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1. Economic policy objectives and premises

1.1. Economic policy objectives

The primary economic policy god of this Go-
vernment, nominated in spring 1999, has been to
improve employment. This has called for the
adoption of an economic policy fostering stable
economic growth, improving the functioning of
the product, capital and labour markets and crea
ting an internationally competitive operating en-
vironment for capital market activity and entrep-
reneurship.

By introducing comprehensive reforms in job
creation and by boosting central government fi-
nances, provision is being made for the financia
spending pressure in generd government caused
by the ageing of the population. Efforts have been
made to enhancethe efficiency of the labour mar-
kets through reformsin the tax regime and socia
security systemsto improve employment and en-
courage independent initiative. Similarly, the
pension schemes have been revised so that there
is more incentive to stay in working life longer
than before.

Strong public financesform an increasingly more
significant foundation for economic stability and
growth in today’s euro area conditions. To this
end, efforts have been madeto ensureasurplusin
central government, alowing for government
debt to be reduced. The target set in the Govern-
ment Programmewasto secure astructural finan-
cid surplus (as defined in national accounts
terms) in central government to reduce the central
government debt-to-GDP ratio below 50 per cent
during the government tenure ending in 2003.
Privatisation proceeds are alocated primarily to
theredemption of government debt and to promo-
te R&D activities.

A Government Resol ution reached in spring 2000
specifiesthat theimpact of privatisation proceeds
isto be excluded when ng centra govern-
ment debt developments. The Government ex-
pressed in the General Strategy and Outlook sec-
tion of the 2002 Budget Proposa that the central
government surplus should amount to 1¥2to 2 per
cent of GDP on average during the current deca-
de. Thiswould make it possible to reduce central
government debt sufficiently to secure sustainab-
le public financesin later years.

The Government target set for centra govern-
ment debt was reached adready in 2001. The tar-
get surplus, instead, has proven difficult to main-
tain owing to asignificant dowdownin economic
growth. The Government observed inthe Generd
Strategy and Outlook section of the 2003 Budget
Proposal that budgetary positionisfaling clearly
short of the target surplus in 2002 and 2003. The
Government also points out that, with the starting
position having become weaker, the significance
of gtrict expenditure discipline and structural me-
asures to strengthen the functioning of the mar-
ketsand public sector ishighlighted when making
provision for the spending pressure caused by the
ageing of the population.

Oneof theaimsin the Government Programmeis
to keep central government spending constant in
real termsat the 1999 Budget level over thewhole
term of office. Actua spending stayed within the
Government decisionson spending limitsup until
2002, when expenditure clearly exceeded the
planned spending limits. Centra government
spending in the 2003 Budget Proposal roughly
corresponds to the spending limits set for 2003.
However, the expenditure level in the 2003
Budget Proposa exceeds the 1999 Budget level
entered in the Government Programme by about
EUR 1 billion in red terms. This is partly ac-
counted for by cutsin taxable statutory socia se-
curity contributions, with the revenue loss to the
socia security funds being replaced by resources
from the Budget.

In its Programme, the Government committed it-
self to making provision for cuts totalling around
EUR 1.7 - 1.8 hillion (about 1%z per cent of GDP)
inincome taxes and socia security contributions
during the government’s tenurein office. Thefo-
cus in taxation would shift towards capital and
property taxes and environmenta taxes, instead.
The tax burden was eased altogether by approxi-
mately EUR 2.8 billion between 2000 and 2002,
of which about EUR 2.4 billion consists of cutsin
taxes on labour.

Inthe General Strategy and Outl ook section of the
2003 Budget Proposa the Government under-
lines the importance of prudence in tax policy
decisions, astax recel pts have become more sen-
sitive to cyclical fluctuations, making develop-



mentsin tax revenue more uncertain. The Budget
Proposal includes proposed tax cutsin earned in-
come amounting to EUR 315 million. It is diffi-
cult to assessthe size of thetax cutsin fully unam-
biguousterms. Thetax rate of wage earnersinthe
medium income bracket is calculated to come
down by agood 2 percentage pointsfrom 1999 to
2003. In line with the Government Programme,
the emphasisin the 2003 Budget Proposal ismore
on taxes on energy.

This government’s tenure ends in spring 2003.
The government will give the overall spending
limits for 2004-2007 in spring 2003 before the
end of the government period. Following the
2003 genera elections and the appointment of a
new government, the ministries will prepare for
the possibility of revisonsin the spending limits
when drawing up their action plansand when for-
mulating their operating and financia plans.

1.2. Broad economic policy guidédines

TheBroad Economic Policy Guidelines (BEPGS)
document is the key instrument for coordinating
economic policies in the European Union. It is
proposed in the 2002 BEPGs that the following
should be Finland’sfiscal policy priorities.

- avoid dgnificant deviation from the medium-
term spending guidelines of keegping government
expenditure in real terms at the level of 1999; to
thisend adheretightly to the budget’sexpenditure
target of 2002 and adopt the necessary expenditu-
re reducing measuresin the budget for 2003;

- improving the budgetary discipline at local go-
vernment level by establishing an enhanced sur-
veillance mechanism to the recently adopted re-
gulation requiring local governments to aim for
budgetary baance in their finances in the me-
dium-term; and

- continue with determination the ongoing pro-
cess of pension reform, in particular adopt and
implement at an early stage the envisaged chan-
gesin the pension formula by taking into account
the increasing life expectancy and extending the
period of caculation for pensionable earnings to
thewhole work career.

Finland's main priorities in the labour markets
should be to reduce the high level of structural

unemployment and to continue to increase the &f-
ficiency of labour market policy. To make work
pay, the benefit schemes should be reviewed and
the high marginal effective tax rates of low wage
earnersin particular should belowered. Finlandis
encouraged to continue increasing the efficiency
of active labour market programmes and to refo-
cus them to the needs of those most prone to the
risk of long-term unemployment.

Within the context of the product markets Finland
should enhance competition in public service pro-
visonatthelocal level viaincreased participation
of the private sector and competition between
public service operators, to further reducing the
time required for registering a new company to
facilitate business creation and to give the Finnish
Competition Authority powers to apply the EC
Treaty Articles on competition legidation.

The Government’s economic policy is in line
with the recommendationsfor the economic poli-
ciesof the BEPGs. Despite aweaker international
and domestic economic outlook, the surplus in
generd government will be kept high, at over 2
per cent of GDP even in the weakest year.

Government economic policy measuresrel ated to
recommendations on public finances and structu-
ra policy are described in greater detail in later
sections of this Stability Programme and in the
report on structural reforms' drawn up in Novem-
ber 2002.

1.3. Finland’s 2002 Stability Programme
Update

The Stability and Growth Pact, specifying the
Treaty, establishesthat Member Statesshall adhe-
reto amedium-term objectivefor budgetary pos-
tion of closeto balance or in surplus.

In the 2001 update to Finland's Stability Pro-
gramme, the Government maintained an aim of
keeping agenerd government surplusof 2to 2.5
per cent of GDP over 2002-2004. The program-
me fell short of the minimum target of a 1.5 per
cent surplus in centra government finances,

! Product and Capital Market Reforms in Finland, Ministry

of Finance, November 2002.



which iswhy the Government stated in connecti-
on with the spring 2002 discussions on spending
limits that it would seek means of reaching a
structura surplusin central government by 2003.
The Government observed in connection with the
decisonson spending limitsthat in order to conti-
nue reducing central government debt and to
make provision for the pressure on public expen-
diture caused by the ageing of the population,
achieving a structural surplus in central govern-
ment finances remains a key aim of the govern-
ment. This calsfor not only gtrict budgetary dis-
cipline but aso structura reforms in the public
sector and the labour market. The ongoing pensi-
on reforms play a central role in this context.

Despite dack economic growth and growing ex-
penditure, the balance in general government is
expected to be dightly better in 2002 and 2003
than estimated in the 2001 Stability Programme
update. The surplus-to-GDP ratio in general go-
vernment is expected to edge up by about 1 per-
centage point in 2002 and by around ¥z percenta-
ge point in 2003 in relation to the 2001 Stability
Programme update. The higher-than-anticipated
surplus in 2002 is accounted for by tax revenue
having grown faster than envisaged. Centra go-
vernment is now anticipated to stay in a dight
surplusin 2002 and 2003.

Although the financial position in generd go-
vernment is expected to be better in 2002 and
2003 than previoudly forecast, notably the decli-
ne in stock market senstive tax revenue which
followed thefall in share prices will weaken pub-

licfinancesin relation to earlier years. Thefinan-
cial surplus in general government will edge
down by about one percentage point on 2002 to
3.8 per cent of GDP. The surplus-to-GDP rétiois
anticipated to continue falling in 2003 and 2004
but to start rising dightly after that. The surplusin
general government is projected to amount to 2.8
per cent of GDPin 2006.

In line with the requirements established in the
Stability and Growth Pact, the government will
take every corrective action it deems necessary
should the materidisation of the Stability Pro-
gramme objectives be significantly jeopardised.

1.4. Processing the Stability Programme
in Finland

The Stability Programme update for 2002 was
drawn up after the 2003 Budget Proposa was
submitted. The Stability Programme update isin
accordance with the Code of Conduct endorsed
by the Council in July 2001. The Programmewill
be ddlivered to the EU bodies within the agreed
timeframe (15 October —1 December 2002) once
it has been handled in the Government plenary
session as tipulated in the Government Rules of
Procedure. The Stability Programme update will
be submitted to Parliament for in-formation, asin
earlier years.

Genera eectionswill beheldin Finland in spring
2003, when anew Government will be appointed.
Hence the Stability Programme is non-binding
for 2004, 2005 and 2006.



2. Economic stuation and outlook

2.1. Recent developmentsand short-term
outlook

Theduggish globa economy, which has perseve-
red for longer than anticipated, has had repercus-
sions on the Finnish economy too. In the wake of
seven years of robust economic growth, total out-
put increased by amere 0.7 per centin 2001. This
was based on reasonable growth in domestic de-
mand and an increase in service production. The
contribution of net exports was negative for the
first time since 1989. Economic growth is ex-
pected to amount to 1%z per cent in 2002, mainly
building on private consumption, while foreign
trade is expected to boost growth only dightly.

With economic growth remaining subdued for the
second year inarow, labour demand will ceaseto
grow and the average unemployment rate is anti-
cipated to rise dightly, up to 9.2 per cent. The
number of employed peopleisexpected toremain
a the same level asin 2001 and the employment
rate to decline dightly to 68 per cent. Therisein
consumer prices has decelerated to below the
euro area average this year, and the outlook in
inflation is moderate.

In 2003, growth in total output is expected to ac-
celerate to 2.8 per cent as international demand
gradually recovers. Over athird of the increase

will be accounted for by brisker exports and the
rest by domestic demand, particularly private
consumption. Domestic growth potentia isfairly
good, as business competitiveness as well as the
financid position in both companies and house-
holds is reasonably good. Notwithstanding the
anticipated boost in growth, the average unemp-
loyment rate is envisaged to continue rising mar-
ginadly and the employment rate to edge down
dightly. Price rises are assumed to stay at 2 per
cent if wage settlements remain moderate.

Economic prospects for 2003 are rather uncer-
tain. It is possible that the expected strengthening
inthe US economy could fall through again, mea
ning that growth potentia in the international and
the Finnish economy aike would weaken. The
main uncertainties from the viewpoint of tota
output are related to the rate of recovery in the
information and tel ecommunicationsmarketsand
in developments in demand in forest products
around the world.

The economic growth estimates and factors affec-
ting growth up until 2003 as presented in Table 1
are based on the Economic Bulletin released by
theMinistry of Financeon 8 November 2002, and
the estimates on international developments are
the same as those published by the Commission
in November 2002.



1. Growth and associated factors

2001 2002* 2003* 2004** 2005** | 2006**
GDP growth at constant market prices, % 0.7 1.6 2.8 2.6 2.5 2.4
GDP level at current market prices, EUR bn 136.0 140.5 146.2 151.5 157.6 163.7
GDP deflator, % change 3.0 1.6 1.3 1.0 15 1.4
HICP, % change 2.7 2.1 2.0 1.0 2.0 2.0
Employment”, % change 1.4 0.2 0.1 0.4 0.4 0.3
Labour productivity?, % change 0.6 1.8 2.9 2.2 2.1 2.1
Unemployment rate, % 9.1 9.2 9.4 8.9 8.5 7.9
Sources of growth: percentage changes at constant prices
1. Private consumption expenditure 1.1 25 2.5 2.8 2.6 2.4
2. Government consumption expenditure 2.1 2.4 1.4 0.9 0.9 0.9
3. Gross fixed capital formation 25 -0.6 0.6 1.9 1.9 1.6
4. Changes in inventories as a % of GDP 0.1 -0.3 0.1 0.0 0.0 0.0
5. Exports of goods and services -2.2 1.9 4.5 4.2 4.0 4.0
6. Imports of goods and services 0.1 1.4 3.2 3.6 3.5 3.4
Contribution to GDP growth, % points
7. Final domestic demand 1.8 1.6 1.6 1.9 1.8 1.6
8. Changes in inventories 0.1 -0.3 0.1 0.0 0.0 0.0
9. Net exports -1.1 0.4 1.0 0.8 0.7 0.8
Assumptions (Commission)
Short-term interest rate (3-month money market) 4.2 3.3 2.8 3.2 - -
Long-term interest rate (10-year government bonds) 5.0 4.8 4.4 4.7 - -
USD/EUR exchange rate 0.90 0.94 0.98 1.0 -
EU-15, GDP growth, % 1.5 1.0 2.1 2.7 -
World import volumes, excluding EU, % -1.7 3.2 6.8 7.4 -
Qil prices, (Brent, USD/barrel) 23.6 25.5 24.1 22.5 -

Y National accounts.
2 GDP growth at market prices per person employed at constant prices.
Sources: Statistics Finland and Ministry of Finance.

2.2. M edium-ter m macr oeconomic
scenario

The assumptions in the medium-term macroeco-
nomic projections in this paper are that both the
global and the EU economy will develop asenvi-
saged in the Commission’s short-term forecast
drawn up in November 2002 (Table 1). The me-
dium-term estimates for 2004 to 2006 are based
on surveys into longer-term growth prospects in
the economy. Thefact that the population of wor-
king agein Finland will ceaseto grow and that the
average participation ratewill fal asthe populati-
on ages will have a crucia impact on economic
growth. Labour supply will consequently dec-
rease. The number of employed peopleiscacula
ted to dightly increase, however, asthe unemplo-
yment rate is assumed to fall. With growth in
employment shifting more towards the labour-in-

tensive service sector, productivity growthisanti-
cipated to dightly dacken. Rea wages are ex-
pected to evolve in line with average growth in
productivity, and expenditure and revenue deve-
lopments in central government are assumed to
evolve asoutlined in sections 3 and 5 of this Pro-
gramme.

The projection assumptions are that the world
economy will continueto recover and that econo-
mic growth in the EU will be closeto 2.5 per cent
between 2003 and 2004. This will dso fue
growth in Finnish export demand, so that the vo-
lume of exportsis estimated to grow by about 4
per cent ayear between 2004 and 2006. Thisme-
ans that business investment will increase. With
unemployment expected to be reduced and red
wages to increase, household income will grow.
The favourable income devel opments and positi-



ve economic momentum, in turn, will boost de-
mand in consumption.

Despite the prevailing economic uncertainties
and longer-term challenges, growth prospects in
the Finnish economy are fairly good in the me-
dium term. Finland's production structure focu-
ses on competence in aress of high technology,
where long-term growth potentid is better than
average. Should the next rounds of wage negotia-
tionsremain moderate, domestic demand will not
become an impediment to economic growth &it-
her. With growth in the global economy accelera-
ting, these fundamental s provide good opportuni-
ty for exports to recover.

The markets of Finnish market enterprises are
also expanding, asdemand in health care and nur-
sng servicesis growing aong with the ageing of
the population. The potentia for improving pro-
ductivity by means of new technology has so far
not been fully exploited in domestic production
activities. If thiscan be carried out successfully, it

would be possibleto achieve more output growth,
even though labour supply is calculated to start
faling inthe near future asthe baby boom genera-
tions reach retirement age.

If the international economy evolves favourably
in the medium term and domestic cost develop-
ments remain moderate, based on the assump-
tions made in the scenarios, average economic
growth would amount to around 2% per cent a
year between 2002 and 2006. Thisis afaster rate
of growth than in the past few years but clearly
dower than in the latter half of the 1990s. The
employment ratewould stay more or lessunchan-
ged in the range of 68 per cent up until 2006 and
unemployment would edge down to about 8 per
cent.

In addition to the basdline scenario, dower and
faster growth scenarios were e so drawn up. The-
se are presented in section 5.1. of this Program-
me.



3. General government: balance and debt in 2002-2006

3.1. Fiscal policy strategy

With aview to fostering stable economic growth
which can boost job creation, the key fiscal policy
objectiveinthe Government’seconomic policy is
to create a structura surplus in central govern-
ment finances. Carrying out the objective builds
on four-year central government spending limits
that are approved annualy and on the annua
budgets that are drawn up on the basis of them.
The spending limits for the period between 2003
and 2006 were agpproved on 14 March 2002.
Based on these limits, total expenditurein central
government will dightly decrease in red terms
between 2004 and 2006. To stay within the spen-
ding limits, the next government will need to en-
sure much sower growth in central government
expenditure than between 1999 and 2003, when
spending in the ministries increased in nominal
terms by about 4 per cent a year. Rea spending
grew by approximately 2 per cent ayear.

Within the Stability Programme, central govern-
ment spending for 2002 isin line with the Budget
and the two supplementary budgets. Centra go-
vernment expenditure for 2003 is based on the
2003 Budget Proposa and it is assumed to stay
within the spending limits between 2004 and
2006. New decisions on spending taken since
March 2002 and precisions in the spending esti-
mates caused by changing economic prospects
have been taken into account in the expenditure.
As aresult, central government spending figures
in the Stability Programme update will show so-
mewhat faster growth than those in the 2002 deci-
sion on spending limits.

Inthe Programme, central government revenuein
2002 and 2003 isinlinewith the November short-
term forecast. Beyond 2003 the tax revenue esti-
mates were drawn up on the basis of the medium-
term macroeconomic scenario. The revenue esti-
mates make provision for reductions in taxes on
production and imports as of 2004, deriving from
changes in certain tax bases. With economic in-
tegration expanding and deepening during the
projection period and with international tax com-
petition becoming tougher, pressure on earned in-
come and capital taxes is mounting. An anticipe-
ted fal in some indirect tax receipts was taken

into account in the estimates. However, the exact
extent and timing of tax pressureis very difficult
to assess. Corporate income tax revenue was
reduced in the medium-term scenario onthebasis
of tax competition wheress it was not taken into
account in the estimates on |abour taxation (more
details on tax pressure are found in section 5.2).

The administrative structure of Finland's generd
government consists of the central government
administration, local government administration
(comprising municipaities and federations of
municipalities) and the social security funds. Alt-
hough private insurance companies mainly hand-
le Finland’'s employment pension system, it is
classfied — owing to its statutory nature — under
socia security funds belonging to genera go-
vernment.

Theprojectionsfor local government financesare
based on the estimates of the Advisory Board for
Municipal Economy and Administration and on
the above-described macroeconomic scenario.
Changes taking place in the finances in the rela-
tions between central and local government are
described in section 7.2. Thefinancia positionin
the socia security funds builds on macroecono-
mic developments, drawing on existing legidati-
on and on forthcoming amendments.

3.2. General government balance and
debt

The surplus-to-GDP ratio in general government
will clearly fall inthe next few years. In 2002, the
surplusis estimated to decrease to 3.8 per cent of
GDP, which is amost haf the level recorded in
the peak year of 2000. In 2004, it is forecast to
further declineto 2.1 per cent, but to edgeup to 3
per cent towards the end of the projection period.

Centra government finances, having consistently
shown asurplussince 2000, are anticipated to fall
into deficit during the review period in this Stabi-
lity Programme. A small revenue surpluswill still
be recorded in centra government in 2002 and
2003, but with tax revenue decreasing, centra
government will go into deficit in 2004 and



2. General government budgetary developments, % of GDP

2001 2002* 2003* 2004** 2005** 2006**
Financial balance
General government 49 3.8 2.7 2.1 2.6 2.8
Central government 2.0 0.9 0.3 -0.5 -0.2 0.0
Local government -0.4 0.0 -0.4 -0.3 -0.4 -0.4
Social security funds 3.3 2.9 2.8 3.0 3.1 3.2
General government
Total revenues 52.0 51.3 49.9 49.1 49.0 48.9
Total expenditures 47.1 47.5 47.1 46.9 46.4 46.1
Financial surplus 4.9 3.8 2.7 2.1 2.6 2.8
Net interest payments 0.7 0.4 0.1 0.2 0.0 -0.1
Primary balance 5.6 4.2 2.9 2.3 2.6 2.7
Components of revenue
Taxes 32.6 324 31.2 30.2 30.0 29.8
Social security contributions 125 12.2 12.0 12.2 12.3 12.5
Other revenues 6.9 6.8 6.7 6.7 6.7 6.7
Total revenues 52.0 51.3 49.9 49.1 49.0 48.9
Components of expenditures
Collective consumption expenditure 7.6 7.7 7.7 7.6 7.6 7.6
Individual consumption expenditure 135 13.8 13.9 13.9 13.9 14.0
Social income transfers 16.6 16.8 16.6 16.6 16.5 16.4
Interest payments 2.7 25 2.4 2.3 2.2 2.1
Subsidies 1.5 1.5 1.5 1.5 1.5 1.5
Gross fixed capital formation 2.6 25 2.3 2.2 2.2 2.1
Other expenditures 2.7 2.7 2.7 2.7 2.6 2.6
Total expenditures 47.1 47.5 47.1 46.9 46.4 46.1

Sources: Statistics Finland and Ministry of Finance

3. General gover nment debt developments, % of GDP

2001 2002* 2003* 2004** 2005** | 2006**

Gross debt level, % of GDP 43.4 42.5 41.9 41.9 41.4 40.7
Change in gross debt, % -0.6 -0.9 -0.6 0.0 -0.5 -0.7

Contributions to changes in gross debt, %

Primary balance -5.6 -4.2 -2.9 -2.3 -2.6 -2.7
Net interest payments 0.7 0.4 0.1 0.2 0.0 -0.1
Impact of nominal increase in GDP -1.6 -14 -1.7 -1.5 -1.6 -1.6
Stock flow adjustments 5.9 4.3 3.8 3.6 3.8 3.7
- Public sector consolidation 1) 1.9 0.7 0.3 0.2 0.2 0.2
- Privatisation receipts 0.0 -0.9 -0.3 -0.3 -0.3 -0.3
- Net accumulation of financial assets 4.0 4.5 3.8 3.7 3.9 3.8
Implicit interest rate on debt 5.9 5.8 5.8 5.4 5.5 5.3

Y The employment pension funds are assumed to reduce their investments in central government assets by EUR
1.0 billion in 2002, by EUR 0.5 billion in 2003 and by EUR 0.3 billion in 2004 to 2006
Sources: Statistics Finland and Ministry of Finance.



2005% The position in central government is pre-
dicted to bein balance in 2006.

Loca government went into deficitin 2001, when
growth in tax revenue dowed down considerably
from the previousyear’srecord rate and spending
accelerated. Local government is expected to be
in balance in 2002. It is forecast to remain in a
dight deficit between 2003 and 2006. Centra go-
vernment transfersto local government in current
expenditure comprise a halved index adjustment
based on the new obligationsimposed by central
government and on the rise in costs. With there-
venue base becoming more uncertain and expen-
diture pressure mounting, loca government fi-
nances will be tight the next few years. Differen-
cesin the financial positions between individual
municipalities will remain large. However, the
medium-term baance obligation compels mu-
nicipalities to maintain their finances roughly in
balance over athree-year planning period. Tothis
end, revenuein local government has been made
less senditive to cyclical fluctuations and better
budget monitoring isbeing devel oped. Moreover,
local authorities are making concerted efforts to
enhance their operating modes (cf. section 7.2).

The financia surplusin the socia security funds
isset fal dightly in 2002 and 2003 as a result of
cuts made in socia security contributions, but
once they are raised again in 2004, the surplus
will riseto approximately 3 per cent of GDP. The
surplusin the socia security funds will be accu-
mulated in the statutory earnings-related pension
funds, while the finances in the other social secu-
rity funds, namely the Social Insurance Institution
and the unemployment insurance fund, is mainly
based on the pay-as-you-go system. With hedth
insurance expenses growing fast and the hedth
insurance contributions payable by pensioners
having been lowered, central government on-
budget funds to the Socid Insurance Ingtitution
will increase in 2003. The unemployment in-
surancefundwill fall into deficit in 2003 owing to
reductions in unemployment insurance contri-

2 |f the incomes policy settlement for 2003-2004 contracted
by the central labour market organisations on 18 November
2002 iswidely approved in the union-level negotiations, the
government will make a commitment to lower taxes and
adopt messures to improve employment. The measures
would weaken centra government finances by EUR 100
million at an annual level, about 0.07 per cent of GDP. The
impact would be smaller in 2003. The mgjority of the inc-
rease in spending would be fixed-term, with permanent ex-
pendit ureincreases amounting to EUR 24 million, i.e. 0.016
per cent of GDP.

butions. The deficit will be covered by releasing
financial reserves from the ‘EMU buffer’ inclu-
dedinthefund. All indl, apart fromtheearnings-
related pension inditutions, the social security
funds will be more or less in balance over the
review period.

The market value of the assets in the Statutory
earnings-related pension funds amounted to 50
per cent of GDP at the end of 2001. The buffer
funds, which were motivated by Finland'spartici-
pation in Economic and Monetary Union and
which were set up within the social security
funds, reached their full level ahead of schedule.
The maximum in the buffer accumulated within
the egudisation fund of the private sector ear-
nings-related pension scheme corresponds to 2%
per cent of theannua payroll inthe private sector,
while the buffer which has been accrued in the
unemployment insurance fund correspondsto an-
nual earnings-related unemployment benefit ex-
penses corresponding to an unemployment rate of
3.6 per cent.

From the viewpoint of the funding of socia pro-
tection, the years 2003-2006 are atimefor prepa-
ration because, with the population ageing, the
Situation will weaken rapidly after the period un-
der review. Thelonger-term challengesfacing the
national economy and public finances caused by
theageing of the population arediscussed in more
detail in section 6 and the appendix.

The debt-to-GDP ratio in central government is
estimated to be reduced by approximately 15 per-
centage pointsto about 41%2 per cent by the end of
thisgovernment in 2003, but if the effect of prive-
tisation proceeds of government assets is exclu-
ded, it would amount to around 46Y2 per cent in
2003. The centra government debt-to-GDP ratio
is forecast to edge down to 39 per cent over the
projection period. The stock of debt in locd go-
vernment is growing margindly, but no signifi-
cant changes are anticipated in the debt-to-GDP
ratio by 2006.

With the earnings-related pension funds reducing
investment in Treasury bonds and with the ear-
nings-related pension funds in centra govern-
ment growing, the genera government debt-to-
GDP ratio will decrease only dightly. Generd
government gross debt is caculated to range
around 40 per cent of GDP in 2006, i.e. only 3
percentage points down on the level recorded at



the end of 2001. Growth in nationa product will
reducethe genera government debt-to-GDPratio
by atogether 8 percentage points between 2002
and 2006. The surplusin general government will
accumulate in the form of net growth in other
financial assets, asillustrated in Table 3, as the
surpluswill be accrued amost entirely in the ear-
nings-related pension funds.

3.3. Structural balancein public finan-
ces

The cyclicdly adjusted structural balance in ge-
neral government is expected to be roughly the
same over the review period as the projected ge-
neral government balance (Table4).2 Thecyclical
factor, which isassessed by factoring out business
cycle effects by means of the deviation from the
trend in total output, is calculated to be in the
range of zero during the projection period. Alt-

9 The estimates make use of the HP-filter technique trend
method presently employed by the Commission in calcula
ting potential production. The caculations were also made
using the Commission’s new production function method.
The calculationsdo not differ significantly from those using
the HP-filter technique, but do include some problemsin the
case of Finland. The computations have illustrated that it is
essential to further develop the NAIRU model used when
estimating structural unemployment.

4. Cyclical developments, % of GDP

hough output grew dowly in 2001 and is ex-
pected to be dack in 2002 too, the calculation
shows that the level of production has merdly re-
turned to the trend level, as the dowdown in out-
put growth was preceded by severd years of fas-
ter-than-average growth. With growth in produc-
tion anticipated to stabilisein the range of 2%2 per
cent between 2003 and 2006, it meansthat in the
computations it will stay on the path of potential
output growth. Since the level of production was
till well over the trend level in 2001, it would
appear that in 2002 the structural balance would
wesken less than the actua balance.

Trend deviation is arough means of gauging the
effect of cyclica fluctuations. A particular prob-
lem in Finland is that this type of measurement
failsto take into account the fact that the tax base
grew temporarily when asset vaues rose. This
means that the exceptional increase in tax reve-
nue generated by the in rise in share prices sug-
gests an improvement in the computed structural
balance, so that Finland’s structural balance is
overestimated especialy for 1999 and 2000 and
to some extent for 2001 (owing to the lag in tax
collection) merely on the basis of a temporary
increase in revenue. The structura balance esti-
mates over the period covered by this Stability
Programme do not include this misrepresentati-
on.

ources: Statistics Finland and Ministry of Finance.

2001 2002*  2003* 2004** 2005** 2006**

1. GDP growth at constant prices 0.7 1.6 2.8 2.6 2.5 2.4
2. General government financial balance, % of GDP 4.9 3.8 2.7 2.1 2.6 2.8
3. Interest payments, % of GDP 2.7 2.5 2.4 2.3 2.2 2.1
4. GDP trend, %-change 3.2 3.0 2.9 2.8 2.7 2.7
5. Deviation from GDP trend, % change 2.1 0.5 0.3 0.2 -0.1 -0.1
6. Cyclical budgetary component, % of GDP 1.3 0.3 0.2 0.1 0.0 -0.1
7. Cyclically-adjusted balance, % of GDP 3.7 3.5 25 2.0 2.6 2.9
8. Cyclically adjusted primary balance, % of GDP (2-6 +3) 6.4 6.0 4.9 4.4 4.8 5.0
S
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4. Senditivity analysis and comparison with last year’s programme

4.1. Risksin economic developments
and impact on public finances

Economic devel opments projected in this Stabili-
ty Programme involve considerable risks evenin
the short term.  Growth in the global economy
could prove dower than forecast, as recovery in
the world economy remains uncertain. The fact
that theinformation and telecommunications sec-
tor plays such a significant role in the Finnish
economy creates uncertainty in domestic econo-
mic developments. It is particularly difficult to
predict how demand in these products will evol-
ve. Growth potential in the field could improve
appreciably, but much weaker developments are
not to be excluded either. Thus, developmentsin
the Finnish economy could prove wesker or st-
ronger than the projection in the Stability Pro-
gramme depending on the business cycle in one
branch of industry.

The risksin the medium term are related to emp-
loyment and productivity prospects. The baseline
scenario for public finances presented in the Sta-
bility Programme is based on the assumption that
the ageing of the population and a concentration
in growth towards the service sector, where pro-
ductivity is low, will dow down medium-term
productivity and growth compared with develop-
mentsin thelate 1990s. Growth could prove even
weaker if for instance the pension reform failsto
discourage entry into retirement to the extent as-
sumed in the basdline scenario and if growth in
productivity owsdown more than projected. On
the other hand, growth could prove to be faster
than in the basdline scenario if the productivity
and employment ratesrise. In this context, higher
productivity in the service sector plays a particu-
larly significant role. To boost productivity in the
service sector, it isnot so much acase of introdu-
cing new technology as the ability to adopt and
apply existing technological applications. By
improving the functioning of the labour markets,
by creating better incentivesin the tax and socia
security schemes and by making the education
system moreeffective, theemployment rate could
be raised.

The below figures present the impact a dow
growth and fast growth scenario would have on
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the financial balance and debt in general govern-
ment. The two dternatives are based on a
mechanical assumption where production growth
deviatesin one or the other direction by one per-
centage point from the basdline scenario.

Inthe dow growth dternative, production growth
would average around 1.5 per cent between 2003
and 2006, and the unemployment rate would be
over 10 per cent. Genera government would re-
main in surplus throughout the review period, but
central government would show a deficit. The
debt ratio in centra government would start ri-
sing, making longer-term prospects weaker due
to the ageing of the population.

The more favourable aternative shows that eco-
nomic growth would rangearound 3.5 per cent on
average and the unemployment rate would fall
below 6 per cent. In this scenario the general go-
vernment surplus would be over 5 per cent of
GDP and central government would aso show a
surplus (Figurel).

The sensitivity of public finances to fluctuations
in interest rates was estimated using calculations
wheretheinterest ratelevel wasallowed to diver-
ge, from the beginning of 2003, by one percenta-
ge point either upwards or downwards from the
basdline. In the high interest rate alternative, total
output and employment - which are important for
the balance in public finances — would diverge
very little from the basdline scenario and the ba
lancein general government would be only nomi-
nally weaker than inthebasdine. Inthesow inte-
rest rate aternative, genera government develop-
ments would be only dightly better than in the
baseline. A one percentage point change in inter-
est rates has lessimpact on the balance in public
financesthan does a one percentage point deviati-
on in economic growth.

In the light of these calculations, general go-
vernment would stay in a surplus even if eco-
nomic growth turned out to be somewhat slo-
wer than assumed in the baseline scenario. A
higher-than-anticipated interest rate level
would not lead to a deficit in general govern-
ment either.



Figure1l. General government net lending, general government gross debt, GDP
growth and unemployment ratein the scenarios
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4.2. Comparison with last year’s Stabili
ty Programme update

In 2001, economic growth dowed down amost
exactly as envisaged in the Stability Programme
update for 2001 (Table 5), where GDP was pre-
dicted to grow 0.6 per cent in 2001 as opposed to
the 0.7 per cent preliminary estimatesin the natio-
nal accounts. Developments on the labour mar-
kets were aso close to the projection. Likewise,
the surplusin genera government was nearly the
same as had been predicted, forecast at 4.7 per
cent of GDP in the Stability Programme and re-
corded at 4.9 per cent in 2001.

The economic outlook for 2002 remains more
or lessthe same asassumed in last year’s upda-
te. However, the general government surplusin
relation to GDP is now anticipated to be agood
one percentage point higher, the central go-
vernment surplus-to-GDP ratio to be around 2
percentage point larger and the surplus in the
social security funds to be dlightly better than
forecast in the 2001 update. Local government
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also promises to reach balance as opposed to the
previoudy predicted deficit.

The larger-than-anticipated general government
surplusin 2002 is accounted for by faster growth
in tax revenue and socia security contributions
than previoudy forecast. Receipts in corporate
income taxes, in particular, decreased less than
assumed a year ago. General government expen-
diturein relation to GDP, instead, has evolved as
predicted.

The growth forecast for 2003 has not changed
from the 2001 edtimate either, whereas the me-
dium-term projection is now expected to prove
wesker than earlier anticipated. Economic
growth is envisaged to be dightly dower in 2004
than estimated in the 2001 update. This is based
on the fact that the international economy has
been dow to recover and that the forecast for me-
dium-term growth potential isnow more cautio-
us. The growth projections for 2005 and 2006
roughly correspond to the medium-term trend
in growth.



The surplusin general government in 2003 isas-
sumed to be somewhat better than estimated in
last year’'s Stability Programme update. This is
because the surplus for 2002 has been revised
upward, which raises the starting leve in reve-
nues for 2003. In 2004, the general government
surplus is expected to prove smaler than pre-

vioudy predicted, mainly because expenditure is
expected to grow faster and also becausetax reve-
nue is estimated to be somewhat lower than pre-
vioudy forecast. The generd government debt-to-
GDPratioislikely to bereduced at adightly do-
wer rate than envisaged in last year’s update.

5. Diver gence from previous Stability Programme update, % of GDP

2001 2002* 2003* 2004** 2005** | 2006**
GDP growth
Previous update (2001) % 0.6 1.6 2.7 3.0 - -
Latest update (2002) % 0.7 1.6 2.8 2.6 25 2.4
Difference, % points 0.1 0.0 0.1 -0.4 - -
General government financial balance
Previous update (2001) % of GDP 4.7 2.6 2.1 2.6 - -
Latest update (2002) % of GDP 4.9 3.8 2.7 2.1 2.6 2.8
Difference, % points 0.2 1.2 0.6 -0.5 - -
Gross debt levels
Previous update (2001) % of GDP 42.7 42.9 43.0 41.8 - -
Latest update (2002) % of GDP 43.4 425 41.9 41.9 41.4 40.7
Difference, % points 0.7 -0.4 -1.1 0.1 - -

Sources: Statistics Finland and Ministry of Finance.
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5. General government revenue and expenditure

5.1. Government policy

The government’s key fiscal policy objective has
been to bolster genera government finances in
order to make provision for theimpending ageing
of the population. By restricting growth in spen-
ding and by adopting tax policiesthat enhancejob
creation, central government debt has been redu-
ced and the financial base in public services st-
rengthened. Likewise, alocating more resources
to education has boosted economic growth poten-
tial. Special emphasis has been placed on comba-
ting poverty and socia exclusion. Creating incen-
tivesto stay in working lifelonger before retiring
has enhanced longer-term growth prospects.

5.2. General government revenue and
taxation

Thegenerd government revenueratio isanticipa
ted to fall from 52 per cent in 2001 to 49 per cent
in 2006. Tax revenue is forecast to grow dower
than nominal GDP over the whole of the period
reviewed in this Stability Programme. The avera-
getax ratio, i.e. the proportion of taxes and social
security contributions in relation to GDP, will
come down especidly in 2003 and 2004, when
tax accrual in corporate income and production
and imports are set to fal substantialy. The ero-
sioninthetax baseis expected to dso dow down
growth in tax revenue in 2005 and 2006.

Income and property taxes will increase by a
good 2 per cent in 2002. Certain tax remittances
from 2001 will boost tax receipts next year whe-
reas lower tax scales and higher tax deductions
will reduce tax revenue by an estimated EUR 0.7
per cent (0.5 per cent of GDP). Thisyear, alarger
share of corporate income tax yield will go to
central government than last year, as the appor-
tionment allocated tolocal government waslowe-
red at the beginning of the year. Central govern-
ment, in turn, abolished the system of VAT re-
fund redemptions collected from local govern-
ment. The joint effect of these two changes is
neural in local government. Tax receiptson pro-
duction andimportswill continueto grow dightly
dower than private consumption. Overdl tax re-
venue is anticipated to grow by 2.6 per cent in
2002.
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With the basisfor charging socia security contri-
butions having been lowered, revenue in contri-
butions is not expected to grow in 2002. The
unemployment insurance contributions of both
employers and employees were brought down
by 0.3 percentage points, the health insurance
contributions of pensioners by 0.8 percentage
point, the national pension contributions of
employers by about 0.5 percentage point and
the employment pension contributions of emp-
loyees by 0.1 percentage point. The emplo-
yment pension contributions of employers in
the private sector rose by 0.1 percentage point
and those of local authorities by 0.4 percentage
points. Owing to a lower basis for charging
contributions, the ratio of socia security cont-
ributionsto GDP will fall slightly in 2002.

Tax revenueisanticipated to grow only dightly in
2003. Income and property tax receipts are ex-
pected to decrease on the previous year, as the
accrua in corporate income taxes is set to fdll
substantialy. Taxes on production and imports
will aso grow dower than the tax base. Cuts in
income taxes will reduce tax revenue only dight-
ly. The 2003 Budget Proposal suggests lowering
all marginal tax ratesin central government by 0.3
percentage point and raising the income
thresholdsin the tax scalesby 1 per cent. In addi-
tion, both the standard deduction for work-related
expenses and the earned income allowancelevied
in municipal taxation will be raised. Altogether,
thetax cuts account for about 0.2 per cent of GDP
at an annud level“,

To offset the cuts in taxes on labour, the 2003
Budget Proposal advises raising taxes on energy
and the environment. Taxeson liquid fuels, elect-
ricity, cod, natural gas and pest will be increased
by around 5 per cent. Numerous local authorities
are also planning to raise municipal taxes and ta-
xes on immovable property in 2003 to improve

4 1f theincomes policy settlement for 2003-2004 contracted
by the central labour market organisations on 18 November
2002 iswidely approved in the union-level negotiations, the
government pledgesto lower taxation so that marginal tax
scales would come down by 0.5 percentage points, the
maximum standard deduction for work-related expenses
would be raised and unemployment insurance contribu-
tions would be lowered from 0.4 per cent to 0.2 per cent.



their financial situation. The average income
tax rate in municipalities is calculated to inc-
rease by ¥4 percentage point.

The accrual in socia security contributions is set
to grow at about the same rate asthe wage hill in
2003, as no dignificant changes in the basis for
charges are forthcoming. Employment pension
contributions are expected to be raised dightly
whereas unemployment pension contributions
are assumed to befurther lowered. Thisreduction
will befunded by releasing reserves from the buf-
fer fund. It was agreed in connection with the
Budget Proposd that the extra health insurance
contribution payable by pensionerswould bedis-
continued.

Tax receipts from acoholic beverages and tobac-
co are expected to decrease in 2004, when
Finland'stransition period for freeimport of alco-
hol and tobacco from other EU Member States
terminates. As aresult, tax revenue is calculated
tofal by EUR 1.2 billion (nearly 1 per cent of
GDP) by 2006.

Tougher international tax competition related to
broader and deeper economic integration will
hamper growth in tax revenue in general, which
inturn will dowly erode the tax base. Taxes pa-
yable to Finland by companies, in particular, are
expected to decrease over the review period.

In line with the Government Programme, taxes
levied on wages have been brought down annual -
ly between 2000 and 2003 by asum equivalent to
around 2 per cent of GDP. The averagetax wedge
of wage earners (i.e. the ratio of income taxes,
socia security contributions payable by emplo-
yers and employees and VAT to labour costs) has
decreased, asthe basesfor levying taxesand cont-
ributions have been eased during thisgovernment
period. The tax wedge for low-income brackets
has been reduced by about 2.7 percentage points
down to 53 per cent since 1999 and for high-
income brackets by 2.1 percentage points to
around 63 per cent.

In spite of these tax cuts and changes in the tax
structure, the tax wedge remains high from the
viewpoint of job creation. Indeed, taxes on labour
should be further lowered, and internationa tax
competition creates pressure to ease the taxation
of highly quaified professionals. The assumption
inthe Stability Programmeis, however, that infla:
tion adjustments will be the only changes to be
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made in income tax scales between 2004 and
2006. Earnings-related pension contributions are
assumed to rise dightly each year between 2003
and 2006, so that provision can be made for the
forthcoming growth in pension expenditure. As
part of the pension reform, the labour market or-
ganisations agreed to raise the prefunding rate of
earnings-related pensions until 2013.

5.3. General government expenditure

The ratio of genera government expenditure to
GDP has falen amost uninterruptedly since the
early 1990s. Tough budgetary discipline and
brisk economic growth have helped to lower the
expenditure-to-GDP ratio by about 15 percentage
points since the peak level of theearly 1990s. The
spending rate is expected to cease falling during
this Stability Programme period.

Public spending will grow faster than total output
in 2002. Central government spending is estima:
ted to increase faster than in earlier years, in part
owing to growth in sociad transfers and in local
government financing. Nearly half of theincrease
in spending is accounted for by changes in ac-
counting practices, which are related to changes
in the financia relations between central and lo-
cal government (detailed description presented in
the 2001 Stability Programme update).

Central government on-budget spending excee-
ded by almost EUR 1 billion the spending cap set
out in the 2002 Government Programme, which
was to keep expenditure constant in real terms at
the 1999 Budget level. The comparison makes
alowance for changes in the Budget recording
technique, changes in the tax bases that giverise
to various current transfers within generd go-
vernment (central government transfersto the So-
cid Insurance Indtitution), and expenditure
against which revenue has been received from the
EU.

Spending in local government will aso continue
growing fast in 2002, with notably consumption
expenditure growing fast. Benefits and alowan-
ces disbursed by the socia security funds are set
to grow by 5 per cent. Earnings-related pension
expenditure will increase as a result of a substan-
tial rise having been made in the pension index.
Part-time pension expenditure and hedth in-
surance reimbursements will also grow rapidly.



Genera government expenditure is expected to
grow by over 3 per cent in 2003. Spending in
central government iscalculated to be up by 4 per
cent, with especiadly income transfers, mainly
pension expenses and transfers to loca govern-
ment and socia security funds growing. Rea
growth in central government consumption is li-
kely to be modest, and interest expenseswill con-
tinue decreasing. The 2003 Budget Proposd
shows that expenditure is more or less in line
with the spending limits established for 2003.

The ratio of local government expenditure to
GDP is anticipated to decrease in 2003, as mu-
nicipalities are expected to reduce investment
owingtoatight financial position. Improvements
in socia security services provided by locd aut-
horities will be reflected in terms of growth in
consumption and in central government transfers
to loca government. Expenditure in the socid
security funds, instead, will grow dower in 2003
than in 2002, because the index adjustment in
pensionswill be smaller next year. On the other
hand, rising unemployment will increase unemp-
loyment benefit expenses. Health insurance
reimbursements are also anticipated to continue
growing fast.

The ratio of general government expenditure to
GDPisforecast tofall between 2004 and 2006. A
key assumption inthe Stability Programme upda:
teisthat spending in central government will not
exceed the spending limits decided in spring
2002, which include the impact of decisions ta
ken since spring 2002. Thismeansthat in order to
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keep within the spending limits, any new expen-
ditureitemswould have to be financed by cutting
expensesin existingitemsor by terminating some
functionsand through greater efficiency and reor-
ganisation. Based on the spending limits, centra
government expenditure would remain at the
2003 spending level in red terms.

The expenditure-to-GDP ratio in loca govern-
ment is projected to remain more or less unchan-
ged. Spending pressure in local government will
begreat inthe next few years, but withthegenera
financial outlook inloca government weakening,
growth in expenditure will be restrained. More-
over, loca authorities have set up projects aimed
to make service production moreeffectiveand the
cost structure lighter. A number of projectsto cre-
ate new joint municipalities are also underway.

The structure of public expenditure is not ex-
pected to change much over the projection period.
The public expenditure-to-GDP ratio will rise
marginally, as more funds are being allocated to
heslth care and socid services. The overall pro-
portion of socia transfers is calculated to fall to
some extent, as better job progpects will reduce
unemployment expenditure in the latter part of
the review period. This will offset the growth in
old-age pension expenses generated by an inc-
rease in the number of pensioners. Investment
expenditure is predicted to grow dlightly slo-
wer than GDP. The ratio of subsidies to nomi-
nal GDP isforecast at 1.5 per cent throughout
the review period.



6. Sustainability in public finances

6.1. Measuresto foster sustainability

Theimpending risein costs caused by the ageing
of the population and the narrowing down in the
revenue base resulting from labour force supply
cast a shadow over Finland's longer-term public
finances. The ageing effect will be reflected in
economic devel opments quite shortly, as pension
expenditure will accelerate and the labour force
will decrease in about 5 years time, once the
baby boom generations born just after the war
reach retirement age.

Provison for the financia and expenditure
pressure caused by the ageing population has
been made by

- bolstering central government finances
by means of strict spending policy,

- prefunding for future pensions,

- fogtering growth potential in the economy.

By ensuring astructural surplusin central govern-
ment and by reducing government debt, room for
manoeuvre has been made so that the expenditure
growth and wesker revenue base caused by the
ageing of the population does not lead to a new
risein the central government debt retio. The pre-
funding of earnings-related pensions has made it
possible to considerably easethe pressuretoraise
pension contributions in the future. Reforms in
the tax and social security schemes have been
used to perk job creation and encourage indivi-
dua initiative. By investing in competence and
by fostering entrepreneurship and innovation, ef-
forts have been made to boost economic growth,
and more efficient and better quality servicesin
the public sector serve the same purpose.

While agreement was reached on a large part of
the broad pension reform aready in November
2001, the socid partners finaly endorsed the
whole pension package in September 2002. The
am of the reform is to improve sustainability in
public finances. The government drew up legisa-
tive proposas on the basis of the settlement
reached with the social partnersfor reforming the
employment pension system in the private sector
in avery stringent time frame and the proposals
were submitted to Parliament aready in October
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2002. The Parliament’s aim is to pass the hills
during the current government period (ending in
spring 2003). Negotiationsto revamp the pension
systems in the public sector are ill in progress,
with a view to reaching agreement towards the
end of the year or early next year. Theam isto
contract an agreement along the samelinesasthe
settlement in the private sector. These legidative
proposals should be submitted to the new Parlia-
ment shortly after the general eections in the

spring.
Main eementsin the reform:

* The early retirement schemes (individua early
retirement and unemployment pension) will be
discontinued, to be replaced by aflexible old-age
pension. Those aged between 62 and 68 are dli-
giblefor this option. After the age of 63 only old-
age or part-time pensions are granted.

® The minimum age in the ‘unemployment pi-
peline’ will rise by two years from the current
55 to 57 and the maximum age will rise from
the existing 60 to 65. The rise in the maximum
age in the unemployment pipeline partly repla-
ces the unemployment pensions, which areto be
discontinued.

® The minimum age of digibility for part-time
pension will risefrom 56 to 58.

® Theintegration (60 per cent pension celling in
relation to earnings) of private earnings-related
pensionswill be discontinued.

® Old-age pension will accrue at arate 1.9 per
cent ayear between the ages of 53 and 62 and by
4.5 per cent ayear between 63 and 67 instead of
the ordinary 1.5 per cent. This means that those
with alongwork history will beableto accumula
te amuch higher pension than on current terms.

* The present rulefor computing pensionablewa-
geswherethelast 10 yearsat work are used asthe
basis for computation will be replaced by a sys-
tem of average wages, which takes earnings for
the whole work history into account. The index
used to adjust earnings to the level prevailing at
the time of retirement will be modified from
the existing 50/50 index to one where the



weight of the wage and salary index is 80 per
cent and that of the consumer price index 20
per cent.

* Adjustments made in earnings-related pen-
sions will start using one index instead of the
current two. The weight of wagesin the index
is 20 per cent and that of prices 80 per cent.
National pensions (basic pension insurance)
will be adjusted once a year using the consu-
mer price index.

* A mechanism where pension security is adju-
sted to changesin life expectancy will beintro-
duced to eliminate the increase in earnings-re-
lated pension expenses arising from longer life
expectancy.

* To offset the rise in employment pension
contributions caused by the baby boomers reti-
ring, the prefunding of pensions will be step-
ped up from 2003 onwardsfor afixed period of
time. Theaim of the extraprefunding isto raise
the ratio of pension funds to the wage and sala-
ry bill by 7.5 percentage points by the year
2013 (in relation to the baseline scenario).

In addition to the pension reform, the social
partners reached agreement in November 2001
on a comprehensive revamping of the unemp-
loyment insurance system designed to further
boost sustainability in public finances. Legisla
tive proposalsrelated to this were submitted by
government to Parliament in August 2002.
Most of the changes in both the pension and
unemployment insurance systems will come
into force at the beginning of 2005, although
some of the reforms will take place in 2003,
when for instance the minimum age of ligibili-
ty for part-time pension will rise by two years
and unemployed people with awork history of
at least 20 years will be entitled to earnings-
related daily unemployment allowances with
an increment for 130 days of unemployment®.
Thisisintended to replace the earlier system of
redundancy payment.

The pension and unemployment security re-
formswill clearly improve financia incentives

9 If the incomes policy settlement for 2003-2004 cont-
racted by the central labour market organisations on 18
November 2002 iswidely approved in the union-level ne-
gotiations, the government pledges to extend the maxi-
mum duration of the earnings-related allowance to 150

days.
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to stay in work longer than before and bolster
the sustainability of public finances in the lon-
ger term, for instance by considerably reducing
long-term pressure to charge higher earnings-
related pension contributions (described in
more detail in Section 6.2). These reforms not-
withstanding, to secure long-term sustainabili-
ty in public finances, thereisaneed to maintain
a sufficiently large surplus in general govern-
ment this decade to reduce indebtedness and to
make provision for financing growing expendi-
ture caused by the ageing of the population.

To safeguard sustainable public financesin the
longer term, it is aso necessary to raise the
employment rate. The government’s employ-
ment policy aim has been to raise the employ-
ment rate to close to 70 per cent during the
government’stenurein office. The averagerate
of employment hasrisen by about 1.5 percenta-
ge points since 1999 and is forecast to be 67.6
per cent in 2003. Despite several years of sus-
tained economic growth and reforms to impro-
ve the functioning of the labour markets, the
employment rate is still lower than prior to the
deep recession of the early 1990s. The fact that
the employment rate stopped rising in 2001 is
partly because economic growth slackened and
partly because the pension reforms and other
structural changes will take full effect with a
certain delay. Changes in the age structure of
the population will also slow down improve-
ment in the employment rate in coming years.
It remains amajor challenge to be ableto raise
the employment rate of the older working po-
pulation on the one hand and that of the youn-
ger age groups (aged between 15 and 24) on the
other. The government will pursue with measu-
res to boost the employment rate in 2003.

In Finland, people with low education are more
susceptibleto unemployment thanisthecasein
other EU Member States. To ease structural
unemployment, the government is taking me-
asures to improve labour skills. More labour
market training of longer duration leading to
occupational qualifications is being offered to
the unemployed in areas where there are [abour
shortages. Those in employment are being of -
fered training provided in the form of joint pro-
jects between the labour authorities and emplo-
yers to enhance the job prospects of older wor-
kers and those with lower qualifications. Mo-
reover, subsidised employment schemes will



provide more training for those who find it dif-
ficult to find ajob and guidance is being made
more readily available when seeking training.

Furthermore, by expanding the use of labour mar-
ket support as an active employment subsidy, the
government aims to ease structurad unemplo-
yment. A three-year pilot project will beintrodu-
ced in 2003 where a wider group of people on
labour market support will become digible for
the combined subsidy after a shorter spell of
unemployment.

One of the government measures to encourage
people to postpone retirement is to find active
employment on the normal labour markets for
those aged between 55 and 59 who became
unemployed in 2000 or later, and where necessa-
ry, by providing more training and rehabilitation.
To combat |ong-term unemployment and to chan-
ge the nature of the early retirement path, the la-
bour administration is introducing measures to
find active employment for the unemployed in
these conditions.

Services in the labour administration are being
revamped by creating aservice network. The ser-
vice processisbeing improved so that soon much
of al tasksrelated to advice on jobs, training and
unemployment insurance can be supplied either
eectronically or asteleservices.

6.2. Sustainability scenarios

The economic palicy challenges Finland facesin
thelonger term relate to the ageing of the popula-
tion and the resulting contraction in the labour
force and growth in public expenditure. By 2020,
Finland will have undergone the fastest changein
the structure of the population within the EU
Member States. The elderly dependency ratio,
that is the ratio of people aged over 65 to the
population of working age (20 to 64), will climb
from 25 per cent in 2000 to 39 per cent in 2020.

However, Finland has aready made provision for
these chalenges by means of prefunding a sub-
gtantial amount of future pension expenditure, by
reducing public indebtedness and by revamping
the tax and socia security systemsto make work
pay. Thanksto the prefunding of earnings-related
pensions and with central government finances
having been boosted, the financia assets of the
public sector dready exceed public debt. The
market value of the assets in the statutory ear-
nings-related pension funds amounted to 51 per
cent of GDP at the end of 2001. If computed
using the current funding principles, it is calcu-
lated to reach over 80 per cent by 2030.

Figure 2. Pension Expenditure % of GDP
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The comprehensive pension reform adopted in
September 2002 will clearly foster sustainabi-
lity in public finances. It is estimated to lower
the ratio of pension expenditureto GDP by 12
percentage points in the long term (Figure 2)
compared to the baseline scenario®.

Long-term sustainability in public finances is
expected to improve to a large extent because
the positive incentives brought about by the
pension reform are expected to improve
employment much more than previously envi-
saged. The employment rate is forecast to rise
from the current 67Y2 per cent to 73 per cent by
2050, in other words about 4 percentage points
more than assumed in the earlier baseline
scenario.

Together with a stronger financial base, the
long-term sustainability of public finances and
the pension system is enhanced especially by
theincreasein the funding rate and the fact that
changes in life expectancy are taken into ac-
count in pensions.

The pension reforms cut the need to raise ear-
nings-related pension contribution rates by
half. While earnings-related pension contri-
butions (in relation to wages) were earlier esti-
mated to rise from the current average of 22 per
cent to over 30 per cent in the long term, the
estimate has now fallen to about 26 to 27 per
cent of wages thanks to the pension reform.

TheMinistry of Finance drew up new sustainabi-
lity scenarios for general government in Novem-
ber 2002 (Appendix), where the impact of the
pension reform wastaken into account in pension
expenditure and employment. The ratio of acute
hedth care and long-term care expenditure to

9 Estimates drawn up in 2000 in the Economic Policy
Committee’s working party addressing the question of
the ageing of the population.
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GDP was edtimated to grow by 3 percentage
pointsin thelong term. The tax rate was assumed
to edge down to 42.3 per cent in 2004 and to
remain unchanged from then on.

In the scenario, public finances would stay in
surplus until 2035, with the surplus being ac-
cumulated in the gtatutory pension ingtitutions.
The rest of generd government — that is centra
and local government —would be roughly in ba-
|lance until 2015, after which the balance would
weaken and indebtedness would take an upward
turn (more details in the Appendix).

Finland's strategy builds to a large extent on
increasing net financial assets in general go-
vernment in the next two decades in order to
create room for expenditure increases due to
the ageing of the population. The growth in pub-
lic spending (weakening primary balance) can to
some extent be financed by means of growing
investment proceeds. The large current account
surplus (7 per cent of GDP) reflects stronger ba-
lance sheets both in the private and public sector.

Thereistherisk of considerably weaker develop-
ments should the real rate of return on the pensi-
on fund assets fal well short of the 4 per cent
used in the scenarios or should general govern-
ment finances become considerably weaker for
cyclical reasonsin the next few years, for instan-
ce. Thereisaso therisk that the anticipated posi-
tive effect of the pension reform on employment
may fail to befully materialised and that expendi-
ture on acute health care and long-term care may
grow fagter than expected. A further risk iswhet-
her the tax rate of 42.3 per cent used in the calcu-
lations is viable in the light of international tax
competition.



7. Other factorswith an impact on public finances

One of the government’s key economic policy
objectives is to strengthen the conditions for
sustainable economic growth by implementing
structural reforms on the product, capital and
labour markets. Main measuresin business and
industrial policy involve ways to enhance the
functioning of the markets, to improve the ope-
rating conditions of enterprises and action to
boost market access and the competition envi-
ronment. The Government also aims to ensure
that the principles of environmentally sustai-
nable development are systematically taken
into account in the different sectors of society.

7.1. Developing the product and capital
mar kets and public service produc-
tion

The Broad Economic Policy Guidelinesfor 2002
observed that due to its peripheral location in the
European Union, the Finnish economy is potenti-
dly less exposed to international competition
than most other Member States. Consumer price
levelsareamong the highest in the European Uni-
on, which is partly due to the relatively high de-
gree of market concentration in some sectors,
such asthe mediaand retail distribution.

The Finnish transposition rate of internal market
Directives is among the highest in the EU and
telecommunication and electricity markets have
been fully liberdised. Finland is one of the best
performers in the European Union in the field of
the trangition to the knowledge-based economy.

The government has introduced a number of re-
forms to improve the functioning of the product,
capita and labour markets. Finland has made de-
termined effortsto open up the marketsto compe-
tition. Freeand fair accessto the marketsisessen-
tia for ensuring a competitive business sector.
Well-functioning markets encourage companies
to become innovative, to invest in new business
areas and to create more flexible modes of opera-
tion.

Theaim of competition policy istoimprovethe
functioning of the markets. Finland’s national
legidlation on competition complies with Com-
munity legislation in practise, and the fact that
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opportunity to apply Articles 81 and 82 of
Community legislation has been lacking does
not make Finnish competition policy any wea
ker”. The project for modernising Community
competition rules (amendments to Article 17/
62) is till in progress. Finland considersit un-
necessary to make any changes before the
Community reform project hasreached itsfinal
form and the full extent of legidative amend-
ments becomes clear. Finland is prepared to
carry out the legisative reforms at short notice
if necessary.

The Market Court, a new special court of law,
started operating in March 2002. The new
court can prohibit the use of restrictive trade
practices and order payment of sanctions. It
also has tasks relating to the surveillance of
corporate acquisitions. In addition, it can over-
turn decisions on public procurement, amend
procurement procedures or order payment of
indemnity.

Public procurement markets in Finland have
been opened to competition. National legidlati-
on requires public procurement units to use
competitive tendering for procurements even
in cases where procurement falls below the
Community threshold value.

There are no legal barriers to competitive ten-
dering in the provision of public services in
local government. Local authorities are free to
arrange services as they choose. The question
of creating more competition in service pro-
duction has recently attracted more attention,
particularly in view of the shrinking labour for-
ce and the rapidly ageing population creating a
greater need for services. Various experimental
systems, development projects and govern-
ment measures aiming to remove barriers to
competition have been introduced to make ser-
vice production more open to competition. For
example, value added taxation was revised in
early 2002 in order to enhance tax neutrality in
local government procurement of health care
and social services.

" Product and Capital Market Reformsin Finland, Ministry
of Finance, November 2002.



To promote entrepreneurship a project on ent-
repreneurship was set up in 2000, one example
being aportal providing apayment service sys-
tem for small employers which is currently
being created under the auspices of the project.
The service system allows small employers to
manage all their responsibilities as employers
in a centralised manner without the need for
any other reporting to the authorities. The sys-
tem will be launched in September 2003.

In Finland the network industries have been
opened up to competition with the exception of
railway traffic. The EU’sinternal railway tran-
sport will be opened to competition on 15
March 2003. Market deregulation has cut the
pricelevel intelecom servicesand electricity in
particular. According to various surveys, the
quality of network servicesin Finland is high.

Thelegidation governing the banks and securi-
ties markets has been revised and a draft bill
drawn up to enhance the operational frame-
work of the Financial Supervision Authority
(FSA). Banking legislation has been amended
to conform more closely to the legislative regi-
me governing limited companies and coopera-
tives. Legal provisions similar to those in the
Companies Act and the Cooperatives Act have
generally been applied in mergers, break-ups
and dissolutions of commercial banks and ot-
her limited company credit institutions, coope-
rative banks and other cooperative credit insti-
tutions and savings banks since the beginning
of 2002. In addition, the concept of securities
has been made more flexible.

Reports on measuresto promote competitionin
the statutory employment pension system were
completed in 2002. The aim isto make the sys-
tem more efficient and the rate of return on
employment pension assets more lucrative.
Follow-up work will be carried out on the re-
ports. The government presented draft legisla-
tion in October 2002 on making financial su-
pervision more effective.
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7.2. Ingtitutional development of gene-
ral government —financial relations
between central and local govern-
ment

To consolidate local government finances and
to secure funds for basic public services, the
government took measures to make municipa-
lities|ess dependent on revenue from corporate
income taxes in 2002, which are sensitive to
cyclical fluctuations and difficult to anticipate.
In the same connection the system of VAT re-
fund redemptions from local government was
discontinued. The Budget Proposal for 2003
suggests afurther lowering of thelocal govern-
ment apportionment of corporate tax revenue,
because the new VAT system was not applied
for afull tax year when it was introduced. The
aim is to make the apportionments permanent
through legislation using the apportionments
applied in tax year 2003 asabasis. These chan-
ges, which are to the advantage of central go-
vernment, together with the changes towards
cost-neutral financial relations between local
and central government means that the finan-
cial differences between individual municipali-
tieswill be levelled off, since the proportion of
cyclically sensitive and unevenly distributed
corporate taxes in municipal tax revenue will
be reduced.

Within the context of the reform process under-
way in central government, the government
adopted the concept of programme manage-
ment as a key means for steering government
activities, especially in implementing and su-
pervising the Government Programme. The
purpose of policy programmesisto ensure that
intergovernmental objectives and projects are
implemented effectively. The programmes
build on government negotiations and the Go-
vernment Programme. The intergovernmental
policy programmes are drawn up on the basis
of 3to 5 key government policy objectives pre-
sented in the Government Programme.



The policy programmes are tied up with the
process of formulating and handling the
Budget. The size of appropriations allocated to
the programmes is decided in connection with
the process of drawing up the spending limits
for the Budget. The annual decision-making,
monitoring and assessment of the programmes
is linked to the spending limits procedure so
that the government deal swith the programmes
as an entity and the resources for each pro-
gramme once ayear when the decisionson ove-
rall spending limitsare being made. Appropria-
tions allocated to the programmes are classi-
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fied under the main titles for the ministries ta-
king part in the programme.

A coordinating minister appointed in connecti-
on with the government negotiationsis respon-
sible for the organisation and political steering
of the intergovernmental policy programmes.
Coordinating ministers are government mem-
bers who, in addition to the existing tasks in
their administrative sector, bear managerial
responsibility for implementing the policy pro-
gramme.



Appendix

L ong-term sustainability in general gover nment

A sustainability scenario for general government
was drawn up by the Ministry of Finance in No-
vember 2002, where the impact of the pension
and unemployment security reforms were taken
into account in public spending and GDP. The
gtarting point in the scenario is 2006, in other
wordsthe year in which the medium-term projec-
tion ends. The scenario extends to the year 2050
and is based on Eurogtat’s population projection
drawn up in 2000, which was used as a ‘ basdline
scenario’ in the EU exercise!. All the economic
assumptions are the same as in the EU exercise
gpart from the employment rate, which is ex-
pected to evolve much more favourably than in
the EU exercise thanks to the pension reform (cf.
Table1). GDPwould be about 6 per cent higher at
the end of the projection period (2050) than was
earlier estimated. The pension reform will havea
positive effect on employment because the early
retirement schemes will be phased out gradualy
and because accelerated pension accruas and
longer life expectancy have been taken into ac-
count in pensions, encouraging people to work
longer before retiring. The employment rate was
67.7 per cent in 2001.

1. Employment rate between 2010-2050, %

EU exercise  New forecast Change
2010 68.0 68.7 0.7
2030 69.0 725 3,5
2050 69.0 73.2 4.2

Theimpact of the employment pension reforms
in the private sector on pension expenditure
and GDP was taken into account in the new
pension expenditure forecast. Since the emplo-

9 Estimates drawn up in 2000 in the Economic Policy
Committee’s working party addressing the question of
the ageing of the population.
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yment pension reform in the public sector is ill
under discussion, no new forecast was drawn up
for the public sector. The ratio of pension expen-
diture to GDP is 1% percentage points lower by
2050 in the new forecast compared with the ear-
lier projection.

It was assumed that spending on acute health care
and long-term care would evolve aong the same
lines as in the EU exercise. The ratio of other
public expenditure (excluding interest expenses)
to GDP was assumed to remain unchanged from
2007 onwards. Interest expenses and income
were derived from general government gross
debt and financial assets using a 4 per cent red
interest rate for both debt and financial assets.

The tax rate was kept constant (at 42.3 per cent)
from 2004 onwards. Actuarialy determined ear-
nings-related pension contribution rates were a-
lowed to riseand other taxeswere corresponding-
ly lowered. Theratio of earnings-related pension
contributions to GDP would rise by about 2 per-
centage pointsby 2030 under theexigting pension
prefunding regulations.

Calculated on the basis of these assumptions, the
public sector would stay in surplus until 2035.
The surplus would be accumulated in the statuto-
ry pension ingtitutions, where the annual surplus
would amount to 3v2 per cent of GDPin the first
part of the review period but would decrease to
2Y per cent by 2050. Theratio of pension institu-
tions financia assetsto GDP would rise to over
80 per cent in 2030 and would stay virtualy un-
changed from then onwards.

The rest of genera government — central and lo-
cal government —would be close to balance until
2015, after which adeficit would start growing at
asteady pace, so that by the end of the projection
period (2050) it would reach 4 per cent of GDP.



Public finances would be the most robust in
2025, when the ratio of net financial assets to
GDP would be at its highest (Figure 2). The
public debt-to-GDP ratio would drop to 31 per
cent in 2020, after which it would start grow-
ing, reaching 78 per cent by the end of the pro-
jection period. The estimates for the whole of
general government are presented in Table 2
and in Figures 1 and 2.

Even though the primary balance is set to wea-
ken once spending starts growing fast owing to
the ageing of the population, general govern-
ment will stay in surplus until 2035. The
growth in public spending (weakening in pri-
mary balance) can partly be financed with
growing investment proceeds.

2. Long-term public finances, % of GDP

The estimates are sensitive to theinitial situati-
on and to thereal interest rate used in the com-
putations, for instance. The starting point in
Finland is good compared with many other EU
economies, with the surplus in general govern-
ment estimated at 22 per cent of GDP in 2006.
The situation in Finland is also good because
the financial assets in the public sector exceed
gross debt thanks to the partial prefunding of
pensions. Finland’s position therefore differs
from that in most EU economies, where gross
debt in the public sector exceeds financial ass-
ets.

2000 2010 2020 2030 2040 2050
Overall expenditure 46.7 45.6 47.6 50.4 52.0 53.1
Pensions 10.7 11.7 13.3 14.7 14.6 14.4
Acute health care 4.6 4.9 5.2 5.6 5.7 5.8
Long-term care 1.6 1.9 2.2 2.7 3.3 3.3
Interest expenses 2.8 2.1 1.9 2.4 34 4.6
Other expenditure 27.0 25.0 25.0 25.0 25.0 25.0
Overall revenue 53.7 49.6 50.5 51.3 51.4 51.6
Taxes and statutory
social security contributions 46.9 42.3 42.3 42.3 42.3 42.3
employment pension contributions 7.2 8.3 8.8 9.3 9.3 9.2
Capital consumption 2.3 2.2 2.0 2.0 2.0 2.0
Other revenue (mainly investment proceeds) 4.5 5.1 6.2 7.0 7.1 7.3
Financial surplus 7.0 4.0 2.9 0.9 -0.6 -15
Primary balance” 8.1 25 -0.1 -2.3 -2.7 -2.5
Net financial assets2’ 4.0 325 52.9 52.7 35.8 16.2
Gross debt 52.5 354 31.1 40.5 58.2 77.8
Assumptions
Labour productivity % change 2.8 2.2 1.8 1.8 1.8 1.8
Employment rate, % 66.9 68.7 71.2 72.5 72.8 73.2
Unemployment rate, % 9.8 7.0 7.0 7.0 7.0 7.0
Real interest rate, % 2.0 4.0 4.0 4.0 4.0 4.0
Inflation, % 3.4 2.0 2.0 2.0 2.0 2.0

1) . . -
) Financial balance before net interest expenses.

2 Financial assets minus gross debt.

Sources: Statistics Finland, the Central Pension Security Institution, Ministry of Finance.
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Figure 1. General Government Finanial Balance
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Figure 2. General Government Financial Assets, net
(Financial Assets- Gross Debt) % of GDP
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