposit, which is 0.2 per cent
of the gross domestic product of the Member State subject to the
sanctions procedure. However, so far the Commission has not im-
posed sanctions on any Member State.

The Commission has launched the EDP procedure against a
total of 26 Member States, six of which are still subject to the pro-
cedure (Croatia, Portugal, France, Greece, Spain and Britain). Es-
tonia and Sweden are the only Member States for which the pro-
cedure has never been launched. The Commission launched the
EDP procedure for Finland in spring 2010 on the basis of an an-
ticipated deficit ratio but it terminated the procedure in 2011 af-
ter the actual deficit ratio for 2010 was less than three per cent.?
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3 Principal measures aimed
at balancing general
government finances

One of the main objectives of the Government’s economic policy
is to close the sustainability gap. The Government aims to achieve
this by introducing structural reforms, by supporting economic
growth and employment and by means of taxation.

3.1 Progress of structural reforms

Under its programme, the Government of Prime Minister aims to
introduce structural policy reforms that will have an economic im-
pact of at least four billion euros. These reforms include the social
and health care reform, cuts in local government expenditure, re-
gional government reform, Tulevaisuuden kunta (municipalities
of the future) reform, central government reform and the pension
reform, which was prepared during the terms of the previous Gov-
ernments. The Government promised that the impacts of the re-
forms on the sustainability gap will be assessed before any legisla-
tive proposals are submitted to Parliament.

In addition to generating domestic debate, the structural re-
forms have also been extensively discussed in the recommenda-
tions for Finland presented by international organisations. For ex-
ample the need to introduce changes in the pension system and the
need to keep social and health care costs under control have been
included in the annual country-specific recommendations issued
as part of the European Semester, Article IV recommendations is-
sued by the International Monetary Fund (IMF) and the recom-
mendations contained in the country reports of the OECD. The
need to introduce labour market reforms have also been exten-
sively discussed in the publications. The development needs have
included more flexible pay formation and linking it to productivi-
ty improvements and introducing a broad range of new incentives
to increase the supply of work (such as shortening the duration of
unemployment security).

Pension reform

The previous Government submitted the legislative proposals con-
cerning the pension reform to Parliament in September 2015. The
proposals had been prepared on a tripartite basis during the term
of the previous Government. The proposals were approved in No-

Sustainability gap impacts
of the structural reforms
will be assessed
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vember 2015 and the pension reform will enter into force at the
start of 2017. Raising the minimum retirement age, tying the mini-
mum retirement age to life expectancy, changes to pension accru-
al regulations and replacing the part-time pension with a new par-
tial old-age pension are some of the most important parts of the
reform. The reform will also affect the level of disability pensions
and allow the employment pension investments to become more
share-weighted. In the protocol of signature included in the pen-
sion reform agreement, it was also agreed that there will be a con-
ditional increase of one year in the age limit for the right to addi-
tional days as part of the unemployment security.

In accordance with the Government Programme, the Govern-
ment proposal included an estimate of the sustainability impacts
of the reform, according to which it will narrow the sustainability
gap by about one percentage point. The narrowing will be based
on areduction in general government pension expenditure and an
increase in the gross domestic product resulting from a higher em-
ployment rate. The estimates concerning the decrease in pension
expenditure and employment impacts are based on extensive cal-
culations produced by the Finnish Centre for Pensions.?' The sus-
tainability gap estimate contained in the Government proposal
corresponds to the impact assessment produced by the Research
Institute of the Finnish Economy (Etla) on the basis of a different
calculation model.?? According to the sensitivity analysis contained
in Etla’s assessment, the sustainability gap impact of the pension
reform in relation to the old pension legislation largely depends on
the general trends concerning the preferred retirement age and the
future of the additional days arrangement.

No sensitivity analysis has been published on the sustainability
gap estimate contained in the Government proposal. As the sustain-
ability gap estimate is sensitive to background assumptions con-
cerning long-term economic trends, the uncertainty concerning
the calculations should be highlighted in the reports on the esti-
mate. The need concerns the sustainability gap estimate as a whole
and the reporting on the reforms impacting the sustainability gap.
From the perspective of the transparency of the risk position of
general government finances, comprehensive sensitivity analyses
on the impacts of important structural reforms should be availa-
ble so that the likely variation of the impacts can be determined.

The pension reform process resulted in a package that will
have a long-term positive impact on general government fiscal
balance. Of the structural reforms introduced in recent years, the
pension reform is the one that is expected to have the largest im-
pacts. Most of the impacts of the 2017 pension reform will be on
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a long term, which is typical of structural reforms. Confidence in
longer-term impacts will also give more room to introduce short-
term fiscal policy solutions.

However, consideration should also be given to the short-term
costs arising from structural reforms. The pension reform, too, con-
tains elements that may cause cost pressures in the short term as the
savings will only become reality at a later date. Disability pensions
will rise and the flexible terms of the new partial old-age pension
may make it a popular pension alternative. These features and the
uncertainties concerning the assumptions contained in the impact
assessments highlight the importance of a continuous and system-
atic monitoring of the reform.

Social and health care reform and regional government
reform

It was agreed in the Government Programme that as part of the
social and health care reform, the provision of social and health
care services will become the responsibility of a maximum of 19
autonomous areas that will be larger than municipalities. As re-
gards service production, it was stated that the SOTE regions will
provide the services themselves or purchase them from private or
third-sector operators. Funding options were left open but it was
stated that the aim is to change over to a single-channel system.
According to its programme, the Government will also study the
details of a model based on free choice.

In April 2016, the Government made policy decisions on a num-
ber of areas included in the SOTE reform. As regards the funding
model, it was decided to adopt a model based on state funding (in
practice state income taxation) and no preparations will be made
during the current parliamentary term to introduce a regional right
of taxation. Each of the 18 autonomous areas (regions) would be
responsible for organising their SOTE services. It was also decid-
ed that the organisation and provision of the services would be as-
signed to separate actors and that the services offered on a mar-
ket-basis must be in company form. This would include the SOTE
units in regional ownership, most of which operate as part of the
freedom of choice scheme. The Government also agreed on the
regional state administration reform, on coordinating regional
state administration with regional government and the scope of
regions’ tasks.

The proposed legislation on the social and health care reform
and regional government reform were submitted for comments in
August 2016. The proposals contained assessments of the econom-

The pension reform
may cause short-term
pressure on expenditure
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ic impacts of the reforms at different levels of general government
finances. The targeted savings impact is three billion euros com-
pared with forecast development by the year 2029. Savings would
be achieved by improving the cost-effectiveness of larger SOTE or-
ganiser units in institutional services, basic-level services and spe-
cialised health care. Substantial savings are also expected through
more extensive digitalisation and electronic services.

However, the savings will not be automatic and achieving them
would require changes in operating practices at regional level and
efficient use of the changes. Based on the legislative proposals for
regional government and funding arrangements, the state fund-
ing would be under strict economic guidance so that savings can
be achieved, while at the same time there would also be legislation
on separate state aid for situations were a region is facing finan-
cial problems. The Government has also made a policy decision on
a client charge reform, under which the charges will be adjusted.
However, unreasonable increases in charges may not be introduced.

According to the Government Programme, the aim of the social
and health care reform is to narrow health gaps and keep costs un-
der control. Regional government reform was later included in the
same package. As a result, the set of measures now also covers the
regional government reform. It is later policy decisions, the Gov-
ernment also specified that the social and health care reform would
include a model based on extensive freedom of choice.

In principle, planning several wide-ranging reforms simulta-
neously is not a problem because reforms covering different sec-
tors can support each other. However, the scale of the process may
cause problems in terms of the risk position of general government
finances and cost trends, especially when consideration is given
to the timetables set for the reforms. For example, from the per-
spective of the objective of cost control, it is essential that the right
model for implementing the freedom of choice scheme is select-
ed. There may also be situations where it must be decided wheth-
er to give priority to the narrowing of health gaps or cost control,
both basic objectives of the reform. Assessment and management
of the costs arising from the changes and transitional measures re-
quired as part of the reform will also pose challenges.

Changes in economic and population age structures and the
need to narrow the sustainability gap make structural reforms nec-
essary. Measures aimed at implementing challenging reforms are
essential because delaying structural reforms will mean more ad-
justments in general government finances in the future. Howev-
er, assessing the impact of structural reforms is difficult and there
are fundamental problems concerning the assessment of the sus-
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tainability gap. Nevertheless, impact assessments should be carried
out whenever possible. Consideration should be given to such is-
sues as the direction and degree of uncertainty of the changes tak-
ing place during different time spans. Moreover, in addition to de-
scriptions of the probable trends, there should also be calculations
of realistic alternatives. A clear and unequivocal target-setting in
the reforms supports the preparation of impact assessments and
provides them with more weight in decision-making,.
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3.2 Supporting employment and
competitiveness

Competitiveness, employment and public service provision are at
the centre of the economic policy of Prime Minister Juha Sipild’s
Government. The Government aims to provide a stronger basis for
employment and economic growth by means of taxation and by
taking measures supporting economic competitiveness and pro-
ductivity. The focus is also on reforms concerning pay formation
in the labour market.

During its term of office, the Government aims to provide more
incentives to work, make the provision of employment more at-
tractive, improve the effectiveness of the labour administration
and strengthen Finland’s competitiveness. The reforms are in-
tended to consolidate general government finances by more than
one billion euros, increase the employment rate and achieve signif-
icant improvements in employment. In order to achieve its aims,
the Government will promote the necessary structural reforms in
a dialogue with social partners. The reforms play a major role in
the Government’s efforts to balance general government finances
and achieve its budgetary targets.

In its programme, the Government states that it aims to con-
clude contract, the Competitiveness Pact, with social partners in
support of the decisions accelerating Finland’s economic recov-
ery and improving employment. The Government estimated that if
the Competitiveness Pact is not concluded, additional adjustment
measures totalling 1.5 billion euros would be needed to consoli-
date general government finances. The competitiveness pact was
concluded in February 2016 and in accordance with its terms, the
Government cancelled the additional adjustment measures total-
ling 1.5 billion. These measures would have been introduced if no
agreement had been reached. Under the competitiveness pact, an-
nual working hours will be extended by 24 hours and holiday bo-
nuses of public-sector workers will be cut. Employers’ social secu-
rity contributions will also be reduced and partially compensated
through increases in employees’ contributions. The Government
will also support the contract by introducing tax cuts.

The Ministry of Finance estimates that the contract will de-
crease unit labour costs by about four per cent. As a whole, the com-
petitiveness pact and the tax cuts and cuts in social security con-
tributions connected with it will weaken the general government
fiscal position by slightly more than one billion euros between 2017
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and 2019 each year and more than 800 million from 2020 onwards
if no consideration is given to the positive impacts generated by a
higher employment rate.

The National Audit Office considers it justified that the Gov-
ernment promotes the balancing of general government finances
and well-being by supporting employment and growth. However,
the competitiveness pact will significantly weaken the general gov-
ernment fiscal position. If there are no substantial improvements
in the employment situation, the contract will make it more diffi-
cult to achieve the objective set for general government deficit and
the medium-term objective set for structural deficit.

The strategic projects listed in the Government Programme
also include strengthening of competitiveness by providing busi-
nesses and entrepreneurs with better operating prerequisites and
promotion of employment. In 2016, the most important Govern-
ment measures from the perspective of businesses are legislative
reforms and dismantling of regulation. As part of its efforts to dis-
mantle regulation, the Government has relaxed shopping hour
restrictions, which has already had a positive impact on employ-
ment. Employment can also be stimulated and structural unem-
ployment reduced by eliminating incentive traps preventing people
from accepting work and by reforming the unemployment secu-
rity system. The pension reform that will enter into force in 2017
is also expected to increase the employment rate and reduce pen-
sion expenditure. The projects will be financed without increas-
ing total expenditure.

The Government has set out clear and verifiable targets in its
programme. Implementing the reforms and monitoring their ef-
fectiveness will require concrete measures and thorough impact
assessments so that the necessary legislation can be processed in
accordance with the principles of good statute-drafting.

The Competitiveness
Pact will weaken general
government fiscal position
in the short run

Assessing the impact of
the reforms will require
concrete measures
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3.3 Improvements in Tax system

In its programme, the Government set the strengthening of growth,
entrepreneurship and employment as the objectives of its tax pol-
icy. Despite the targets concerning the adjustment of general gov-
ernment finances, the Government will not increase the overall tax
rate during the current parliamentary term. This means that the
combined effects of tax-related measures on general government
finances should be neutral at 2019 level. Under its programme, the
Government also aims to ease taxation of labour and to finance the
cuts by increasing environmental taxes. The Government aims to
improve Finland’s competitiveness by reforming taxation on en-
trepreneurship, ownership and investments.

The Government aims to increase the employment rate by elim-
inating incentive traps through harmonisation of social security
and taxation, by extending the scope of the domestic work credit
and by increasing the compensation percentage. In its programme,
the Government prepares to introduce substantial additional cuts
in taxes on earned income in support of pay settlements improv-
ing employment and competitiveness.

At the start of the parliamentary term, the room for manoeu-
vre in tax policy was limited by central government deficit and the
need for fiscal adjustments. Even though the intention was to in-
troduce the tax cuts set out in the Government Programme in sup-
port of general government finances gradually during the govern-
ment term, most of the changes in taxation planned by Juha Sipild’s
Government were put into effect early on. The most important
change in the tax bases in 2016 reducing the tax revenue was the
increase in earned income tax credit, which helped to ease the tax-
ation of earned income, especially among small-income and mid-
dle-income individuals. With the conclusion of the competitive-
ness pact, taxation of earned income will be lowered in 2017. The
changes in employees’ social security contributions will help to re-
duce the taxation of earned income, in addition to which the Gov-
ernment pledged to reduce taxation of earned income, depending
on the scope of the contract.

General tax policy guidelines and the most important targets
concerning the tax policy are laid out in the Government Pro-
gramme. However, the development of the tax system as a whole
is not discussed in the document. The National Audit Office rec-
ommends that there should be a comprehensive assessment of the
future of the tax policy and the tax system of the future during the
latter half of the parliamentary term.
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The National Audit Office notes with satisfaction that support-
ing employment and economic growth are included in the Gov-
ernment’s tax policy objectives. At the same time, according to the
economic theory, the tax system should be simple, neutral and in
accordance with overall needs of the national economy. The poli-
cy decision of the Government under which there will not be any
increases in the overall tax rate limits the Government’s chanc-
es to make adjustments in general government finances. The Na-
tional Audit Office carried out fiscal policy audits covering the tax
system in 2014.%

Tax subsidies

Tax subsidies mean deviations from the normal taxation struc-
ture. The purpose of tax subsidies is to support specific activities or
groups of taxpayers through deductions, tax exemptions, reduced
tax rates, tax rebates or provisions postponing tax payments. The
spending limits may lead to impractical use of tax subsidies if the
limits prevent the use of direct aid. For this reason, it is important
to monitor the number of tax subsidies. The increase in tax subsi-
dies should be viewed critically and they should be avoided as they
tend to complicate the tax system and make it inefficient.

According to the 2017 state budget proposal, a total of 185 dif-
ferent tax subsidies were identified in 2016, while for the year 2017,
the number is 186. There have been few changes in the level of tax
subsidies in recent years. Only about two thirds of all tax subsidies
can be calculated in euro terms, a result of absence of information
and measuring problems. As regards the subsidies that have been
calculated, the total amount of tax subsidies for 2015 was estimat-
ed at 24.2 billion euros and the figure is expected to reach about
24.6 billion in 2016.

According to an estimate produced by VATT Institute for Eco-
nomic Research, tax subsidies in the 2017 state budget proposal to-
tal about 25.3 billion euros of which 16.5 billion are state tax sub-
sidies. In 2017, the total number of tax subsidies will be increased
by the introduction of a higher earned income tax credit, which is
included in the competitiveness pact. A reduction in the deducti-
bility of housing loans will decrease the total sum of tax subsidies.
The entrepreneur deduction and the forest gift deduction will be-
come new tax subsidies. At the same time, the tax subsidy arising
from the higher depreciation of productive investments will expire
at the close of 2016 as the subsidy programme comes to an end. It
should be noted, however, that abolishing a tax subsidy will not
mean a corresponding increase in tax revenue.

Tax subsidies make the tax
system more complicated
and thus also more ineffective
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Since 2012, the Government’s annual report has contained an Assessment of the impacts
assessment of the impacts of tax subsidies. The impact assessments of tax subsidies should
should be more systematic. The existing practice, in which the im- be more systematic
pact is only assessed each year to the extent that research infor-
mation is available, is not enough for examining the impact of the
subsidies in a systematic manner. In the view of the National Audit
Office, a more systematic approach is also needed so that subsidies
that are considered ineffective could be eliminated.
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