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To Parliament

The National Audit Office monitors and evaluates fiscal policy in its
role as an independent national fiscal policy evaluation body under
the Stability Pact (Fiscal Compact) and within the meaning of Eu-
ropean Union law. Provisions on the evaluation task are laid down
in the Act on the National Audit Office of Finland (676/2000) and
the Act on the Implementation and Application of the Provisions
Governed by the Treaty on Stability, Coordination and Govern-
ance in the Economic and Monetary Union and on Requirements
Concerning Multiannual Budgetary Frameworks (869/2012, the
“Fiscal Policy Act”).

Fiscal policy evaluation comprises the assessment of the set-
ting and implementation of the fiscal policy rules steering the fis-
cal policy. It covers monitoring of the compliance with the Medi-
um-Term Objective (MTO) and the related correction mechanism,
monitoring of the preparation and implementation of the General
Government Fiscal Plan and monitoring of compliance with the
Stability and Growth Pact. It also covers the assessment of wheth-
er the macroeconomic forecasts influencing fiscal policy decisions
are realistic as well as the ex-post assessment of the reliability of
the forecasts in the manner laid down in the Government Decree
on the General Government Fiscal Plan (120/2014, as amended by
decree 601/2017)". By evaluating the fiscal policy, the National Au-
dit Office promotes transparency and intelligibility of regulations
as well as stable and sustainable general government finances.

Under section 6 of the Act on the National Audit Office of Fin-
land, the National Audit Office hereby presents Parliament with
this separate report on its fiscal policy evaluation for the 2017 par-
liamentary session.

Helsinki, 14 December 2017

Tytti Yli-Viikari
Auditor General

Marko Minnikko
Deputy Auditor General






This fiscal policy evaluation report includes a preliminary assessment
on compliance with fiscal policy rules and the achievement of the Gov-
ernment’s goals in 2017 and 2018. It also covers the overall steering of
general government finances, the fiscal policy framework, compliance
with general government spending limits and adherence to the Stabili-
ty and Growth Pact.

According to the assessment of the National Audit Office, the gener-
al government fiscal position will not improve during the current par-
liamentary term in the manner envisaged by the Government, despite
accelarated economic growth. According to the calculations based on
the Ministry of Finance forecast, general government structural bal-
ance, from which the impact of the cyclical component on the fiscal po-
sition has been eliminated, will weaken in 2017 and 2018. Furthermore,
the nominal fiscal position will not achieve the balance target during the
current parliamentary term due to slower-than-envisaged improvement
of general government finances.

The 2017 supplementary budgets comply with the spending limits
rule. The 2018 budget proposal contains an exception to the spending
limits rule, which concerns transfer of the funding of the Finnish Broad-
casting Company outside the spending limits. In the view of the Nation-
al Audit Office, the transfer will weaken the credibility of the spending
limits system. Incorporating the appropriation of EUR 18.6 billion ear-
marked for county financing in the general government spending lim-
its will present challenges to the compliance with the spending limits in
2019, the last year of the current parliamentary term, and, consequently,
with the overall spending limits for the parliamentary term.

According to the preliminary estimates, Finland will be in compli-
ance with the preventive arm and the corrective arm of the Stability and
Growth Pact in 2017. When consideration is given to the flexibility fac-
tors granted by the European Commission, Finland will also be in com-
pliance with the two arms in 2018. According to the forecast produced
by the Ministry of Finance, the change in the structural balance in 2018
will be about 0.2 percentage points smaller than what is required, even
when consideration is given to the flexibility factors.

The National Audit Office deems the Government’s objectives to re-
duce the sustainability gap through structural reforms important. The
health and social services reform offers an important opportunity to pro-
mote this goal. However, the effects on the sustainability gap of the Gov-
ernment proposals in spring 2017 regarding the health, social services
and regional government reform were very vague. Further preparation
of the reforms also enables making effective decisions in terms of gen-
eral government finances. In August 2017, the Government decided to
start the preparation of a family leave reform and a business subsidy re-
form, which can be considered well-justified measures to improve em-
ployment and productivity.
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1 Fiscal policy objectives and
their achievement

The National Audit Office has assessed the achievement of the Gov-
ernment’s fiscal policy targets and compliance with the Govern-
ment spending limits, as well as carried out a preliminary assess-
ment on compliance with the Stability and Growth Pactin 2017 and
2018. In this report, the National Audit Office assesses the achieve-
ment of the objectives based on the autumn 2017 forecast by the
Ministry of Finance, the preliminary budget proposal and the 2018
draft budgetary plan.

1.1 Summary of the findings

After a period of slow economic growth, the Finnish economy has
started to grow. In 2016, the economy grew by 1.9%, and the Minis-
try of Finance is forecasting a growth of around 2.9% for 2017. The
forecast for 2018 is growth of 2.1%. The forecasts became clearly
more positive in 2017, as the forecasts in autumn 2016 still antic-
ipated a growth of some one per cent throughout the parliamen-
tary term.

General government finances have substantially improved in
2017 due to the recovery of the economy. According to the national
accounts, the general government deficit is projected to reduce to
1.2% in relation to GDP. The improvement in the general govern-
ment fiscal position is particularly due to higher-than-anticipated
growth in tax revenue. Despite the improved economic growth, the
general government fiscal position will not improve enough for the
binding budgetary targets of the Government to be reached. Of the
subsectors of general government, general government finances,
in particular, will remain below the budgetary target.

According to the preliminary assessment, the medium-term ob-
jective set by the Government, structural balance of at least -0.5%
in relation to GDP, will not be achieved during the current parlia-
mentary term either.

The 2017 supplementary budgets are within the general gov-
ernment spending limits. The 2018 budget proposal includes an
exception to the spending limits rule: the appropriation for the
State Television and Radio Fund will be transferred outside the
spending limits.



1.2 Compliance with national fiscal
policy rules

The Government is not expected to reach the target it
has set for the general government fiscal position

A fiscal deficit, rapid growth of debt and a medium-term sustain-
ability risk were the problems faced by the general government fi-
nances at the start of the parliamentary term. Under its programme,
the Government set as its targets to level off public indebtedness
and to cover the sustainability gap of EUR 10 billion through spend-
ing cuts, measures supporting growth and structural reforms.

The Government is committed to the medium-term target
which is based on structural balance terms. The target confirmed
by the Government in autumn 2016 is to achieve a structural bal-
ance of at least -0.5% in relation to GDP by the end of the current
parliamentary term in 2019. The medium-term target is part of
the common coordination of fiscal policy in the EU, and also part
of the national legislation, as it is included in the Fiscal Policy Act.

In the first General Government Fiscal Plan for the parliamen-
tary term 2015-2018, the Government laid out binding budgetary
targets for general government subsectors. These targets are de-
fined in accordance with the net lending (difference between rev-
enue and expenditure) recorded in the national accounts. Accord-
ing to the targets, an overall balance in general government revenue
and expenditure should be achieved by 2019. According to the plan,
the deficit of central and local government finances should be 0.5
per cent of the GDP. Employment pension funds should show a
surplus of one per cent in relation to GDP, and other social securi-
ty funds should be in balance in overall terms. These targets were
confirmed in the General Government Fiscal Plan for 2018-2021
that was prepared as a result of the Government’s mid-term review.

In addition to the targets set for 2019, the spring 2017 Gener-
al Government Fiscal Plan presented multi-annual nominal tar-
get paths for the general government subsectors. The target paths
were set in such a manner that their achievement would ensure
achievement of the level of structural balance laid down in the me-
dium-term objective.



Even though the status of general government finances has im-
proved in stages during the parliamentary term, the set target for
general government balance will not be achieved during this par-
liamentary term or the forecast period following it. In 2017, the
general government deficit that is in accordance with net lending
is expected to reduce by approximately EUR 1.2 billion compared
to the 2016 level, to approximately -1.2% in relation to GDP in 2017.
According to the forecast produced by the Ministry of Finance, the
general government balance will reduce to approximately -1.4% in
2018. Of the subsectors of general government, general government
finances, in particular, will show a deficit.

The structural balance of public finances is expected to be -0.8%
inrelation to GDP in 2017. Thus, the structural balance will remain
0.3 percentage points below the objective confirmed by the Gov-
ernment. According to the forecast, the structural balance will con-
tinue to weaken in 2018 to approximately -1.3% in relation to GDP.
According to the forecast, the structural balance will not improve
in 2019, which means that the Government will not reach its me-
dium-term objective during this parliamentary term.

The improvement in the nominal fiscal position mentioned
above has not influenced the structural balance, as the structural
balance has weakened particularly due to the improved economic
situation. Fig. 1 presents the development of the nominal balance
according to the forecast produced by the Ministry of Finance and
development of the structural balance in relation to the targets set
by the Government.
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Figure 1: Nominal balance and structural balance of general government
finances in 2015-2021. Source: Statistics Finland and Ministry of Finance

The Government will remain
below its targets for both
nominal fiscal position

and structural balance



Estimate on the state of general government finances
has rapidly improved

Finland’s general government finances have substantially improved
in 2017. In spring 2017, the Ministry of Finance forecasted that the
general government balance would be approximately -2.3% in re-
lation to GDP in 2017, but the estimate of the structural balance in
the forecast given in the autumn was reduced by around EUR 2.5
billion from the forecast given in the spring. The improved struc-
tural balance estimate is due to the improved economic situation
and resulting higher-than-anticipated growth in tax revenue. The
tax revenue in 2017 is some EUR 2.4 billion higher than anticipat-
ed in the spring 2017 forecast. Direct taxes, in particular, increased
from 2016. The estimate of the general government expenditure
in 2017 is only around EUR 100 million lower than forecasted in
spring 2017.

The general government fiscal position will greatly improve in
2017 due to the increased tax revenue, even though the Govern-
ment’s fiscal policy is mostly expansionary. The Competitiveness
Pact will improve the general government finances by around EUR
1.2 billion. This estimate includes improvements caused by social
security contributions and changes to the tax basis, as well as sav-
ings introduced by holiday bonus cuts and longer working hours.

According to the forecast produced by the Ministry of Finance,
the general government balance will reduce to approximately -1.4%
in 2018. The weakening of the general government fiscal position is
the result of the weakened fiscal position of the local government
and social security funds.

Fiscal position of the state will remain below the set
goal

The central government finances are still showing a clear deficit.
According to the national accounts, net lending, which describes
the difference between revenue and expenditure, was EUR -5.8 bil-
lion or approximately -2.7% in relation to GDP in 2016. Accord-
ing to the forecast produced by the Ministry of Finance, the defi-
cit will be reduced by around 700 million euros in 2017 and further
by around EUR 500 million in 2018. The deficit has reduced due
to the favourable economic situation. State revenue has increased
due to the higher than anticipated tax revenue and the stable de-
velopment of expenditure.



% in relation
to GDP

2015 2016 2017 2018 2019 2020 2021
0.0

y —
15 / /\
-2.0 /

em»  (Central government, Ministry of Finance forecast
e=s Development in line with the target path
@  Sector target for central government

Figure 2: Central government fiscal position according to the forecast by
the Ministry of Finance and according to the target path of the Govern-

ment, as well as the general government goal for 2019

Even though the forecast produced by the Ministry of Finance
anticipates that the deficit according to the national accounts will
reduce, the target level of -0.5% set by the Government will not be
reached; instead, the deficit will remain at approximately -1.4%
in relation to GDP in 2019. Fig. 2 presents the central government
fiscal position according to the independent forecast by the Min-
istry of Finance and the target path set by the Government. The
figure shows that the central government fiscal position is devel-
oping better than the target path in 2017. Even though the deficit
will continue to reduce during the forecast period, it will not re-
duce enough for the target path level to be reached. Therefore, the
central government fiscal position will not reach the target level of
-0.5% in relation to GDP in 2019.

The state budget will also show a deficit in 2018. Immediate
adjustment measures for the central government fiscal position
are included in the central government spending limits and the
2018 budget proposal. The Government’s 2018 budget proposal
proposes a reduction on the taxation of earned income by a total
of around EUR 470 million. Part of the tax relief will be realised
with a tax scale index adjustment and part with income taxation
reliefs. According to the budget proposal, the state budget deficit
will be some EUR 3 billion in 2018.

Central goverment finances,
in particular, will remain
below the set goal
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Development of local government finances will be
better than the target path

The deficit of local government finances has somewhat reduced in
2016 and 2017. Furthermore, local government finances benefited
from the higher-than-anticipated growth in tax revenue, and the
deficit was further reduced by the holiday bonus cuts included in
the Competitiveness Pact.

The deficit of local government finances is expected to grow to
some extent in 2018, however. According to the forecast produced
by the Ministry of Finance, the fiscal position of local government
finances will weaken by around 0.2 percentage points in 2018. The
estimate on the deficit of local government finances will be revised
as municipalities’ own actions are specified, however.

According to the autumn 2017 forecast, development of the lo-
cal government fiscal balance will be somewhat more favourable
than the set target path in spring 2017, as described in Fig. 3. De-
spite a weakening of the fiscal position in 2018, local government
finances are expected to reach the set target level in 2019.
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Figure 3: Local government fiscal position according to the forecast by the
Ministry of Finance and according to the target path of the Government,
as well as the local government goal for 2019

The status of local government finances will continue to im-
prove at the end of the forecast period, partially due to the fact
that the responsibility for providing social and health care servic-
es will be transferred from municipalities to the eighteen provinc-
es to be established in 2020.



Surplus of social security funds has reduced

The surplus of social security funds has reduced during this par-
liamentary term. The reduction in surplus is due to a reduction
in the surplus of employment pension institutions as the result of
an increase in pension expenditure and the low interest rate level
that reduces the revenue. According to the forecast produced by
the Ministry of Finance, the surplus of social security funds will
be reduced from 1.3% to approximately 0.8% in 2019. Even though
the surplus of social security funds will reduce slower than the set
target path, they will still remain below the set surplus goal of 1%
in 2019. The development of the fiscal position of social security
funds in relation to the set target path is presented in Fig. 4.
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Figure 4: Social security funds’ fiscal position according to the forecast by
the Ministry of Finance and according to the target path of the Govern-
ment, as well as the goal for social security funds in 2019

Even though the social security funds’ surplus has reduced,
one should note that the financial assets of employment pension
funds, which form a key part of the social security funds, have ex-
perienced brisk growth lately. The financial assets of the employ-
ment pension funds increased by almost 9% or by some EUR 16 bil-
lion from the end of 2015 to the middle of 2017.
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General government debt ratio started to decline

General government debt increased by 2.8 billion euros in 2016 to
a total of EUR 136 billion at the end of 2016. As the general gov-
ernment fiscal position will show a deficit until the end of the par-
liamentary term, the growth of general government debt will also
continue.

However, in 2017 the debt-to-GDP ratio reduced by some 0.7
percentage points from 2016, mainly due to the fast GDP growth.
According to the forecast produced by the Ministry of Finance, the
debt ratio will continue to decline in 2018 and 2019, on the basis of
which the Government will likely reach the debt ratio decline tar-
get laid down in the Government Programme.

Growth of general
government debt
will continue



1.3 Progress of structural reforms

The National Audit Office deems the Government’s objectives to re-
duce the sustainability gap important. The health and social servic-
es reform offers an important opportunity to promote this goal. Ac-
cording to sensitivity analyses produced by the Ministry of Finance,
permanent (up until 2060) annual productivity growth of 0.5%
in public health and social services production would reduce the
sustainability gap by 1.2 percentage points in relation to the GDP.

However, the effects on the sustainability gap of the Govern-
ment proposals in spring 2017 regarding the social welfare and
health care reform and the regional government reform were
very vague. Therefore, when the reforms were referred for fur-
ther preparation in summer 2017, according to the NAOF’s estimate,
this did not affect negatively the prospects of general government
finances. Further preparation of the reforms also enables making
effective decisions in terms of general government finances. Over-
all, reaching of the cost-containment target of EUR 3 billion set by
the Government by the end of the 2020s is unlikely, in light of the
current information available and the wide objective setting of the
reform. The savings target would mean achievement of a sustaina-
bility gap impact of 1.5 percentage points in the course of ten years
and savings of around 13% from social and health care service ex-
penses in 2029 in relation to the expenditure in the basic forecast.

International comparative data does not suggest that the cur-
rent Finnish social and health care system is expensive, which in
part makes the set goals even more challenging. This does not mean
that there is no room for improvement in the current system, how-
ever. The proposed regional financial steering and funding mod-
el broadly supports achievement of the savings goal. The transfer
of the responsibility for arranging social and health care services
to larger entities than at present, which is part of the health and
social services reform, supports realisation of the existing poten-
tial for improvement within the framework set by decisions on the
number and size of the regions.

As the reforms also aim to improve accessibility of services and
to narrow health gaps, the savings target is very high also in the
long term. At present, there are major uncertainties connected to
the achievement of the sustainability gap target set for the reform,
which increases the importance of consideration when making de-
cisions on high-risk areas during the further preparations, careful
monitoring of the impact of the reform, as well as the readiness
to make changes and take further action, including any actions

Further preparation of the
reforms enables making

effective decisions in terms of
general government finances

Regional financial steering
and funding model broadly
supports achievement

of the savings goal



influencing the social and health care expenditure that are not in-
cluded in the scope of the reform at present. Such actions could be
implemented in connection with the reform of the multi-channel
funding model, for example, and by finding as effective means as
possible to influence the development of service needs.

According to the Government Programme, the goal is to re-
duce local government expenditure by EUR 1 billion by reduc-
ing the number of local government tasks and obligations. Later,
the reforms were extended to cover the entire government sector,
and the results were envisaged to be reviewed in the spending lim-
its discussion in 2017. However, this review did not produce more
than a general list of themes with only rough savings targets. Cur-
rently, the target year for the reform impacts has been set far in
the future, towards the end of 2020s. Overall, the impact of the re-
form supporting general government finances still remains vague.

In August 2017, the Government made a decision on the imple-
mentation of two reforms outside the Government Programme.
The family leave reform is envisaged to also involve reviewing early
childhood education and labour market issues in addition to fami-
ly leaves. The requirement set for the preparatory work, according
to which the reform must involve measures that will boost employ-
ment pursuant to the Ministry of Finance’s estimate, is appropriate.
However, some of the requirements set for the preparatory work
may impede the finding of the most effective solution. The deci-
sion that the policy pursuant to which parents are entitled to care
for their children at home until they reach the age of three years
must be kept within the allowance scheme will limit the number
of alternative solutions available for consideration.

In connection with the preparation of the 2018 budget, the
Government also decided to start the preparation of the business
subsidy reform. The goals set for the work, allocating subsidies in
amanner that will promote productivity and the reduction of dis-
tortion in competition, point at the right direction. However, the
National Audit Office considers it important that the preparatory
work is not limited to the reallocation of the subsidies, but reducing
the total amount of subsidies should also be genuinely considered.



14 Spending rule laid out in the
Government programme
and spending limits for the
2016-2019 parliamentary term

The spending rule laid out in the Government Programme? (here-
inafter the “spending rule”) and the spending limits for the parlia-
mentary term are an essential part of Finland’s national fiscal pol-
icy framework. In its programme, the Government has pledged to
observe an expenditure rule set in the Government Programme
under which the 2019 expenditure under the limits should, in re-
al terms, be EUR 1.2 billion lower than the expenditure under the
technical spending limits (the last spending limits laid out dur-
ing the 2011-2015 parliamentary term) approved on 2 April 2015.

In Finland, the spending limits procedure sets a ceiling for ap-
proximately 80% of central government budget expenditure. The
spending limits are valid for a period of four years, i.e. for the du-
ration of the parliamentary term. The purpose of the spending rule
is to limit the total expenditure payable by the taxpayers. Conse-
quently, when neutral changes are made in the Budget, correspond-
ing adjustments may be made in the spending limits of the parlia-
mentary term.

The spending limits are revised not only in connection with
the decisions made in the spring of each year, but also in connec-
tion with the preparation of the preliminary budget plan and sup-
plementary budget plans. The spending limits are annually revised
based on the next year’s price and cost level in the general govern-
ment spending limits decision that is part of the General Govern-
ment Fiscal Plan. Structural changes to the overall expenditure
ceiling can change the timing of expenditure items during the par-
liamentary term, reallocate the spending limits and add addition-
al spending limits to the budget due to additional expenditure or
areduction in expenditure items outside the spending limits. The
adjustments to the spending limits make the spending limit sys-
tem less transparent, which is why verifying compliance with the
Government spending limits rule is challenging.

The National Audit Office annually submits reports on compli-
ance with the overall spending limits, as well as monitors expendi-
ture and tax subsidies outside the spending limits. This is to ensure
that no changes that violate the spending rule are made and that
the leeway budgeted in the spending limits, i.e. the supplementa-
ry budget reserve and unallocated reserves, are not exceeded, and
that the expenditure or tax subsidies outside the spending limits do
not become inappropriately high as a result of the spending limits.



In the spring 2017 fiscal policy evaluation report, the Nation-
al Audit Office reported its observations on the preparation of the
spending limits in 2016 as a whole. No defects in compliance with
the Government spending rule during the first year of the parlia-
mentary term, 2016, were observed, but it was noted that the trans-
fer of the appropriations made to the Finnish Broadcasting Com-
pany YLE outside the spending limits in 2018 may pose a risk to
compliance with the parliamentary term spending limits?.

Regional government reform raises the general
government spending limits to a new level

In the General Government Fiscal Plan 2018-2021, a total of EUR
18.6 billion has been budgeted to regional government funding in
2019. However, the changes to the funding of the regional govern-
ment will be transferred to 2020 because of a revised reform sched-
ule. Most of the expenditure items arising from the preparation and
implementation of the regional government reform, EUR 181 mil-
lion, have been budgeted to the 2018 budget proposal.

Planned changes to the central government spending limits
due to the regional government reform are described in the Gen-
eral Government Fiscal Plan 2018-2021. As the preparation of the
regional government reform spending limits will be transferred
to the next parliamentary term, the revisions of the general gov-
ernment spending limits will take place in the preparation of the
next Government’s first spending limit decision according to the
policies laid down in the new Government Programme. Due to
the change of parliamentary term, major adjustments of the gen-
eral government spending limits can be made without the risk of
non-compliance with the spending limits, as the spending limits or
the expenditure benchmark for the new parliamentary term have
not been set yet. Due to the revised schedule of the preparation of
the spending limits for the regional government reform, the risks
are related more to the functionality of the spending limits proce-
dure as an expenditure rule than to compliance with the spend-
ing limits. Attention must be paid to retaining the spending limits
procedure as a functional expenditure rule in the preparation of
the spending limits for the next parliamentary term.

The plan is to base around two thirds of the funding for the re-
gional government on the new spending limits expenditure that is
based on earned income and corporation tax revenue transferred
from municipalities. According to the Ministry of Finance, this is
a neutral system change from the perspective of taxpayers. How-
ever, a risk from the perspective of general government expendi-
ture as a whole is that the local government expenditure do not di-
minish in relation to the transferred tax revenue and the increase
of general government expenditure.

Attention must be paid

to functionality of the
spending limits procedure
as an expenditure limit



The General Government Fiscal Plan 2018-2021 includes a plan
of transferring compensations to municipalities arising from tax
cuts from outside the spending limits as part of the regional govern-
ment funding. According to the Government Programme of Prime
Minister Juha Sipild’s Government, however, the tax compensa-
tions will be budgeted outside the spending limits. The National
Audit Office concludes that the fact that there is some ambiguity
as to which appropriations are included in the spending limits and
which are not reduces credibility of the spending limits procedure.

For the spending limits to function properly as an expenditure
limit, changes that do not increase the spending limit level, such as
the reallocation of spending limits within the spending limits sys-
tem or using provisions budgeted in the first spending limits deci-
sion of the parliamentary term during the budgeting of additional
expenditure, are the recommended budget changes. The plan is to
cover around one third of the funding for the regional government
with appropriations transferred from other spending limit items.

2.2%

@ Increase of the spending limit level and budgeting of
additional spending limit expenditure: justified by a
corresponding increase of tax revenue

@ Adjustment that does not influence the spending limits:
reallocating the spending limits appropriations to the
funding of regional government

@ Increase of the spending limit level and budgeting of
additional spending limit expenditure: justified by a cor-
responding decrease of expenditure items outside the
spending limits

Figure 5: Planned spending limits procedure to increase regional govern-
ment funding in the general government spending limits. Source: General
Government Fiscal Plan 2018-2021 and NAOF's spending limits calcula-
tion

The plan laid down in the General Government Fiscal Plan
2018-2021 was to reallocate the spending limit appropriations to
the funding of regional government mostly within the spending
limits of the administrative sector of the Ministry of Finance. The
spending limits of the administrative sector of the Ministry of Fi-
nance laid down in the General Government Fiscal Plan 2018-2021
include not only the new appropriations required by the regional
government reform but also a new internal spending limit appro-
priation of the administrative sector with an unlimited intended



use. If the administrative sector’s internal appropriation is used in
the spending limits procedure, its intended use should be clear-
ly indicated in order to ensure transparency of the spending lim-
its procedure.

Expenditure outside the spending limits

Since 2004, the budget expenditure has been divided into spend-
ing limits expenditure and expenditure outside the spending lim-
its. Cyclical expenditure, such as unemployment security and pay
security, are included in the expenditure outside the spending lim-
its. Debt interest payments, compensations to municipalities aris-
ing from tax cuts and financial investments are also included in
expenditure outside the spending limits. Some of the expenditure
items outside the spending limits are pass-through items, which
means that there is specific revenue that corresponds the expend-
iture in the budget. Expenditure corresponding to revenue from
the EU and the revenue generated by the Veikkaus Company are
examples of such expenditure items. A total of about EUR 3.6 bil-
lion of pass-through items were classified as expenditure outside
the spending limits in 2018.
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Figure 6: Budget expenditure 2004-2018 divided into spending limits
expenditure and expenditure outside the spending limits (EUR billion, left
axis) and ratio of the expenditure outside the spending limits to the spen-
ding limits expenditure (%, right axis). Source: State budget proposals
2004-2018



The largest expenditure items outside the spending limits, EUR
4.9 billion in 2018, are unemployment security, housing allowance
and pay security. These expenditure items function as an automat-
ic stabiliser, which means that they are expected to increase in a
downturn and decrease during a period of economic growth. The
expenditure have increased since 2012. In 2018, the expenditure
will mainly increase due to an increase of the housing allowance.
The comparison of the expenditure during the different years is
made more difficult because several decisions to change the level
of unemployment security and housing allowance have been made.
The savings or expenditure caused by these decisions adjust the
spending limits so that increased expenditure decreases the spend-
ing limit, and on the other hand savings raises the spending limit.
Yet, the overall level of expenditure may rise outside the spending
limits depending on the economic situation without causing any
change to the spending limit level.

The National Audit Office pays attention to information on
spending limit adjustments given. Only a little and fragmented in-
formation on spending limit adjustments is given. The effect of the
adjustments on the impact of discretionary measures is thus dif-
ficult to assess. For example, the 2018 budget proposal states that
an adjustment regarding mandatory activation of unemployed job-
seekers (the “active model”) would reduce the unemployment se-
curity, housing allowance and income support expenditure out-
side the spending limits. In the budget, reduced expenditure has
only been budgeted for unemployment security, while the housing
allowance and income support expenditure increase. The spend-
ing limits will be raised by EUR 8.9 million as the result of a calcu-
lation where the savings and additional expenses arising from the
active model have been deducted from one another. The calcula-
tion cannot be repeated with the available budget data. The esti-
mate on the impact of the active model is indicative, which means
that additional expenditure or savings may still be specified. Infor-
mation about adjustments should be clarified and made more con-
sistent, and any uncertainties in the information should be clear-
ly indicated.

Most of the expenditure items
outside the spending limits
consist of unemployment
security, housing allowance
and pay security

Information on structural
spending limit adjustments is
given in a fragmented manner
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Other expenditure items outside the spending limits include
compensations made to municipalities for tax changes, interest ex-
penditure on general government debt, financial investments and
transfers to the State Television and Radio Fund. Compensations
made to municipalities for tax changes have steadily increased dur-
ing the parliamentary term. Interest expenditure on general gov-
ernment debt has continued to decrease due to the exceptional-
ly low interest rate level. Financial investments have remained at
a high level. Financial investments are outside the spending lim-
its, because they are expected to retain their value. In addition to
revenue targets, societal objectives are also often set for financial

investments.
EUR billion
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0
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@ Pass-through items @ Financial investments Debt interest payments

@ Compensations for tax cuts to municipalities

@ Unemployment security expenditure, housing allowances and wage security

Figure 7: Expenditure outside the spending limits 2015-2018.
Source: State budget proposals 2015-2018
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A parliamentary working group set by the Minister of Trans- A deviation from the spending
port and Communications assessed the tasks and funding of the limits rule laid down in the
Finnish Broadcasting Company. In its memorandum published in Government Programme
2016, the working group proposed that the funding of the Finnish deteriorates the credibility of
Broadcasting Company should be kept outside the general govern- the spending limits system
ment spending limits. According to the working group, keeping the
public service tax outside the general government spending lim-
its is justified to ensure independence of the Finnish Broadcasting
Company. The 2018 General Government Fiscal Plan states that
as an exception to the spending limits rule laid down in the Gov-
ernment Programme, the appropriation for the State Television
and Radio Fund will be transferred outside the spending limits, as
proposed by the parliamentary working group. In the view of the
National Audit Office, this deviation from the spending limits rule
laid down in the Government Programme deteriorates the credi-
bility of the spending limits system. The justification given by the
working group in its memorandum on the transfer of the appropri-
ation for the State Television and Radio Fund outside the spending
limits influencing the independence of the Finnish Broadcasting
Company remains unclear. Transfers to funds outside the budget
are spending limits expenditure items, but the State Television
and Radio Fund is now an exception to this rule. There are regu-
lations on the use of the assets in the fund in the Act on the State
Television and Radio Fund, and the fund is managed by the Finn-
ish Communications Regulatory Authority (FICORA). The Gov-
ernment makes a decision on division of the fund’s assets for dif-
ferent purposes in its annual allocation scheme.
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2 Compliance with the
Stability and Growth Pact

Finland is committed to compliance with the rules of the EU Sta-
bility and Growth Pact. Finland is also committed to compliance
with the Fiscal Compact. In this chapter, the National Audit Of-
fice presents compliance with the rules of the preventive arm in
2017 and 2018.

The preventive arm of the Stability and Growth Pact assesses
compliance with the medium-term objective (MTO) and progress
towards it. The assessment is based on changes in structural balance
and the expenditure benchmark. The corrective arm of the Pact as-
sesses compliance with the deficit and debt criteria. Finland’s per-
formance is assessed as part of the preventive arm of the Pact and,
thus, Finland must comply with the obligations of the preventive
arm. According to a preliminary assessment produced by the Na-
tional Audit Office, Finland will be in compliance with the criteria
of both the preventive arm and the corrective arm in 2017 and 2018.

The National Audit Office’s assessment of the compliance with
the Stability and Growth Pact is based on the draft budgetary plan
for 2018 by the Ministry of Finance. The National Audit Office has
independently verified the calculation of the structural balance on
the basis of the materials supplied by the Ministry of Finance. Fur-
thermore, the National Audit Office has calculated, in accordance
with the expenditure benchmark, the trends in total general gov-
ernment spending on the basis of the draft budgetary plan. The cal-
culations are mainly based on the methods presented by the Euro-
pean Commission in the report Vade Mecum on the Stability and
Growth Pact.* The National Audit Office’s calculations are present-
ed in the workbook appended to this report.

27



2.1 Assessing the preventive arm

In accordance with the preventive arm of the Stability and Growth
Pact, the Medium-Term Objective (MTO) is always set for three
years at a time in terms of structural balance. Setting the MTO is
also required by national law, in the Fiscal Policy Act (869/2012).
The structural balance describes the general government budget-
ary position in relation to the value of the gross domestic product
when the impact of business cycles, one-offs and temporary meas-
ures has been eliminated from the general government fiscal po-
sition. In autumn 2016, the Government confirmed that Finland’s
MTO is to achieve a structural balance of -0.5% in relation to GDP.

Achievement of the MTO is assesssed on the basis of two sepa-
rate pillars. Firstly, it is studied whether the MTO has been achieved
or whether Finland has proceeded in the required manner towards
the MTO. In the expenditure benchmark, the second pillar of the
preventive arm, growth of general government expenditure is ex-
amined in relation to the limit set for the spending (the expendi-
ture limit).

Structural balance will deteriorate in 2017 and 2018

The first pillar of the preventive arm concerns the level of struc-
tural balance or the adjustment path leading to the MTO. In 2017,
the structural balance is expected to remain at -0.8 percent in re-
lation to GDP or 0.3 percentage points from the set target level.
Fig. 8 shows the National Audit Office’s estimate of the level of
structural balance in 2016-2018. The figure also includes a com-
parison with the estimate presented in the National Audit Office’s
assessment of spring 2017.
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Figure 8: Level of structural balance 2016-2018. Source: Ministry of
Finance and the National Audit Office

According to the autumn forecast of the National Audit Office,
the structural balance was -0.4% in relation to GDP in 2016. There-
fore, assessed retrospectively, Finland achieved the MTO. The as-
sessment improved by 0.5 percentage points when compared to
the spring 2017 estimate due to both strengthening of the nominal
fiscal position by 0.2 percentage points and an increase of the out-
put gap estimate compared to the spring forecast. The augmented
output gap increases the estimate of the part of the balance that is
dependent on the business cycles.

The assessment of the 2017 structural balance also clearly im-
proved from the spring. The forecast by the Ministry of Finance on
general government net lending improved by around 1.2 percent-
age points from the spring forecast. The improvement in the nom-
inal balance does not, however, fully translate to the structural bal-
ance, because as the economic situation improved in Finland, the
estimated output gap contracted. The 2018 structural balance es-
timate, on the other hand, somewhat decreased from the National
Audit Office’s spring assessment. Even though the forecast by the
Ministry of Finance on the general government deficit for 2018 has
somewhat improved, the contraction of the output gap due to the
improved business cycle increases the structural balance.

29



Key issues in the assessment of the structural balance pillar
include the structural balance and its change. In the Stability and
Growth Pact set of rules, the annual change in structural balance is
compared with the required adjustment towards the MTO set by
the Council. According to the autumn forecasts, the structural bal-
ance for 2017 will decrease by around 0.4 percentage points com-
pared with the 2016 level. The structural balance will continue to
decrease in 2018, according to the forecast by 0.6 percentage points
from the previous year. Fig. 9 shows the change in structural bal-
ance divided into the change in nominal balance and the change in
the cyclical component of the balance. In 2017 and 2018, the struc-
tural balance will deteriorate particularly due to the improved busi-
ness cycle and the resulting contraction of the output gap.

Percentage points
2016 2017 2018 2019

15

1.0

0.5

-1.5

Change in nominal balance @ Change in cyclical component

@ Change in structural balance total

Figure 9: Change in structural balance divided into the change in nominal
balance and the change in the cyclical component of the balance.

According to recommendations by the Council of the European
Union in July 2017, the structural balance is allowed to deteriorate
by 0.5 percentage points in 2017. The recommendation for 2018 is
achievement of the MTO when taking into account granted flex-
ibility based on the implementation of structural reforms, invest-
ments and exceptional events®. Finland has been granted with flex-
ibility of 0.6 percentage points in relation to GDP for 2017-2019 on
the basis of the structural reform and investment clauses.
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The National Audit Office has conducted an independent as-
sessment of the required adjustment for 2017 and 2018 that is based
on improvement of the structural balance. Assessed retrospective-
ly, the MTO was exceeded by 0.1 percentage points in 2016. Fur-
thermore, Finland has been granted with flexibility of a total of
0.6 percentage points with respect to the original requirements.
Therefore, according to the assessment by the National Audit Of-
fice, the structural balance could reduce by 0.7 percentage points
in 2017. According to the forecasts, the structural balance will only
reduce by some 0.4 percentage points, which means that accord-
ing to the preliminary assessment, Finland will be in compliance
with the structural balance pillar in 2017.

Taking into account the flexibility of 0.6 percentage points that
was granted for Finland, the structural balance may deteriorate to
-1.1in relation to GDP in 2018. This means that the structural bal-
ance may deteriorate by 0.3 percentage points from 2017. Accord-
ing to the estimate, the structural balance will deteriorate more
than that, but the deviation between the required level and the as-
sessed level is not significant. A deviation is considered significant
when it deviates by at least 0.5 percentage points, either from the
MTO or the adjustment path leading to the MTO. A significant de-
viation may be formed either over one year or cumulatively over
two consecutive years. In the latter case, the limit for a significant
deviation is 0.25% in relation to GDP. Fig. 10 shows the National
Audit Office’s estimate of the change in structural balance in rela-
tion to the required change (allowed deterioration) based on the
autumn 2017 calculations.

Percentage points

2017 2018
0.2

@ Change in structural balance, NAOF's estimate autumn 2017
@ NAOF's estimate of required change

Figure 10: Change of structural balance and estimate of required change

According to the preliminary
assessment, Finland

will be in compliance

with the structural

balance pillar in 2017
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Structural balance adjustment requirement

The preventive arm of the Stability and Growth Pact is based
on the MTO, determined on the basis of the structural bal-
ance towards which each Member State must adjust their fi-
nances each year. The required adjustment, i.e. the required
change in the structural balance, is described in a matrix in
the Communication on Flexibility, confirmed by the Econom-
ic and Financial Affairs Council (Ecofin).® The matrix takes in-
to account the Member State’s business cycle, debt ratio and
sustainability risk of general government finances. In addition
to the above, exceptional circumstances as well as short-term
costs of implementing structural reforms and certain co-fi-
nanced investments, provided that these are considered to
have an impact either on the sustainability of public financ-
es or the growth potential in the medium term are taken into
account when determining the adjustment requirement (the
“structural reform clause” and the “investment clause”). Fur-
thermore, the adjustment requirement is updated as the es-
timate of the structural balance changes so that the Member
State will not be required to surpass the MTO.

In the 2017 draft budgetary plan, Finland proposed flexi-
bility for the adjustment requirement on the basis of the struc-
tural reform and investment clauses. As the justification for
the utilisation of the structural reform clause, Finland gave
the structural reforms of the Finnish Government, such as
the pension reform and the Competitiveness Pact. The justi-
fication for the utilisation of the investment clause is largely
the same as for the utilisation of the structural reform clause.

Flexibility of a total of 0.6 percentage points in relation
to GDP was granted on the basis of these clauses for 2017-
2019. The granted flexibility has a major impact on Finland's
required change in structural balance. The required change
is lower, which also loosens the limit set in the expenditure
benchmark.



General government expenditure increases within the
expenditure benchmark framework

The second pillar of the preventive arm, the expenditure bench-
mark, examines the trends in total general government expendi-
ture in relation to the reference growth rate set for the spending.

In calculation under the expenditure benchmark, the cyclical
component of the unemployment expenditure, debt interest pay-
ments and spending arising from EU programmes that are funded
directly from EU subsidies are deducted from total general govern-
ment expenditure. These expenditure items are considered to be
such that they cannot be influenced through economic policy. In
investment expenditure, a four-year average is examined, which
means that the rules allow an increase in investments during the
year under review. Furthermore, the expenditure benchmark al-
lows an increase in spending, provided that the increase in expend-
iture is funded with a corresponding increase in revenue. Table 1
shows the National Audit Office’s calculations concerning compli-
ance with the expenditure benchmark in 2017 and 2018. One-offs
have also been taken into account in the calculation of the expend-
iture benchmark as part of the overall assessment.

The limit for expenditure calculated in compliance with the ex-
penditure benchmark depends on achievement of the MTO. If the
MTO has been achieved, the expenditure growth may be in line
with the potential output growth in the medium term. If the MTO
has not been achieved, the allowed expenditure growth rate is set
in a manner that will support achievement of the MTO. In such a
case, a convergence margin will be calculated for the Member State
based on the amount of general government expenditure and the
structural balance adjustment requirement. The convergence mar-
gin will be deducted from the average potential output growth rate.
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Table 1: Finland's total general government expenditure, related adjustments and the applicable expenditure

benchmark in 2016-2018, as calculated by the National Audit Office

Expenditure benchmark items, EURbillion

Total general government expenditure
- Debt interest payments

Expenditure arising from EU programmes, fully compensated by income from
EU funds

- Fixed capital (gross)
+ Average for fixed capital (over four years)
- Cyclical changes in unemployment expenditure

+ One-off expenditure items

= AEA1 Adjusted expenditure aggregate 1

- Revenue measures mandated by law
Effect of discretionary measures on revenue
One-off revenue items

- Effect of discretionary measures on revenue, incl. one-off revenue items

= AEA2 Adjusted expenditure aggregate (AEA2)

Growth in general government expenditure

Nominal growth in total spending (calculated in accordance with the expend-
iture benchmark), %

GDP deflator

Real growth in total spending (calculated in accordance with the expenditure
benchmark), %

Applied expenditure benchmark, NAOF's estimate, real

Applied expenditure benchmark, NAOF's estimate, nominal

Deviation
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Deviation, EUR billion

GDP, EUR billion

Deviation in relation to GDP

Is the deviation significant (< -0.5)?
Cumulative deviation

Is the cumulative deviation significant (< -0.25)?

120.3

23

1.2

8.6
8.4
0.8

0
115.9
0.1
0.5
0.0
0.5

115.4

0.4

1.3

0.3

13
216
0.6

121.0

2.2

1.1

8.8
8.5
0.7

0
116.8
0.1
-1.6
0.0
-1.6

118.3

2.0

0.9

11

14

0.3
224
0.2
No

0.4

2016 2017 2018

123.3

2.0

1.1

9.3
8.7
0.5

0
119.0
0.1
-0.7
-0.2
-0.6

119.5

2.4

1.2

11
23

0.0
232
0.0
No

0.1



According to calculations by the National Audit Office that are
based on the forecast by the Ministry of Finance, nominal growth
of adjusted total public expenditure in accordance with the ex-
penditure benchmark will be 2% in 2017 and 2.4% in 2018. The re-
al growth will be 1.1% during both years. In the assessment of com-
pliance with the expenditure benchmark, the expenditure growth
is compared with the expenditure growth limit. The National Au-
dit Office has calculated for the years 2017 and 2018 an independ-
ent assessment of the expenditure growth limit that is based on the
National Audit Office’s estimate of the structural balance and its
adjustment requirement. According to the assessment, the growth
in expenditure under the expenditure benchmark will remain be-
low the growth limit in 2017. Thus, Finland will be in compliance
with the expenditure benchmark in 2017. In 2018, the expenditure
growth will follow the growth limit, which means that according
to the preliminary assessment, Finland will be in compliance with
the expenditure benchmark also in 2018, even though there will
be the risk of a deviation.

Fig. 11 shows the difference between the expenditure limit
and the total expenditure calculated in compliance with the ex-
penditure benchmark in euro in relation to GDP. If the difference
is positive, the expenditure benchmark has been followed and if
the difference is negative, there has been a deviation from the ex-
penditure benchmark. If the deviation is less than -0.5 percentage
points, the deviation from the expenditure benchmark is consid-
ered significant. If the difference is on average less than -0.25 per-
centage points in the course of two years, the deviation is also con-
sidered significant.
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Figure 11: The difference between the expenditure calculated in accordan-
ce with the expenditure benchmark and the expenditure limit in euros, in
relation to GDP. Source: Calculations by the Ministry of Finance and the
National Audit Office

Anticipated growth in
expenditure will remain
below the set limit in 2017



Compliance with the expenditure benchmark during both years
under review, 2017 and 2018, is based on the flexibility from the re-
quired change of structural balance that has been granted to Fin-
land. The expenditure benchmark limit would be clearly strict-
er if the limit was solely the rate of growth in potential output in
the medium-term that is the basis of the expenditure benchmark.

Rules of the preventive arm of the SGP will be followed
in 2017 and 2018

According to a preliminary estimate, Finland will be in compliance
with both pillars of the preventive arm of the Stability and Growth
Pactin 2017. A deviation in the structural balance pillar is forming
for 2018, but it will not be significant. The structural balance tar-
get path laid down in the spring Stability Programme will not be
reached in 2018, either. The National Audit Office notes that with-
out the flexibility granted by the Commission in May 2017 with
respect to the criteria of the preventive arm, there would be a de-
viation in both the structural balance pillar and the expenditure
benchmark pillar in 2017.
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Role of the expenditure benchmark in assessment
of compliance with the preventive arm of the
Stability and Growth Pact

The goal of the preventive arm of the Stability and Growth
Pact is to ensure stability of general government finances in
the short and medium term. The preventive arm focuses on
the medium-term objective (MTO), set based on the struc-
tural balance. When determining the structural balance, the
impact of business cycles and one-offs is eliminated from the
general government fiscal position. The structural balance is
a theoretical concept, and numerous uncertainties are relat-
ed to its measurement (NAOF spring 20177, NAOF autumn
20168, Pellervo Economic Research PTT 2016°).

Due to the uncertainties, achievement of the MTO is also
assessed with the expenditure benchmark. The expenditure
benchmark is one of the legislative amendments made in 2011
(the “six pack™). The European Commission has strengthened
the role of the expenditure benchmark in the assessment of
compliance with the rules (report of the Economic and Fi-
nancial Committee on 29 November 2016). According to the
country-specific recommendations confirmed by the Council
in July 2017, the structural balance adjustment requirement is
given as allowed growth rate of nominal expenditure in com-
pliance with the expenditure benchmark in the case of Italy
and France, for example.

The assessment of the compliance with the expenditure
benchmark consists of two parts. Firstly, the overall gener-
al government net expenditure is calculated. Secondly, a ref-
erence growth rate for the expenditure is calculated, and the
actual development of net expenditure is compared to the
reference growth rate. The reference growth rate is based on
medium-term potential output growth as a ten-year aver-
age so that the assessment includes observations from be-
fore the year under review and after the year under review.
A convergence margin is deducted from the calculated aver-
age potential output growth rate. The convergence margin
takes into account the ratio of general government expend-
iture to GDP and the adjustment requirement required from
the structural balance.

Fig. 12 presents the development of general government
net expenditure calculated in compliance with the expend-
iture benchmark, the average potential output growth rate
and an assessment of the level of structural balance based on
the Ministry of Finance forecast of autumn 2017. The figure
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shows that the structural balance deteriorated at the begin-
ning of the period under review when the general government
net expenditure grew faster than the potential growth rate. In
2014-2016, growth of the general government net expendi-
ture was slower than the potential growth rate. The structur-
al balance improved during these years. Therefore, a growth
rate according to the expenditure benchmark should support
the achievement of the structural balance objective.

% 2013 2014 2015 2016 2017 2018 %
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15 w -0.6
1.0 \ / -0.8
0.5 \ / -1.0
/ 1.2

00 \ 1
05 \V/ 14
-1.0 -1.6

@ Growth in total spending calculated in accordance with
the expenditure benchmark (nominal)

@ Potential output growth, ten-year average (nominal)

Structural balance (right axis)

Figure 12: Potential output growth rate in the medium term,
development of general government net expenditure calculated
in compliance with the expenditure benchmark and structural
balance

One must take into account the fact that no interpreta-
tion on compliance with the expenditure benchmark can be
made based on this figure. According to the rules, the po-
tential output growth rate in the medium term is calculated
based on the forecast of the spring preceding the year under
review, whereas the potential output growth rate in the fig-
ure is based on the autumn 2017 forecast by the Ministry of
Finance. Furthermore, the convergence margin influences the
limit used in the assessment of compliance with the expend-
iture benchmark, whereas the figure compares the expendi-
ture with the potential growth without the impact of the con-
vergence margin. There was a stricter expenditure limit that
took into account the convergence margin for Finland for the
years 2015 and 2016.



Change in taxes collected weakens the structural
balance

A one-off that influences the general government deficit will be re-
alised in 2018 when the collection of value added tax on the import
of goods from customers included in the VAT register will be trans-
ferred from the Finnish Customs to the Finnish Tax Administra-
tion as of the beginning of 2018. The characteristics of one-offs and
their impact on the assessment of fiscal policy rules are described
on page 40. The fact that the collection of VAT will be transferred
to the Tax Administration will influence the payment dates of VAT
to be paid by companies on import and will thus reduce the state
tax revenue once by approximately EUR 184 million. The reduc-
tion of tax revenue will occur during the year in which the reform
enters into force, and the reform will also cause an annual loss of
interest when compared to the current practice.

The change in taxes collected will weaken the deficit in 2018.
This is not a discretionary deterioration of balance as laid down in
the definition of one-offs by the Commission; instead, it is gener-
ated as a by-product of the tax collection reform and the revenue
impact clearly has a one-off effect, even though the change in tax
collection practice is permanent. The reform complies with the
definition of a one-off, and its impact will be taken into account in
the assessment of compliance with the structural balance and the
expenditure benchmark in 2018. The annual loss of interest linked
to the reform is not part of the one-off impact. Taking into account
the loss of tax revenue as a one-off item improves the structural bal-
ance by 0.1 percentage points in relation to GDP. Furthermore, tak-
ing into account the one-off in the calculation in compliance with
the expenditure benchmark improves the assessment on compli-
ance with the expenditure benchmark.

One-offs have only rarely been taken into account in the as-
sessment of the compliance with the structural balance and the
expenditure benchmark in the past few years. In the view of the
National Audit Office, they should be assessed in a more system-
atic manner to ensure that one-offs included in both expenditure
and revenue are comprehensively identified.

One-offs should be assessed
in a more systematic manner
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One-offs

One-offs are measures that only have a temporary effect on
the general government fiscal position through revenue or
expenditure. One-offs must be taken into account as part of
structural balance and expenditure benchmark calculations,
so they have their significance in the assessment of fiscal poli-
cy rules. The structural balance is calculated by reducing one-
offs from the cyclically adjusted balance, and in expenditure
benchmark calculations, one-offs are taken into account as
part of the overall assessment.

The identification of one-offs is not an unambiguous pro-
cess, which is why the European Commission has offered
guiding principles to be used as an aid when determining
them. Firstly, one-offs cannot lead to a permanent change of
the budget balance. Secondly, a measure cannot be deemed
a one-off based on a law or decision; instead, its one-off na-
ture must be assessed based on the economic nature of the
measure. Thirdly, volatile revenue and expenditure items are
not to be deemed one-offs. For example, tax revenue includes
fluctuation that is not cyclical and that is usually not inter-
preted as a one-off, and the cyclical adjustment of the gener-
al government balance takes into account changes related to
business cycles in revenue and expenditure. Fourthly, discre-
tionary measures that increase the deficit cannot, as a gen-
eral rule, be deemed one-offs. The goal is to avoid situations
in which a decision-maker would have an incentive to deem
a structural change that weakens the structural balance as a
temporary circumstance. Finally, a one-off is only to be tak-
en into account if the impact of the one-off or the combined
impact of several similar one-offs on the general government
balance is, when rounded off, at least 0.1% in relation to GDP.

Changes to revenue or expenditure that are considered
one-offs can be caused by, for instance, a permanent change
of tax legislation, a permanent or exceptional change in the
timing of a recurring revenue or expenditure item, and an ex-
ceptional event, such as a natural catastrophe. As a general
rule, investments cannot be considered one-offs, but negative
investments, i.e. the sales of capital goods (and other real as-
sets), can be considered one-offs with certain limitations. For
more detailed information on one-offs, please see the Com-
mission publication Report on Public Finances in EMU 2015.1°



2.2 Corrective arm

The corrective arm of the Stability and Growth Pact assesses com-
pliance with the deficit and debt criteria. According to the deficit
criterion, the general government nominal deficit may not exceed
3% in relation to GDP, while pursuant to the debt criterion, the gen-
eral government gross debt may be at most 60% in relation to GDP.

According to Statistics Finland, the general government defi-
citreduced to 1.7% in relation to GDP in 2016. According to the au-
tumn forecast produced by the Ministry of Finance, the deficit will
be reduced to 1.2% in relation to GDP this year. The deficit is ex-
pected to somewhat increase in 2018, to 1.4% in relation to GDP,
but the deficit will still remain clearly below the limit of 3% until
the end of the forecast period, i.e. until 2021, as described in Table
2. General government finances have been improved due to accel-
erated economic growth and the adjustment measures carried out
by the Government. According to a preliminary estimate, Finland
will be in compliance with the deficit criterion in 2017 and 2018.

The general government gross debt exceeded the limit of 60%
in 2014 and was as its highest, 63.6% in relation to GDP, in 2015.
According to the revised preliminary figures published by Statis-
tics Finland, the general government debt reduced to 63.1% in re-
lation to GDP last year. The Ministry of Finance expects the debt
ratio to continue to reduce in 2017 and throughout the entire fore-
cast period, until 2021. Even though the debt in euro will continue
to grow, the estimate of the higher-than-expected growth of the
GDP will reduce the debt ratio. Development of the debt ratio will
be more favourable than estimated by the European Commission
or the Ministry of Finance in the spring.

As the nominal debt ratio has exceeded the limit of 60%, the
Commission has estimated compliance with the debt criterion in
its reports in accordance with Article 126(3), the latest of which
was published in spring 2017. ' Compliance with the debt criteri-
on is reviewed on the basis of the nominal debt ratio and on the ba-
sis of cyclically adjusted debt, backward- and forward-looking cri-
teria, and other relevant factors. So far, the Commission has come
to the conclusion that Finland complies with the debt criterion.

The deficit will remain clearly

below the limit of 3%
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The backward-looking criterion assesses whether the debt ra-
tio has reduced to a sufficient extent in the past three years. The
forward-looking criterion assesses whether the debt ratio will be
reduced to a sufficient extent in the following two years. The cycli-
cally adjusted debt criterion takes into account the impact of busi-
ness cycles on the debt ratio. According to an assessment by the
National Audit Office, Finland will comply with the forward-look-
ing criterion in 2017, the backward-looking criterion in 2018 and
the cyclically adjusted debt criterion during both years. There-
fore, one can state that Finland will comply with the debt criteri-
on in 2017 and 2018.

Compliance with the debt criterion is based on a downward
trend and reduction of the debt ratio. However, the nominal debt
ratio will exceed the limit of 60% also in the years to come, and com-
pliance with the debt criterion would be compromised if the debt
ratio started to grow. As the business cycle improves, the cyclical-
ly adjusted debt ratio will increase, and according to the forecast,
it will be higher than the nominal debt ratio in 2018. The cyclical-
ly adjusted debt ratio has remained below the limit of 60% during
periods of slow economic growth, which has been one of the cri-
teria used for compliance with the debt criterion.

The calculations on compliance with the backward- and for-
ward-looking criteria and the cyclically adjusted debt ratio are pre-
sented in the workbook appended to this report.

Table 2: General government deficit and debt 2014-2021, % in relation to
GDP. Source: Statistics Finland, Ministry of Finance

2014 2015 2016 2017 2018 2019 2020 2021

General government
deficit

-3.2 -27 -17 -12 -14 -10 -09 -12

General government
debt

602 636 631 625 619 611 602 599
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criterion is based on a
reduction of the debt ratio









3 Fiscal stance

The nominal balance of general government has clearly improved
in 2017. However, the reduction of the deficit does not directly re-
flect the strictness of fiscal policy. The structural balance will dete-
riorate in both the current year 2017 and in 2018. Therefore, when
measured by the change in structural balance, fiscal policy is ex-
pansionary in 2017 and 2018, and the increase in the nominal bal-
ance has mainly been due to the improved business cycle.

The National Audit Office has assessed the fiscal stance in 2015-
2018. The assessments are based on calculations made using two
alternative methods, which are based on the autumn 2017 fore-
cast by the Ministry of Finance and thus only include fiscal poli-
cy measures on which decisions have already been made. In both
cases, the indicator used is studied in relation to the business cy-
cle. The methods are described in detail on pages 48-49. The busi-
ness cycle indicator has been calculated based on a method joint-
ly agreed in the EU so that the indicator takes into account both
the output gap level and its change. Thus, the business cycle indi-
cator is not as sensitive to changes between forecasts as an indica-
tor that is solely based on the output gap level.

According to the National Audit Office’s assessment, the fis-
cal policy in 2015 and 2016 has been contractionary. It will change
into expansionary in 2017 and 2018 when the business cycle be-
comes positive. Fiscal policy should assist in evening out the im-
pact of economic cycles. Expansionary fiscal policy during a period
of economic growth can have a pro-cyclical impact, i.e. can further
promote the economic growth. During a period of strong econom-
ic growth, fiscal policy should be tightened to prevent overheat-
ing of the economy.

Fig. 13 presents an assessment of the fiscal stance based on a
change in the structural primary balance. The structural primary
balance describes the general government fiscal position without
the impact of interest payments, one-offs and the business cycle.
According to the assessment, the fiscal policy in 2015 and 2016 was
somewhat contractionary. The fiscal policy will change into expan-
sionary in 2017 and 2018. As the business cycle indicator will be-
come positive in 2017 due to the increase in economic growth, the
fiscal policy will be pro-cyclical, i.e. promote the business cycle.

In 2015 and 2016 fiscal
policy was contractionary;
in 2017 and 2018 it will

be expansionary
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Change in structural primary balance,
percentage points
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Figure 13: Fiscal stance assessed on the basis of the change in structural
primary balance. Source: the Ministry of Finance and the National Audit
Office

Fig. 14 presents an assessment of the fiscal stance based on dis-
cretionary measures, which supports the assessment of the fiscal
policy becoming expansionary. The combined impact of discre-
tionary measures in 2017 remains fairly neutral. However, the fis-
cal policy will change into clearly expansionary in 2018. An issue
that must be taken into account in the case of the year 2018 is that
the calculations only include the measures that were known with
sufficient detail in autumn 2017. Therefore, the assessment of the
fiscal stance will be updated.
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Discretionary measures,
% in relation to GDP
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Figure 14: Fiscal stance on the basis of discretionary measures.
Source: the Ministry of Finance and the National Audit Office

The Ministry of Finance has also assessed the fiscal stance (Eco-
nomic Survey, autumn 2017, p. 64). The National Audit Office takes
a positive view on the fact that the Ministry of Finance also pro-
vides an assessment on the effectiveness of the fiscal policy as part
of the assessment of the achievement of the budgetary targets. The
assessments of the National Audit Office and the Ministry of Fi-
nance are mostly similar, but the assessments on effectiveness of the
fiscal policy in 2017, particularly those based on the discretionary
measures, are fairly susceptible to assumptions on the scope of the
discretionary expenditure measures. The parties have used differ-
ing assumptions on unemployment expenditure, which has a mi-
nor effect on the assessment of the fiscal policy framework in 2017.

Furthermore, one must take into account the fact that making
accurate, real time assessments on the fiscal stance is challenging.
All of the alternative methods include significant methodical un-
certainties, and the assessment of the business cycle status is up-
dated as the forecasts are updated. For example, in 2017 tax reve-
nue grew faster than expected, which is why the economic growth
in 2016 and 2017 was faster than anticipated. Therefore, the assess-
ments on the fiscal stance changed from the assessments given by
the National Audit Office in autumn 2016.
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Assessing the fiscal stance

Assessing the fiscal stance by means of change in structural
primary balance, SPB

Structural primary balance (SPB) describes the cyclically ad-
justed fiscal balance without interest expenditure. Cyclical ad-
justment eliminates from the nominal balance the impact of
the business cycle on general government expenditure and
revenue. Any one-offs are eliminated from the primary bal-
ance in the process. A change in structural primary balance
from which interest expenditure and the effect of the cycle
have been eliminated gives a better idea of the impact of dis-
cretionary fiscal policy on the general government fiscal bal-
ance than a review based on changes in nominal balance. If
the structural primary balance has improved, fiscal policy is
considered to have been contractionary. If the structural bal-
ance has weakened, fiscal policy has been expansionary.

Assessing fiscal stance on the basis of discretionary
measures, DFE

The discretionary nature of the fiscal policy (discretionary fis-
cal effort, DFE) can also be examined by dividing discretion-
ary policy into revenue-side and expenditure-side measures.”?

As regards general government revenue, discretionary
measures that increase or decrease tax revenue in relation
to GDP are examined. If the discretionary measures have in-
creased revenue, the policy has been contractionary, and if
the revenue has decreased, the policy has been expansionary.

In the case of general government expenditure, it is more
difficult to give an equally straightforward definition of the
discretionary measures. In the case of expenditure, the focus
is on total general government expenditure from which inter-
est expenditure and cyclical unemployment expenditure are
eliminated. The change in total general government expend-
iture from which the impact of interest expenditure and cy-
clical unemployment expenditure is eliminated is compared
with the growth rate of potential output. According to this in-
terpretation, if the expenditure has grown more rapidly than
the potential output, fiscal policy has been expansionary, and
if the expenditure has grown more slowly than the potential
output, fiscal policy has been contractionary.



The discretionary fiscal effort (DFE) is examined as the
difference between the discretionary measures directed at
revenue and expenditure. If the difference is negative, the fis-
cal policy has been expansionary and if the difference is posi-
tive, the fiscal policy has been contractionary.

Business cycle indicator

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