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Abstract

The Stability Programme is based on Prime Minister Katainer’s Government Programume, the Budget for 2013
approved by Parliament on 21 December 2012 and the Central Government Spending Limits Decision for 2014
2017, decided by the Government on 27 March 2013, and the forecasts on which this was based.

Finlands GDP is projected to grow by 0.4 per centin 2013, In the medium term, GDP growth is projected to
remainsluggish, The forecast for average GDP growth in 2013-2017 is only 1.4 per cent. Measured inreal GDP
terms, the Finnish econormy will not recover to 2008 levels until 2015.

Finland’s general governiment finances, which had long been in surplus, deteriorated sharply into deficit as a
consequence of the recession in 2009, and they have remained in deficit since then. In 2012 public finances post-
ed a deficit for the fourth year running, with the general government deficit rising to 1.9 per cent of GDE The
deficit will remain at the same level in 2013,

Population ageing will adversely affect conditions for economic growth, increase general government age-
related expenditure and inevitably weaken the general government financial position. It is projected that the
long-term sustainability gap in public finances is 4 2 per cent of GDP.

This Stability Programme sets a medium-term objective of -0.5 per cent of GDP for the general governinent
structural balance. The objective is in line with both the Stability and Growth Pact and the national legislation
required by the Fiscal Compact between Member States, which came into force at the beginning of 2013,

According to the forecast presented in this Stability Programimne, the general government financial position
will strengthen and the general government debt to GDP ratio will start to decline during the programme period

The general governtnent structural balance will remain stronger than the medium-term objective.
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Introduction and summary

Stability and convergence programmes provided under the Stability and Growth Pact
form the basis for the multilateral surveillance of fiscal policy and the coordination of
economi¢ policy in the EU. The Stability Programme contains a medium-term objective
(MTO) that safeguards the undershooting the 3 per cent deficit limit and long-term sus-
tainability, an adjustment path aimed at achieving itand an estimate of debt ratio devel-
opment, the economic forecasts underlying the Stability Programme, a description and
assessment of the policy measures implemented to achieve the programme’s targets, a
sensitivity analysis, justifications where necessary for deviations from the path aimed at
achieving the medium-term objective, and a multiannual budget plan.

A medium-term objective is set for the general government structural balance. The Fis-
cal Compact between EU Member States, which took effect from the beginning of 2013,
and the national legislation required by the compact provides the legal framework for set
ting the objective. This Stability Programme sets a medium-term objective of -0.5 per cent
of GDP for the general government structural balance. The objective is in accordance with
both the Stability and Growth Pact and the national Act.

The Government has stressed the importance of measures focused on drivers of growth
as a solution to the challenges facing public finances. These measures are based on the pre-
cept that Finland’s economic success depends and will continue to depend on high employ-
ment, competitive production, high skills levels, equitable services and social justice as well
as a universal and inclusive welfare system. In its Government Programme agreed in June
2011, the Government committed to initiate by 2015 the measures necessary to fully close
the sustainability gap. The Government also aims to balance central government finances
and to turn the central government debt ratio on a declining path by the end of this par-
liamentary term. The Government is committed to implementing additional measures if
there are no indications of a fall in the central government debt-to-GDP ratio and if the
central government deficit shows signs of settling above 1 per cent of GDP. In accordance
with these guidelines, the Government has adopted arange of measures to strengthen cen-
tral government finances during the parliamentary term.

GDP contracted by 0.2 per cent last year. Demand in the national economy was main-
tained by consumption, as exports declined from the previous year. The subdued out-
look for the real economy and a continued sense of high uncertainty also contributed to
depress investment. Despite the economy’s rather disappointing performance, employment
increased on an annual basis.
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Finland’s GDP is projected to grow by 0.4 per centin 2013. It is anticipated that exports
will start growing and that growth of exports will marginally outpace growth of imports.
Historically low growth prospects and uncertainty about the future mean that private invest-
mentwill decline for a second year running. Private consumption growth will be restricted
by slow growth of real earnings. Inflation will remain at just aver 2 per cent. Unemployment
started rising after last summer, and the projected rate for the current year is 8.2 per cent.

In the medium term, GDP growth is projected to remain subdued. In 2013-2017, the
average GDP growth rate is expected to be only 1.4 per cent. Measured in real GDP terms,
the Finnish economy will not recover to 2008 levels until 2015.

In economic outlook risks, the emphasis is on risks to global economic development,
to which Finland is sensitive due to its large export sector. Domestically, the main source
of risk lies in how the real economy reacts to the international economic situation. In the
longer term, the challenge is how to mount a credible economic policy response to the sus-
tainability gap problem. Resolving that problem would reinforce faith in the future.

Finland’s general government finances, which had long been in surplus, deteriorated
sharply into deficit as a consequence of the recession in 2009, and they have remained in
deficit since then. In 2012 public finances posted a deficit for the fourth year running, with
the general government deficit rising to 1.9 per cent of GDP. In the next few years, the gen-
eral government financial position will strengthen, but it is still expected to remain in defi-
cit. The 3 per cent limit specified in the EU Treaty will not be threatened. The general gov-
ernment structural balance will remain stronger than the medium-term objective.

General government debt grew by EUR 10 billion last year, topping EUR 100 billion for
the first time. The public debt to GDP ratio was 53.0 per cent, the highest figure recorded
since 1997. General government debt relative to GDP will start to decline during the pro-
gramme period. The debt ratio will not exceed the 60 per cent reference level under the EU
Treaty during the programme period.

Population ageing will adversely affect conditions for economic growth, increase cen-
tral government age-related expenditure and inevitably weaken the general government
financial position. Age-related expenditure to GDP is projected to grow by more than 3 per
cent in 2012-2030. By 2060, the figure will increase overall by 4 per cent of GDP. The fund-
ing of Finland’s public finances does not rest on a stable foundation over the longer term.
Growth of age-related expenditure due to population ageing threatens to put the funding
of public finances onto an unsustainable path. It is projected that the long-term sustain-
ability gap in public finances is 4.2 per cent of GDP. The sustainability gap describes the
need for adjustment in public finances by the base year 2017 in order for government to be
in the position to fulfilits obligations in the long term and prevent public debt from spiral-
ling into an unsustainable position.

To strengthen central government finances, the Government has adopted a range of
direct measures on reducing spending and increasing revenue, which will bolster the cen-
tral government financial position by approximately EUR 5.5 billion by 2017. In addition,
the Government has systematically emphasised the importance of economic growth, pro-
ductivity and new jobs as the solution to the challenges facing public finances. For exam-
ple, in connection with the March 2013 spending limits decision, the Government lowered
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the corporate income tax rate, revised the dividend tax system, launched a housing policy
reform to promote the regional mability of labour, and strengthened the social guarantee for
young people as well as measures aimed at the reintegration of the long-term unemployed
and people with partial work ability back into work. Furthermore, through local govern-
ment reform, improved macroeconomic steering of municipalities and the restructuring of
socialand health care services, the Government is committed to bringing greater stability
to local government finances and to enhance the productivity of public services provision.

The Government’s direct adjustment measures and the current reforms to restructure
the economy are aimed at maintaining confidence in the ability of Finnish government to
keep its public finances on a sustainable basis. The confidence factor has become increas-
ingly important during the current crisis in the euro area. A credible and appropriate eco-
nomic and fiscal policy serves to enhance confidence and thereby to improve the economy
and standard of living in the long term.
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1 Economic policy objectives and
premises

1.1  General

Subdued economic growth, change in the production structure and population ageing
form the framework conditions for the Government’s economic and fiscal policy tar-
get setting. Both central and local government are getting deeper into debt, and public
finances are not on a long-term sustainable basis. Improving the conditions for economic
growth and securing the funding of the welfare state are the Government’s main eco-
nomic and fiscal policy challenges.

The Government has stressed the importance of growth and measures focused on drivers
of growth as a solution to the challenges facing public finances. These measures are based
on the precept that Finland’s economic success depends and will continue to depend on
high employment, competitive production, high skills levels, equitable services and social
justice as well as a universal and inclusive welfare system.

In its Government Programme agreed in June 2011, the Government committed to
initiate by 2015 the measures necessary to fully close the sustainability gap. To close the
sustainability gap, the Government aims to raise the employment rate, prolong working
careers and improve the impact, effectiveness and productivity of public services and to
strengthen the economy’s growth potential by means of taxation and the allocation of cen-
tral government expenditure. The aim is to raise the employment rate to 72 per cent and
to reduce unemployment to 5 per cent by the end of this parliamentary term. The Govern-
ment also aims to achieve a substantial reduction in the central government debt-to-GDP
ratio by the end of this parliamentary term. The Government is committed to implement-
ing new adjustment measures if there are signs that the central government debt-to-GDP
ratio is not falling and indications that the central government deficit has settled above
1 per cent of GDP. The Government will monitor on anannual basis the fulfilment of these
central government financial targets.

The Stability Programme specifies in accordance with the Stability and Growth Pact a
medium-term objective (MTO) for the general government structural balance. The legal
framework for setting the medium-term objective hasbeen specified in the Fiscal Compact
between EU Member States, which took effect from the beginning of 2013, and in national
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legislation required by the compact. ! This Stability Programme sets a medium-term objec-
tive for the general government structural balance of -0.5 per cent of GDP, which fulfils the
minimum requirements set by both the Stability and Growth Pact and the national Act.

Finland’s general government finances consist of central government, local government
and the social security funds, which are further divided into earnings-related pension funds,
which handle statutory earnings-related pension insurance, and other social security funds.
Cyclical fluctuations are reflected most clearly in the financial position of central govern-
ment, particularly due to the high cyclical sensitivity of tax revenue.

1.2 Broad Economic Policy Guidelines

In 2010 the European Council decided on a new economic and employment strategy. The
strategy aims to strengthen employment, productivity and social cohesion and to create
for the EUT a smart, sustainable and inclusive economy. The strategy sets EU-wide targets
for employment, research and development expenditure, climate policy, education and
reducing poverty. The current broad economic policy guidelines and employment guide-
lines were approved in 2010 and they are valid until 2014. Based on these headline targets,
Member States set their national targets and specify hinderments to economic growth.
More detailed measures to achieve the targets and to remove bottlenecks to growth are
presented in the Europe 2020 national reform programmes prepared by the Member
States.

Finland’s Europe 2020 Strategy National Programme was submitted in April 2012. The
programme set as Finland’s national targets the raising of the employment rate of 20-64
year-olds to 78 per cent, maintaining R&D spending at a minimum of 4 per cent of GDP,
reaching the climate and energy targets agreed in the EU, raising the proportion of 30-34
year-olds with tertiary-level education to 42 per cent, reducing the proportion of early school
leavers to 8 per cent and reducing the number of people living at risk of poverty and social
exclusion. Finland’s national targets exceed the headline targets set in the EU.

After assessing Finland’s National Programme for 2012 as well as Finland’s Stability
Programme Update for 2012-2015, the Council recommended for Finland in June 2012 the
following measures for 2012-2013:

1) Preserve a sound fiscal position in 2012 and beyond by correcting any departure from
the medium-term budgetary objective (MTO) that ensures the long-term sustainability of
public finances; to this end, reinforce and rigorously implement the budgetary strategy, sup-
ported by sufficiently specified measures, for the year 2013 and beyond, including meeting
the expenditure benchmark; continue to carry out annual assessments of the size of the
ageing-related sustainability gap and adjust public revenue and expenditure in accord ance
with the long-term objectives and needs; integrate the local government sector better in the
system of multi-annual fiscal framework including through measures to control expenditure;

1 The Acton the implementation of the Treaty on Stability, Coordination and Governancein the Economic

and Monetary Union (EPUY, the implementation of Treaty provisions of a legislative nature and as well
as requirements concerning multi-annual budgetary frameworks (369/2013),
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2) take further measures to achieve productivity gains and cost savings in public ser-
vice provision, including structural changes and efficiency-enhancing territorial ad minis-
trative reforms, also in order to respond to the challenges arising from population ageing;

3) implement the on-going measures to improve the labour market position of young
people and the long-term unemployed, with a particular focus on skills development; take
further steps to encourage the employment rate of older workers, including by reducing early
exit pathways; take measures to increase the effective retirement age taking into account
the improved life expectancy;

4) continue enhancing competition in product and service markets, especially in the
retail sector, by ensuring the effective implementation of the new Competition Act and the
new programme on promoting healthy competition; continue to take measures to increase
the efficiency of municipal service provision, including increasing, where appropriate,
the share of services subject to competitive bidding, and to ensure competition neutrality
between private and public undertakings; take further steps to ensure that competition law
fines have a sufficiently deterrent effect;

5) in order to strengthen productivity growth and external competitiveness, continue
efforts to diversify the business structure, in particular by hastening the introduction of
planned measures to broaden the innovation base while continuing to align wage and pro-
ductivity developments fully respecting the role of social partners and in line with national
practices.

Finland’s Europe 2020 Strategy Update is being prepared simultaneously with the Sta-
bility Programme. The Stability Programme presented herein and Finland’s Europe 2020
National Reform Programme are consistent with each other.

1.3 Stability Programme Update 2013 and its handling in Finland

This Stability Programme is based on the Budget approved by Parliament on 21 Decem-
ber 2012 and on the Central Government Spending Limits Decision for 2014-2017 and the
forecasts on which this was based.

The document will be delivered to the relevant EU bodies once it has been approved by
the Government in plenary session. The contents of the Stability Programme have also been
presented in writing and orally to the Grand Committee of Parliament. The Commission’s
assessment and the Council’s statement on Finland’s Stability Programme will be submit
ted to Parliament in connection with Ecofin preparations.

Stability Programme complies with the Code of Conduct endorsed by Ecofin in Sep-
tember 2012.
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2 Economicsituation and outlook

2.1  Recent developments and short-term outlook

Before the financial crisis, the global economy became increasingly import and export
intensive, with world trade growing much faster than world output. In this regard, the
financial crisis brought a structural change to globalisation. In 2009-2012 the world trade
growth rate was the same or even slower than output growth. In the coming years, world
trade will slowly begin to pick up, reaching growth of around 5 per cent in 2015. However,
this growth will mainly be driven by trade between developing countries, and therefore
demand for Finnish exports will be increasingly sluggish.

US economic recovery is moving at an historically slow rate, and growth over the fore-
cast horizon will remain below 3 per cent. US growth is constrained above all by the need to
restore balances in the household sector and by the inability of the political system to reach
agreement on how to tackle the country’s huge federal deficit and large debt. The euro area
and the EU have slipped into a mild recession, which in the latter half of 2013 will give way to
slow growth. In several EU Member States, growth is hampered by poor competitiveness, the
need for substantial consolidation in public finances, faltering consumer, business and bank-
ing sector confidence, and sluggish import demand from industrial countries. For example,
Sweden and Germany, which are among the strongest European economies, will post growth
rates of no more than 1-2 per cent over the forecast period. Growth in China is dampened by
sluggish demand from industrial countries, which cannot be fully compensated by increasing
demand from the domestic marketand the rest of developing Asia. Nonetheless, the Chinese
economy will continue to grow at around 7 per cent throughout the outlook period.

Preliminary data reveal dual tendencies in the Finland’s economic performance last
year. Early in the year, GDP still showed a healthy growth rate, but during the spring out-
put moved onto a declining path and remained on that path through to the end of the year.
GDP contracted by 0.2 per cent last year. Demand in the national economy was maintained
by consumption: private consumption increased by 1.6 per cent and public consumption by
almost 1 per cent. The export industry had adifficult year, as exports in 2012 fell by some
1% per cent from the year before. The subdued outlook for the real economy and continued
sense of high uncertainty also contributed to depress investment. Despite the economy’s
rather disappointing performance, employment was up 0.4 per cent in annual terms and
the unemployment rate fell by one-tenth to 7.7 per cent. The employment situation began
to deteriorate, however, from late 2012.
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Finland’s GDP is projected to grow by 0.4 per cent in 2013. The forecast reflects the
expectation of a cyclical upturn, as weak economic performance late in 2012 created a neg-
ative carryover effect of 0.7 per cent. It is anticipated that exports will start growing and
that growth in exports will marginally outpace growth in imports. Historically low growth
prospects and uncertainty about the future mean that private investment will decline for
a second year running. House building investment is predicted to fall by 3 per cent and
investment in machinery and equipment by 1 per cent. Private consumption growth is
restricted by slow growth of real earnings. It is predicted that wages will rise by less than
2% per cent and that inflation will remain at just over 2 per cent. Industrial restructuring
is set to continue, and partly for this reason industry will account for a declining share of
GDP. Unemployment started rising after last summer, and the projected rate for the cur-
rent year is 8.2 per cent.

In 2014 GDP growth will reach 1.6 per cent. Economic growth will be increasingly
broadly based because, with the exception of public investment, all other demand items
will have a positive growth effect The contribution of net exports to growth will remain at
the same level as in 2013, although both exports and imports will rise more quickly than
the year before. Private consumption will increase by 1 per cent and the demand for con-
sumer durables in particular will be stronger than in the previous year. Since household
consumption will continue as before and the savings rate will remain negative, the house-
hold debt ratio will climb to 122 per cent. Once growth gets underway, investment will
also begin to edge up slowly. House building investment will increase at arate of 3 per cent
and investment in machinery and equipment will also start rising. Despite the pick-up in
economic activity, the unemployment rate will remain at 8.1 per cent. The labour market
mismatch problems will persist and there are no signs of any substantial improvement in
structural unemployment.

In 2015 it is projected that GDP growth will be 2.1 per cent, i.e. higher than growth
in potential output growth. With both the restructuring of production and demographic
change continuing, potential output growth over the near future will remain well below
the long-term average.

The risks in the global economy are leaning to the downside, although they are less
pronounced than earlier. In the United States, uncertainty is compounded by political ten-
sions and antagonisms. Mandatory federal tax increases and spending cuts or ‘sequestra-
tions’ have started in March following the failure of political leaders to reach agreement on
an adjustment package. Under the new economic policy regime, the federal budget deficit
will shrink from 7.0 per cent of GDP in 2012 to 5.3 per cent in 2013. If the tighter regime
were to remain in place for the whole year, GDP growth would slow by some half of one
percentage point. It is not clear when and what kind of an agreement the political parties
will reach and what other elements will be included in their deal. The United States carries
such considerable weight in the global economy that any changes in its activity are imme-
diately reflected in the export demand of many other countries.

With interest rates remaining low in industrial countries, the flow of investment has
turned to developing economies and safe havens where the market for housing and other
assets may begin to overheat. This risk is increased by stimulus measures focused on attract-
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ing investment and credit supply to many developing countries. In Europe, the downside
risks continue to remain predominant.

Domestically, the main source of risk lies in how the real economy reacts to the inter-
national economic situation. This is largely a matter of decisions taken by individual busi-
nesses, but economic policy can certainly play a part in this, too. A predictable and trans-
parent fiscal policy coupled with a clear tax structure with strong incentive effects creates
the necessary conditions for economic growth. In the longer term, the challenge is how to
mount a credible economic policy response to the sustainability gap problem. Resolving
that problem would reinforce faith in the future. There are some uncertainties in how to
determine the size of the sustainability gap, but there is no question about its existence. It
is also important not to underestimate the risks of accumulating household debt simply
on the argument that the figures are around the same level as the European average. That
is, many of the countries with which these comparisons are made are in serious trouble for
the very reason of high household debt.

2.2  Medium-term macroeconomic scenario

The Finnish economy has still not recovered from the deep recession that started in 2008.
The economy showed healthy growth in 2010-2011, but since then it has stagnated again.
World trade has already recovered to the same levels seen before the financial crisis, but
Finnish exports remain well below their pre-recession levels. It is predicted that GDP
growth will remain sluggish. In 2013-2017, the average GDP growth rate is expected tobe
only 1.5 per cent. Measured in real GDP terms, the Finnish economy will not recover to
2008 levels until 2015.

Medium-term growth prospects can be viewed and considered via potential output
growth. The Ministry of Finance uses the production function method jointly developed by
the EU Commission and Member States to assess output growth?. This method examines
the separate roles played by labour input, capital and total factor productivity in potential
output growth.

Change in labour input can be further broken down into change in the working-age
population and changes in the labour force participation rate, structural unemployment and
average number of hours worked. The number of people of working age (15-74 year-olds) is
expected to grow slightly over the outlook period due to net immigration®. Growth in the
share of the population aged 65-74 will lower the labour force participation rate. For this
reason, the supply of labour will remain unchanged over the medium term. It is projected
that the average number of hours worked will remain unchanged, while structural unem-
ployment will remain at around 7.2 per cent. This means that labour input will not con-

Fora more detailed description of the method, see The production function methodology for calculating
potential growth rates and output gaps. European Economy - Economic Papers 420, July 2010

*  Theworking-age population is defined as the total number of people aged 15-74, Earlier calculations
have used the narrower definition of people aged 15-64
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tribute to potential output growth. Nonetheless it is thought that cyclical employment will
improve somewhat in the medium term. Itis expected that following the sharp decline seen
during the recession, investment will pick up during the outlook period. Atthe same time,
it seems that the rapid erosion of capital brought on by the recession will slow somewhat.
The growth of capital stock will drive potential productivity growth over the outlook period.

The recession has eroded employment less than anticipated. Productivity growth, on the
other hand, has slowed significantly during the recession. Total productivity trend growth
has slowed to historically low levels in Finland. It is projected that total productivity trend
growth will slowly recover to 1 per cent. Over the ten-year period before the recession in
1998-2008, total productivity trend growth averaged 1.8 per cent per year. Potential out-
put growth is expected to accelerate over the outlook period with the rebounding of total
productivity. However, the growth rate will remain very modest and average just 1 per cent
in 2013-2017.

The economy’s resources are still underused in the wake of the recession. The output
gap, i.e. the difference between actual and potential output, is estimated to reach 2.4 per
cent in 2013. In 2014-2017 it is projected that economic growth will outpace potential out-
put growth as demand picks up and idle production resources are put to use. It is antici-
pated that the output gap will close in 2017,

Table 1a. Macroeconomic prospects

2012 2012 2013 2014 2015 2016 2017

EUR bn
change, %
1. Real GOP 160.9 -0.2 04 1.4 21 1.7 1.6
2. Mominal GOP 194.5 24 2.9 3.9 43 4.0 3.9
Components of real GOP
3, Private consumption expendit ure 1085 14 0.6 10 1.6 1.7 1.7
4, Government corsurnption expenditure 483 0.8 1.9 0.8 0.8 1.0 0.9
5. Grossfixed capital formation 78 29 25 2.8 2.0 19 19
6 Changes ininventories {3 of GDP) -1.2 -06 -0.6 -06 -0.3 -0.2 -0.3
7 Exports of goods and services 773 -4 0.7 3.8 4. 5.0 5.0
B [mports of qoods and services 784 -7 0.5 1.3 1.5 4.6 46
Contributionstoreal GDP growth, % points
9, Final domesticdernand 195.6 05 0.3 1.3 16 1.6 16
10. Changes in inventories -2 -7 0.0 01 0z -0.1 -0.1
1. Exterral balance of gqoods and services -2 10 0l 0.2 0.2 02 02
9661/13 MCS/ah 21
DGGI1A EN



Table 1b. Price developments

2012 2013 2014 2015 2016 2017

change, %

1. GOP deflator 2.8 15 2.3 2.1 2.2 2.1
2. Private consumption deflator 27 24 20 1.7 2.0 2.0
3 HICP 32 2.7 24 1.8 2.0 2.0
4, Public consumption deflator 37 1.3 24 2.4 2.8 2.8
5. Investment deflator 44 2.9 30 3.3 2.2 2.1
6. Export price deflator 14 1.6 18 2.0 18 1.8
7 Import price deflator 36 14 17 21 2.0 2.0

Table 1c. Labour market developments

2012 2012 2013 2014 2015 2016 2017
lewel

change, %

1. Ernplayment, 1.000 persons 2483 04 -05 0.1 0.6 0z 0.3
2. Employment, 1.000 hours worked 4708 -02 -05 0.5 0.8 0z 0.3
3. Unemnpleyment rate (%) 207 77 8.2 8.1 8 7 76
4, Labour productivity, persons 64.8 -0.6 1.0 14 14 14 14
5, Labour productivity, hoursworked 382 0.0 0.9 1.1 12 14 14
6, Compensation of ernployees 80.8 32 1.9 2.8 32 32 33
7. Compensation per employee 325 2.9 24 .7 2.5 3.0 20

Table 1d. Sectoral balances

2012 2013 2014 2015 2016 2017
%ol GDP

1. Net lending/borrowing vis-a-vis the rest ofthe world 1.5 10 -0.4 -0.4 0.3 -0.2
of which:

-Balance ongoods and se rvices -0.6 -04 -0.2 0.0 01 02

-Balance of primary income sandtransfers 0.0 0.7 0.5 -0.5 0.5 05

- Capital account 0.1 0.1 0.1 01 01 01

2. Met lending/barrowing of the privat e sector 1.0 1.5 1.2 1.0 0.9 1K

3. Metlending/borrowing of general government 1.9 1.9 1.3 -0.8 0.7 -05

4, Statistil discrepancy -0.6 -0.6 0.4 -0.6 0.6 0.6
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Table 1e. Basic assumptions®

2012 2013 2014 2015
3-month EURIBOR 0.4 0.3 0.8 15
Long-term interest rate (10-year gevernment bonds) 1.9 1.9 21 24
UISO/EUR exchange rate 13 13 1.2 12
Mominal effe ctive exchange rate 13 13 12 12
World GDP growth {excl. The L 31 3.2 2.0 3.9
EI-27 GDP growth -0.3 01 12 14
GDP growith of relevant foreign markets -04 0.5 2.6 41
Worldtrade growth 22 3.7 5.0 5.2
Dil prices, (Brent, USDibarrel} 2.0 112.0 115.0 1170
#Nospedficunderlying assumptions were defined forthe me diumte rm comput ations,
Instead, they arebased on general assessments on developments inthe operating environment,
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3 General government balance and
debt

3.0  Fiscal policy strategy and medium-term objective

Finland’s public finances have deteriorated markedly in recent years. The 2009 recession
pushed the general government financial position sharply into deficit. Although the defi-
cit is expected to decline in the next few years, the general government financial position
will remain in deficit throughout the entire programme period.

Population ageing willincrease general government age-related expenditure and inevita-
bly weaken public finances. The funding of Finland’s public finances does notrest on astable
foundation over the longer term. According to arevised sustainability estimate of the Min-
istry of Finance, the general government financial surplus ought to be 3.3 per cent of GDP
in 2017 to enable the public authorities to handle their obligations also over the longer term.

In the Ecofin Council’s statement (6 July 2012) on Finland’s Stability Programme, Fin-
land was urged to preserve a sound fiscal position in 2012 and beyond by correcting any
departure from the medium-term objective that ensures the long-term sustainability of
public finances; to this end, reinforce and rigorously implement the budgetary strategy, sup-
ported by sufficiently specified measures, for the year 2013 and beyond including meeting
the expenditure benchmark; continue to carry out annual assessments of the size of the
ageing-related sustainability gap and adjust public revenue and expenditure in accordance
with the long-term objectives and needs; integrate the local government sector better in the
system of multi-annual fiscal framework including through measures to control expenditure.

Finland’s target-setting for public finances is determined by a medium-term objective
(MTO) set in accordance with the EU’s Stability and Growth Pact. An objective is set for
the structural balance of general government finances and updated at three-year intervals.
The Fiscal Compact between Member States, which came into force at the beginning of
2013, and the national legislation required by it form the legal framework for setting the
objective. The act also specifies a correction mechanism that will go into effectin the event
of any significant deviation from the MTO or the adjustment path leading to it.

In this Stability Programme the medium-term objective for the structural balance of
general government finances is set at -0.5 per cent of GDP, which fulfils the minimum
requirements set by both the Stability and Growth Pact and the national Act.
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Preserving a sound and sustainable fiscal position over the long term requires that
all public sector actors adopt the safeguarding of the sustainability of public finances as
a guiding principle when planning their own financial management. The funding of the
earnings-related pension system, which belongs to the social security fund sector, is guided
by a rule according to which the funding of the system is kept on a sustainable basis by
increasing the insurance contributions levied on employers and those insured as required.
The funding of other social security funds is based on a pay-as-you-go system in which the
system’s insurance contributions and transfers from other general government subsectors
are determined such thatannual revenue is sufficient to cover annual expenditure. In local
government finances, a structural balance of revenue and expenditure is a natural goal.
Central government finances, on the other hand, are driven by the policies of the Govern-
ment Programme.

The Government Programme sets as objectives the balancing of central government
finances and turning the central government debt-to- GDP ratio on a declining path by the
end of this parliamentary term. To achieve these targets, the Government is committed to
implementing adjustment measures directed at central government revenue and expenditure
as well as to reforming economic structures so that conditions for stronger-than-forecast
economic grow th are strengthened. The Government is also committed to implementing
additional measures if there are no indications of a fall in the central government debt-to-
GDP ratio and if the central government deficit shows signs of settling above 1 per cent of
GDP. In addition, the Government has continued its spending limits procedure directed
at central government appropriations.

Improving the structural balance of general government finances requires measures that
boost general government revenue and reduce general government expenditure. The meas-
ures may be direct adjustment measures directed at revenue and expenditure or measures
that improve conditions for economic growth.

In accordance with these guidelines, the Government has adopted a range of measures
with direct effect to reduce central government expenditure and boost revenue. The most
significant of these measures are included in the Government Programme and the spend-
ing limits decisions of October 2011, April 2012 and March 2013. The measures will be
implemented gradually by 2015 and they will improve the central government’s net finan-
cial position by a total of around EUR 5.5 billion by 2017,

According to the forecast presented in this Stability Programme, the general govern-
ment financial position will strengthen but still remain in deficitin the programme period.
Central government and general government debt relative to GDP will start to decline,
however, at the end of programme period. The medium-term budgetary objective is not
threatened, but the deficit target set for central government finances will not be achieved.

Structural measures boosting conditions for economic growth and the employmentrate
are an essential part of the package by which the Government will endeavour to improve the
capacity of central government, local government and the social security funds to manage
the statutory obligations prescribed for them over the longer term. Concrete decisions on
a substantial reform of economic structures will reduce the need to adjust public finances
through direct measures.
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The Government has adopted a range of measures aimed at strengthening conditions
for economic growth, productivity and employment. In connection with the April 2012
spending limits decision, the Government adopted measures directed mainly at unem-
ployment security, the early retirement pension system, education, and growth incentives
in taxation for SMEs and R&D activity. In connection with the March 2013 spending lim-
its decision, the Government lowered the corporate income tax rate, revised the dividend
tax system, launched a housing policy reform to promote the regional mobility of labour,
and strengthened the social guarantee for young people as well as measures aimed at the
reintegration of the long-term unemployed and people with partial work ability back into
work. Furthermore, through local government reform, improved macroeconomic steering
of municipalities and the restructuring of social and health care services, the Government
is committed to bringing greater stability to local government finances and to enhance the
productivity of public services provision.

Achievement of the growth and sustainability objectives requires sustained reformsand
efforts to bolster economic growth and competitiveness, to increase employment, to extend
work careers and to improve productivity in the public sector. In the labour market, the
main focus must be on those groups where employment rates are lower than in other Nor-
dic countries. Reforms designed to promote innovation, attractinvestment to Finland and
foster competition in the marketplace would in turn support productivity growth. Local
public service provision and the on-going restructuring of municipalities and services are
crucial to current efforts to increase productivity in the public sector.

The Government’s immediate adjustment measures and the current reforms to restruc-
ture the economy are aimed at maintaining confidence in the ability of Finnish government
to keep its public finances on a sustainable basis. The confidence factor has become increas-
ingly important during the current crisis in the euro area. A credible and appropriate eco-
nomic and fiscal policy serves to enhance confidence and thereby to improve the economy
and standard of living in the long term.

3.2 General government balance and debt

In 2011-2012 the general government financial position improved on the back of an
improving economy, higher indirect taxes and the withdrawal of stimulus measures.
Nonetheless, the financial position has remained clearly in deficit. Sluggish economic
growth, population ageing and the spending pressures caused by it create challenges to
the general government financial position. In 2012 the general government deficit was 1.9
per cent of GDP. Public finances were in deficit for the fourth year running, The general
government financial position is also expected to remain in deficit for the next few years.

In 2012 the central government financial position deteriorated by just over one billion
euros. The deficit-to-GDP ratio was 3.4 per cent. Despite adjustment measures, central gov-
ernment finances will remain clearly in deficit, even though the deficit will contract towards
the end of the programme period. The local government financial position also deteriorated
in 2012, showing a deficit of 1.1 per cent of GDP. Over the programme period, local gov-
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ernment finances will be adversely affected, among other things, by growth in demand for
social and health care services as a result of population ageing, and by cutbacks in central
government transfers to local government. In the programme period, it is expected that
local government finances will remain in deficit. In the coming years, the financial surplus
of earnings-related pension funds will be dented by rising pension expenditure. Other social
security funds are expected to remain close to balance.

The tax rate, i.e. the ratio of taxes and social insurance contributions collected by general
government to total output, has been relatively stable in recent years. In 2012 the tax rate
was 43.5 per cent. This year the rate will be rise due to tax hikes. The tax rate is expected to
average 44.4 per cent in 2014-2017. Last vear, the expenditure rate, i.e. general government
spending as a proportion of GDP, was 55.7 per cent. The expenditure rate will remain at
this level over the medium term. From the beginning of this year, with the introduction
of the YLE tax, the Finnish Broadcasting Company (YLE) is classified as belonging to the
central government sector. This change pushes up the tax rate and the expenditure rate by
around 0.3 percentage points.

General government debt grew by EUR 10 billion last year, topping EUR 100 billion for
the first time. The public debt-to-GDP ratio grew 4 percentage points to 53.0 per cent, the
highest figure recorded since 1997. The debt ratio is expected to rise to 57% per cent of GDP
in 2015, after which the debt ratio will begin to fall. Thus the debt ratio will not exceed the
80 per cent reference level under the EU Treaty during the programme period.

If earnings-related pension funds were notincluded in general government in Finland,
the change in public debt could be derived directly from central government and local gov-
ernment deficits. The fact that in Finland general government includes the earnings-related
pension funds in addition to central government, local government and the social security
funds hasa significant impact on how the annual financial position of general government
appears as a change of general government debt.

The earnings-related pension funds are in surplus. In 2012 the surplus was 2.4 per cent of
GDP. Since the surplus of earnings-related pension funds is included in the primary budg-
etary position of general government, but is not used to pay off general government debt,
this surplus must be excluded from the range of factors impacting the change in debt ratio.

Since central and local government finances will continue to remain in deficit, general
government debt in nominal terms will continue to increase in the coming years. In 2017
it is estimated that general government debt will reach EUR 132 billion, i.e. EUR 30 bil-
lion more than in 2012. In the past 10 years, local government debt has increased by more
than EUR 8 billion and now stands at over EUR 12 billion. The social security funds effec-
tively have no debt.

By the end of 2012, Finnish public debt included a total of EUR 2.7 billion from loans
granted by the European Financial Stability Facility (EFSF) to crisis countries. The debt
figure was also increased by the Finnish contribution of EUR 1.4 billion to the capitalisa-
tion of the European Stability Mechanism (ESM).

Central government loan guarantees totalled EUR 30.6 billion at the end of 2012. Loans
guarantees grew 27 per cent from the previous year. Loans guarantees were increased par-
ticularly by guarantees to the EFSE. Of the loan guarantees, 40 per cent has been granted
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to businesses, 26 per cent to housing associations and 18 per cent foreign countries. Fin-
land’s financial commitments and liabilities relating to the European economic and debt
crisis are described in more detail on the Ministry of Finance website.

3.3 (yclically-adjusted balance in general government finances

Targets determined with the aid of the structural balance have been set for general gov-
ernment finances at both the EU and the national level. The structural balance is obtained
by removing from the fiscal position the impact of cyclical fluctuations in the economy
as well as one-off and other temporary measures. In this Stability Programme, Finland’s
medium-term objective is confirmed as being a general government structural deficit of
0.5 per cent of GDP.

The impact of fiscal policy decisions on economic activity and the state of public finances
can be assessed by studying annual changes in the cyclically-adjusted balance or cyclically-
adjusted primary balance of general government or central government*. Annual changes
in the cyclically-adjusted primary balance in particular shed light on whether discretion-
ary fiscal policy is acting to stimulate or contract economic growth®. Central government
adjustment measures are contributing to strengthening the central government cyclically-
adjusted primary balance, and discretionary fiscal policy is moving towards a tighter stance
in 2013-2015.

In examining changes in the cyclically-adjusted primarybalance, it is important to note
that population ageing and the increase in associated expenditure have begun to reduce
the cyclically-adjusted primary balance not only of general government, but also of cen-
tral government. This reflects the long-term effects of economic restructuring on public
expenditure. For this reason, changes in the cyclically-adjusted primary balance do not as
such provide an unambiguous picture of the scale of discretionary fiscal policy measures.
For example, some of the adjustment measures over the next few years will go towards cov-
ering the increasing age-related expenditure. In order to strengthen the cyclically-adjusted
primary balance by means of a tightening fiscal policy, itis necessary for adjustment meas-
ures each vear to exceed the expenditure growth resulting from population ageing.

This vear and next, the cyclically-adjusted balance of general government will improve
by a total of 0.4 percentage points of GDP. This improvement is mainly due to higher cen-
tral government taxes and rising pension contributions. No measures have been specified
beyond 2015 that would substantially contribute to strengthening the general government
financial position. Indeed, as ageing-related expenditure continues to increase, it is pre-
dicted that the cyclically-adjusted primary balance will again weaken from 2016. In 2017
the cyclically-adjusted balance is projected to be 0.5 per cent in deficit, which corresponds
to Finland’s medium-term objective for the structural balance.

The primary balanceis calculated here by deducting grossinterest payments from general government
netlending.

5 When examining the cyclically-adjusted balance and the primary balance as well as their changes, one
should take into account uncertainty factors associated with the cyclical adjustment, which hawve been
prominent after the sharp cydical fluctuations caused by the deep crisis that began in 2008,
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Table Za. General government budgetary prospects

2012 2012 2013 2014 2015 2016 2017
EUR million % of GDP
Met lending by sub-sector (EDP .5
1. General government -3714 -1.9 -9 -3 -0.9 -0.7 -0.5
2 Central gevernment -6680 =34 -3 2.3 -1.8 -15 -1
3. -
4 Local government -2 094 11 -0 -10 11 -12 -1.2
5 Social security funds 5060 26 2.1 21 21 2.0 1.8
General Government (513)
8, Total revenue 104 509 53.7 544 54.8 54.7 549 549
7 Total expenditure 108223 55.7 56.3 56.1 55.6 55.5 554
3 et lendingfborrowing -3714 -1 -1.9 -1.3 -0.9 -0 -5
9 Interest expenditure 3800 11 1.0 1.0 11 12 1.3
10, Primary balance -673 -0.8 -0.9 -0.3 02 0.5 0.3
1. One-off and otherternporary measures 0 0.0 0.0 0.0 0.0 0.0 0.0
Selected components of revenue
2. Tax revenue (12=123+12b-+12¢ 59271 305 32 34 3.2 3 31
12a,  Taxesonproduction andimports 27 907 144 14.6 4.7 144 14.3 141
12b.  Taxesonincome 30856 15.9 16.3 16.4 16.5 6.6 16.7
12¢.  Capitaltaxes 508 0.3 0.3 0.3 0.3 0.3 03
13, Social security contributions 2537 13.0 12.9 13.0 13.0 13.0 13.0
4. Property income 6609 3.5 35 37 39 40 41
15, Otherincorne {15=16-12-13-14) 13055 6.7 6.8 6.7 6.7 6.7 6.7
16=46. Totalrevenue 104500 537 544 54.8 54.7 549 54.9
of which:
Tax burden (0240, 5+0.61+0.91-0.995) 85 09 3.5 443 44.5 444 444 44.3
Selected components of expenditure
Compensation of employees + intermediate
17 consumption 50341 259 26.2 260 5.7 256 5.5
17a, Compensation of employees 27 761 14.3 143 142 139 13.8 13.6
17k, Intermediate consumption 22580 1.6 1.9 11.9 11.8 1.9 11.9
18.. Social transfers {18=18a-+18k} 47 484 1.3 1.8 .9 219 2.0 223
aof which: Unemnpleyment benefits 3535 1.8 1.9 1.4 1.8 17 1.7
182, Sodial transfers inkind 5426 2.8 29 2.9 30 3.0 31
18b.  Social transfers other thanin kind 36,058 18.5 19.0 19.0 19.0 19.0 191
19=9 Interest expenditure 2800 11 1.0 1.0 11 12 13
20, Subsidies 2755 14 1.4 13 1.3 1.2 13
2. Grossfied capital formation 4257 2.6 2.6 26 25 2.4 23
2. Capital transfers 611 0.3 0.3 0.3 0.3 0.3 0.3
3, Other expenditure {23 = 24-17-18-19-20-21) 4375 30 3.0 29 2.8 2.8 27
=7 Total expenditure 108223 55.7 56,3 56.1 55.6 55.5 55.4
of which: Government consumption 4827 4.8 252 250 47 4.7 M6
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Table 2b. No-policy change projections

2012 2012 2013 2014 2015 2016 2017
EUR million
% of GDP
1. Total revenue at unchanged policies 103 944 53.3 527 52.5 53.7 53.7 544
2. Total expenditure at unchanged
policies 108243 55.7 541 521 490 48.0 462
Table 2¢. Amounts to be excluded from the revenue benchmark
2012 2012 2013 2014 2015 2016 2017
EUR
million % of GDP
1. Expenditure on EU programme sfully
rnatched by EU fundsrevenue 1162 0.6 0.6 0.6 0.5 0.5 0.5
2. Gydical une rpl oyment benefit
expenditure 3446 0.2 01 0.0 0.0 0.0 0.0
3. Effect of discreationary revenue
measures 565 0.3 0.7 0.5 0.2 0.0 0.0
4, Revenue increases mandated by law 100 0.0 02 0.0 0.0 0.0 0.0
Table 3. General government debt developments
2012 2013 2014 2015 2016 2017
% of GDP
1. Gross debit 53.0 563 573 575 570 56.5
2. Change Ingross debit ratio 4.0 3.3 1.0 0.2 -0.5 -0.5
Contributions tochangesin gross debt
2. Primary balance -0.8 0.9 0.3 0.2 0.5 0.8
4, Interest expendit ure 11 10 10 11 1.2 13
5. Stock-flow adjustment 21 14 -0.3 0.7 11 11
of which:
- Differences between cash andaccruals 0.0 0.0 0.0 0.0 0.0 0.0
- Met accurnulation of financial assets 24 21 21 21 21 19
- of which: privatisation proceeds -0.1 -0.2 -0.2 -0.2 -0.2 -0.2
-Valuation effect s (incl. GDP growth contribution) -0.3 -0.7 -4 2.8 3.2 -2
p.m.Implicit interest rate on debt 31 7 2.5 2.6 7 20
Other relevant variables
6, Liquid financial assets 99.4
7 Met financial debt (7=1-8) -46.8
8 Debt amortization {existing central govern-
ment bonds) 9] - - - - -
9, Percentage of debt denominated in foreign
currency 0 - - - - -
10. Average maturity of central government bends
[years) 58 - - - - -
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Table 4. Contingent liabilities

2012 2013
% of GDP
(entral government guarantees 171 -
of which: linked tothe financial sector 0.5 -
Table 5. (yclical developments
2012 2013 2014 2015 2016 017
% of GDP
1. Real GDP grewt b (96) -0.2 0.4 1.6 21 1.7 1.6
2. Net lending of general gevernment -9 -9 -13 -0.9 -0.7 0.5
3. Interest expenditure 11 1.0 1.0 1.1 1.2 13
4, One-off and other te mporary measures 0.0 0.0 0.0 0.0 0o 0.0
5. Potential GOP growth {3} 0.8 0.7 0.9 12 1.2 1.3
contributions:
- labour 0.1 -0 0.0 0l 0.0 0.0
- capital 0.5 04 04 0.5 0.5 0.6
- total fact or productivity 02 0.3 0.5 0.6 0.7 0.7
6, Qutput gap =21 24 -1.8 -0.9 -0.4 0.0
7. Cyclical budgetary component 11 -1.3 -0.9 -0.5 -0.2 0.0
8. Cydlically-adjusted balance (2-7) -0.8 -0.7 -0.4 -0.4 -0.5 -0.5
9, Cyclically-adjusted primary balance (8+3) 0.3 0.3 0.6 07 0.7 0.8
10, Structural balance (8-4) -0.8 -0.7 -04 -04 -0.5 0.5
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4 Sensitivity analysis and comparison
with previous programme

4,1 Economic development risks and their impact on public
finances

The baseline scenario of the Stability Programme is based, in terms of 2013-2015, on the
Ministry of Finance’s March 2013 economic forecast. The years 2016 and 2017 have been
taken into account in the scenario based on, among other things, the growth estimate for
potential output. The baseline scenario’s economic projection of the general government
financial position is based on, in addition to the economic forecast, the Government Pro-
gramme of Prime Minister Jyrki Katainen’s Government, the Spending Limits Decision
for 2013-2016 approved by the Government in April 2012, the 2013 Central Government
Budget, and the Spending Limits Decision for 2014-2017, approved by the Government in
March 2013. According to the baseline scenario, the Finnish economy will grow by 0.4 per
cent in 2013, and thereafter by just less than 2 per cent per year in the period 2014-2017.

Great uncertainties are associated with the development of the world economy, however,
and Finland, due to its large export sector, is highly dependent on global economic perfor-
mance. Although the euro area crisis has moderated slightly, it is not completely over. The sit-
uation in the financial markets remains sensitive and conditional on many factors. A failure
to resolve the euro area crisis would undermine economic growth through many channels.

Finland’s position in the global market depends on the price competitiveness of the
export sector. Investment goods account for a large proportion of Finland’s exports. As a
result, the continuation of subdued international economic conditions is reflected more
strongly in Finland’s exports than in those of many other countries. In addition to the
structure of foreign trade, a faster rise in labour costs than in competitor countries has pro-
moted the weakening of the competitiveness and external balance of the Finnish economy.

Domestically, the main source of risk lies in how the real economy reacts to the inter-
national economic situation. This is largely a matter of decisions taken by individual busi-
nesses, but economic policy can certainly play a partin this, too. A predictable and trans-
parent fiscal policy coupled with a clear tax structure with strong incentive effects creates
the necessary conditions for economic growth.
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Household indebtedness is already touching 120 per cent relative to the sector’s dis-
posable income. Growing indebted ness is linked above all to the development of the hous-
ing market. Stricter lending terms, widening interest rate margins on new loans and an
increase in capital transfer tax will moderate the indebted ness trend. The interest rate level
is still historically low, however, which will maintain households’ propensity to incur debt.
Despite the prolonged and fast rise in debt, the indebtedness of Finland’s households still
remains at the European average level. Even so, the risk of increasing household indebted-
ness should not be underestimated. Many countries are in serious trouble precisely due to
household indebtedness.

The restructuring of production that the Finnish economy has gone through in recent
years has been reflected in production-related investment, and investment in new produc-
tion capacity remains modest. Machinery and equipment investments have been made
mainly to replace existing capacity or to improve operational efficiency, which has resulted
in the erosion of the capital stock. Investment demand will grow to some extent in 2014-
2015, but still seems that capital depreciation will exceed investment, as it has done since
the 2008 financial crisis. There is arisk that production-related investment will still be low
at the end of the programme period, which would undermine long-term growth prospects.

The general government balance will notbe corrected in the programme period through
economic growth alone. Should negative risks materialise, recovery from the recession would
be prolonged and public finances would be weaker than the baseline scenario at the end of
the programme period. This would further increase the need to revitalise public finances
and would make the releasing of pressures caused by population ageing even more diffi-
cult than at present.

The euro area debt crisis has also increased Finland’s public debt. Bilateral loans, capi-
talisation of the ESM, and state guarantees for the EFSF’s acquisition of funds are raising
the level of Finland’s public debt. In addition, the State of Finland has various commitments
and liabilities relating to the debt crisis that do not have a direct impact on debt. It can be
considered a risk that, if various liabilities are realised, Finland’s public debt might rise to
60 per cent of GDP in the medium term.

The figures below present the impact of slower-than-baseline and faster-than-baseline
economic growth on the financial balance and debt in general government. The calculations
are based on the assumption that annual output growth deviatesby one percentage pointin
either direction from the baseline scenario in the period under examination.

In the slower growth scenario, total output growth would remain on average below 0.7
per cent in 2014-2017 and the unemployment rate would rise to 9 % per cent. The general
government deficit at the end of the programme period would be 4 per cent and the debt ratio
would rise to 66 per cent. This would increase significantly the need to adjust public finances.

Faster growth than the baseline scenario of one percentage point would be sufficient to
place the general government debt ratio on adownward path in the programme period. The
general government financial position would change to a surplus. The unemployment rate
would fall fairly rapidly. The materialisation of economic growth more favourable than the
baseline scenario will require a significant recovery of the international economy as well as
higher demand than anticipated for Finnish export products.
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4,2 Comparison with last year’s programme

The 2012 Stability Programme forecast that the Finnish economy would grow relatively
slowly in 2012-2013. Contrary to expectations, however, after the beginning of 2012,
economic growth weakened towards the end of the year. This was due particularly to a
decline in exports. The negative growth carryover from 2012 will also dampen growth
prospects for the current year. In the 2013 Stability Programme, economic growth in the
next few years will be lower than forecast in 2012 programme. The medium-term outlook
for economic growth has remained more or less unchanged.

The external balance is now expected to develop more weakly than in the previous pro-
gramme, and the current account will remain in deficit throughout the programme period.

Contrary to the forecast in last year’s programme, the economy did not grow at all in
2012. Even so, employment improved and the unemployment rate fell slightly. In the pro-
gramme period, unemployment is expected to be higher than in the previous Stability Pro-
gramme.

Inflation was slightly higher in 2012 than projected one year ago. In 2013 inflation is
also expected to be higher than projected in the 2012 programme. Many tax base changes
will contribute to a rise in consumer prices, but sluggish economic growth will have amod-
erating effect.

Finland’s present Government began its term of office in June 2011 and agreed in its Gov-
ernment Programme atotal of EUR 2.5billion in central government adjustment measures
by 2015. In addition, the Government agreed new adjustment measures in the 2013-2016
and 2014-2017 spending limits decisions. Overall, the adjustment measures decided by the
present Government will improve central government finances by a total of 2.3 per cent of
GDP at 2017 prices. After the preparation of the 2012 Stability Programme, the financial
position of both central and general government has weakened compared with the 2012
programme due to weaker economic growth prospects.

General government gross debtis growing above last year’s projection. In the programme
period, local government debt in particular is expected to grow more than projected in the
2012 programme. Moreover, the euro area debt crisis has increased Finland’s public debt
more than projected oneyear ago. Bilateral loans, capitalisation of the ESM, and state guar-
antees for the EFSF’s acquisition of funds have raised the level of Finland’s public debt.
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Table 6. Divergence from previous programme

2012 2013 2014 2015 2016 2017
Real GDP growth {5}
SP-2m2 0.8 1.5 21 1.9 1.7 -
SP-2003 -0.2 04 1.6 21 1.7 1.6
[iffere nce, H-points -1.0 -1 -05 0.2 0.0 -
General gowernment net lending @ of GOP)
SP-2m2 -1 -0.5 -0 0.0 0.4 -
SP-202 -1.9 -1.9 1.2 -0.8 -0.7 -05
Differe nce, H-points -0.8 -14 -2 -0.8 11 -
General governmment qross debt (9% of G0F)
S22 50.7 518 519 516 509 -
SP-203 53.0 56,2 573 575 520 565
Differe nce, ¥-points 2.2 4.5 5.4 5.9 4.1 -
SP-2012; Stability programme update 2072, April 2012
SP-2013: Stability prograrmme 2013, April 2013
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5 Sustainability of public finances

5.1  Measures to enhance sustainability

Finland’s public finances have deteriorated markedly in recent years. It is anticipated that
tax revenue development will continue to be weak, as economic growth remains subdued.
Growth will be slowed by the dwindling number of people of working age and by the slow
development of the economy’s output potential At the same time, age-related expendi-
ture is continuing to rise with the growth of the elderly population. For this reason, public
finances in Finland are on an unsustainable path in the long term.

Statistics Finland’s 2012 population projection is that by 2030, the working-age pop-
ulation in Finland will shrink by some 100,000 people. At the same time, the number of
people aged 65 or over will increase by 500,000. In 2008 the country’s old-age dependency
ratio, i.e. the ratio of people aged over 64 to those aged 15-64, was 25 per cent, i.e. there
were four people of working age to each older person. By 2030 it is estimated that the old-
age dependency ratio will increase to 44 per cent, i.e. there will be just two people of work-
ing age to each older person.

The Government has sought to improve the sustainability of public finances through
immediate adjustment measures and reforms to economic structures.

To strengthen central government finances, the Government has adopted a range of
measures with immediate impact on reducing spending and increasing revenue, which will
bolster the central government financial position by approximately EUR 5.5 billion by 2017.

To boost conditions for economic growth, in connection with the April 2012 spending
limits decision the Government adopted measures directed mainly at unemployment secu-
rity, the early retirement pension system, education, and growth incentives in taxation for
SMEs and R&D activity. In connection with the March 2013 spending limits decision, the
Government lowered the corporate income tax rate, revised the dividend tax system and
launched a housing policy reform to promote the regional mobility of labour. In addition,
the Government decided to transfer funding responsibility for people unemployed for more
than a year from central government to local government, which will encourage municipali-
ties to promote employment. The Government also decided to introduce a tiered day-care
fee, aimed at promoting the participation in work of mothers with small children. To reduce
youth unemployment and prevent social exclusion among young people, the Government
has introduced a social guarantee for young people, which guarantees work or a study place
for people under 25 years of age. Furthermore, through local government reform, improved
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macroeconomic steering of municipalities and the restructuring of social and health care
services, the Government is committed to bringing greater stability to local government
finances and to enhance the productivity of public services provision. In cooperation with
social partners, the Government is committed to the substantive preparation of pension
reform on the basis of studies to be conducted, such that the reform comes legally into force
on 1 January 2017 at the latest.

5.2 Sustainability scenario

The Ministry of Finance estimates the long-term sustainability of public finances
in accordance with methods jointly agreed in the EU. In its assessment of age-related
expenditure, the Ministry of Finance uses the social expenditure analysis model (SOME
model), developed in the Ministry of Social Affairs and Health. The scenario’s medium-
term assumptions are based on a Ministry of Finance forecast.

Long-term assumptions arebased on the assumptions of the EU Economic Policy Com-
mittee’s 2012 Ageing Report. The population development assessment, which uses the 2012
population forecast of Statistics Finland, deviates from these assumptions. Furthermore, it
is expected that the labour force participation rate will increase slightly in response to the
changes to earnings-related unemployment security work and incentives for moving into
work agreed under the spring 2012 working careers agreement. In the sustainability sce-
nario, it is expected that the labour force participation rate in the population aged 15-64 will
rise to 77 per cent by 2025 with the extension of work careers by around one year as people
stay on longer in work and with the unemployment rate falling at the same time to 6.5 per
cent. Indeed, the rise in labour participation rates and the fall in the unemployment rate
will offset the decline in the number of people of working age, and it is projected that the
number of people in employment will increase moderately in 2012-2060. Economic growth
is expected to average 1.6 per cent in 2012-2060. The real rate of interest on public debt is
assumed tobe 3 per cent and the real return on investment 3.5 per cent from 2020 onwards.

The sustainability scenario takes into account growth of age-related expenditure and a
decline in interest income relative to GDP in the examination period and the general gov-
ernment financial position in the calculation base year, 2017. Growth of age-related expend-
iture due to population ageing threatens to drive the funding of public finances onto an
unsustainable path in the long term. The long-term sustainability gap in public finances is
projected to be 4.2 per cent of GDP. The sustainability gap describes the need for adjust-
ment in public finances by the base year 2017 in order for government to be in the posi-
tion to fulfil its obligations in the long term and prevent public debt from spiralling into
an unsustainable position.

Age-related expenditure to GDP is projected to grow by 3.6 per cent in 2010-2030. By
2060, the figure will increase overall by 4.3 per cent of GDP. This increase is slightly lower
than the Ministry of Finance forecast one year ago, because Statistics Finland’s new popula-
tion projection predicts a slower increase in life expectancy than earlier. Furthermore, pen-
sion expenditure has been calculated using arevised method, which lowers the estimate for
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national pension expenditure growth. Itisexpected that pension expenditure will increase
by 2.2 per cent of GDP by 2030, and then begin to fall slightly. Pension expenditure is driven
by the increase in earnings-related pension costs. It is thought that the ratio of national
pension expenditure to GDP will slowly edge down throughout the examination period.

The ratio of health care expenditure to GDP is expected to increase by just over 1 per
cent by 2060. Health care expenditure is calculated on the assumption that spending is
moving towards older age groups with advancing life expectancy. The ratio of health care
expenditure to GDP isincreased not only by on-going changes in the population age struc-
ture, but also by increasing earnings. The expenditure is indexed to per capita GDP growth.
Rising standards of living increase expenditure by a coefficient of 1.1 for the calculation
base year. By the end of the calculation period, the coefficient decreases to one. The coeffi-
cient incorporates the assumption that health care demand increases with a rising general
income level and that prices outpace the general inflation rate when new and more expen-
sive technology is put to use in health care and the wages of health care staff increase in
line with national wage developments. It is assumed that public service productivity will
remain at its base year level.

Expenditure profiles for long-term care in different age groups will shift with advancing
life expectancy in the same way as in health care in general. Long-term care expenditure
is fixed to the rise in national earnings levels because the bulk of care expenditure comes
from personnel costs. Long-term care expenditure is concentrated in the population aged
80 and over, whose numbers are forecast to almost triple by 2060. Indeed, by 2060 the ratio
of long-term care expenditure to GDP will increase by 2 per cent.

It is projected that education expenditure will remain highly stable over the coming
decades, because no major changes are anticipated in the size of younger age groups. It is
expected that unemployment expenditure will fall slightly by 2025, as the unemployment
rate is expected to fall from the current figure of around 8 per cent to 6.5 per cent.

The general government financial position for the base year of the scenario is weaker
than indicated in the sustainability estimate published in the spring 2012 programme. On
the other hand, the estimate for age-related expenditure growth is lower than one year
earlier. These changes are due to the revised population projection, revisions to the way
national pensions are calculated, and to the one year shift in the base year. The estimated
effect of reduced property income on the sustainability gap is also lower than one year ago.

Table 7a. Sustainability estimate in 2012 and 2013

2012 2013

Debt servicing expenditure 07 0.8

Primary balance 2.3 -0.8

Property income 21 1.8

hge-related expenditure 30 15

52 sustainability gap 35 4.2
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The sustainability calculation is effectively a scenario exercise that is based on very long-
range assumptions and that therefore is subject to considerable uncertainty. Even small
changes in the calculation assumptions may result in considerable differences in the sus-
tainability estimate. If the interest rate assumptions for investments were lowered by 0.5
percentage points, the sustainability gap would widen by 0.5 percentage points. Similarly,
if the assumed interest rate for central government debt were lowered by 0.5 percentage
points, the sustainability gap would shrink by 0.2 percentage points. An increase of 0.25
percentage points in the assumed productivity of public services would in turn reduce the
sustainability gap by 0.7 percentage points. On the other hand, an increase of 0.25 percent-
age points in general productivity would reduce the sustainability gap by no more than 0.3
percentage points, as increasing productivity would drive up wages and therefore the costs
of public services. A 0.5 percentage point fall in the structural unemployment rate would
reduce the sustainability gap by 0.15 percentage points if the lowered unemployment rate
were translated into an equivalent increase in the employment rate.

Despite the uncertainties in the calculation, the estimate for the sustainability gap indi-
cates the general direction in which public finances are heading, assuming no measures are
taken tobalance general government finances. If adjustment is postponed, expenditure will
be driven even higher with increasing public debt and interest expenses.

Yet another reason underscoring the importance of a front-loaded approach to balanc-
ing general government revenue and expenditure in the longer term is the need to maintain
intergenerational equity in the delivery of basic services to citizens.

5.3  Pension fund assets

Finland’s earnings-related pension system is a partially prefunded, defined-benefit sys-
tem in which the benefits are determined according to length of employment history and
the level of earnings. The prefunding is collective and it does not affect the level of the
pension, rather it is intended to even out the pension contributions between generations.
Within the national accounting framework, the pension funds of the private sector, cen-
tral government and local government are included in public social security funds.

The consolidated market value of the pension funds was EUR 149.6 billion at the end of
2012. The market value of pension fund assets declined in 2011 as the European debt crisis
exerted downward pressure on share prices. The recovery of the share markets and a rise
in the value of bonds as interest rates fall have boosted the market value of pension funds.
Investment capital is also increased by the earnings-related pension providers’ surplus,
which is invested in the capital markets.
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Table 7b: Long-term sustainability of public finances (2010-2060), % of GDP

2010 2017 2020 2030 2060 2060-
2010
change
Y% of GDP
Total expenditure 05,5 56,0 56,6 58,1 589 3,4
of whichage-relatedand unernployment
expenditure 28,0 9.5 30,0 3,6 32,3 43
Pensions 12,2 13,6 14.0 14,5 135 1,2
Earnings-related pensions 10,9 12,4 12,8 13,4 12,7 18
Other pensions 14 1,2 1.2 11 0.8 -0,5
Health care 57 5,9 6,0 6,4 Al 13
Long-term care 2,2 2.4 2.6 3,7 43 1
Education 59 58 59 6,1 6,1 02
Unemployment 19 1.7 16 14 14 -0,4
Interest expenditure 14 16 20 4,7 12,7 .3
Total revenue 52 54,9 557 55,2 544 1.4
of which; property income 37 4.2 50 4.5 17 0.0
Net lending*) <28 -09 -,0 5.2 -15,2 -12,5
of which: transferto pensionfunds 30 1.8 20 1.0 1,5 1.5
Gross debt 4868 55,9 61,4 LFAl 2617 2131
Qross assets 124 10,0 1274 LIFAl 100,54 23,4
ofwhich Pensionfunds assets 7 82,0 82,1 78,6 734 5.6

# Cyclically adjusted balanceas of 2017
Source: finistry of Socia| Affairsand Health, Ministryf Fina nce,

Assum ptions, %

2017 2020 2030 2060
Labour productivity growth 14 15 1,5 15
Real GDP growth 16 1.8 1,5 16
Participation rate
mal es {20- &) 82,3 82,7 43,7 B35
fermales {2 0-64) 779 784 7.8 798
total {20-64) 80,1 80,6 81,8 81,7
Unemployment rate 18 74 6,5 6,5
Population aged over 65 % of total population 1,2 124 5,5 28,1
Inflation 20 20 0 20
Real interest rate 3,0 3,0 3,0 30
Real return of pension funds, % 3,5 3,5 3,5 35
Met imrnigration, persons 17000 17000 17000 17000
Fertility 184 1,84 184 1,84

Source: finistry of Social Affairsand Health, Statistics Finland, Ministry of Finance.
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Table 8. Financial assets (market value) of the earnings-related pension institutions

(sector 13141), EUR million

2005 2006 2007 2008 2009 2010 2011

A Non-consolidat ed assets
AF21 Currency 0 0 0 13 12 12 12
AF22 Transferable deposits 530 968 1010 100 1383 1891 7182
AF29 Other deposits 244 199 i 175 438 198 525
AF237 Short-te rm bills 87 1746 4523 5078 4043 2356 6086
AF332 Long-term bonds 43084 42507 38255 18181 10524 4303 134
AF34 Derivatives, net 43 1264 1699 it -0 149 EE
AFS11 Quoted shares 21767 773 26444 12300 21258 28263 20819
AFS2 M utual fund shares 16543 25195 12579 13436 21552 42027 40279
TOTAL &5097 96652 104530 B0945 98425 110489 108470
% of G0P 541 58,3 58,1 438 570 1,8 L72
B. Liabilities of general government (Sector 13)to pension funds
AF337 Short-term bills 42 Kl m 80 85 43 256
AF332 Long-term bonds 44 1994 3305 3030 2541 2307 7T
TOTAL Whe 3072 3416 3110 626 410 3093
% of 0P 25 19 19 1.7 1.5 13 2]
(. Consolidated li quid assets (=A-B))
AF21 Currency 0 0 0 13 12 12 12
AF22 Transferable deposits 530 968 1010 100 1388 1891 2182
AF29 Other deposits 244 199 Fi] 175 43 198 524
AF337 Short-term bills 37 1670 4412 4995 2053 13 5830
AF332 Long-term bonds 29240 2517 3405]) 35751 78 12028 13807
AF34 Derivatives, net 43 1264 1699 it -0 149 EE
AFS11 Quoted shares 21767 773 26444 12300 21258 25263 20819
AFS2 Mutual fund shares 16543 25795 32519 13436 21852 42027 40279
TOTAL nm 93580 101114 7S 95799 108079 04477
% of G0P 516 565 56,2 41,9 55,6 60,4 55,1
D. Total assts of pension funds*"
Hon-consolidated total assets 99997 Nza97 122869 103990 122987 137565 135168
% of G0P 03,5 3,10 a3 56,0 74 789 713
Consolidatedtetal assets 95360 108890 118244 99520 119334 124192 10222
% of GOP al6 65,7 65,8 536 69,3 751 68,7
*Derivatives, net
Source: Statistics Finland: Financial statistics,
In conjund ionwith a statistics reform in 2010, the State Pension Fund was trnsferredtothe earnings-related pensions sectar
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6 Quality of public finances

6.1  Government policy

The Government’s aim is to strengthen the financial basis for the welfare society without
undermining the sustainability of public finances. In its mid-term policy review session
on 28 February 2013, the Government reviewed the implementation of the Government
Programme and the situation with respect to Finland’s economy. The Government made
policy decisions aimed at improving conditions for ahigher employment rate, more inten-
sive job creation, faster economic growth and better balance of public finances. The Gov-
ernment’s mid-term policy review session and the government spending limits discussion
on 21 March 2013 together form the mid-term review of the Government Programme.

The Government emphasises the importance of economic growth and new jobs as the
solution to the challenges facing public finances. The Government will lower the corporate
income tax by 4.5 percentage points to 20 per cent. The objective is to boost growth poten-
tial, accelerate investment, create jobs and consolidate businesses’ salary pay ment capacity.
The focus of taxation will shift from taxation of income to taxation of distributed profits.

The Government is committed to raising the retirement age expectancy of 25 year-
olds to at least 62.4 years by 2025. In cooperation with social partners, the Government is
committed to the substantive preparation of pension reform on the basis of studies to be
conducted, such that the reform comes legally into force on 1 January 2017 at the latest. In
addition, the Government will explore other structural measures to extend working careers
and increase employment. A particular effort will be made to remove incentive traps and to
make the acceptance of work more rewarding. In spring 2012, social partners proposed in
the working careers agreement that the maximum amount of earnings-related unemploy-
ment allowance be limited and that incentives for moving into work be increased. Reforms
relating to these issues will come into force in 2013.

A reform of the structure of local government will boost the productivity of local gov-
ernment finances and improve the sustainability of public finances. The goal of a reform
of the social and health care service structure is a social and health care service structure
based on economically robust municipalities. In the same context, the social and health
care funding system will be reformed to ensure that it supports use of services according to
need, prevents partial optimisation and encourage municipalities to increase cost-efficiency
and effectiveness. In addition, the Government is promoting the creation of a nationwide
and integrated information system for health care.
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Central government productivity will be improved by an effectiveness and productivity
programme. The aim of the programme is to reform central government tasks, processes,
services and structures.

The Stability Programme is consistent with Finland’s Europe 2020 Strategy, which is
published at the same time. All of the reforms presented in the Europe 2020 Strategy are
in accordance with the spending limits and have therefore been taken into account in the
baseline scenario of the Stability Programme.

6.2  General government revenue and taxation

General government tax revenue decreased during the recession in 2009, but picked up
again as economic growth recovered. Now growth has slowed again. The Finnish economy
is suffering from a prolonged period of slow growth, which is also reflected in the devel-
opment of tax revenues. A slowdown in the growth of the tax base, with business profits,
private consumption, capital gains and labour income all slowing, is reflected in slower
tax revenue growth.

Due to the subdued economic conditions, general government tax revenue grew slowly in
2012. Tax revenue growth was 3 per cent. Central government tax revenue growth was over 2
per cent. Atthe beginning of last year, a number of changes were made to tax bases that both
increased and decreased tax revenue, but their net effect on tax revenue was rather limited.

Local government tax revenue also grew slowly in 2012. Local government tax revenue
consists of earned income tax, a share of corporate income tax, and real-estate tax. The
municipalities’ corporate income tax share was temporarily increased as a stimulus meas-
ure for 2009-2011. The Government has decided to distribute to municipalities an increased
share of corporate income tax revenue also in 2012-2015. The increase has been reduced to
half of its previous level, however. The average municipal income tax rate rose by around
0.1 percentage points in 2012

In 2013 economic grow th will continue to remain sluggish, providing little support for
an acceleration of tax revenue. The tax base changes that took effect from the beginning of
the year will contribute to driving tax revenue growth. The most significant of these changes
is the one percentage point increase of VAT rates across the board. The introduction of the
YLE tax from the beginning of 2013 will also increase tax revenue. As part of the reform
of Finnish Broadcasting Company (YLE) funding, central government expenditure will
also increase, so the tax will not strengthen the general government financial position. The
introduction of abank tax at the beginning of this year will also increase tax revenue. It is
estimated that discretionary tax measures will increase net tax revenue by more than EUR
1.5 billion in 2013. This year, general government tax revenue is expected to grow faster
than the previous year.

A recovery of economic activity will boost tax revenue growth next year. In 2014-2017
tax revenue is projected to growth by an average 4 per cent per year.
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The tax rate, i.e. the ratio of taxes and social insurance contributions collected by general
government to total output, has been relatively stable in recent years. In 2012 the tax rate
was 43.5 per cent. This year the rate will rise due to increased taxes. The taxrate is expected
to average 44.4 per cent in 2014-2017. The introduction of the YLE tax will push up the tax
rate and the expenditure rate by around 0.3 percentage points.

In recent years, Government measures aimed at increasing tax revenue have focused
mainly on indirect taxes. The most significant sources of indirect tax revenue are value-
added tax, the car tax and energy taxes. The most significant changes to tax bases in terms
of revenue impact have been made to energy taxes and VAT. In accordance with the Govern-
ment Programme, fuel taxes were increased for the first time in 2012 and will be increased
again in 2014. In addition, a windfall tax will be introduced. The excise duties on alcohol,
tobacco, sweets and soft drinks have also been increased and they will be increased again
in 2014 and 2015.

In recent years, income tax base have been adjusted annually to ensure that tax bur-
den on labour does not increase as a result of rising consumer prices and higher earnings.
Income taxbase were not adjusted, however, in 2013-2014. The corporate income tax rate was
reduced to 24.5 per cent in 2012. At the beginning of 2014, business taxation will undergo
a major overhaul. The corporate income tax rate will be lowered to 20 per cent and certain
business subsidies and tax deductions will be discontinued. At the same time, taxation of
capital income and dividends taken out of companies will be increased.

The substantial sustainability gap in general government finances will heighten pressure
to increase taxation further in the programme period. The tightening of local government
finances will increase pressure to implement substantial increases in municipal tax rates.

Just over half of general government property income accrues to earnings-related pen-
sion providers, the remainder to central government and municipalities. General govern-
ment property income relative to GDP will start to rise next year. Earnings-related pension
assets increased during 2012 by EUR 13.3 billion euros. The earnings-related pension funds’
investment portfolio had a market value of EUR 149.6 billion at the end of the year. The
investment portfolio of the funds may change for two reasons. The earnings-related pension
funds’ surplus and arise in the price of investments increase the funds’ investment portfo-
lio. A fall in the price of investments, on the other hand, decreases the investment portfolio.

6.3 General government expenditure

The expenditure ratio, i.e. the ratio of general government expenditure to GDP, rose in
2009 to over 55 per cent, and it is also expected to remain at this higher level throughout
the programme period. Last year and this year, the expenditure ratio will be increased
particularly by the slow growth of the GDP value. Public expenditure (and revenue) will
rise 0.3 percentage points in 2013 relative to GDP due to the introduction of the YLE tax.
Finland’s expenditure ratio is one the highest of the EU countries.
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In the medium term, public spending is projected to grow alittle more slowly than GDP,
as adjustment measures directed at expenditure curb growth in spending. Population age-
ing will determine to a large extent the development of expenditure structure in the com-
ing years. Only the ratios of social and health care expenditure to GDP and total spending
will grow. Examined by government function (COFOG 1), more than 40 per cent of general
government total consolidated expenditure is directly at social expenditure, while over 10
per cent is directed at health care, education and general public services.

Interest expenditure has remained fairly moderate due to the low level of interest rates
and Finland’s good credit rating, even though central government debt has risen substan-
tially four years running and local government debt has also continued to grow. Interest
expenditure will inevitably grow as the level of interest rates rises, but in the medium term
interest expenditure will still remain relatively low, at 1% per cent of GDP.

Central government adjustment measures and the municipalities’ tight financial situa-
tion will restrict growth of public spending in the programme period. The general govern-
ment expenditure trend has been estimated on the basis of prevailing policy guidelines.
Central government budget expenditure will not grow at all in real terms.

Local government finances are expected to remain tight in the next few years. The
spending estimate for the municipal sector is based on the present level of obligations. The
estimate includes annual volume growth of around one per cent, which corresponds to
growth of demand for services arising from ageing. Nominally, local government expendi-
ture is expected to grow at an annual rate of 3% per cent. The pension expenditure growth
rate will slow in the next few years as most of the baby boom generation will have already
retired within a few years.

Table 9. General government expenditure by function

COFOG- 201 2017
code % of GDP
1. General publicservices 1 73 71
2. Defence 2 1.5 14
3. Publicorder and safety 3 1.5 1.5
4, Economic affairs 4 4.8 4.8
5. Environmental protection 5 02 0.2
6. Howsing and community amenities f 0.6 0.5
7. Health 7 7.8 8.2
8. Recreation, culture andreligion 8 12 1.2
9, Education 9 6.4 6.4
10, Sodial protection 10 237 49
11. Total expenditure (=itern 7=24 inTable 2) TE 55.0 56,2
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7 National fiscal procedures and
institutions

The central government spending limits are the most important fiscal policy steering
instrument in Finland. The Government, which took office in May 2011, made the com-
mitment in its Government Programme to follow the spending rule it sets as well as the
first spending limits decision based on it, which was issued on 5 October 2011. In the first
spending limits decision of the parliamentary term, decisions were made in respect of
additional expenditure and expenditure cuts for spending included within the spending
limits, such that the level of spending limits expenditure will fall in real terms by EUR
1.2 billion in 2015 compared with the technical spending limits decision of March 2011.

The Government’s second spending limits decision on 4 April 2012 included new sub-
stantial adjustment measures to revitalise central government finances. It was decided to
make additional savings in expenditure included within the spending limits of around EUR
1.2billion at the level of the year 2015. Due to the decided additional adjustment measures,
the overall spending limits level for the parliamentary term and the annual spending limits
levels were revised downwards in line with the savings. The parliamentary term spending
limits level was lowered during the parliamentary term for the first time in the history of
the spending limits system in its current form. Spending limits can be revised downwards,
but not upwards, during the parliamentary term without this undermining the credibil-
ity of the spending limits system. The Government’s third spending limits decision on
27 March 2013 included new savings, and the spending limits levels were again revised
downwards accordingly.

The spending rule sets a maximum level for most, around 80 per cent, of budget expend-
iture. Central government budget expenditure outside the spending rule consists mainly
of expenditure items that vary according to the economic cycle and automatic stabilis-
ers, which are included, however, within the spending limits in terms of the expenditure
effects of changes made to their criteria In addition, interest payable on central govern-
ment debt, value-added tax expenditure, financial investment expenditure and expendi-
ture corresponding to technically transmitted payments, for example, also remain outside
the spending limits.
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In accordance with the Government Programme, if annual proceeds from the sale of
shares exceed EUR 400 million, a maximum of EUR 150 million of the excess can be used
for one-off infrastructure and skills investments to support sustainable growth. Proceeds
accruing to central government from the auction of emissions rights can be used without
reference to the spending limits for one-off expenditure on climate measures and develop-
ment cooperation.

An annual provision of EUR 200 million is made in the spending limits for supple-
mentary budgets. If the level of expenditure falls below that specified in the spending lim-
its after supplementary budgets, the difference, to amaximum of EUR 200 million, may be
used for one-off expenditure in the following year without reference to the spending limits.

If economic growth proves to be faster than forecast, the increased revenue and lower
expenditure as a result of growth will be used primarily to reduce central government
indebted ness. If, before 2015, central government debt as a proportion of GDP begins to
fall significantly, amaximum of 30 per cent of the improved fiscal position can be used for
expenditure increases in line with the Government’s strategic goals.

The spending limits procedure has remained broadly the same since 2003. It has proved
in practice tobe a very effective system. Revenue accrued in good times has not caused per-
manent increases in expenditure and, moreover, in bad times the spending limits have not
prevented grow th of expenditure related to unemployment.

The Government Programme states that the Government will not use tax subsidies to cir-
cumvent the spending limits in any way that clashes with the purpose of the spending rule.
The spending limits are neutral with regard to changes between tax subsidies and expendi-
ture of equal magnitude. The spending limits do not restrict re-budgeting of expenditure,
changes to the timing of expenditure items nor, during the parliamentary term, refunds
or compensation of revenue that have proved to be unjustifiably large.

In addition to the central government spending limits, the Government Programme
states that the Government is committed to implementing further adjustment measures if
there are signs that the central government debt-to- GDP ratio is not falling and indications
that the central government deficit has settled above 1 per cent of GDP. Adjustment measures
decided by the Government directed at central government revenue and expenditure will be
sufficient to reduce the centralgovernment debt ratio given the forecast of economic growth.

The basic public services programme is a key instrument in the steering of local gov-
ernment. In its programme, the Government stated that it confirms the long-term nature,
binding eftect and steering role of the basic public services programme.

The exceptionally wide responsibility of Finland’s local government finances for the
provision and funding of services makes local government finances a significant factor for
the national economy as a whole. A provision on the basic public services programme in
Section 8a of the Local Government Act that requires the preparation of measures to bal-
ance of revenue and expenditure is not currently being implemented. In addition, the weak
link to the regulation and financial planning of central government finances has made the
steering impact of the basic public services programme ineffectual.
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Through the increased economic policy coordination of the EU, local government
finances have become a more important part of national economic policy. Overall steer-
ing of public finances is being stepped up in the EU countries, and this also requires more
effective macroeconomic steering of local government finances in Finland. In addition, it
is necessary to amend provisions of the Local Government Act relating to the finances of
individual municipalities. The central government spending limits system and the current
steering of local government finances are not alone adequate to meet the challenges relating
to consolidating and safeguarding the sustainability of public finances. In future, a more
binding steering model will be needed as well as the strengthening of the basic public ser-
vices programme procedure in both central government decision-making and in the opera-
tional and financial steering of local government. In connection with the mid-term review
of the Government Programme, the Government decided to start developing the macro-
economic steering of municipalities by establishing a working group to prepare a compre-
hensive reform of the Local Government Act, areform of the system of central government
transfers to local government and, together with the preparation of fiscal policy statutes,
jointly agreed measures to strengthen the basic public services programme procedure and
develop a new spending limits review of local government finances.

The Treaty on Stability, Coordination and Governance in the Economic and Monetary
Union, as well as the Act on requirements relating to multi-annual budgetary frameworks
came into force on 1 January 2013. Both the Treaty and the Act require an independent
body to oversee compliance with the fiscal policy rules laid down in them.

The National Audit Office will act as the assessment and supervision body, operation-
ally independent of the Member States’ conduct of fiscal policy, referred toin the Treaty and
the Budgetary Framework Directive. The fiscal policy auditing carried outby the National
Audit Office has to date monitored the adherence to and effectiveness of the central govern-
ment spending limits and the fiscal policy rule contained within them. In future, as part
of the monitoring of central government finances, the National Audit Office will monitor
that the Actand the national fiscal policy rules and objectives relating to public finances
set by virtue of it have been adhered to.
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