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Conclusions and recommendations of the
National Audit Office

The audit examined whether the Ministry of Finance’s forecast of the development of
general government debt in the next few years has been prepared using appropriate
methods. The audit supplements the National Audit Office’s previous assessments of fis-
cal forecasts. In addition to obtaining verifying information, the aim of the audit was to
increase information on what government debt is and what factors affect its development.

The Economics Department of the Ministry of Finance is responsible for preparing the
macroeconomic and fiscal forecast in Finland. Based on the audit, the process used by the
Economics Department for preparing government debt forecasts functions well as a rule,
and the methods used are, in general, up to date and sufficiently accurate. However, the
audit found that the process for preparing the forecasts was somewhat vulnerable to risks,
and the forecasting methods should be updated in some areas.

It is an established practice to measure government debt using the concept of gross
debt, which means that the assets of the central government and other general govern-
ment are not taken into account. This is a practice that complies with legislation and fis-
cal rules and provides a clear baseline for monitoring government debt. However, as the
assets play a significant role, it would be necessary to expand the examination of the state
of general government finances by means of a net debt indicator.

No significant problems were found in the forecasting process
and methods of the Ministry of Finance

The Economics Department of the Ministry of Finance bases its debt forecasts on the lat-
est actual statistical data, which is projected forward in the forecast by using estimated
annual changes. The method of estimating the annual change varies in the different are-
as of general government finances. With the central government, the Ministry of Finance
bases its estimate on the borrowing requirement according to the budget and the General
Government Fiscal Plan. The method provides a good basis for the debt forecast, although
the borrowing requirement does not, by definition, correspond precisely to the concept of
debt as presented in statistical data. With the local government, the Ministry of Finance
bases its estimate of the annual change in debt on the local government deficit according
to the Economics Department’s own forecast.

The Ministry’s process for preparing government debt forecasts is based on spread-
sheets, which the audit found appropriate. In addition to finding no errors in the fore-
casting process, the audit found that the forecasts had been prepared with high expertise.
However, the documentation included in the calculations was found to be partly limited,
the process was found partly unnecessarily complex, and the practical responsibility for
the forecasting was tied to an individual person. In addition, the results of the calcula-
tions are not verified systematically by methods of quality assurance. These factors pose
arisk of a deterioration in the quality of the results, for example in the event of rush or a
change of person.
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As arule, the methods chosen by the Economics Department for individual debt-affect-
ing phenomena were found justified. However, according to the audit findings, the fore-
cast calculations did not include an up-to-date systematic estimate of all debt-affecting
items. It was found in the audit that the forecast method should be updated in the case of
some items. However, the practical impact of these items on the forecast of government
debt as a whole is relatively small.

The methodological descriptions published by the Ministry of Finance on the prepa-
ration of the macroeconomic and fiscal forecast are useful. However, the audit found the
part describing the government debt forecast partly obsolete and too general, which un-
dermines the transparency of the forecast for its users.

It is important to monitor general government net debt to form a
comprehensive picture of the development of debt

It is an established practice to measure general government debt using the concept of
gross debt in accordance with EU statistical legislation (the European System of Accounts,
ESA 2010). Gross debt means that general government receivables (financial assets) have
not been deducted from the debt measure. In this case, the data on debt does not take into
account the fact that financial assets partly function as a fiscal reserve and counterpart of
debt. For example, because the concept of gross debt is used, the sale of shares by the state
and the use of the sales proceeds for the amortisation of debt appear to improve the debt
situation even though the state’s assets decrease correspondingly. In recent years, fluctu-
ations particularly in the state’s liquid assets have caused lots of changes in the amount
of gross debt. There are also several statistical technical practices that increase both gov-
ernment debt and government receivables by the same amount. The significance of such
items has increased particularly because ARA interest subsidy loans are currently record-
ed in statistics as government debt.

When examining government debt, it would also be important to examine net debt,
which takes the financial assets of both the central government and the local government
into account as a debt-reducing item. Similar information has already been presented in
the Government’s annual report. Taking financial assets into account has an impact on
both the level of debt and the annual changes in it. The use of a net debt indicator does
not change the overall picture of the development of general government debt but com-
plements it in a useful manner.

Recommendations of the National Audit Office

Based on the audit, the National Audit Office recommends that the Economics Depart-

ment of the Ministry of Finance should

1. update its process for preparing the debt forecast and its forecasting methods related
to debt-affecting items,

2. update and expand the methodological description published on the forecast.
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1 Scope of the audit

General government debt is a frequently debated economic poli-
cy issue. Finland’s general government debt has been increasing
rapidly in recent years (Figure 1) and as a result, the sustainability
risks facing general government finances have gradually become
more serious. The Ministry of Finance’s Economics Department
produces a macroeconomic forecast and a fiscal forecast as a basis
for the Budget and the General Government Fiscal Plan. General
government debt is one of the key forecast variables. The forecast
for general government debt plays an important role in the fiscal
policy as a whole. It may have a direct impact on the fiscal poli-
cy stance and the fiscal policy itself. The forecast is a key factor
when compliance with statutory and other fiscal policy rules or
objectives is assessed. In statistics and economics literature, oth-
er concepts, such as EDP debt and public debt, are also used to
describe the general government debt discussed in this audit re-
port and they all have the same meaning. Moreover, when we are
talking about general government finances, we refer to the general
government sector specified in the national accounts.
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The aim of this audit was to verify the knowledge base used in
fiscal policy decision-making. The main purpose was to determine
whether the forecast supplied by the Ministry of Finance provides
a reliable knowledge base for the outlook for general government
debt. The question asked in the audit was: Has the Ministry of Fi-
nance used appropriate methods to prepare its forecast for gener-
al government debt? The auditors assessed whether all essential
matters that can be taken into account and that impact the accura-
cy of the forecast are considered in the Ministry’s forecasting pro-
cess. In addition to obtaining verifying information, the aim was
also to obtain information on the concept of general government
debt and which factors impact it.

The focus in the audit was on the Ministry of Finance’s Eco-
nomics Department, which under the Fiscal Policy Act produces
its forecasts independently in relation to other parties (including
the Ministry of Finance). Thus, in this audit, the forecast produced
by the Ministry of Finance refers specifically to the forecast pro-
duced by the Economics Department, and the Ministry’s other de-
partments are treated as external producers of source data.

The National Audit Office of Finland (NAOF) has already audit-
ed and assessed forecasts produced by the Ministry of Finance on
numerous occasions. The office has also assessed debt forecasts,
especially in connection with the audit ‘Medium-term projections
in the planning of general government finances’ published in 2019.
The focus in that audit was on deficit forecasts, which are the key
component of the debt forecast. The NAOF also examined long-
term sustainability gap estimates in the audit published in 2019.
The plausibility of the debt forecast has been assessed continuous-
ly as part of fiscal policy monitoring. In 2023, the NAOF published
an ex-post assessment of the reliability of the Ministry of Finance’s
fiscal forecasts. The assessment, produced by the office’s fiscal pol-
icy monitoring function, was based on statistical methods.

In its previous audits, the NAOF has not specifically reviewed
the methodological accuracy of the general government debt fore-
cast as a whole, as the stock-flow adjustments (SFA) have, until
now, been outside the scope of the audits. Stock-flow adjustments
are items that impact general government debt but not general
government deficit. They have had a significant impact on the level
of general government debt and the annual changes in it, and they
have also been a key factor behind the forecast errors in the Min-
istry of Finance’s debt forecast.! Relevant stock-flow adjustments
or other phenomena that impact the amount of the debt but are
not shown in the deficit (at least not in the same time period) in-
clude the purchases and sales of shares, loans granted and loan re-
payments, cash collateral for derivatives, changes in liquid assets,



impact of the prepayments of defence equipment purchases, ARA
interest subsidy loans, lending by the European Financial Stability
Facility and the amount of government bonds held by employment
pension institutions.

As a rule, the assessments contained in the audits conducted
by the NAOF and its fiscal policy monitoring reports over the past
five years have not been repeated in this audit. Thus, the focus in
the audit was on the other factors than deficit impacting general
government debt. Of the general government sectors (central gov-
ernment, local government, employment pension institutions and
other social security funds), the focus was on central government
because the stock-flow adjustments of the other general govern-
ment subsectors are of minor importance when the accumulation
of debt is assessed. This is partly due to the fact that in Finland, the
stock-flow adjustments and budgetary position of the employment
pension institutions do not have any direct impact on the accumu-
lation of general government debt. This is because the surplus or
deficit of the employment pension institutions is directly reflected
in their assets but not in the debts.

In the forecasting horizon examined in this audit, the focus
was on the forecast for the year in progress and the following four
years. Even though statistics were extensively used in the audit,
their accuracy was not audited in this context. The NAOF’s audit
of the statistics on general government finances was published in
2022.

The main audit question was: Has the Ministry of Finance used
appropriate methods to prepare its forecast for general govern-
ment debt? This was assessed on the basis of subquestions that
concerned the methodological solutions used in the forecast, accu-
racy of the forecast calculations, comprehensiveness of the meth-
odological description and to what extent the calculations corre-
sponded to the methodological description. The criteria used in
the audit consisted of EU legislation and the general criterion ap-
plied to fiscal policy audit, which concerns the giving of a true and
fair view of general government finances.

In addition to answering the main audit question, the auditors
also examined how general government debt is structured and how
changes in it can be explained. In this connection, trends in gen-
eral government debt were examined from different perspectives
and different options for describing these trends were assessed.

10



2 There have been changes
in the structure of general
government debt

The statistics on general government debt are produced using
the definitions specified in the EU legislation, which means that
they are based on the ESA 2010 system of national accounts. The
same definitions apply to the forecasts for general government
debt. Most of Finland’s general government debt is central govern-
ment debt but local government debt has also increased. Marketa-
ble debt instruments account for most of the general government
debt. There was a substantial increase in the proportion of Fin-
land’s general government debt with a remaining maturity of more
than five years between 1995 and 2023.

The investor base of Finland’s general government debt has
changed considerably over the past two decades. The proportion
of the debt held by the central bank has increased from zero to
about 24%. The proportion of investors outside the foreign bank-
ing sector, such as pension and investment funds, has fallen below
20%, compared to almost 60% in 2004.

2.1 Concept of general government debt is
defined in EU legislation

The limits on deficit and debt ratios for Member States’ general
government finances are laid down in the Treaty on the Function-
ing of the European Union. The limits are expressed in relation to
gross domestic product (GDP) and the debt reference value was
set at 60% of GDP. In the protocol on the excessive deficit proce-
dure annexed to the Treaty, the deficit is defined as referring to
the concept specified in the European System of Accounts (ESA),
which is the concept used in statistics. Debt is defined as referring
to nominal gross debt at the end of the year. Moreover, according
to the definition, mutual general government debt is consolidated.
The definition was produced without any explicit reference to the
statistical system contained in the EU legislation and without any
definition of the scope of the debt concept.
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The EU Council later concluded that the definition of the debt
contained in the protocol of the Treaty should be specified by re-
ferring to the concept used in ESA. After this, general government
debt was defined as referring to the nominal general government
gross debt at the end of the year, with the exception of debts to oth-
er general government units. According to this definition, general
government debt consists of the following groups of general gov-
ernment financial claims defined in ESA: cash and deposits, debt
instruments and loans. Moreover, according to the valuation prin-
ciple adopted, the debt is valuated at nominal value at year’s end.
These definitions have had far-reaching practical implications,
which are illustrated in this report.

The definitions used in statistics also apply to forecasts. The
Regulation 479/2009 laying down the definitions explicitly speci-
fies the definitions contained in the protocol on the excessive defi-
cit procedure. Correspondingly, the regulations comprising the
core of the EU fiscal policy rules (1467/1997 and 2024/1263) are
based on the protocol on the excessive deficit procedure. Already
in the past, the processes used to implement the rules were based
on both statistics and forecast data. With the reform of the EU fis-
cal policy rules, which entered into force in 2024, more weight is
now attached to debt forecasts. In addition to the legislative as-
pects, from the perspective of forecast accuracy, it is naturally jus-
tified and necessary to ensure that the forecasts are based on sta-
tistical definitions to the extent possible.

When we examine trends in general government debt, the ap-
propriate approach is usually to monitor the debt-to-GDP ratio.
The ratio gives a better indication of debt trends in relation to the
size of the economy than the EUR amount and thus it also provides
a basis for international comparisons at certain level. The ratio al-
so tells how the ability of general government to manage and to
repay its debt develops. For example, the ability of central govern-
ment to collect revenue through taxation is largely determined by
the size of the economy. For these reasons, the fiscal policy rules
applied to debt are also expressed in relation to GDP. The focus in
this audit is on forecasts for general government debt (GDP fore-
casts are outside the scope of the audit) and on the impact of dif-
ferent factors on changes in general government debt. Therefore,
most of the analysis is presented as euro amounts and the figures
are not proportioned to GDP.

12
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Debt of the State Treasury is the largest component of
general government debt

Year-to-year changes in general government debt can be out-
lined in two complementary ways. Firstly, changes in debt during
the year can be described with the debt accumulation equation:
change in debt during the year consists of the general government
deficit and other factors impacting the accumulation of debt. The
other factors are often referred to as stock-flow adjustment, which
describes such matters as the impact of the net acquisition of fi-
nancial assets.

One example of the stock-flow adjustment is the sale of listed
shares by the government: it boosts central government cash re-
serves, which the government can use to amortise the debt while
at the same time, the equity held by the government is reduced. As
the sales reduce central government assets, the sales revenue is not
classified as general government revenue impacting the deficit.
However, the revenue reduces central government’s borrowing
requirement, which has an impact on the stock-flow adjustment.
The role of the stock-flow adjustment has been analysed in more
detail in the NAOF’s fiscal policy monitoring report published in
20232

Secondly, changes in general government debt can be outlined
empirically by focusing on the end-of-the year balance sheets of
general government units and the corresponding debt items. This
is in accordance with the method used to compile the statistics on
general government debt.? Both methods can be used in forecast-
ing. In theory, they will lead to the same end result.

Finland’s general government debt is impacted by a number of
different phenomena. Figure 2 shows the statistical composition
of Finland’s general government debt. The debt of the State Treas-
ury accounts for most of the general government debt. It covers
the borrowing requirement of the on-budget activities. It also con-
tains the debts accumulated by central government extrabudget-
ary funds and unincorporated state enterprises. In practice, the
latter comprises solely the debts of the unincorporated enterprise
Senate Properties. The debt of the State Treasury accounts for al-
most three quarters of Finland’s general government debt while
the other items account for slightly more than a quarter of the to-
tal. In addition to the debt of the State Treasury, a number of oth-
er items of central government finances are also included in gen-
eral government debt. These conceptual and sector-specific items
amount to just under EUR 9 billion. The largest of these concern
the debts of the extrabudgetary Nuclear Waste Management Fund
and the lending by the European Financial Stability Facility.
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Figure 2: Composition of Finland's general government debt in 2023, EUR
billion (source: Statistics Finland, NAOF)

In addition to central government debt, general government
debt also includes the debts accumulated by local government and
social security funds. Local government debt (excl. ARA interest
subsidy loans) totalled EUR 28 billion in 2023. The cash collateral
received for derivative contracts concluded as part of employment
pension investments account for most of the debts accumulated
by the employment pension institutions (EUR 2.1 billion in 2023).
The loans taken out by the Employment Fund account for most of
the debts accumulated by the other social security funds (EUR 0.6
billion in 2023).

In the statistics, ARA interest subsidy loans are added to central
and local government debt. This increased Finland’s general gov-
ernment debt by EUR 17.1 billion in 2023. Finland’s general gov-
ernment debt totalled EUR 210.5 billion. The phenomena impact-
ing the debt and the methods used by the Ministry of Finance to
forecast them are discussed in more detail in Sections 3 and 4.
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2.2 Most of Finland’s general government
debt is central government debt

Finland’s general government debt in relation to GDP has in-
creased over the years, especially after the 2008 financial crisis.
Central government accounts for most of Finland’s total debt but
local government has also become increasingly indebted after
2008 (Figure 3).
The growth in the debt ratio has been driven by weak economic
growth, sharp economic downturns (such as the recession of the 27
1990s), 2008 financial crisis, coronavirus pandemic and the persis- Growth in the debt ratio
tent deficits burdening central and local government. Central and is driven by economic
local government have also been unable to produce surplus budg- ggfsiiistsnd SEEIBIS
ets during periods of economic growth. After the recession of the
1990s, Finland’s debt-to-GDP ratio decreased substantially and at
its lowest point it stood at 34.7%. Economic growth and general
government surpluses were the major factors behind this develop-
ment. After the 2008 financial crisis, Finland has been unable to
achieve pre-crisis debt-to-GDP ratios, and the debt increased sub-
stantially between 2008 and 2014. The coronavirus pandemic in-
creased the debt ratio still further and it passed the 70% mark in
2020.

EUR billion
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Figure 3: Finland's general government debt by sector, in 2000-2023
(source: Statistics Finland)
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After the 2008 financial crisis, central and local government
deficits have become a structural problem. Between 2009 and
2023, Finland’s general government deficit averaged 2.1% and the
debt ratio has almost doubled. Before that, the situation fluctuated
in accordance with economic cycles but surpluses were recorded
in most years. Central government has also been responsible for
most of the deficits during this period but the substantial surpluses
accumulated by social security funds have balanced the situation
at general government level.

2.3 Most of the general government debt is
marketable long-term debt

General government debt can be divided into cash and deposits,
debt instruments and loans. Debt instruments and loans can be
further divided by original maturity into short-term and long-term
debt. Debt instruments and loans with a maturity of less than one
year are short-term debt and debt instruments and loans with a
maturity of more than one year are long-term debt.
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Figure 4: Quarterly general government debt by instrument, in 2004-2024
(source: Statistics Finland)
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Quarterly changes in general government debt since 2004 as di-
vided into different instruments are presented in Figure 4. Long-
term debt instruments and loans account for most of Finland’s
general government debt. During the period in review, an average
of 90% of all general government debt has been long-term debt.
During economic crises, the proportion of long-term debt has de-
creased slightly as the government has issued more short-term
debt. The share of cash and deposits is very small.

General government debt can also be examined on the basis
of the remaining maturity, as presented in Figure 5. It shows that
since the 2008 financial crisis, the relative share of debt with a ma-
turity of less than one year has decreased significantly. Figure 5
also shows that there was a substantial increase in the proportion
of Finland’s general government debt with a remaining maturity
of more than five years between 1995 and 2023. In 1995, the rela-
tive share of the debt with a remaining maturity of more than five
years was just under 30% while in 2023, the figure had risen to
more than 50%.
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Figure 5: Relative shares of general government debt by remaining maturity,
in 1995-2023 (source: European Central Bank)

17



24 European Central Bank is a major holder
of general government debt

The structure of general government debt is often examined from a
supply-side perspective, and this was also the case in the subchap-
ter above. In demand-side approach, the focus is on who holds
general government debt. Data constraints are the reason for the
absence of demand-side analysis: the examination would require
comparable data that is not readily available. From the perspective
of central government debt management, a diverse investor base is
important because it enhances the ability of central government to
acquire funding and facilitates the pricing of the bonds in the sec-
ondary market. When issuing bonds, the government receives de-
tails of the composition of their order books but no information on
changes in bond ownership in the secondary market.*

Knowing which parties hold general government debt is a val-
uable piece of information in more ways than one. Firstly, the in-
vestor base of general government debt may significantly influence
the debt borrowing costs. Studies *>° have shown that an increase in
the number of foreign investors and domestic institutional inves-
tors is linked to lower return expectations on government bonds.
Secondly, the investor base may impact the debt refinancing risk.
For example, foreign investors may be more inclined than other
investors to sell debt instruments because of debt sustainability
concerns or other uncertainties. The greater inclination of for-
eign investors to sell debt instruments is a problem for develop-
ing countries but not a major cause for concern in the developed
world. Thirdly, if substantial proportion of the general govern-
ment debt is held by the domestic banking sector, domestic finan-
cial stability may weaken.”®
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Figure 6: Investors categories holding general government debt (source:
Arslanalp and Tsuda 2014)

To enable a demand-side analysis, researchers of the Interna-
tional Monetary Fund (IMF) have collected comprehensive data
on investor categories holding general government debt issued by
a number of countries.” The debt concept used by the research-
ers corresponds to the concept of general government debt speci-
fied in the EU legislation. The investor categories have been divid-
ed into six classes, which are described in Figure 6. The domestic
banking sector corresponds to the ESA 2010 class ‘Other monetary
financial institutions’ (class S122). The investors outside the do-
mestic banking sector comprise non-financial corporations (class
S11), households (class S14) and collective investment schemes,
excl. money market funds (classes S124-S129), such as insurance
corporations and pension and investment funds. In this class, only
a marginal proportion of the debt is held by households and cor-
porations. The proportion of the debt held by non-banking inves-
tors was obtained by deducting the debt held by the banking sec-
tor from the total (domestic or foreign) debt. The proportion of
the other classes, such as domestic and foreign banking sectors,
is based on debt data collected from a variety of different sources.
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Figure 7: Quarterly changes in relative shares of investor categories holding
Finland's general government debt, in 2004-2023 (source: Arslanalp and
Tsuda 2014, updated data)

Figure 7 illustrates the quarterly changes in the investor base of
Finland’s general government debt in the period 2004-2023. The
most important single change in the investor base has occurred
since 2015 through quantitative easing, which has significantly in-
creased the share of the debt held by the central bank. Before that,
the share of general government debt held by the central bank was
virtually zero. At the end of 2022, its share was 29%, from which it
declined to 24% during 2023. The share held by the central bank
is also expected to decline slowly in the future. This is due to the
change in the monetary policy of the European Central Bank,
which has led to a shift from quantitative easing towards quanti-
tative tightening,.
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Figure 8 shows the amount of debt purchased by the Bank of
Finland: in net terms, it purchased more than EUR 50 billion of
general government debt in the period 2015-2023. The domestic
banking sector and public financial institutions operating outside
Finland have increased their net holdings by more than EUR 10
billion during the period in review. Investors outside the foreign
banking sector reduced their holdings by just over EUR 10 billion,
the only category to do so.
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Figure 8: Cumulative net purchases of general government debt since 2015,
by investor category (source: Arslanalp and Tsuda 2014, updated data)

Reduction in the share of the debt held by investors outside the
foreign banking sector (such as pension and investment funds) has
been the second significant change in the investor base of general
government debt. In 2004, they accounted for almost 60% of the
total while by the end of 2023, their share had fallen below 20%.
The share of the foreign banking sector has remained at about 10%
if the temporary increase in the mid-2010s is not taken into ac-
count. After the 2008 financial crisis, the share of the debt held by
foreign international organisations increased substantially and in
early 2023, the figure was just over 20%.
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The share of domestic investors (excl. the central bank) has
remained stable (at around 20%) between 2004 and 2023. Dur-
ing this period, the share of the domestic banking sector has in-
creased while the share of investors outside the domestic banking
sector has decreased. In 2023, the Finnish banking sector held al-
most 20% of the general government debt, which is more or less at
the same level as in Germany and Spain. In a European compari-
son, this figure can be considered slightly above average as in most
countries, the share of debt held by the domestic banking sector is
less than 15%.
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3 The Ministry of Finance’s
forecasting process works
well but is not risk-free

The ways in which the Ministry of Finance forecasts general gov-
ernment debt vary, depending on the subsectors of general gov-
ernment. The central government debt forecast is based on the es-
timates of central government borrowing requirement based on
the Budget and the General Government Fiscal Plan. In local gov-
ernment, the forecast is based on the projected local government
deficit. The Ministry of Finance’s forecasting process produces a
forecast that, as a rule, is conceptually consistent with statistical
data. However, the forecast framework for debt items other than
the on-budget borrowing requirement and the local government
deficit is fairly rough.

The conclusion is that the Ministry of Finance’s forecasting
process is workable and the Ministry’s Economics Department
possesses a high level of debt-forecasting expertise. However, the
calculations were found to be slightly prone to errors and they
were not always well-documented. In practice, compilation of
the forecasts for general government debt is the responsibility of
a single person. These factors may pose risks to the quality of the
calculations, especially when personnel changes take place. The
methodological description published by the Ministry of Finance
should be updated and made more accurate. In particular, the way
in which the ARA interest subsidy loans are treated should be in-
cluded in the description.

3.1 The forecast for central government debt
produced by the Ministry of Finance is
based on the budgeted estimate of central
government borrowing requirement

The debt forecast produced by the Ministry of Finance’s Econom-
ics Department is based on the latest Statistics Finland data for the
year for which information is available. The Ministry updates the
data on the basis of projected annual EUR changes in the debt. As
a result, all debt components contained in the statistics are also
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included in the forecast years even if they had not been separately
considered in the forecasting process: some of the items are trans-
ferred to the forecast years in the amounts in which they are in-
cluded in the latest statistical data.

The procedure can be interpreted as an indirect assumption
that these items are expected to remain unchanged during the
forecasting horizon. It also follows from this procedure that the
debt forecast is conceptually consistent with the definition con-
tained in the statistical legislation. The extent to which uniformity
is realised depends on such matters as how accurately individual
phenomena have been taken into account in the forecast (see Sec-
tion 4).

There are differences between the ways in which changes in
central government and local government debt are assessed. For
central government, the estimate of central government borrow-
ing requirement set out in the Budget and the General Govern-
ment Fiscal Plan (Figure 9) is used as the starting point. As a rule,
the Economics Department thus relies on the concepts used in
budget accounting in its central government debt forecast. The
consequences of this procedure for different items impacting the
debt are discussed in more detail in Section 4. The Economics De-
partment supplements this assessment by taking into account re-
quired items. For local government (municipalities and wellbeing
services counties), the forecast for local government deficit pro-
duced by the Economics Department is used as a basis for fore-
casting changes in the debt. For social security funds (employment
pension institutions and other social security funds), the Minis-
try of Finances produces direct forecasts for the debt items of the
units in question.

In other words, the Ministry of Finance aims to directly fore-
cast changes in the debt of the State Treasury (the key general
government debt component) on the basis of budget figures. The
debt forecast can also be prepared in a way that is closer to the ap-
proach based on the debt accumulation equation. In the central
government debt forecast produced by the Bank of Finland, chang-
es in the debt are based on the deficit forecast (Figure 9).

As a result, the Bank of Finland must separately include in the
debt forecast such items as budgeted lending and loan repayments.
These are already included in the initial data used by the Ministry
of Finance’s Economics Department. In this respect, the Econom-
ics Department relies on initial data, which requires fewer correc-
tions than the data used by the Bank of Finland. On the other hand,
in the forecast rounds in which no General Government Fiscal
Plan is prepared, the Economics Department must separately as-
sess the need to correct the initial expenditure data for the coming
years to ensure that the data used in the debt forecast is up to date.
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Figure 9: Ways in which the Ministry of Finance's Economics Department
and the Bank of Finland forecast general government debt. The description
is indicative: the practical forecasting processes may vary depending on the
situation

Moreover, in the method used by the Bank of Finland, the defi-
cit and debt forecasts have been prepared in a conceptually uni-
form manner because they are both directly based on the concepts
used in the national accounts. In fact, it cannot be straightforward-
ly stated which of the two approaches is better as both have their
advantages and disadvantages. In practice, the outcomes produced
by different approaches can also be close to each other.?

The Ministry of Finance prepares macroeconomic and fis-
cal forecasts four times each year. The autumn forecast provides
the basis for the following year’s Budget while the spring forecast
serves as the basis for the four-year General Government Fiscal
Plan. The forecasts published in June and December are interim
forecasts and narrower in scope. All four forecasts are published
as part of the Ministry of Finance’s economic surveys. Each of the
four forecast rounds includes a forecast for general government
debt.

In addition to the methods applied (see Section 4 for more de-
tails), the auditors also reviewed the forecasting process from the
perspective of its accuracy, clarity and transparency. The four
most recent forecast rounds (summer 2023, autumn 2023, winter
2024 and spring 2024) were selected for the audit. There are slight
differences between the forecast rounds in terms of the source da-
ta used. The auditors verified whether the data is used correctly
throughout the forecasting process (Figure 10).
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Figure 10: General government debt forecasting process in the Ministry of
Finance's Economics Department. The autumn 2023 forecast round is used
as the example

The audit did not reveal any errors in the reviewed forecasting
processes. According to the observations, the source data was used
correctly and the data passed through process in a technically cor-
rect manner.

Even though the calculation process proved largely workable, it
was found to be somewhat error-prone and in parts inadequately
documented. The spreadsheets do not always contain exact refer-
ences or other information that would indicate the source of the
figures. It was also found that the forecast tables are unnecessari-
ly complex in some respects. Some of the workbooks and spread-
sheets could be combined. Even though it was concluded that
these factors had not caused any errors in the calculations, they
may pose risks, especially in connection with personnel changes.

For items impacting the debt ratio other than the budget bor-
rowing requirement, the forecast framework is quite rough (ex-
ceptions include ARA interest subsidy loans). Not all items impact-
ing the debt have been systematically examined in the reviewed
forecast rounds and the information on them is partially outdated.

In practice, the impacts of several items are assumed to remain
at the level indicated by the latest outturn data (see above). These
items include the debts of the European Financial Stability Facili-
ty, debts of the road network Public-Private Partnerships, central
government’s liquid assets, deferrable appropriations, amount of
government bonds held by employment pension institutions and
loans granted by Finnvera for companies’ domestic operations.
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As stated below, this assumption is often justified and for this
reason it does not typically lead to biased forecasts. However, the
procedure creates a quality risk for the forecast: if all items are not
examined separately, foreseeable changes in them may remain un-
noticed. For this reason, all items impacting the debt that are con-
sidered essential should be systematically reviewed.

Based on the forecasting process reviewed in the audit and the
assessment of the methods used in the process, the Ministry of Fi-
nance’s Economics Department possesses a high level of debt-fore-
casting expertise: the audit did not reveal any errors and there are
solid grounds for most of the decisions made. The Economics De-
partment has also been able to consider phenomena impacting the
debt on an up-to-date basis so that, as a rule, the forecasting meth-
ods are up to date.

The conclusion is that only limited resources are allocated to
the debt forecasting and the work is person-dependent. In prac-
tice, the debt forecast is compiled by a single person and the calcu-
lation is not systematically reviewed by other experts. In other
words, the end result of the debt forecasting process is not subject-
ed to quality assurance. Considering the role of the debt forecast
produced by the Ministry of Finance in the preparation of fiscal
policy and the fact that general government debt and changes in it
are also of great societal importance, the procedure can be consid-
ered too superficial.

3.2 Forecasting methods should be described
more extensively

The Ministry of Finance’s Economics Department prepares the
general government debt forecasts as part of the macroeconom-
ic forecast and the forecasts are based on the methodological de-
scription published by the Ministry of Finance."! The Economics
Department has an independent role in preparing the forecast. In
addition to other source data, it also uses information produced
by other Ministry of Finance departments in the forecasting pro-
cess, such as the Tax and Budget Departments and the Revenue
Working Group. The fiscal forecast and the real economy forecast
are harmonised and the views of various experts and persons in
charge of sectors are also considered in the forecasting process.
The methodological description describes on a sectoral basis
the process of forecasting the most important general government
revenue and expenditure items and the preparation methods used.
Based on the audit, the section of the methodological descrip-
tion discussing general government debt is useful and it enhances
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transparency. The description should, however, be expanded and
updated. Not all factors impacting the debt forecast have been suf-
ficiently explained from the perspective of methodologies.

According to the methodological description, it is assumed in
the forecast that the amount of government bonds held by employ-
ment pension institutions will gradually approach the historical
average. However, based on the audit, this assumption is not used
and the investments in question are expected to remain at the
same level as in the latest statistical observation (see Section 4).

In its forecast, the Ministry of Finance relies on the on-budget
borrowing requirement set out in on-budget accounting and sup-
plements it with the required items (see Figure 9). To enhance
transparency, the methodological description should describe in
more detail how adjustment items of the debt forecast are pro-
jected and which assumptions are applied to them. For example,
the assumptions concerning the F-35 fighters, ARA interest subsi-
dy loans, cash collateral paid, deferrable appropriations, purchas-
es and sales of shares and loans granted and repaid should be de-
scribed in the methodological description.

The debt of the State Treasury, the most important general gov-
ernment debt item, and changes projected in it are not extensive-
ly discussed in the methodological description. According to the
methodological description, the debt accumulation equation ap-
proach based on the deficit forecast is the key principle guiding
the debt forecast. It is not clearly stated in the description that the
Ministry of Finance’s forecast for central government debt does
not strictly follow this principle. To enhance transparency, the de-
scription should highlight such matters as the source data used
to forecast annual changes in the debt of the State Treasury, its
conceptual content and the assumptions behind it, for example, in
matters regarding the stock-flow adjustment.

The methodological description should be updated by includ-
ing the wellbeing services counties in the description of the local
government forecast. To boost transparency, the forecasting meth-
od applied to interest subsidy loans should also be included in the
methodological description. With regard to interest subsidy loans,
it would be important to specify in more detail the items included
in the loan portfolio and the assumptions on which the amount of
loans terminated each year is based.
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4 Deficit is not the only
factor contributing to the
accumulation of general
government debt

Changes in general government debt are significantly impacted by
anumber of phenomena that are not connected to general govern-
ment deficit. For example, changes in central government’s liquid
assets and cash collateral paid in connection with derivative con-
tracts have significantly impacted central government borrowing.
At the same time, the purchase of the F-35 fighters impacts general
government debt before the delivery of the planes. Fluctuations
in the on-budget deferrable appropriations can also make it more
difficult to forecast borrowing. As a result of statistical practices, a
number of debt items, such as the ARA interest subsidy loans, are
added to general government debt. Central government debt held
by employment pension institutions contributed significantly to a
reduction in general government debt in the 1990s.

Many of the items impacting general government debt that do
not have any direct impact on general government deficit are dif-
ficult to predict. The Ministry of Finance produces, on a case-by-
case basis, forecasts for a number of items and expects the other
items to remain at previous year’s levels. The approach taken by
the Ministry is generally justified. However, it would be useful to
systematically review the methods and assumptions and to make
them more accurate, especially in the case of road network life-cy-
cle projects, ARA interest subsidy loans, European Financial Sta-
bility Facility, cash collateral for derivatives and the Nuclear Waste
Management Fund.

41 Central government debt and cash
management impacts the debt in a wide
variety of ways

Cash collateral for derivatives has increased substantially

Central government uses derivatives in its debt management. De-
rivatives are financial instruments the price of which is deter-
mined by the value of another asset. Such an asset (underlying as-
set) can in principle be any product, such as a foreign currency,
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interest rate, share, index or a commodity.”? Cross-currency and
interest rate swaps are the derivatives used by central government.
The purpose of the cross-currency swaps is to provide full hedg-
ing against exchange rate risks. Cross-currency swaps are much
less common than interest rate swaps, in which interest rates on
long-term loans (fixed coupon rates) are exchanged for short-term
interest rates. The use of interest rate swaps is based on a typical
observation of a rising yield curve: short-term interest rates are
on average lower than long-term rates. In such cases, exchang-
ing long-term interest rates for short-term rates will, on average,
lead to lower debt interest expenses. At the same time, a shorter
interest rate fixing means that changes in interest rates are passed
on to debt interest expenses more quickly. In other words, even
though central government can benefit from shorter interest fix-
ing, it must also accept the risk of unexpected increases in interest
expenses.

Collateral is used to manage the counterparty risks arising from
derivatives. The 2008 financial crisis led to substantial tightening
of the financial market regulation, which had a particularly strong
impact on derivatives markets. Until 2018, the government only re-
ceived collateral and the counterparty relied on the government’s
high credit rating. More attention is now paid to such matters as
counterparty risks.”® Under the current practice, both parties must
deliver collateral.**

With the rapid rise in interest rates, the amount of cash collater-
al delivered by the government has increased. Figure 11 illustrates
trends in cash collateral delivered and received in derivatives trad-
ing in the period 2002-2024. The cash collateral delivered is cov-
ered with short-term borrowing, which means that they increase
the State Treasury’s debt. The cash collateral received is kept by
the government and it increases central government debt because
the cash collateral received is recorded in the statistics as general
government debt. However, if necessary, this collateral can be used
to cover central government expenditure.

The cash collateral received increased steadily after 2008 but
since 2016 the trend has been downwards. The value of the cash
collateral received by the government has decreased further in
recent years. At the same time, the cash collateral delivered grew
rapidly, exceeding EUR 6 billion in 2022. Over the past two years,
the cash collateral delivered has remained high: in July 2024, it to-
talled just over EUR 5 billion.

30



Since 2024, the Ministry of Finance has updated central gov-
ernment debt management strategy so that interest rate swaps are
no longer concluded.” In practice, this means that the cash collat-
eral is returned to the counterparties as the interest rate swaps
mature. Before the strategy change, the Ministry of Finance as-
sumed that the cash collateral delivered would remain at previous
year’s levels for the duration of the outlook period. The Ministry of
Finance has taken into account the impact of the new strategy on
the cash collateral delivered in its spring 2024 debt forecast by re-
ducing the State Treasury’s debt by EUR 300 million annually in
the outlook period 2024-2028. Despite the strategy change, the
Ministry of Finance has not changed its projections of the cash
collateral received, and it still assumes that this item will remain at
previous year’s levels throughout the outlook period.

The cash collateral delivered and received depends on a number
of macroeconomic factors, especially interest rates. Forecasting
macroeconomic variables is difficult, even in the very short term.
In this respect, the assumption used by the Ministry of Finance
that the cash collateral will remain at the same level throughout
the four-year outlook period is justified. it is natural that in con-
nection with the strategy change, the Ministry of Finance has tak-
en into account the gradual decrease in the cash collateral deliv-
ered during the outlook period. However, the Ministry should
consider the use of more up-to-date cash collateral information as
the basis for its forecast because the cash collateral delivered may
vary considerably, even on a monthly basis.
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Figure 11: Cash collateral received and delivered by central government
in derivatives trading each month in the period 2002-2024. The last
observation for 2024 is from July of that year. (source: State Treasury)

31



Fluctuation of central government cash reserves complicates
the projection of the borrowing requirement

The purpose of central government cash management, which is a
State Treasury responsibility, is to manage and secure central gov-
ernment liquidity so that central government has sufficient funds
to cover its payment obligations. The size of the cash reserves has
varied considerably in recent years. The end-of-year cash position
is reflected in the general government debt for the statistical year
in question as the cash reserves change based on such factors as
short-term and long-term borrowing. If the government is prepar-
ing for general uncertainty or major expenditure items with larger
cash reserves, it will accumulate more liquidity than would oth-
erwise be the case on the basis of the revenue and expenditure
during the period under consideration. Similarly, the government
can take active measures to reduce its cash reserves, in which case
some of the borrowing requirement arising from revenue and
expenditure will be covered by a reduction in the cash reserves.
These developments have a direct impact on general government
debt.

When we examine the size of the cash reserves at year’s end
(basis of the general government debt recorded in the statistics),
we notice that there have been substantial annual fluctuations in
recent years (Figure 12). These fluctuations are in such a scale that
they are highly relevant when changes in general government debt
are analysed. For example, in 2021, the cash reserves decreased
by almost EUR 3 billion, which reduced the general government
debt-to-GDP ratio by one percentage point. Correspondingly, in
2023, an increase in central government liquid assets accounted
for more than 1.5 percentage points of the growth in Finland’s gen-
eral government debt-to-GDP ratio. This was due to such factors
as central government preparations for the large instalment paid
to the wellbeing services counties at the start of January 2024.
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Figure 12: Annual changes in central government's liquid assets in 2004-
2023, cash reserves at year's end compared to the reserves at the end of
the previous year (source: State Treasury)

Even though the Ministry of Finance expects that the cash re-
serves will remain at previous year’s levels, it has nevertheless
monitored changes in the cash reserves when preparing the fore-
cast. For example, in its last forecast of the year, the Ministry of Fi-
nance has taken into account the State Treasury’s estimate of the
borrowing requirement for the year. As a result, the estimate of
changes in the cash reserves is also implicitly taken into account in
the forecast in question. It is difficult to accurately predict chang-
es in the cash reserves over the long term. However, due to the
significance of the matter, the Ministry of Finance should also as-
sess in the future whether deviations from the basic assumption
are required, for example, if the cash reserves have increased or
decreased to an exceptional level by the year’s end.

Gains and losses arising from debt issuance do not impact
general government debt at the time of borrowing

When a government issues debt instruments, investors may pay
the government more or less for them than their nominal value
(the amount that the government will later pay to the investors).
This is because a fixed coupon rate has been set for the debt in-
struments. If the coupon rate does not correspond to the market
return requirement, at the time when the debt is taken out, the dif-
ference between the coupon rate and the return requirement has
an impact on the amount of money that the government receives
from the investors.
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For example, if the market interest rate is higher than the rate
specified for the government bond, investors are prepared to pay
for the debt instrument a price lower than its nominal value. This
‘discount’ is a compensation for the low interest rates on the debt
instrument. In that case, the government incurs an issue discount.
If the interest rate differential between the market rate and the
debt instrument is the opposite, investors are prepared to pay ex-
tra for the debt instrument. In that case, the government receives
an issue premium.

Issue premiums and discounts impact central government’s
borrowing requirement because they are real items that impact
the amount of cash received by central government. However, they
do not have any impact on general government debt. Under Regu-
lation 479/2009, nominal value of general government debt is tak-
en into account in the valuation the debt. This means the agreed
amount that the government must pay to the creditors when the
debt matures.*®

Issue differentials result in a stock-flow adjustment in the year
of issue. The issue differentials are also spread over the maturity
of the debt instrument in question, as part of interest payments.
This reverses the stock-flow adjustment for the debt instrument’s
maturity compared to the situation on the issuance date. There-
fore, substantial issue premiums or discounts are likely to result
in a stock-flow adjustment at some point in the future. This will
not happen if the annual issue premiums and discounts offset each
other’s impact over time.

Issue differentials can be substantial (Figure 13). In 2023, issue
discounts totalled EUR 1.5 billion because market interest rates
were higher than the nominal rates on government bonds. In 2020
and 2021, a period of extremely low market interest rates, the sit-
uation was the opposite: nominal interest rates on government
bonds were high in relation to the market situation and as a re-
sult, the government accumulated issue premiums. The situation
in Finland in recent years has reflected the situation in Europe as
awhole.”
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Figure 13: Issue premiums and discounts generated in central government
borrowing in 2018-2023, in EUR billion (source: financial statements of the
State Treasury 2018-2023)

As issue premiums and discounts impact central government’s
borrowing requirement (but not general government debt) on the
issuance date, they make it more difficult to forecast general gov-
ernment debt. Anticipating changes in them is difficult but esti-
mates can be produced in some cases. For example, if auctions of
old reference loans are carried out (in accordance with the nom-
inal interest rate specified in the original issue), using the exist-
ing or projected market interest rates and projected borrowing
requirement as a basis, a rough estimate of the future issue premi-
ums and discounts can be produced.

The Ministry of Finance’s Economics Department does not
make any projections of issue differentials in its general govern-
ment debt forecasts. However, the impact of actual gains and loss-
es is already taken into account in the forecast for the year in pro-
gress.
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4.2 The on-budget borrowing requirement is
often in line with the debt forecast

Shares and loans impact general government debt in a way
that is difficult to predict

Purchases and sales of shares, lending and repayments are includ-
ed in the initial data on changes in central government debt con-
tained in the General Government Fiscal Plan used by the Ministry
of Finance’s Economics Department. In its debt forecast, the Eco-
nomics Department does not, as a rule, produce any assumptions
about changes in shares or loans. Instead, it relies on the assump-
tions produced for the Budget by the Ministry’s Budget Depart-
ment.
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Figure 14: On-budget purchases and sales of shares, and loans and loan
repayments in the period 2015-2023. The figures are in accordance
with Table 2A of Statistics Finland's EDP deficit and debt report. The
data provides an indication of how the items in question impact central
government debt. The purchases and sales of shares by Solidium are not
included in the figure. (source: Statistics Finland)
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When the trends in the loans granted and their repayments are
examined, the amount of loans granted in particular has remained
relatively stable. The revenue estimate for the repayment of loans
entered as outstanding principal is based on budget data on loan
amortisations. Repayments have progressed steadily during the
period in review, with a single exception when Finnvera repaid the
government-granted loan early, reducing the borrowing require-
ment by EUR 1.5 billion in 2018. Due to the steady trend, preparing
the revenue estimate for the Budget on the basis of the repayments
of the existing loans does not usually cause substantial deviations.

Purchases and sales of shares often involve uncertainties, such
as market developments. Nowadays, when the Budget is prepared,
efforts are made to avoid risks and for this reason, uncertain rev-
enue from the sales of shares are not entered in the Budget. Thus,
revenue from the sales of shares is not considered in the following
year’s Budget or General Government Fiscal Plan. The purpose is
to ensure that the Budget does not contain revenue that may not
be realised. This procedure is in accordance with the precaution-
ary principle used in the preparation of the debt forecast. This also
means that they do not impact the estimated central government
borrowing requirement.

The Economics Department may adjust the debt forecast for in-
dividual items, as necessary. In any case, producing accurate me-
dium-term forecasts for purchases and sales of shares is difficult.
Substantial deviations, such as the sale of Neste shares in 2018 or
the purchases of Finnair shares in 2020, result in major fluctua-
tions and in such cases, the outturn may be higher than estimated.

The purchase of the F-35 fighters has increased general
government debt already before the delivery of the planes

The Finnish purchase of F-35 fighters has started to impact the
development of general government debt and deficit. The impact
on general government debt arises when the government takes out
debt to pay for the purchase. According to the statistical rules, the
deficit effects will arise when the fighters are delivered.

Prepayments generate a positive stock-flow adjustment for the
payment date: change in the debt is higher than the deficit to the
amount of the payment. In the final stages of the purchase, the sit-
uation is reversed. When most of the payments have been made,
the deliveries of the planes are shown in the general government
deficit but the deliveries will not increase general government
debt. When, during the final stages of the purchase, the number of
deliveries exceeds the payments, a negative stock-flow adjustment
is generated. It will continue as long as the deliveries continue.
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Changes in the stock-flow adjustment arising from the fighter
purchase can be examined by making comparisons between the
payments and deliveries. Figure 15 shows the estimated payments
and deliveries between 2023 and 2028. The figure shows that in
the early stages of the purchase, the prepayments have substan-
tially increased general government debt before any planes have
been delivered. From the year 2027 onwards, the deficit (value
of the fighter deliveries) is estimated to exceed the debt impact.
This means that in connection with the F-35 purchase, from 2027
onwards, general government debt will on average grow slightly
less rapidly than could be assumed on the basis of the deficit figu-
res: some of the debt impact has been created ‘in advance’.
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Figure 15: Stock-flow adjustment arising from the purchase of the F-35
fighters in the period 2023-2028. The figures are based on the Ministry of
Finance's estimates in spring 2024. (source: Ministry of Finance, NAOF)

The fighter purchase will impact fiscal policy rules and objec-
tives in accordance with the accounting practices presented above.
When we assess the impact of the purchase on compliance with
the fiscal policy rules of the EU, it should be noted that in certain
cases, the European Commission considers increases in defence
spending a mitigating factor when assessing adherence to the
rules. This may be relevant when Finland’s compliance with the
deficit rule is assessed, especially in 2025 when the deliveries of
the F-35 fighters are expected to begin.

The Ministry of Finance estimates the impact of the F-35 pur-
chase on the debt on the basis of the payments budgeted for the
contract. The purchase is included in on-budget accounts and
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the documents for the next four years used by the Ministry as a
purchase based on the cash-basis principle. This means that the
impact of the purchase will be entered conceptually in a correct
manner in the general government debt forecast produced by the
Ministry of Finance’s Economics Department without any specific
actions.

Fluctuations in deferrable appropriations cause a conceptual
difference between on-budget borrowing requirement and
general government debt recorded in the statistics

As a result of the method used by the Ministry of Finance’s Eco-
nomics Department to forecast general government debt, the debt
forecast is, as a rule, in accordance with the concepts of on-budget
accounting. This means, among other things, that the general gov-
ernment debt forecast is based on information about central gov-
ernment expenditure in which the carry-over of deferrable ap-
propriations to the following year is shown as central government
spending and a factor impacting the central government borrow-
ing requirement. Similarly, the use of a deferrable appropriation
in the future (in a year other than the original budget year) is not
shown in central government expenditure or in the anticipated
borrowing requirement. In reality, the impact on central govern-
ment debt is exactly the opposite: using a deferrable appropria-
tion (actual spending) increases borrowing regardless of the year
in which it takes place. On the other hand, carry-over of deferrable
appropriations does not result in spending or borrowing.

In practice, the phenomenon does not cause any problems for
the general government debt forecast if the use of deferrable ap-
propriations and carrying of them forward to the following year
are in balance. The problem arises if there are considerable diffe-
rences between them. In that case, the general government debt
forecast may be too optimistic or too pessimistic.

The difference between the appropriations originally budgeted
for earlier years but carried forward to the following years and the
appropriations carried forward from the year in question to the
following years remained at moderate levels until 2019 (Figure 16)
when the matter is examined from the perspective of the general
government debt forecast. However, the amount of appropriations
carried forward each year increased by about EUR 3 billion in the
period 2000-2019.

The situation has changed as a result of the coronavirus pan-
demic (which started in 2020), the Russian invasion of Ukraine
(which started in 2022) and the ensuing energy crisis. There have
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been substantial fluctuations in deferrable appropriations between
2020 and 2023. The total amount of appropriations carried for-
ward from previous years has differed significantly from the total
sum of the appropriations carried forward to the following year. In
terms of forecasting general government debt, this means that the
Ministry of Finance’s Economics Department has been forced to
make implicit or explicit assumptions about when the deferrable
appropriations are used. As a rule, the Ministry of Finance has as-
sumed in its debt forecast that the appropriations are used in the
year for which they have been budgeted.

Because of the coronavirus pandemic, preparations were made
in 2020 for higher-than-actual expenditure and appropriations
allocated for this purpose were carried forward to the following
year. The same phenomenon continued in 2021. In 2022, the bor-
rowing requirement was lower than budgeted and the deferrable
item was of substantial size. The main reason was that the EUR 10
billion allocated to the loan and guarantee programme of energy
companies was not needed and the sum was carried forward to the
following year. The Ministry of Finance’s Economics Department
left this item out of the general government debt forecast. In the
end, the deferrable appropriation in question was cancelled.
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Figure 16: Changes in on-budget deferrable appropriations, in 1998-2023
(source: final central government accounts, State Treasury)
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Universities are an example of off-budget units with debts

In addition to the on-budget borrowing requirement, general gov-
ernment debt is also impacted by the debts of all such central gov-
ernment units that are statistically classified as part of central gov-
ernment. Units in this category that have substantial debts include
Senate Properties, universities and the Finnish Minerals Group.

Senate Properties is an unincorporated enterprise operating
under the auspices of the Ministry of Finance, and it mainly pro-
vides and produces services for central government as laid down
in the Act on Unincorporated Enterprises. Senate Properties’
debts exceeded EUR 2 billion at the end of 2023. Most of Senate
Properties’ borrowing is in the form of government bonds. In this
arrangement, the State Treasury issues the required debt instru-
ments. These sums are also included in the data on central govern-
ment debt reported by the State Treasury.

The interest-bearing debts of the Finnish Minerals Group to fi-
nancial institutions totalled EUR 148 million at the end of 2023.
This was EUR 87 million less than in the year before.

Finland has 13 universities. There has been no clear trend in the
indebtedness of universities in recent years. Aalto University and
the University of Helsinki, which are by far Finland’s largest uni-
versities, owed a total of EUR 496 million to financial institutions
at the end of 2023. At the end of 2020, the sum had been EUR 511
million.

In the forecasting method used by the Ministry of Finance, the
debts of off-budget units and changes in them must, as a rule, be
assessed separately because the borrowing requirement of these
units is not included in the initial data (on-budget borrowing re-
quirement) on changes in central government debt used in the fo-
recast. In practice, the Ministry of Finance has taken into account
known changes in its forecast (Senate Properties) and in other res-
pects it has assumed that the debt level will remain unchanged. In
fact, it is difficult to forecast borrowing by these units, which differ
from each other and in many respects operate as independent en-
tities.

Local government debt forecast is based on the annual deficit

The stock-flow adjustments of local government units have been
relatively unimportant when the accumulation of general gov-
ernment debt is assessed as a whole. Local government debt con-
sists of the debts accumulated by municipalities, joint municipal
authorities, other local government units and wellbeing services
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counties. It is still difficult to assess the role of the stock-flow ad-
justment in the debt forecast for wellbeing services counties be-
cause they were only established at the start of 2023 and not much
statistical data on their operations has accumulated yet. However,
wellbeing services counties will be an important part of the gener-
al government debt forecasts in the future.

Local government deficits are the main factor behind the chan-
ges in the sector’s debts. In the Ministry of Finance’s forecast, the
change in local government debt is assumed to correspond to the
local government budget balance projected by the Economics De-
partment. When the trends in budget balance and debt are exa-
mined based on actual data, it transpires that the difference
between them has been quite small in most cases (Figure 17). Since
2001, the stock-flow adjustment has only averaged EUR 105 mil-
lion (EUR 390 million, calculated from absolute values). However,
there have been a small number of cases in the 2020s in which the
stock-flow adjustment has substantially differed from normal. For
example, in 2020, the local government’s stock-flow adjustment
increased substantially, to about EUR 1.8 billion. This increase re-
sulted from a considerable growth in municipalities’ cash reserves
and deposits, which had been boosted by central government sub-
sidies due to the coronavirus pandemic. If the substantial fluctua-
tions in the period 2020-2023 are ignored, the stock-flow ad-
justment average drops to EUR 63 million (to EUR 278, calculated
from absolute values).
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Figure 17: Change in local government (incl. wellbeing services counties)
debt, budget balance and stock-flow adjustment, in 2001-2023 (source:
Statistics Finland, NAOF)
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These exceptional cash reserve items were not included in the
Ministry of Finance’s local government forecast; instead, the debt
was forecast to increase by the amount of the projected budget
balance. This approach can be considered justified and in most
cases, it does not lead any deviations in the debt forecast. Moreo-
ver, it is difficult to take into account the exceptional local govern-
ment stock-flow adjustments in the forecast. However, it should
be noted that changes in local government cash reserves and oth-
er stock-flow adjustments may affect the accuracy of the forecast
in exceptional years. Therefore, they should be taken into account
whenever possible.

Social security funds accounted for EUR 2.7 billion of Finland’s
general government debt in 2023. The employment pension insti-
tutions, which are classified as social security funds, accumulate
large surpluses each year. However, as a rule, these surpluses are
not reflected in general government debt because they are used
to boost the investment assets covering the institutions’ pension
liabilities. At the same time, the general government debt of the
employment pension institutions mostly consists of the collater-
al deposits for derivative instruments. In its forecast, the Minis-
try of Finance expects the deposits to remain at previous year’s
levels. With few exceptions, the debt of the social security funds
other than employment pension institutions consists of the debt
instruments of the Employment Fund. When forecasting changes
in them, the Ministry of Finance uses data on their maturity.

4.3 Statistical rules have a major impact on
trends in general government debt

Investments of employment pension institutions in
government bonds had a major impact on general
government debt in the 1990s

In the EU legislation, general government debt is defined as con-
solidated gross debt. Consolidation means that the debts between
general government units are deducted from the units’ total debts.
This means that such instruments as government bonds held by
employment pension institutions, (which are classified as gener-
al government units) reduce general government debt compared
to the situation in which all government bonds are held by parties
outside general government. Consolidated debt data thus only de-
scribes general government debt to other sectors of the economy.
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There is theoretical justification for the use of the consolidated
debt concept because, in principle, the debtor-creditor-relation-
ships between general government units offset each other: for ex-
ample, if the government failed to pay a debt it owes to another
general government unit, there would be no changes in the total
general government balance sheet. In other words, this is concep-
tually comparable to a situation in which the government grants a
loan to itself.

In practice, however, the structure of general government fi-
nances and the debtor-creditor-relationships within them are
more complex. In Finland, most of the internal general govern-
ment debt consists of the government bonds held by employment
pension companies and other employment pension institutions. In
accordance with the statistical rules, this amount is consolidated
when general government debt is calculated. In that case, fluctu-
ations in the amount of government bonds held by employment
pension institutions directly change the amount of general govern-
ment debt even if the liabilities of general government units had
not changed.

This has had a major impact on trends in Finland’s general gov-
ernment debt, especially in the 1990s (Figure 18). Initially, most of
the investments made by employment pension companies were
loans to customer companies. As the demand for the loans de-
creased and central government was becoming rapidly more in-
debted, employment pension companies started purchasing Finn-
ish government bonds. Interest rates on them were competitive
compared to other investments opportunities. Government bonds
also met the return and solvency requirements set for employment
pension companies’ investment activities.'®

The consolidation procedure and the decision to classify em-
ployment pension institutions as general government units in
Finland made it considerably easier for Finland to meet the 60%
debt threshold used as a convergence criterion for the Econom-
ic and Monetary Union (EMU). Otherwise, Finland’s general gov-
ernment debt would have been well above the threshold in 1998
when the EU assessed compliance with the EMU criteria. More-
over, without this decision, Finland’s general government debt in
the period 1994-1997 would not have been on the downward trend
as described in the assessment of the European Commission in
1998.” The impacts of employment pension institutions on gener-
al government deficit and debt helped Finland to meet the EMU
criteria earlier than would otherwise have been the case (Infor-
mation Box 1).
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Information Box 1: Did the statistical classification of employment
pension institutions as general government units pave the way for
Finland to join the Economic and Monetary Union (EMU)?

The convergence criteria for the third stage of EMU included the 3%
reference value for general government deficit and the 60% reference
value for general government debt. The criteria were not directly used
or interpreted in the decision-making. Instead, the main reason why
the European Commission determined in 1998 that Finland had met the
deficit and debt criteria was that no excessive deficit procedure (EDP)
was active for Finland. Thus, the key question is whether Finland would
have been subject to the EDP if the statistical rules or interpretations had
been different.

In the aftermath of the recession of the 1990s, Finland had substantial
deficits and the EU Council had decided to start the EDP procedure for
Finland in spring 1995. The Council cancelled the decision in 1997. An
improved deficit and debt situation was used as the basis for the overall
assessment contained in the cancellation decision. The Council found
that the deficit had shrunk in 1994 and 1995 and further in 1996 when
it stood at 2.6% of GDP, which was under the reference value specified
in the Treaty. The Council also stated that general government net
borrowing was expected to shrink to 1.9% of GDP in 1997. Employment
pension institutions had substantial surpluses in those years and if they
had not been classified as general government units, the EU Council could
not have concluded that the deficit was under the reference value.

It was stated in the decision to cancel the EDP procedure against Finland
that there had not been any increase in general government gross debt
ratio after 1994, and the debt-to-GDP ratio contracted in 1995 and in
1996 when it stood at 58.7%. The Council also noted that Finland's debt
ratio had never exceeded the reference value (60% of GDP) specified in
the Treaty. It is clear that without the debt consolidation procedure and
unless Finland's employment pension institutions had been classified as
general government units, such conclusions would not have been reached.
Securitisation carried out by Finland (see below) also helped Finland to
meet the debt criterion and to reduce its debts.

Thus, the improved assessments made at the end of the 1990s on
compliance with the EMU criteria were to a large extent due to statistical
methods. One can only speculate at what stage the EDP procedure for
Finland would have been terminated if the employment pension companies
had not improved the key figures. EDP procedures were also terminated
for other Member States with debt ratios above the reference value. In
any case, Finland's general government finances improved substantially
in the late 1990s and ultimately, it would have met the EMU criteria even
without the help provided by the employment pension companies.
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Figure 18: Changes in general government debt in the period 1975-2022 and
changes in the debt without internal debt consolidation. The debts of other
general government units held by employment pension companies are the
main factor in internal debt but the internal items also include other items.
The data on internal debt for the period 1992-1999 is partially based on

the combination of a number of datasets but the conclusions presented in
the text are valid regardless of the method used. (source: Statistics Finland,
NAOF)

When the time series for general government debt-to-GDP ratio
are compared without consolidation and in the manner specified
in the regulations (which includes consolidation) it is noted that
the matter was relevant in the 1990s but that it still has relevance
today when we examine current debt levels from a historical per-
spective. When the figures based on official definitions are used,
the current general government debt-to-GDP-ratio is well above
the levels of the 1990s. If we examine the time series in which no
consolidation is made, the debt ratio was at one point at current
levels already in the mid-1990s.

In the early 2000s, the investments decreased and the matter
is no longer of such importance as in the past. Government bonds
held by employment pension companies totalled EUR 2 billion at
the end of 2023. Based on the audit, the Ministry of Finance’s Eco-
nomics Department continuously monitors the situation: general
government debt forecasts are based on the latest outturn data on
the size of the consolidation item. In the future periods, the con-
solidation item is expected to remain at the level of the latest out-
turn data.
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As aresult of a statistical change, interest subsidy loans now
increase general government debt

Interest subsidy loans are an instrument used by the government
to support housing construction. An interest subsidy loan is a loan
granted by a financial institution the interest on which is partially
paid by the government when the interest rate exceeds a certain
threshold. Interest subsidy loans also have a deficiency guarantee
granted by the government. In the past, these loans were not treat-
ed as general government items and thus, they did not impact gen-
eral government debt. As a result of a statistical change, interest
subsidy loans are now re-routed through general government. For
example, for 2021, the change increased general government debt
by 5.9 percentage points. It should be noted that the change in-
creases general government debt and assets to the same amount,
which means that net debt will remain unchanged. The role of net
debt is examined in more detail in Section 5.

In the Ministry of Finance’s debt forecast, changes in the inter-
est subsidy loan portfolio are projected by using external experts
and information on the authorisation to grant such loans. The an-
nual change in the loan portfolio is calculated on the basis of the
difference between the amount of loans taken out and terminated
that year. The amount of loans taken out is not known in advance,
and for this reason, the Ministry of Finance bases its calculations
on the annual authorisation to grant interest subsidy loans. The
Ministry assumes that the authorisation is fully used. The assump-
tion of interest subsidy loan amortisations is based on an expert
assessment. The estimate for the current outlook period is that the
amount of terminated loans remains unchanged each year, at EUR
400 million. Based on the data, this assumption is justified. How-
ever, it is important to monitor any changes over time so that the
estimate can be updated if necessary.

In other words, the change in the loan portfolio shown in the
Ministry of Finance’s debt forecast is simply the difference be-
tween the granting authorisation and terminated loans. In the
period 2008-2023, an average of more than 90% of the granting
authorisation was used and thus the assumption that the author-
isation is fully used is quite realistic in this respect. However, the
decision to approve an interest subsidy loan and taking out of the
loan do not typically take place during the same year as the loan is
usually taken out within one to two years of the approval decision.
Borrowers do not necessarily take out approved interest subsidy
loans at the same rate each year. As a result, the amount of loans
approved in a certain year is no longer closely linked to the amount
of loans take out that year. There may be many reasons for this
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trend. Growing economic uncertainty may be one of the factors
that have made borrowers less willing to take out the loans. For
example, in 2022, the authorisation for interest subsidy loans to-
talled EUR 1.95 billion but only EUR 1.2 billion in new loans were
approved.

The Ministry of Finance’s forecasting method for interest sub-
sidy loans includes two risk factors, as a result of which the fore-
cast may systematically overestimate the annual growth in interest
subsidy loans. Figure 19 shows the granting authorisation for in-
terest subsidy loans, approved loans and the amount of loans tak-
en out in the period 2008-2023. The figure shows that most of the
interest subsidy loans that are authorised are also approved. How-
ever, this link may be broken in certain years and in those years,
the growth in interest subsidy loans is overestimated. Moreover,
the amount of loans approved in a given year does not necessari-
ly serve as an indication of the amount of loans taken out. Interest
subsidy loans taken out during one year consist of loans approved
in several different years.

Accurate information on the amount of interest subsidy loans
taken out is not easily available. The amount of interest subsidy
loans taken out can be indirectly estimated as the sum of the change
in the loan portfolio and terminated loans. The State Treasury fig-
ures for the annual amortisations of interest subsidy loans can be
used as the figure for terminated loans. The closer the amount of
loans taken out is to the granting authorisation, the more accurate
is the assumption that the authorisation is fully used. According to
Figure 19, with few exceptions, the full use of the granting author-
isation overestimates the amount of loans taken out.

The forecast concerning interest subsidy loans can be improved
with simple changes. The risk of overestimating the growth in the
loan portfolio can be reduced by, for example, assuming that the
granting authorisation is not fully used. The Ministry of Finance
should take the above-mentioned phenomena into account better
in its forecast concerning interest subsidy loans and actively mon-
itor any systematic deviations in the forecast.

48



EUR billion

25

2,0

0 © D o P
DA DD AP S APV S

B Approved interest subsidy loans

® D O QL DO d O oA D
F S S L O > O o Qg
DT DTS AT AP

[ Interest subsidy loans taken out

Granting authorisation

Figure 19: Authorisations to grant interest subsidy loans, approved loans
and loans taken out, in 2008-2023. The estimate of the interest subsidy
loans taken out is the sum of the change in interest subsidy loan portfolio
and loan amortisations. (source: Statistics Finland, ARA, State Treasury)
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The government slowed down indebtedness through
securitisation?" 22

Throughout history, governments have used a variety of instruments to
limit their borrowing. In Finland, a good example of this is the Fennica
scheme carried out in the 1990s. In this scheme, the National Housing
Fund financed its operations by securitising existing government-granted
ARAVA loans. The National Housing Fund had been established in 1990
on the basis of the existing ARAVA loans, which totalled EUR 4.8 billion. In
addition, appropriations totalling EUR 1.3 billion were also transferred to
the Fund between 1990 and 1993. Between 1990 and 2007, the National
Housing Fund granted a total of EUR 14.1 billion in new ARAVA loans.

Securitisation refers to a variety of different financial techniques in
which non-liquid assets providing entitlement for future cash flows are
converted into marketable securities. Securitisation was launched in the
United States in the 1970s but the phenomenon did not spread to Europe
until the 1980s. Securitisation only became widespread in the 1990s,
and the expansion of the pool of assets to be securitised was one factor
behind this development.

Securitisation emerged in Finland in the early 1990s as an instrument for
the government to slow down the rapid growth in its debts. For similar
reasons, other countries also securitised some of their receivables using
a variety of different methods. Funding obtained through securitisation
of the National Housing Fund's receivables made it easier for Finland
to meet the EMU criteria in the first years of its EU membership. The
National Housing Fund raised funds through securitisation in the Fennica
scheme between 1995 and 2001. Under this arrangement, housing loan
receivables were sold to Fennica companies established in Ireland by the
Finnish government, and these companies borrowed funds from investors
against housing loan receivables. The scheme involved the Fennica 1-6
securitisation issues, which allowed Finland to raise about EUR 2.7 billion
in funding in the market. The first three issues were in dollars and the
remaining three issues in euros.
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Figure 20: Fennica issues in the period 1995-2001%

In the early 2000s, the EU's statistical agency Eurostat intervened,?* %
deciding that securitisation-based fundraising is, as a rule, government
borrowing and thus part of central government debt.



EFSF liabilities are gradually reduced

The European Financial Stability Facility (EFSF) is a limited lia-
bility company established in Luxembourg by euro area countries.
It served as the temporary crisis management instrument of the
euro area until the launching of the European Stability Mecha-
nism (ESM). The financial assistance granted by the ESM do not
increase the liabilities of the State of Finland as the ESM is an eq-
uity-based institution and raises the funds required for the assis-
tance it grants in the financial markets.?

For general government accounts, the Eurostat decision?” means
that the borrowing by the EFSF is recorded in the statistics as part
of the general government debt of the countries that have provid-
ed the guarantees. The loan received by the beneficiary countries
from the EFSF is treated in the statistics as a loan received from
the guarantor euro area countries, and in turn these countries owe
an equivalent amount to the EFSF. This increases the general gov-
ernment debt of the guarantor euro area countries. However, net
debt remains unchanged because as a result of the arrangement,
the beneficiary countries owe an equal sum to the guarantor coun-
tries.”®
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Figure 21: Finland's general government debt, (including the EFSF liabilities),
in 2011-2023 (source: Statistics Finland)
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Itis assumed in the Ministry of Finance’s forecast that Finland’s
EFSF liabilities will remain unchanged throughout the forecast-
ing horizon. Figure 21 illustrates the general government debt that
has resulted from Finland’s participation in the EFSF. At the end
of 2023, the impact of these liabilities on general government debt
totalled EUR 3.3 billion. Over the past ten years, the impact of the
EFSF on general government debt has remained more or less un-
changed. This is because no payments from the beneficiary coun-
tries have been received yet. The Ministry of Finance’s assumption
on the impacts of the EFSF liabilities on general government debt
is justified. However, in the future, the situation will change as the
beneficiary countries start repaying their loans according to the
payment plan.

Finland’s share of the EFSF liabilities is 1.93%.2° The reduction
in Finland’s share of the liabilities can be estimated based on the
payment plan of the beneficiary countries. Figure 22 shows the ex-
pected repayments proportioned to Finland’s share of the liabili-
ties in the period 2023-2070. In the 2020s, the payments will re-
duce general government debt by an average of EUR 50 million
each year and in the 2030s, the payments will increase to about
EUR 100 million. Over the next four years, Finland’s general gov-
ernment debt is thus expected to decrease by about EUR 200 mil-
lion as a result of the reduction in EFSF loans.

Consideration of the repayments does not have any major im-
pact on the Ministry of Finance’s general government debt fore-
cast. Nevertheless, the Ministry should take the expected repay-
ments into account in its debt forecast, considering the simplicity
of the required calculations. For example, the repayment plans of
all beneficiary countries are known and no significant changes are
expected in them.
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Figure 22: Expected repayments (amortisations and debt servicing costs)
by Portugal, Greece and Ireland proportioned to Finland's liabilities, in
2023-2070 (source: European Stability Mechanism)
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Preparedness for nuclear waste management manifests itself
in general government debt

The Nuclear Waste Management Fund is an extrabudgetary fund
established in 1988 for the purpose of preparing for the costs of
nuclear waste management. The most important part of the Fund
is the financial provision fund, to which operators with a nucle-
ar waste management obligation make payments. Each producer
of nuclear waste (Fortum, TVO and VTT) must pay nuclear waste
management fees to the Nuclear Waste Management Fund. The
Fund must manage the collected sums and ensure that they are
available to cover the costs required for nuclear waste manage-
ment.

The capital of the Nuclear Waste Management Fund (payments
made by nuclear waste producers) is considered as part of general
government debt. Internal government debt is generated to the ex-
tent that these assets have been invested in government bonds or
made available to central government. The size of the Fund is in-
creased by the amount of the nuclear waste accumulating over the
years that has not yet been disposed of. At the same time, nuclear
waste management fees and thus also the size of the Fund will be
reduced by the final disposal of nuclear waste starting in 2025.%°
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The size of the Fund has remained relatively constant in recent
years and its capital stood at EUR 2.7 billion at the end of 2023
(Figure 23). There was a reduction in the amount of government
bonds held by the Fund in 2022 due to a change in the regulation
governing the Fund’s investments activities. Under the current le-
gislation, the parties with a nuclear waste management obligation
have the right to reborrow some of the assets (about 60%) kept in
the financial provision fund. At least 20% of the fund is available
to the Finnish government and this amount can be invested in Fin-
nish government bonds or transferred from the fund to the Budget
and made available to the government for a specific period. The
remaining amount (at least 20%) will be placed on the market.
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Figure 23: Changes in the size of the financial provision fund, investments in
government bonds and reborrowing in 2018-2023, in EUR billion (source:
financial statements of the Nuclear Waste Management Fund 2018-2023;
in Finnish)

In the Ministry of Finance’s general government debt forecast,
the size of the Fund is expected to remain at previous year’s lev-
els. As the size of the Fund will in the near future be impacted by
a variety of different factors in opposite directions, this procedure
will not lead to any obvious forecast errors. Considering the mag-
nitude of the issue, the Ministry of Finance should, however, take
measures to anticipate the Fund’s size. In this, it could rely on the
targets approved for the Fund for the three following years by the
Ministry of Economic Affairs and Employment. In this way, any
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known developments could be taken into account in the debt fore-
cast. Furthermore, the forecast for the year in progress could al-
ready be made more accurate in the forecast rounds of the year in
question because the Fund’s targets and reborrowing amounts are
already available at the start of the year.

The impact of road network Public-Private Partnerships on
general government debt is decreasing

Since 2005, a number of road projects in Finland have been carried
out as Public-Private Partnership (PPP) projects. In this model,
the government purchases the construction, funding and mainte-
nance of the road from a private service provider. The government
pays service fees from the Budget for the duration of the contract
period. At the end of the contract period, the road in question be-
comes part of the state-owned transport infrastructure.

This means that in Public-Private Partnerships, the invest-
ment costs do not burden the Budget during the investment stage
as these costs are paid as service fees by the government over the
contract period. Based on the guidelines issued by Eurostat, Statis-
tics Finland has classified Public-Private Partnerships as central
government investments and for this reason, they are not treated
in statistics in the same way as in the Budget or State Treasury’s
debt statistics. In statistics, the project investment costs have be-
come part of general government debt as the projects have pro-
gressed. The share of the service fee paid by the government cor-
responding to the investment costs is shown as the repayment of
the notional share of the debt in question during the project con-
tract period, after the completion of the road.

The most recent road built using a Public-Private Partnership
was completed in 2018 and no new projects have been launched
since then. Thus, the amount of euros invested in the Public-Pri-
vate-Partnerships and recognised as general government debt has
declined steadily since 2019 (Figure 24). The impact over the past
four years has amounted to more than EUR 200 million.
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Figure 24: Outstanding debt of road network Public-Private Partnerships in
EUR million. The figures reflect the project book values. (source: financial
statements of the Finnish Transport Infrastructure Agency and the Finnish
Transport Agency 2017-2023)

In its forecasts, the Ministry of Finance does not separately
take into account changes in the debt arising from Public-Private
Partnerships. In practice, this means that the debt is expected to
remain at previous year’s levels. However, based on the financial
statements of the Finnish Transport Infrastructure Agency, the re-
lated debt will be reduced by EUR 182 million over the next four
years (2024-2027) and thus, the matter should be taken into ac-
count in the forecast.

Coins in circulation are part of central government debt

Under the Act on Metal Coins (216/1998), the government has the
exclusive right, in accordance with European Union legislation, to
mint metal coins in Finland on its own account. The coins are is-
sued by the Bank of Finland. The government transfers the coins
to the Bank of Finland for issuance. The government also repur-
chases the metal coins returned to the Bank of Finland.

As the government is obliged to repurchase the coins in circula-
tion, their nominal value is part of general government debt. Over
the past few years, the government’s coin-related liabilities have
decreased slightly. At the end of 2020, the liabilities totalled EUR
624 million and at the end of 2023, EUR 569 million.
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In the Ministry of Finance’s debt forecast, this item is not taken
into account separately, which means that the item is expected to
remain at previous year’s levels. There are uncertainties concern-
ing future developments in this respect. Even though the use of
cash has been in rapid decline and this trend is expected to con-
tinue, it is difficult to predict the rate of decrease in the amount of
coins in circulation.

Domestic loans granted by Finnvera slightly increase general
government debt but they also boost assets by the same
amount

Statistics Finland has classified as central government activities
the transactions of the state-owned specialized financing company
Finnvera covered by the State’s credit and guarantee loss commit-
ment. In the national accounts, Finnvera is classified as a financial
institution outside general government. In practice, the credit and
guarantee loss commitment applies to Finnvera’s domestic loans
and guarantees granted to small and medium-sized enterprises.
Classification of the transactions as central government activities
means that the domestic loans granted by Finnvera are shown in
the statistics so that central government has receivables from the
borrower companies to the amount of the loans and debts to Fin-
nvera to the same amount. As the amounts recognised as central
government debts and receivables are of the same amount, the ar-
rangement does not change central government net assets or net
debt even though the general government debt recorded in the sta-
tistics increases.

The impact of the arrangement has varied in recent years (Fig-
ure 25). In 2017, the impact amounted to one billion euros and in
2023, to EUR 666 million.
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Figure 25: Changes in the credit portfolio of Finnvera’s domestic operations,
in 2017-2023 (source: Finnvera's financial statements 2018-2023)
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In the Ministry of Finance’s debt forecast, future trends in Fin-
nvera’s domestic credit portfolio are not separately considered,
which means that the item is expected to remain at previous year’s
levels. It is difficult to project changes in the credit portfolio, and
one example of this is the substantial increase in Finnvera’s credit
and guarantee authorisations approved by the Government dur-
ing the coronavirus pandemic. The combined credit and guaran-
tee limit was increased from EUR 4.2 billion to EUR 12 billion.
Despite this measure, the credit portfolio for domestic operations
decreased in 2020 and 2021.

44 Few stock-flow adjustments have a clear,
predictable direction

When the phenomena discussed above are considered as a whole
(Table 1), it can be noted that most of the phenomena impacting
debt are unclear or uncertain. Thus, the Ministry of Finance’s ap-
proach, in which only some of the phenomena have been taken
into account separately in the debt forecast, is basically justified.
The Ministry of Finance prepares a separate forecast for interest
subsidy loans, the most important item for which projections can
be drawn up. It was noted in the audit that the method used to pro-
duce this forecast should be updated.

It was also concluded that the Ministry of Finance should pro-
duce more accurate forecasts for such items as road network Pub-
lic-Private Partnerships, European Financial Stability Facility, Nu-
clear Waste Management Fund and cash collateral for derivatives.
Generally speaking, the forecasting methods for all phenomena
with major impact on the debt should be reviewed and kept up to
date so that any changes in them known in advance can already be
taken into account when the forecast is prepared.
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Table 1: Phenomena affecting general government debt. In the table, the size

describes the significance of the phenomenon in recent years

Phenomenon

Size
(EUR

Ministry of Finance method

ARA interest subsidy loans
EFSF liability

Fluctuations in central government's liquid
assets

Fluctuations in deferrable appropriations

Cash collateral delivered and received by
the State

Issue premiums and discounts
Impact of F-35 fighter purchase
prepayments

Central government debt held by
employment pension institutions

Equity of the Nuclear Waste Management
Fund

Road network Public-Private Partnerships
Finnvera loans for domestic operations
Coins in circulation

Cash collateral received by employment
pension institutions

Debts of other social security funds
Local government stock-flow adjustment

Sales of shares

Loans and loan repayments

billion)
17.1

About 2

Rising
Declining
No trend

Rising
Declining
No trend
Declining

No trend

No trend

Declining
No trend

Declining
No trend
No trend
No trend

No trend
No trend
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Loan authorisation - loans to be terminated
Previous year's observation

As a rule, previous year's observation
As a rule, previous year's observation
Previous year's observation

As a rule, no issue premiums or discounts are
expected

In accordance with anticipated payment and
delivery schedule

Level according to latest statistics

Previous year's observation

Previous year's observation
Previous year's observation

Previous year's observation
Previous year's observation

Expected decline taken into account

Change in debts is assumed to correspond to
projected deficit

In accordance with the Budget

In accordance with the Budget



In the debt sustainability analysis of the new EU fiscal policy
rules, only limited attention is paid to stock-flow adjustment

According to the updated EU rules, for the countries that have
exceeded the 60% reference value in their debt ratios, both defi-
cit trends and trends in net expenditure will be monitored from
2025 onwards. The net expenditure limit for individual Member
States is based on a debt sustainability analysis, in which the pro-
jected stock-flow adjustment is used as one component. If a posi-
tive stock-flow adjustment is projected for a Member State, its net
expenditure limit will be tightened (compared with the situation
in which the stock-flow adjustment is estimated at zero). If, on the
other hand, a negative stock-flow adjustment is projected, the net
expenditure limit is eased (fewer consolidation measures are re-
quired).

In the method currently applied by the European Commission,
the stock-flow adjustment is only considered if the following three
criteria are met: i) the stock-flow adjustment is persistently and
significantly different from zero; ii) such patterns can be explained
by structural factors; and iii) the stock-flow adjustment can be re-
liably projected.®® The surplus of Finland’s employment-related
pension scheme meets these three criteria. Taking the stock-flow
adjustment into account in the debt sustainability analysis means
that Finland will have to take additional consolidation measures.

However, Finland’s stock-flow adjustments other than the sur-
plus of the employment pension institutions are not considered in
the criteria used by the European Commission. If the matters that
are not taken into account do not offset each other’s impact but are
aggregated to a material amount, this may lead to excessive tight-
ening or relaxation of the net expenditure limit.

For this reason, it should be examined whether the stock-flow
adjustments that are not taken into account have similar system-
atic impacts. Many of the phenomena (see Table 1) for which clear
and material trends can be determined when the period between
2025 and 2041 is examined, will result in a negative stock-flow ad-
justment (debt-reducing effect) over time. These are the Europe-
an Financial Stability Facility, F-35 purchase, road network Pub-
lic-Private Partnerships and cash collateral paid for derivatives.
Taking these items into account in the debt sustainability analysis
would reduce Finland’s need for consolidation. On the other hand,
ARA interest subsidy loans will have an opposite effect, at least in
the next few years, which will partially compensate for the overall
impact.
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5 Net debt analyses
complement the picture
of trends in general
government debt

General government debt is measured in gross amounts, which
means that general government assets are not deducted from the
debt. However, some of the public assets serve as a fiscal policy
buffer and a debt counterpart. Fluctuations in the assets can be
substantial. Moreover, due to statistical principles, substantial
items are added to general government debt, and these items al-
so increase general government assets by an equivalent amount.
These items have become more important.

For this reason, in addition to general government debt, net debt
should also be considered when the debt is examined. Net debt
indicators can be defined in several ways. When the financial as-
sets of the general government units other than employment pen-
sion companies is deducted from general government debt (gross
debt), a supplementary indicator for assessing debt trends is creat-
ed. Taking net debt (or its GDP ratio) into account does not change
the overall picture or conclusions regarding the trends in Finland’s
general government debt. However, based on the net debt indica-
tor, the debt has not increased as sharply as the commonly used
gross debt indicator.

51 Some of the general government assets
act as debt counterparties

In the existing fiscal policy regulatory framework, the established
concept of general government debt only treats debt as a gross
concept and thus it does not take into account such assets as gen-
eral government corporate ownerships and other financial assets.
General government receivables are not deducted from the debt,
which means that general government financial claims do not im-
pact the debt amount. However, liquid assets retaining their value
can be considered a factor enhancing the sustainability of general
government finances and they can partially be seen as a fiscal pol-
icy buffer.
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The matter is highly important for two reasons. Firstly, Fin-
land’s central government holds relatively large and liquid finan-
cial assets. Secondly, the statistical rules for national accounts of-
ten lead to solutions in which some statistical debt items classified
for general government units correspond to assets of the same
amount classified for central government. In such cases, the ‘tech-
nical’ debt added in statistics to general government debt does not
actually describe direct general government liabilities. For these
reasons, a better and a more comprehensive picture of general
government debts emerges when in addition to gross debt, infor-
mation on net debt is also used.

In practice, the concept of net debt (or net assets) differs from
the gross concept so that if central government sells financial as-
sets (such as dividend-generating shares) and uses the sales reve-
nue to reduce its debts, gross debt is reduced but net debt remains
unchanged. Similarly, the assets acquired with additional debts
increase gross debt even though the acquisitions did not have any
impact on net debt.

Above we have described items that are not included in general
government deficit but that substantially increase general gover-
nment debt. Many of these items increase general government fi-
nancial assets by the same amount. The debt items corresponding
to assets of equivalent value are less important for ensuring debt
sustainability than the share of the debt that is not equivalent to
any asset item. When the net debt indicator is used, the impact
of the phenomena with equal impact on gross debt and financial
assets is no longer considered. ARA interest subsidy loans, capital
of the Nuclear Waste Management Fund, changes in central go-
vernment’s liquid assets and the debts of the European Financial
Stability Facility are some of the important phenomena discussed
in Section 4.

Before Finland’s EU membership, net debt was often discussed
by Finnish experts. The Ministry of Finance published details of
central government net debt in its economic surveys until the ear-
ly 1990s. Net debt was calculated by deducting loan receivables
from gross debt, and in the late 1980s this more than halved the
debt figure. Since then, the Ministry of Finance has discontinued
presenting the net debt. The adoption of EU legislation and fiscal
policy rules has made gross general government debt a well-es-
tablished concept and it is thus not surprising that there is now
relatively little interest in net debt in Finland. However, the Da-
nish central bank, which is responsible for managing Denmark’s
central government debt, regularly provides details of the count-
ry’s central government net debt.
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The NAOF’s fiscal policy monitoring function has previously
highlighted the role of net debt and net asset data.?? As part of its
General Government Fiscal Plan, Government provides detailed
information on central government’s financial and real assets but
the plan does not contain actual information on general govern-
ment net debt or net assets. Statistics Finland, Eurostat and the Or-
ganisation for Economic Co-operation and Development (OECD)
publish regular information on net financial assets, which includes
all financial assets and debt items as described in financial ac-
counts.

The Government’s annual report contains details of net fi-
nancial assets (see for example, Government 2024). In the pres-
entation of the data, the focus is on information at total general
government level, and the report also contains data on specific
subsectors. The data is directly based on Statistics Finland’s finan-
cial accounts, which means that it covers all debts and financial
claims. However, the data is close to but not equivalent to the defi-
nition of general government debt.

There are several ways to define net debt

According to the International Monetary Fund (IMF),® for the
needs of risk management, debts and financial assets can be treat-
ed as a single entity, with focus on net debt. Net debt plays a role
in both fiscal policy analysis and the financial market analysis, es-
pecially when debt ratios are high and the public sector has sub-
stantial assets. In the IMF’s basic definition of net debt, the value
of all corresponding financial claims is deducted from the debt in-
struments but the IMF has also created a definition in which only
highly liquid assets (cash and deposits) are deducted.

In other words, the concepts of net debt can be defined in dif-
ferent ways. In principle, in addition to debt, consideration can al-
so be given to all financial assets or only those considered liquid.
Fixed assets, such as buildings, structures and land, can also be in-
cluded in the definition. Net debt is calculated by deducting assets
from the debt. In this audit, we have defined net debt so that the
financial assets of central government, local government and other
social security funds are deducted from the well-established debt
concept (general government debt) in accordance with Statistics
Finland’s financial accounts. Three financial claim categories (de-
rivatives, other receivables and non-life insurance liabilities) are,
however, not deducted.
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Not deducting the three financial claim categories from general
government debt is based on conceptual and practical considera-
tions as well as the precautionary principle. One reason why de-
rivative claims have not been deducted from the debt is that the
impact of currency derivatives has already been taken into account
in general government debt. Other receivables have not been de-
ducted from the debt because this category includes temporary
and technical items arising from deferrals and deducting them
from the debt would not serve any purpose. Non-life insurance re-
ceivables are very small. Moreover, not deducting the three finan-
cial claim categories leads to uniform coverage of financial claims
in debts and receivables. Fixed assets have not been deducted be-
cause they are relatively non-liquid, (difficult to realise) and their
fair values are often difficult to estimate.

The resulting net debt concept largely corresponds to the net
debt data regularly published by the IMF,** with the significant dif-
ference that the IMF’s net debt indicator includes the financial as-
sets of employment pension institutions. The substantial assets of
employment pension institutions have not been deducted from the
debt in the definition of net debt used in this audit because, as a
rule, the assets covering earnings-related pension liabilities can-
not be used to amortise general government debt. In the case of
Finland, taking earnings-related pension assets into account leads
to negative net debt (to a situation in which the assets substantial-
ly exceed the debt). The amount of and changes in pension assets
(and pension liabilities) is essential for the sustainability of general
government finances. However, a net debt indicator in which the
earnings-related pension assets have not been deducted plays an
important analytical role. This is because in such an indicator, only
the assets of the debt-accumulating sectors have been deducted.

5.2 Trends in net debt and general
government debt sometimes differ

When comparisons are made between general government debt
(gross debt) and net debt, it is noted that there are differences be-
tween them, especially in debt levels but also in annual changes.
Due to the consideration of financial assets, the level of net debt
and its GDP ratio were well below gross debt in 2023. When we
examine changes in debt since 1995 (Figure 26), the trends in gross
debt and net debt have been similar: both have increased substan-
tially. Thus, the examination does not change the overall picture
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that general government debt has increased at a rapid pace. How-
ever, the growth rates have differed. Net debt increased by just un-
der EUR 90 billion between 1995 and 2023 while gross debt in-
creased by more than EUR 150 billion in the same period. When
measured with GDP ratios, the difference between net and gross
debt has fluctuated over the same period.*
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Figure 26: General government net debt in EUR billion and in relation to
GDP, in 1995-2023. The figures have been calculated by deducting the
assets of central government, local government and other social security
funds from general government debt. (source: Statistics Finland, NAOF)

The increase in ARA interest subsidy loans (EUR 17 billion) is
a major factor behind the difference in debt growth rates. The in-
crease in central government equity, which is now also partly in-
cluded in Solidium’s investment portfolio, also explains much
of the difference. Even though both indicators give a similar ba-
sic picture of debt trends, the net debt indicator suggests that the
growth in EUR debt has not been quite as rapid.

Changes in general government net debt are almost entirely ex-
plained by changes in central government net debt. Central gov-
ernment net debt was in slow decline from the mid-1990s until the
financial crisis, after which net debt has steadily increased as a re-
sult of growing indebtedness.
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The negative trend in central government net debt is the re-
sult of indebtedness but it has been slowed down by simultaneous
increase in financial assets. The net debt of other social security
funds and local government, on the other hand, has remained rel-
atively steady throughout the period in review.

When we examine, by financial asset category, trends in items
that are deducted in the calculation of net expenditure (Figure
27), it is noted that changes in the value of shares have played the
key role. The role of loans has gradually increased but changes in
them have been smaller. Cash and deposits also play a key role and
they have also fluctuated substantially because of changes in the
amount of central government’s liquid assets.
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Figure 27: Financial assets deducted in the calculation of the net debt
indicator in 1995-2023 (source: Statistics Finland's financial accounts)

When annual changes are examined, it is noted that, for exam-
ple, the net debt indicator improved substantially between 1998
and 2000, due to a substantial increase in the value of listed cen-
tral government shares. Soon after that, net debt increased. The
developments were mainly due to the increase in the value of go-
vernment ownership in Sonera and the decrease that followed.
Government managed to partially realise its ownership before the
value collapsed.
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In 2018, general government debt-to-GDP ratio decreased
slightly while there was a slight increase in net debt-to-GDP ratio.
One of the reasons behind these two differing trends was the early
repayment to the Budget of loans granted for export refinancing
activities. This reduced general government debt but did not have
any impact on net debt.

In 2020, during the coronavirus pandemic, general government
debt increased substantially but net debt remained relatively sta-
ble. The difference between the indicators was due to such factors
as a substantial increase in central government cash reserves (EUR
5.7 billion). It was financed with debt but did not weaken the net
debt indicator as assets also increased by the same amount. Over-
all, central government financial assets increased by about EUR 17
billion in 2020, which was mainly due to an increase in shares and
equity holdings.

In 2021, the net debt indicator performed less strongly than
gross debt. One reason was the fact that a decrease in central go-
vernment’s liquid assets reduced central government’s borrowing
requirement and thus also gross debt. In 2022, the reduction in the
value of the government’s Fortum holding weakened the net debt
indicator without impacting the amount of gross debt.

The effects of rapid changes in the market values of shares on
net debt partially explain why the net debt indicator as such is not
suited as a fiscal policy rule or limit. It can be argued that gross
debt better meets the criterion that compliance with fiscal policy
rules should, as broadly as possible, fall within the sphere of Gov-
ernment’s influence. Thus, the net debt analysis primarily provides
additional information for assessing trends in general government
debt. However, the net debt perspective could also be used as part
of fiscal policy rules: in principle, it would be possible to take into
account the impact of the Government’s discretionary measures
concerning assets (such as the sale of shares) on compliance with
the gross debt rule.
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Appendix: Audit methods

This appendix describes how the findings presented in the audit were produced and what
are the limitations concerning them.

Purpose and objective of the audit

The purpose of the audit was to strengthen the knowledge base used in fiscal policy deci-
sion-making and to make it more transparent. The aim was to assess whether fiscal policy
is based on appropriately prepared forecasts for general government debt. The aim was
also to determine the composition of general government debt and the factors behind its
development.

The audit findings can be used to monitor general government debt and to prepare and
use forecasts. The audit results provide Parliament, Ministry of Finance and other parties
with information on general government debt forecasts.

Audited entity

The audit covered the Ministry of Finance’s Economics Department, the party responsi-
ble for independent forecasting. The audit only involved the aspects of general govern-
ment debt forecasting that the NAOF has not yet audited or assessed as part of fiscal pol-
icy monitoring (the items of general government debt that are not included in general
government deficit).

Opinions on the draft audit report were requested from the Ministry of Finance and
the State Treasury and they both submitted opinions on the document. The feedback con-
tained in the opinions was taken into account in the preparation of the final audit report.
The opinions and the summary based on them can be viewed on the website of the Na-
tional Audit Office.

Audit questions and criteria

Audit question 1: Has the Ministry of Finance used appropriate methods to prepare its

forecast on general government debt?

Answers to the question were given in the form of four subquestions:

—  Does the general government debt projected by the Ministry of Finance conceptually
correspond to the definitions of general government debt?

—  Have adequate estimates of the phenomena impacting general government debt been
used in the forecasting process?

—  Has the calculation process been carried out correctly? In other words: has up-to-
date source data been used, and has the source data been processed correctly in the
calculation process up to the end result?

—  Does the calculation process correspond to the published methodological description
and is the scope of the description adequate?
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Criteria:
— To minimise the forecast error, the official forecast for general government debt
should comply with the ESA 2010 definition specified in the EU legislation.
—  Fiscal forecasts should be realistic.
—  Atrue and fair view of the sustainability of general government finances and the
grounds for relevant policy measures should be given.

Audit question 2: How is general government debt structured and which factors impact
its growth? (descriptive, non-normative question)

Ministry of Finance’s Economics Department was heard on matters concerning the
audit design and audit criteria during the audit planning stage. The feedback did not war-
rant any changes to the audit design or the audit criteria.

Audit material and methods

The Excel calculations for forecasting general government debt for the next four years
prepared by the Ministry of Finance’s Economics Department, statistics and other sourc-
es on actual debt trends were used as audit material. Interviews, a methodological de-
scription published by the Ministry of Finance and complementary sources on different
phenomenon areas were also used. Document analysis (review of calculations), compila-
tion of calculations, economic reasoning and analysis of interviews were the main analysis
methods used in the audit.

Audit process

The audit was started on 5 March 2024 and it was completed on 6 November 2024. Doc-
umentation for the audit was collected between 5 March 2024 and 1 October 2024. The
interviews were conducted in spring 2024. Changes in the audited entity up to 15 October
2024 were taken into account in the report.

Auditors

The audit was conducted by Economist Peetu Keskinen, Senior Auditor Simo Pesola and
Principal Fiscal Policy Auditor Mika Sainio. The audit was supervised by Director Matti
Okko.
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