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Foreword

The Fiscal Policy Council s t
which the fiscal and economic policy objectives proposed by the
Government and decided by the Riksdag are being achieved and thus
contribute to more transparency and clarity about the adms an

0

effectiveness of economipromoggol i cyo.

more publidebaten societyabout economipolicy.

The Council consists of six members. Since the previous report in
May 2013, Lars Jonung has left the Council. Since September 1,
2013, dhn Hassler has been Chairman and Oskar Nordstrém Skans
a new member of the Council.

The Council is assisted by a secretariat consisting of Joakim
Sonnegard (Head of Agency), Niklas Frank (Deputy Head of Agency
and Senior Economist), Karolina Holmberg i@8elBconomist),
Johanna Modigsson (Economist) and Charlotte Sandberg (Head of
Administration). Charlotte Sandberg has been on leave for the past
year and thus has not participated in the work on this report. During
this time, Asa Holmquist has been respin$ e f or t he
administration.

This i1s the Council s seventh
report, eleven working meetings have been held. The analytical work
was completed on May 2, 2014. The Council has commissioned four

background papers.hTe y wi || be published

publication serieStudier i finanspo{itudies in fiscal policy):
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The Fi scal Policy Cou:

The Fiscal Policy Council, in accordance with its instruction, is to
review and evaluate the extent to which the fiscal and economic
policy objectives proposed by the Government and decided by the
Riksdag are being achieved and thus contribute to more transparency
and clarity about the aims and effectiveness of econaiey¢ pol

In particular, the Council, with the Spring Fiscal Policy Bill and
the Budget Bill as its basis, is to assess whether fiscal policy is
consistent with:

1. longterm sustainable public finances, and

2. budgetary targets, particularly the surplus targehe
expenditure ceiling

The Council, with the Spring Fiscal Policy Bill and the Budget Bill as
its basis, is to:

1. assess whether the fiscal stance is consistent with cyclical
developments in the economy,

2. asess whether fiscal policy is in line with healthydong
sustainable growth and leads to-teng sustainable high
employment,

3. examine the clarity of these bills, particularly with respect to the
specified basis of economic policy and the reasqrsposed
measures, and

4. analyse the effects of fiscal policy on the distribution of welfare
in the short and the logrm

The Council may review and assess the quality of the forecasts
presented and the models on which the forecasts are based.

The Council is also to work to stimulate more public debate of
economic policy.

1SFS 2011:446.
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The fiscal framework

The fiscal framework consists of the fundamental prindiaes
fiscal policy is to follown be sustainable the long terrA Some of
these principles are governed by law. Others follow practice.

The budgetary framework is a core component of the fiscal
framework. The budgetary framework includes a surplus target for
general government net lending, an expenditure ceiling for central
goverment expenditure, excluding interest expenditure, and for old
age pension system expenditure, and a balanced budget requirement
for local governments.

Under the Budget Act, the Government is obliged to present a
proposed target for general governmeneneing. The Riksdag has
set the surplus target as follows: government net lentbagerage
1 per cent of GDP over a business cycle.

Under the Budget Act, the Government must propose an
expenditure ceiling for the third year ahead in the BudgethBill. T
Riksdag sets the expenditure ceiling. Under the expenditure ceiling,
there is customarily a budget margin of a specified size. This will
primarily act as a buffer if expenditures develop in an unexpected
way because of cyclical developments.

The expendire ceiling is the overarching restriction in the
budget process. In the budget process, priorities are set for different
expenditures and expenditure increases are considered in the light of
a predetermined total fiscal space provided by the expetellinge
and the surplus target. The main thrust is that proposals for
expenditure increases in an expenditure area have to be covered by
proposals for expenditure reductions in the same area.

Since 2000 there has been a balanced budget requirement in effec
in the local government sector. The balanced budget requirement
states that each municipality and county council must plan for a
balanced budget, if there are no exceptional reasons.

The Government has drawn up a number of principles to guide
stabilisatn pol i cy. Fi scal policyds mos
stabilising the economy is to maintain confidence in th¢éetamg
sustainability of the public finances. In the event of normal demand

2This summary is based on Ministry of Finance (2011b).
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shocks, monetary policy will stabilise both inflation andhdema

the economy. The Government then sees no reason to take any
active, i.e. discretionary, fiscal policy measures. Given shocks of this
kind, fiscal policy will have a countercyclical effect via the automatic
stabilisers.

In the event of very large derdaand supply shocks, an active
fiscal policy may be needed. The fiscal measures in this case will help
limit the rise in unemployment, reduce the risk of unemployment
becoming entrenched and mitigate the consequences for particularly
vulnerable groups.

The stabilisation poliecgeasures should also be designed in such
a way that they do not prevent net lending from returning to a level
compatible with the surplus target when capacity utilisation is once
again normal.

tistheGovernment 6s view that in f
special measures to contribute to financial stability. The Government
presumes that the fiscal consequences of such measures should be
limited. Possible losses that arise in the financial sdictostwe
borne by credit institutions themselves, their shareholders and others
who have contributed risk capital.
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Summary

The main tashkf the Fiscal Policy Council is to review and evaluate

the extent to which fiscal and economic policy objectives are being
achieved. The principal concl usi ol
following:

1. The Council notes that in tpastyear, there have been clearer
signs of an economic recovery, both globally and in Sweden. But
there are still risks that could lead to slower growth.

2. Given the Governmentods assessmen
the 2014 Budget Bill, estimated general government net lending
for 2014 was consistent with a Wwalancediscal policy.

3. The Council ds analysis shows tha
activestabilisation polidyas been well timed.

4. Since autumn 2013, the stabilisation policy outlook has changed.
The Council now sees a risk that government net lending for
2014 may be lower than the level justified by stabilisalicn p
considerations. As the measures in the 2014 Budget BiIll
permanently weaken the budget, a return foeacént budget
surplus will be more difficult. The low net lending in 2014 does
not, in itselfpresent any threat to loteym fiscasustainability.

5. The Governmentds view of how muc
before equilibrium capacity utilisati®meached is considerably
more positive than that of the National Institute ofnBoac
Research (NIER) and other forecasters. This is mainly due to a
more optimistic view of equilibrium unemploymenie
Government also has a more optimistic view of how rapidly the
public finances will improve when cagadtilisation increases.
The uncertainty indicated by vari@ssimationsshould have
been discussed by the Government and may have justified more
prudence with respect to permanent budget weakening.

6. The Council does not expect that the surplus targéewnet
in the <current busi ness cycl e.
Government should have declared a deviation from the surplus
target.
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10.

11.

12.

The Council is also of the opinion that the deviation from the
surplus target may be justified by the long andddeagurn.

In such circumstances, a deviation need not damage the
credibility of the surplus target. Nor is Hemgn fiscal
sustainability threatened.

In the 2014 Spring Fiscal Policy Bik, Government makes an
explicit commitment that netriding will return to fiercent of

GDP in 2018. The Government makiesclear that this
commitment implies a very tight policy that excludes unfinanced
measures and requires other budget weakening meaberes
fully financedThis commitment is a vall@kcontribution to
maintaining confidence in the fiscal framework.

The Government has on a number of occasions postponed the
time when net lending is to reacpelcent, referring to the

more protracted than expected downturn. In the 2014 Spring
Fiscal Plicy Bill, there is another postponement, even though
the economic situation has improved more rapidly than the
Government previously expected
Government should have provided more justification for this
postponement.

The Cougil thinks that the link between the fiscal policy
proposed and the surplus target should be made clearer. It
therefore proposes that structural net lending for the current and
following years be used to assess whether there is a deviation
from the targetif there is a deviation, the Government should
explain it and present a realistic plan for meeting the target. Such
a plan should be tailored to the business cycle.

The estimates of structural net lending can and should be

i mproved. | n toh) the a@tonatescshdul® be o p
disaggregated and formulated so that the average output gap is
equal to zero. Improving the estimates is absolutely essential if,
as the Council recommends, structural net lending is given a key
role in assessing how fiscalqyotelates to the surplus target.

Estimates by the Council and NIER show that neither general
government net worth nor gross debt would develop in an
unacceptable way if the surplus target were reduced to zero. But
a lower surplus target leads to smalkngims for tackling a
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sharp economic downturn. The consequences of not meeting

the target also worsen if the target is lowered. Reducing the

target also provides only a temporary increase in resources for

hi gher expenditures or vefalo we r t e
assessment is that the current level of the surplusstaoglet

be maintained for the time being.

13. The expenditure ceiling tight for the next few years. In 2014
and 2015, there is space éyondthat needed for managing
the normal variations in expenditures, and even in the following
year, the space is limited. It is important to maintain adequate
margindor the expenditure ceiling in order not to be forced to
take shorterm expenditure measures, which risk harming the
effectiveness of government activities.

14. The Council notes that expenditures for the sickness benefit
have been uterestimated for the past few years. In the
Council 6s opinion, fiscal space 1
continues i ts rapid rise. |t [
Forsakringskassathg Swedish Social Insurance Aggeyn
and should improve its forstiag methods for the sickness
benefit appropriation. The Government should also report the
basis for its own estimate of sickness benefit expenditures.

15. Labour force participatipthe employment rasad the number

of hours workedhave grown relatively well during the
downturn. This is particularly true if demographic changes

taken into accountSound public finances have made an
effective stabilisation pglicpossible and this has probably

pl ayed a rol e i n t his growt h.
particularly the earned income tax crddive also probably
contributed.

16. Employment has not developed as positively as the lalwaur for
Unemploymentis thus higher than before the crisis. The
increase in loagrm unemploymens particularly worrisome.
There are also indications that the percentage of unemployed
who belong to vulnerabl groupswith job finding rates
considerably below average has increased. This could lead to a
permanent level of unemployment higher than the
Government ds forecasts for equild.i



17. The Council considers it inappropriate to use unemployment
among 1824yearo | d s as a measur e of
problems getting established in the labour market,ofien

donei n the public debate.easbra t he
of inactivity among young people tRatrostat estimates is
generally a better measentenng of

the labour market. This measure includes young people who are
not in employment or education. The share of inactdzd 18
yearolds has declined slightly since 2006.

18. Inactivityamong young people is most common amoé2019
yearolds. This indicates that the transition between school and
working life functions poorly. This suggests that the
Governmentds support for voca
people is a step in the rightedtion in making it easier for
young people tenterthe labour market.

19. Between 2006 and 2012, disposable incdonoemstant prices
have risen by about p8rcent. The aggregated measure of
income inequality, the Gini Coe#fitj has increased marginally
between 2006 and 2012. Incomes at the top and bottom of the
income distributiorhave increased more slowly than those in
the middle. This has led to less income inequaliitg &ip of
the distribution and a greater spread in the lower part of the
distribution. The latter is reflected in the increase in relative
povertyafter 2006.

20. The earned income tax credit has contributed to higher average
incomesfor households. Analysis with the simulation model
FASIT shows that the earned income tax credit has also
contributed to a slight increase in the spread between the lower
incomes in the income distribution and median incomes. The
change is not large, biit should have been part of the
Government 6s description of t
income distributioeffects

21. The Counci l wel comes the Gove
the housing markebut it notes that serious problems remain.
Reviewing the utility value system, interest deductions, the
property tax and the capital gains tax must be part of a
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22.

comprehensive approaahorderto achieve a better functioning
housing market in Sweden.

The Rikd a gednsideratiorof the 2014 Budget Blles made
clear that there is political
framework model for budget decisiegn® be interpreted. This
disagreement has weakened this model and made it more
difficult for minority governments to conduct a consistent
economic policy. A broad political consensus on how the

Ri ksdagds rules for budamt deci s

implemented is important.
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1 The economic situation

The aim of Chapter 1 is to provide a clear picture of the economic
situation that existed when tBedget Bill for 2014 (BP14) and the

2014 Spring Fiscal Policy Bill (VP14) were presented. The Council

al so discusses and evaluates the
the light of the economic situation. The chapter is based on material
published by othemalysts and forecasters. When the Council makes

its own estimate, it is indicated in the text.

In Section 1.,lthere is an international overview. Section 1.2
describes economic developments in Sweden and puts the Swedish
situation into an internationalerppective. It focuses on the
economic situation, the labour market, public finances and income
di stribution development s. Sectior
assessments.

1.1 International overview

In 2013, after a weak beginning to the year, the glotr@dmy
began to recover. In the developed countries, a gradual relaxation of
the tight fiscal policy of recent years aimed at strengthening public
finances has begun. Inflation continues to be low and thus monetary
policy is still very expansive. On hadarthis helps support a
recovery. In emerging economies, the picture is more diverse. In
some countries, growth has continued at a good pace. In others,
particularly countries with large current account deficits and high
government debt, capital outflomad currency instability have
slowed development and contributed to periods of financial market
turmoil. Moreover, low global demand has led to weaker growth for
a number of emerging econontlest previously have been engines

of growth for the global ecomy* Nevertheless, increasing global
trade and rising confidence indicators suggest stronger, albeit
unevenly distributed, global growth in the coming period (Table 1.1).

1 OECD (2013b) and IMF (2014b).
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Table 1.1 Global growth 201372015 according to the National
Institute of Economic Research (NIER)

Percentage change 2013 2014 2015
Sweden 15 2.7 2.9
Denmark 0.4 13 18
Finland -1.4 0.7 15
Norway 0.8 1.7 2.0
France 0.3 11 15
Italy -1.9 0.8 1.4
Spain -1.2 0.9 1.3
United Kingdom 1.8 2.8 2.7
Germany 0.5 1.8 2.2
Japan 15 1.2 1.2
Canada 2.0 2.4 24
United States 1.9 2.7 3.2
Brazil 2.3 2.2 2.8
India 45 51 6.0
China 7.7 7.5 7.2
World 3.0 3.7 4.0
OECD 1.3 2.2 2.6
EU 0.1 1.6 2.0
Euro area -0.4 1.2 1.7

Note: Calendar adjusted values in fixed price&220®4refers tthe forecast year.

Source: NIER (2014c).

In the United States, the recovery continues and unemployment has
fallen more rapidly than expected. Because of the stronger economic
activity, the Federal Reserve has begun tapering quantitatiye easing
reducing #& purchases of government bonds and housing related
securities. But as inflation remains low, a delay in increasing the
discount rate is expected.

Developments in Europe are weaker but growth did turn upwards
in 2013. Domestic demand has increased amgl hisusehold and
business confidence will contribute to more stable development in
the future. But there are substantial differences between countries;
growth in Sweden, Germany and the United Kingdom has been
relatively strong since the financial crisievimany euro countries
have experienced very weak growth (Figure 1.1).
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Figure 1.1 Cumulative GDP growth 20107 2013
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Source: Eurostat (2014b).

Unemployment in the euro area stabilised in late 2018, ahigh

level (Figure 1.2). There is also a very large difference in
unemployment between countries, reflecting that the crisis in parts of
the euro area is also a cost Crisisthe euro countries with the
weakest growth, relatiV@bour costs neefiirther adjustment in
order to reduce the large current account deficits and stimulate
employment.

2NIER (2014c).
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Figure 1.2 Unemployment 2007 and 2013
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Source: Eurostat (2014b).

Since the crisis, austerity policies in Europe have led to a
consolidation of public finances in terms of higher government net
lending in the majority of EU countridhe austerity measures have
entailed striking a balance between achievingetomgustainable
public finances on the one hand and not slogmogvth and
employment too much on the other hand. According to most
analysts, however, the volume of austerity measures, measured as the
change in government net lending, is expected to diminish in the
next few years, supporting more rapid growth.

Despitethe improvement in government net lending, government
debt is still high in many countries; the IMF expects the debt ratio in
advanceteconomies to stabilise at just underpktbent of GDP
and in he euro area at about pércent of GDP in 2014 (Fige
1.3). Further measures will be needed to reduce debt levels.

3IMF (2014a).
4EEAG (2014), IMF (2014a) and IMF (2014b).
5 IMF definition. See IMF (2014b), p. 160, for a complete list.
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Table 1.2 General government net lending 20127 2015 according to

the IMF
Per cent of GDP and Actual net lending Cycggﬂlgn%?#?ted
potential GDP
2012 2013 2014 2015 | 2012 2013 2014 2015

Sweden -0.7 -1.0 -1.3 -0.5 -0.7 -0.8 -1.2 -0.6
Denmark -39 04 -14 27 -0.9 -0.2 -0.3 -0.4
Finland 22 26 26 -19 -1.5 -0.8 -0.6 -0.5
Norway* 139 111 112 99| 52 55 60 -59
France -4.8 -4.2 -3.7 -3.0 -3.5 -2.4 -1.9 -1.5
Greece -6.3 -2.6 -2.7 -1.9 -2.3 2.1 1.5 1.1
Ireland -8.2 -7.4 -5.1 -3.0 -6.1 -5.0 -4.0 -2.3
Italy 29 30 -27 -18 -1.6 -0.3 -0.8 -0.3
Portugal 65 -49 40 -25 -4.1 -3.1 -2.7 -1.7
Spain -10.6 -7.2 -5.9 -4.9 -5.7 -4.9 -4.4 -3.7
United Kingdom -80 -58 53 -41 -5.7 -3.7 -3.8 -3.1
Germany 0.1 0.0 00 -01 -0.1 0.3 0.2 -0.1
United States -9.7 -7.3 -64 -56 -7.7 -5.4 -5.0 -4.6
Japan -8.7 -8.4 -7.2 -6.4 -7.6 -7.8 -6.9 -6.1
Advanced economies -6.2 -4.9 -4.2 -3.6 -5.0 -3.7 -3.4 -3.0
Euro area -3.7 -3.0 -2.6 -2.0 -2.3 -1.3 -1.2 -1.0

21

Note: 20182015 refer to forecast<Cyclically adjusted net lending for Norway refers to net lending
excluding oil revenues and is stated as a pg@sdmiotentiamainland GDP.

Source: IMF (2014a).

Figure 1.3 General government gross debt in advanced economies
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States.
Source: IMF (2014a).
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There are several signs that on balance indicate that a global
economic recovery has begun. The positive signals seen in
confidence indicators in the past year have also begun to have an
impact on the real economy. Lowflation in the advanced
economies also makes it likely that growth may continue to have the
support of an expansive monetary policy.

But there are still clear risks that could lead to slower growth. The
normalisation of monetary policy introduced in thieed States has
considerable impact on other countries and will lead to a gradual
tightening of credit conditions. It may hold back the recovery in
other countries. There is also an obvious risk that the situation in the
euro area could worsen again wihée scope for fiscal stimulus
measures is limited in many countries. It is not clear how much
reform work is still needed before growth can be normalised. There
is still considerable uncertainty about the state of the banks in the
euro area and the newguatory framework for handling banking
crises is still not in place. Low inflation is a concern and the ECB has
thus decided that it may also take quantitative measures. Problems in
several emerging economies may also worsen and lead to more
spillover efcts in the financial markets. Events in Ukraine and what
they may lead to are currently very difficult to judge, but could
potentially have a significant impact on the global economy due to
rising energy prices and financial market turmoil.

1.2 Developmen tsin Sweden

After weak growth in early 2013, economic activity in Sweden
rebounded in the latter part of the year. Apérbent, annual GDP
growth in 2013 was stronger than expected. The forecasts indicate
that the recovery is gaining momentum andtvatgthen further in

2014.

The incipient recovery in the global economy contributed to the
rebound to some extent but domestic demand was the primary
propellant. Unlike the recovery after the 1990s crisis, net exports
have made a relatively small comtiob to GDP growth in recent
years (Figure 1.4). After a few weak years, exports began to recover
in the latter part of 2013Vith the improvement in the global
economy, Swedish exports are expected to continue to grow.
However, imports also recovered anel expected to continue to
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increaseConsequentlythe net contribution to GDP from foreign
trade is expected to continue to be small.

Figure 1.4 GDP and expenditure components
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yea. The bars show, in percentage points, the contribution of different expenditure components to the
change in GDP.

Source: Statistics Sweden (2014d).

Household consumption has held up relatively well. In recent years,
real incore growth has been positive due to low inflation, targeted
tax cuts and growing employment. At the same time, the savings
ratio has also risen, strengthening the expectation that household
consumption can be maintained and continue to support the
recoveryri the futuré.

Investment in the business sector fell last year, but investment in
housing increased during 2013. Confidence indicators show that both
businesses and households have a positive view of economic
developments in the next few months, suggedtimestic demand
will also be important in the coming period.

s NIER (2014c).
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1.2.1 The labour market

This section provides a short overview of labour market conditions.
An indepth analysis of labour market developments and the
Government ds | ab o u founthia Chamer 3. me a s u

The labour market has developed relatively well after the financial
crisis, with an average annual growth of opercent in the labour
force, employment and hours worked between 2009 and 2013,
compared with an annual average popualgrowth of 0.percent
in the same period.

The labour force has increased by more tha@@0People since
2009 (Figure 1.5), due in part to a populatinease budlso to an
increase in labour force participation. An increase in the labour
supplycreates favourable conditions for an increase in employment.
Among several contributing factors are an upward trend in labour
force participation among older people who work longer and among
people born abroad and reforms designed to stimulate the labour
supply. But demographic developmesush as an increasing share
of older people in the population, suggest that the labour force will
grow more slowly in the future.

Employment has also increased in recent years. The employment
rate ha risen since 2009, but at the end of 2013, it still was lower
than before the crisis. This is largely due to the composition of the
population. In the workirgge population, the share of young
people, older workers and people born abfagroups that
generally have a lower employment rate than the average for the
populationd has increased, thus explaining why the employment rate
for the population as a whole was largely unchanged in 2011 and
2012, even though the employment rate increased for most
subgoups.

Unemployment was aboutp&rcent in 2013 (Figure 1.5) and
despite the increase in employment, has remained at a high level.
According to most analysts, unemployment is expected to start
falling as the economy improves.

7NIER (2013e).



Swedish Fiscal Policy 2014 i Chapter 1

Figure 1.5 Labour force, employment and unemployment
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In BP14, the earnedcmme tax credit and other labour market
reforms are held up as important reasons for the strong increase in
employment and the labour supply in recent years. In the long term,
the Government expects the effects of all the labour market reforms
to lead to 20000 more employed, over half of them as a result of
the earned income tax crédit.

With the stronger economy R014,the labour market has
improved. In VP14, the growth in employment and the labour supply
has been revised upwards compared with BPie uwamployment
has fallen more rapidly. According to government forecasts,
unemployment will have fallen to just undeergéent by 2018,
wheneqilibriumcapacity utilisation isachedIn Chapter 3, there is
an indepth discussion of developmentdanlabour market and the
Governmentds | abour mar ket measu

1.2. 2 Public finances

Because of the weak economy and active fiscal policy, general
government net lending has decreased in recent years. The deficit
was l1l.percent of GDP in 2013 (Figure 1.8)e largest part of
which was attributable to the central government.

Figure 1.6 General government net lending
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8BP14, Table 1.9, p. 51.
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Table 13 shows forecasts of key indicators from the Government,
NIER and the Riksbank. As the table makes clear, even though the
estimates of future growth are relatively equal, their estimates of
capacity utilisation, measured as the output gap, differ salbgtanti

Table 1.3 Key macroeconomic indicators for the Swedish economy

BP14 VP14

September 2013 April 2014
2013 2014 2015 2013 2014 2015
GDP 1.2 25 3.6 15 2.7 33
Output gap -3.5 -3.0 -2.1 -2.9 -2.4 -1.5
Employed 0.8 0.8 1.0 1.0 1.2 1.2
Unemployment 8.2 8.1 7.8 8.0 7.7 7.3
CPI 0.1 0.9 1.7 0.0 0.2 1.6
Net lending -1.2 -1.5 -0.4 -1.3 -1.6 -0.3

NIER NIER
August 2013 March 2014

2013 2014 2015 2013 2014 2015
GDP 1.1 25 3.3 15 2.6 3.2
Output gap -2.4 -1.9 -0.8 -2.0 -1.3 -0.6
Employed 0.9 0.8 0.9 1.0 0.9 1.3
Unemployment 8.0 7.8 7.5 8.0 7.9 7.3
CPI 0.1 0.8 2.0 0.0 0.1 1.2
Net lending -1.3 -1.5 -0.6 -1.3 -2.0 -0.8

Riksbank Riksbank

September 2013 April 2014
2013 2014 2015 2013 2014 2015
GDP 1.2 2.7 3.6 15 2.7 3.2
Output gap -1.6 -0.8 0.2 -1.4 -0.5 0.2
Employed 0.9 0.8 1.2 11 1.0 1.2
Unemployment 8.1 7.9 7.2 8.0 7.9 7.3
CPI 0.1 1.3 2.6 0.0 0.2 2.2
Net lending -1.4 -0.9 0.1 -1.3 -1.9 -0.9

Note: *Calendar adjusted. Output gap as eepénf potential GDRynemployment as a pemt of
the labour force (ageddl®) and net lending as a @amt of GDP. Other annual percentage change.
Sources: BP14 and VP14, NIER (2013d) and (2014c), and Sveriges Riksbank (2013c) and (2014).

9The output gap is a broadeasure of capacity utilisation in the economy. It is measured as the

difference between actual and potential GDP. Potential GDP is usually defined as the production level

that can be maintained in a 0nor 03) Ghaptey3ifor c al situa
a discussion of potential variablesd i mportance in
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In its September 2013 forecast fiksbank estimates that the
output gap will close as early as 2015 while the forecast in BP14 is
still negative at the end of the forecasting horizon in 2017. In its
August 2013 forecast, NIER expects the output gap to close in 2017,
but consistently has considerably smaller negative gap over the
forecasting horizon than the Government has. These differences are
largely due to different calculation methods, but they also reflect
forecasterso diff er éihe Gavertmienhat e s
has a casiderably lower estimate for equilibrium unemployment
than NIER, whict® all other things being eqdalesults in a higher
potential GDP. In VP1l4the Government has made an upward
revision in the output gaps for this yaadt the next few years. They

are now expected to be less negative compared with BP14. NIER has
also revised its estimated output gaps in its March 2014 forecast and
there is stildl a difference bet
estimate of capacity g#tion

The differences between the v@oiment, the Riksbank and
NIER clearly illustrate the uncertainty in the estimate of potential
GDP. The outlook for capacity utilisatiorthe economy is of great
importance for both stabilisation policy considerations and
monitoring budgetary targets. The fiscal stance in relation to the
economic situation and stabilisation policy objectives is discussed in
Chapter 2. In Chapter 5, there is an analysis of fiscal policy in relation
to budgetary targets.

The public debt ratio (the Maastricht debt) amounted to about
42percent of GDP in 2013, a low level from a historical perspective
(Figure 1.7). In 2009 and 2013, the Swedish National Debt Office
borrowed SEKLOObillion for the Riksbdand s account I n
strengthen the foreign exchange reserve. This contributed to an
increase in the debt ratio in both these years.

OThe Riksbankds output gap estimate is calcul at
The Riksbank, however, uses a number of differentineeand sources of information for its
comprehensive assessment of capacity utilisation. See Ministry of Finance (2012) and NIER (2013b) for

a description of how the potential variables are estimated.
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Figure 1.7 General government gross debt
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Source: NIER (2014c).

From an international perspective, public finances in Sweden appear
strong despite the current fiscal deficit. Both the budigst ded

the debt ratio are low compared with other countries (Figures 1.8 and
1.9).

Figure 1.8 Net lending in the EU in 2013
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Figure 1.9 Gross debt in the EU in 2013
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Source: Eurostat (2014b).

1.2.3 Income distribution 1995171 2012

This section brigf describes income distribution developments in
recent years. Chapter 4 has afgath analysis of the earned income
tax creditds income distribution
Figure 1.10 shows the development of the frexgientlyused
measure of general income differences, the Gini coefficdant
the Gini coefficient is distribution measure, the figure does not say
anything about how the absolute income level developed in Sweden
between 1995 and 2012. The figure shows only the change in the
income distribution for two income concepts: disposable incomes
with and withoutealised capital gains.

11The Gini coefficient assumes the value zero wheyoeeen the population has the same income
and the value one when all the income in society goes to one person.
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Figure 1.10 Gini coefficient for disposable income
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Source: Statistics Sweden (2014c).

The figure shows an upward trend in disposable income differences
from 1995 to about 2006. The approximate size of the increase is
from 0.23 to 0.29 up to 2006 if realised capital gainsladed and

from 0.21 to 0.25 if they are excludetshould be noted that the

Gini coefficient for disposable income did not change appreciably
between 2006 and 2012. Given the deep economic crisis and high
unemployment Sweden has experienced af@rtB@0may appear
remarkable. But both historical experience and comparisons between
countries show that unemployment does not affect the distribution
of disposable income as much as oétesertedn the political
debate. The developments in Swedentddpic Figure 1.10 have

also been described by other observers. The OECD describes
Swedish developments in a similar way in its r&pbines.Ministry

12The Gini coefficient has a mathematical property that is useful when interpreting changes in the
coefficient. Multiplying the coefficient tyo gives a measure of the expected percentage income
difference between two people selected at random in the population. The increase in the Gini
coefficient from 0.23 to 0.29 means that the expected relative income difference between two people
selectedat random in Sweden has increased froped@nt of average income toEscent of

average income.

130ECD (2008), OECD (2011) and OECD (2013a).
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of Finance income distribution report also gives a similar description
of developments.

Another commonnicome distribution measure in a society is
relative povertyt is also a distribution measure. The measure shows
the percentage of the population with less thaer@@nt of the
median income in the income distribution. WitHaaive definition
of poverty, the level of real purchasing power at which a person is
defined as poor may change from one year to the next.

Figure 1.11 Relative poverty
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Sources: Bengtsson and others (2014) and Statistics Sweden (2014c).

Figure 1.11 shows how relative poverty in Sweden developed
between 1995 and 2012. Relative poverty has increased in Sweden
since 1995. This development Is0 alescribed in studies by the
OECD and other¥.In Figure 1.11, the rate of increase rose sharply
after 2006, levelling out about Z210.1. The explanation for this
development is that the lowest incomes grew weakly between 2006
and 2012, while mediacome increased.

14VP13.
15 OECD (2011) and OECD (2013a).
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The Gini coefficient is an aggregate measure of the entire income
distribution, whereas the relative poverty measure describes the
bottom of the distribution. For a more detailed picture of income
developments, it is informative to lookhatchange imcome levels

in each decile group over tithe.

Figure 1.12 Disposable income per person
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section of the population, the decile groups do not necessarily consist of the same people each year.
Source: Statistics Sweden (2014c).

Figue 1.12 shows the average income level in 2012 prices for each of
the ten decile groups in the population and the average for all

inhabitants of Sweden. The figure shows both actual income growth

16 Decile group is a statistical concept whereby the firstgieaiein an income context consists of
individuals below the tenth percentile in disposable income. The second decile group consists of those
between the tenth and twentieth percentile, and so on. The tenth decile group is the highest income
group and casists of those over the ninetieth percentile. A percentile is the income under which a
specific per cent of the incomes in the distribution fall. Thus, for example, the tenth percentile is that
part of an income distribution wherep&dcent of incomes arlower than the percentile and
90percent are higher. The median is called the fiftieth percentile as exectlges0 of individuals

have an income below this percentile.



in real terms for different income groups and the differeatvesen
various income groups.

As seen in Figure 1.12, even though income inequalities have
grown from 1995 onwards, income levels have risen in all ten decile
groups. As incomes increased less in the lower part of the income
distribution, the percentagkthose with incomes below the relative
poverty threshold has increased, but all income groups are better off
in absolute terms. Increasing relative poverty is thus consistent with
rising incomes.

In Figure 1.12, one can also see that for620Q2, wherthe
crisis hit, the income level for the lowest decile group is lower than in
2007. In Table 1.4 below, there is no change in income in decile
group one between 2006 and 2012.

Table 1.4 Change in disposable income 19951 2012

Percentage change 1995i 2006 20061 2012 19951 2012
Decile group 1 39.4 0 39.4
Decile group 2 25.7 7.1 34.6
Decile group 3 28.1 10.0 40.8
Decile group 4 315 12.9 48.5
Decile group 5 34.1 14.9 54.2
Decile group 6 36.0 15.8 57.5
Decile group 7 37.7 17.0 61.1
Decile group 8 39.5 17.6 64.2
Decile group 9 42.9 17.5 67.8
Decile group 10 85.2 7.9 99.8
All decile groups 45.5 12.6 63.9

Note: Refers to aggregate percentage change in average adjusted disposable income per capita (2012
prices) by decile group.

Sources: StatistiSsreden (2014c) and own calculations.

In the table, one can also see that income growth in decile group two
has been weak since 2006. In the years after 2006, it is primarily
decile groups seven to nine that have experienced a sizeable increase
in income. h the groups with the lowest disposable incomes, relative
income growth has thus been weak since the financial crisis erupted.
In Table 1.4, the percentage income growth in decile group ten has
been almost as weak as in decile group two. Seen overr¢ghe enti
period 19982012, disposable income in decile group ten has
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doubled. Most of the increase in income occurred between 1995 and
2006.

To sum up, it is noteworthy that between 2006 and 2012, income
inequality has increased in the lower half and deciledggdis the
upper half of the income distribution.

Another way of showing how income growth differs between
various population subgroups is to study the difference in income
growth between the gainfully employed and thegaiofully
employed. Figure1B shows the growth in real disposable income
for the gainfully employed and the gamnfully employed aged®20
64. From 1995 to 2002, real disposable incomes for the gainfully
employed increased by overp6fcent. For the nogainfully
employed, thereas a trend break in the early 2000s. Incomes for
the nongainfully employed generally followed the same path as
incomes for the gainfully employed up to about 2002, but since then
have largely been constant. Real disposable incomes for-the non
gainfully employed were at the same level in 2012 as in’2002.

Figure 1.13 Real disposable income after employment
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Source: Bengtsson and others (2014).

17 See Bengtsson and others (2014) for a discussion.
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1.3 Assessments and recommendations

On balanceit appears that a global economic recovery has begun in
the latter part of 2013. Increasing demand, rising confidence
indicators and the continuation of an expansionary monetary policy
suggest stronger growth in the coming period. But there ard&still ris
that could lead to slower growth. The current normalisation of
monetary policy in the United States may affect growth in other
countries. There are still risks that could lead to slower growth in the
euro area and new political risks have emerged weitls én
Ukraine. If the problems experienced in several emerging economies
increase, there could also be spillover effects in the financial markets.

In Sweden, growth is expected to increase in the next few years.
Rising global demand and continued stbheestic demand are
expected to support the recovery. There has been a substantial
increase in the labour force and employment in recent years and
unemployment is expected to decline as the economic situation
improves. However, unemploymentis still highand remains a
challenge for economic policy. The economic downturn in recent
years and the active fiscal policy have caused net lending to decline.
But from an international perspective, public finances in Sweden
appear strong, despite the current fisfadid

The Council notes that income inequality measured with the Gini
Coefficient has increased marginally between 2006 and 2012.
Incomes at the top and bottom of the income distribution have
increased more slowly than those in the middle. This hadded t
income inequality at the top of the distribution and a greater spread
in the lower part of the distribution. Relative poverty rose sharply
after 2006, levelling out about Zi2001.1.



Swedish Fiscal Policy 2014 i Chapter 2 37

2 Fiscal policy

Fiscal policy consists of decisions on public revenue and expenditure
made by the Riksdag and the Government with the intention of
affecting the economy. The aim of fiscal policy measures may be
structural plicy, income distribution policy or stabilisation policy.

Section 2.1 summarises the policy proposed by the Government in
BP14 and in the autumn amending budget for'28&8tion 2.2

discusses the economic forecasts on which the Government bases its
policy. The stabilisation policy aspects of fiscal policy are discussed in
Section 2. 3. I n conclusi on, t he
recommendations are summarised in Section 2

2.1 The Budget Bill for 2014

Table 2.1 shows the effects of proposals and announcements in
BP14 and the 2013 autumn amending bill on general government net
lending and their breakdown by revenue and expenditure. The table
shows at an aggeggd level how the policy has changed since 2013.

|t is clear from the table that ¢t
policy for 2014 onwards affects
expenditure increases by about SBKlion and revenue falls by

about SER21billion in 2014. This is primarily due to two tax
reductions and a reduction in contributions: a fifth earned income tax
credit, which involves about SERbillion in tax cuts, lower taxes

for pensioners, which lead to SER billion less in tax revesue

and abolition of the differentiation of contributions for
unemployment insurance, which reduces revenue by about
SEK2.5hillion.

Also included in BP 14 was a proposal to raise the lower threshold
for state income tax, which would have reduced taxuesvby a
further SEK3 billion. In the framework decision for the budget
taken by the Riksdag on November 20, 2013, this was among the
proposed tax reductions. However, on December 11, 2013, the
Riksdag decided to retract the increase in the threshtild &tate
income taxConsequentlygeneral government net lending will be

1From 2010 onwards, whatasv previously called the autumn supplementary budget has been
redesignated the autumn amending bill.



SEK3billion higher thant he Gover nment ds est
Chapter 6 contains a discussion
framework model fahe 2014udget decisions

Table 2.1 Measures in BP14

SEK billion

(change compared to VP13) 2013 2014 2015 2016 2017

Expenditure increases 5.2 3.1 4.3 4.8 4.4
Revenue 0.0 21.0 215 21.1 20.8
Revenue reductions after the

Ri ksdagds decision 18.0 18.5 18.1 17.8
threshold

Deterioration in net lending 5.2 24.2 25.8 26.0 25.2

Deterioration in net lending
after the Riksdagbo 21.2 22.8 23.0 22.2
raise the threshold

Note: The Riksdadecided on December 11, 2013 to retract the increase in the threshold for the state
income tax proposed in BPIBhus, the revenue reductions were SBHion less than the
Governmehproposed in BP14 he table shows the impact this had in rows fausearen.

Sources: BP14, p. 602, and Ministry of Finance.

I n the Governmentds opinion, the
in BP14 together will lead to an increase of abopef@@ntage

points in GDP growth and about Q00 more people employed in

2014 tlan without the measures.

I n the Governmentds opinion, t
proposed in BP14 also weakenf@ng fiscal sustainabilitysome
extent Table 2.2 shows how the indicators bgeatieGovernment
to measure longrm fiscal sustaibidity have changed between
VP13 and BP14.

Table 2.2 shows that both the S indicators in BP14 have negative
values, i.e. net lending can be permanently weakened a little without
fiscal policy becoming unsustainable. But the values are less in
absolute tersithan the corresponding values in VP13. According to
the Government, this is primarily due to the proposals for budget
weakening measures presented in BRa4n-depth discussion of
longterm fiscal sustainability can be found in Chapter 7.

2BP14, pp. 552.
3BP14, p. 195.
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Table 2.2 Indicators of long-term fiscal sustainability

Per cent of GDP S1 S2
VP13 -1.1 -2,4
BP14 -0.4 -1.5

Note: Here S1 shows how much the budget needs to be strengthened or can be weakened in order for
the public debt to equal §@rcent of GDP in 2030. S2 shows how much the budget needs to be
strengthened or can be weakened in order for the public finances to break even over an infinite time
horizon. Anegative value for these indicators signifies tratrepent budget weakening is possible
without fiscal policy becoming unsustainable, whereas a positive indicator value indicates that a
permanent budget improvement is necessary. With an S1 meaSutpeotent of GDP, for

example, taxes can be cut/andxpenditure raised perngantly by the equivalent of Qdrcent of

GDP, without the public debt exceedingéfxent of GDP in 2030.

Source: BP14, p. 195.

In the autumn amending budget, the Government proposed an
expenditure increase in 2013 of SEXbillion over the amount
previously approved by the Riksdag. Most of this increase,
SEKS5billion, refers to expenditure changes that occurred in 2013
owing to changes in volumes (such as the increase in the number of
sickness absences) and changesdro@sanomic conditions (such

as an increase in Swedenos EU co

expenditure increase in the EU annual budget).

2.1.1 The increase in sickness absences: a
threat to other public commitments ?

The largest individual expenditure itenmthie autumn amending

budget is the SER.2billion added to the sickness benafit

rehabilitation, etc. appropriation. This is equivalent to more than
llpercenbf t he appropriation. The Gov:
the addit o n a | funding is that ot he si
more than estimated, mainly on account of a higher incidence of
sicknesa b s e’Mleeendmber of sick days increased pei€ent

from 2012102013l n | ast year6s remart, t he
there was a risk of expenditure increases for sickness absence. It was
the Councilds opinion that the Go
review expenditure risks and describe the forecasting methods used.

Il n BP14, t he Gover nme wmriticism.eTeeponds t

4The autumn amending bill for 2013, p. 19.
5 Forsakringskassan (2014), p. 51.
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Government agrees that reviewing risks bne b exganditired s
side and the forecasts for transfer payment expenditures could be
improved. However, it does not see any need to report the
forecasting methods usethe Council consideitsclearly important

that the Government describe the forecasting method used for the
sickness benefit appropriation. It is impossible for an external
observer to get even a cursory understanding of the basis the
Government uses for its budget forecastttier sickness benefit
appropriation. It is thus also difficult to judge whether the recent
increase in the sickness benefit expenditure is significant or if it is
what can be expecteilven the forecasting method used.

It is reasonable to assume thantimaber of sickness absences, at
least in the long term, will tend to grow at the same pace as the
labour force. The greater the number of people there are in the
labour force, the greater the number of people with the right to some
form of benefits in thevent of loss of income when on temporary
sickness absencddowever, as seen in Table 2.3 below, the
percentage of absences due to iliness is considerably lower now than
it was in 1970.

Table 2.3 Population, labour force and sickness absence 1970 and
2013

Population Labour force Sickness  Sickness absence

(aged 161 64) absence in full- as a per cent of

year equivalents the labour force

1970 8 081 000 3850 000 180 000 4.7
2013 9 645 000 4 946 000 183 000 3.7

Sources: Ministry of Finance and StatBtiesien (2014a).

Seen over the long term, sickness absence has fluctuated sharply.
Figure 2.1 below shows sickness absence over the last 40 years

6BP14, pp. 67574.

7The sickness beiitedind sick pay are paid out to the employed and the unemployed. Anyone who has
been employed for at least one month or has worked 14 consecutive days normally has the right to sick
pay from his or her employer for the first 14 days in a sick periodhattérorsakringskassan (the

Swedish Social Insurance Agency) pays out sickness benefits to the employed. Those who do not have
an employer can get the sickness benefit from the beginning of the sick period. This applies to the
unemployed, contractors tire seHemployed. It also applies to those on leave with parental or
pregnancy benefits. Regardless of whether one has sick pay or sickness benefits, the first day of the sick
period is a qualifying day. The-smsiployed can choose to have one or utqualifying days.

Source: Forsakringskassan.
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expressed in fufear equivaleritsThe figure also shows how the
labour force has grown.

Figure 2.1 Sickness benefit, sick pay and the labour force
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Note: Time series include both the sickness benefit, paid by Forsékringskassan, and sick pay, which
employers are responsible for. The labour force refers to chained annual valued@drage gtup

The averageumber of fullyear equivalents with the sickness benefit and sick pay fi#01378

about 2000 fullyear equivalents. The variation around the mean (the standard deviation) comes to
about 3900 fullyear equivalents. Grey areas indicate thesfioyeaas 2052017.

Sources: Ministry of Finance and Statistics Sweden (2014a).

As seen in the figure, sickness absence peaked in-t8/0sdin

the late 1980s and in the early 2000s. The variations are remarkably
large, particularly the most recentefdn only six years, between

1996 and 2002, sickness absence more than doubled. The drop in the
number of sickness absences thereafter was equally dramatic. By
2010, sickness absence had fallen by abpetdht from its peak

in 2002. This developmeatall the more remarkable as the labour
force has grown relatively strongly since 2000. Since 2011, however,
the number of people with sickness benefits has increased. The
Government notes that since 2012 there has been an increase in the

8 Fullyear equivalents refer to the number of people that the sickness benefit or sick pay can provide
for during a whole year with full benefits. For example, two people who have been sick for six months
ead, together constitute one fydlar equivalent. The number of-yelhr equivalents is calculated by
taking the total number of sick days and dividing them by 365.

9 There are many explanations for the large variation in the number of sickness abseh@é8. si

One explanation is presumably the many rule changes made over the years in sickness insurance.
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inflow of new ases and that the length of time on sickness benefits
has increasétiThe increase is not only the increase forecast due to
the change in rules since July 1, 2008, but also an increase in new
casegxceedinhhe Government d's previous

In BP13, te Government noted that volumes in the sickness
benefit were also expected to increase in 2012 due to more and
longer cases, but would then leveldatBP14, the Government is
less certain. Referring to the increase in new casesdR02G12is
nowt he Governmentds view that It
sickness absence ha'$Forsakrimgskassans e d
also maintains that there is considerable uncertainty about
developments in the next few yé&arghe Council notes that
Forsakrigskassan as early as February estimated that 2014
expenditures for the sickness benefit and rehabilitation cash benefit,
etc. would exceed the funds appropriated by almost
SEK 750million®

To get an idea of how expenditures for the sickness benefit, etc.
may vary in the next few years, the Council has made a simple
calculation shown in Table 2.4 below.

The second column in Table 2.4 shows estimated expenditures for
the sickness benefit, the rehabilitation cash benefit and the allowance
for care of close laives in BP14 where expenditures total about
SEK3L1lbillion. In the third column, the number of sickness
absences in 20832D16 is assumed to increase as rapidly as é 2000
2002. Expenditures for the sickness benefit, etc. would in this case
increase fromhe current level to almost SERbillion in 2016.
Column 4 in Table 2.4 shows what expenditures would be if the
number of sickness absences in the next few years decline as they did
between 2002 and 2004. In that case, the expenditure would be about
SEK22billion in 2016.

10BP14, vol. 6 (Ekonomisk trygghet vid sjukdom och funktionsnedsattning)(Financial security for the
sick and disabled) p. 13. Forsékringskassan priésesame picture of developments in its budget
documentation (Forsakringskassan, 2014, p. 51).

11BP14, vol. 6 (Ekonomisk trygghet vid sjukdom och funktionsnedsattning) (Financial security for the
sick and disabled), p. 10.

12BP13, p. 373.

13BP14, vol. §Ekonomisk trygghet vid sjukdom och funktionsnedsattning) (Financial security for the
sick and disabled), p. 23.

14 Forsakringskassan (2014), p. 53.

15 Forsékringskassan (2014), pp5a@7
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Table 2.4 Expenditures for the sickness benefit, rehabilitation cash
benefit and allowance for care of close relatives

Estimated Scenario 1: Scenario 2:
expenditures More sickness  Fewer sickness
2014 (BP14) absences 2016  absences 2016

Total number of full-year

equivalents (SEK thousand) 140 191 97
Expenditures

(SEK million)

Sickness benefit 29 026 39 287 20 029
Rehabllltatl_on 1422 1827 931
cash benefit

AIIov_vance for care of close 176 355 181
relatives

Other 454 454 454
Total 31078 41 922 21 595

Note: These are simple rough estimates of how the appropriation for 2014 may develop if the number
of sick days (in fejlear equivalents) is the same as 92004, i.e. an increase equivalent to the actual
increase in 2002002 or alternatively, a d=se equivalent to the actual decrease 822082 In
each scenario, fyltar equivalents are assumed to be divided among the sickness benefit, the
rehabilitation cash benefit and the allowance for care of close relatives in the same way as in BP14.
Other items include expenditures for vocational assistive devices for Forsakringskassan and the housing
allowance and are assumed to be constant. The expenditure estimates include contributions to the
national oleage pension system.
Sources: Ministry of Fimze, Ministry of Health and Social Affairs and own calculations.
The budget documentation that Forsakringskassan provided to the
Government in February 2014 includes a sensitivity analysis of the
sickness benefit expenditure. Forsékringskassan estinstésewh
increase in expenditure would be if the number of sickness absences
increased as rapidly over the next few years as they declined in 2005
and 2006. If this were to happen, expenditures for the sickness
benefit and the rehabilitation cash benefit, vwebuld increase to
almost SEK38billion in 2018° This is an expenditure increase to a
level slightly below the estimate in Scenario 1 in Table 2.4.

As the number of sickness absemearrently at a historically
low level and both the labour forcedaemployment are at
historically high levels, there is a high risk that the number of
sickness absences will continue to rise. As the space under the

expenditure ceiling is small, an unforeseen increase in sickness

16 According to Forsakringskassan, expenditures would be as fol2®dt:i SEK32318; in 2015:
SEK 35444 million; in 2016: SEX589 million; in 2017: SE38689 million.
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absence may sharply limit the room foveoEexpenditures in the
government budget. The room for stabilisation policy measures is
also limited, as are the chances of meeting the surplus target. The
Governmentds options in conduct
sickness absences continue to riseélyaphe possible consequences
for the Governmentds budget pol
sickness benefit expenditure are discussed further in Chapter 5.

One fundamental difficulty that the Government needs to address
is the lack of an applicable gahéeory for what it is that affects
the number of sickness absences. Nor is it known why the number of
sickness absences has varied so sha®lyeten since 1970. The
Governmentds forecasts of the nu
of necessity uncertain. It is therefore important that the remits the
Government has given Forsakringskas&molinskalnstitutetand
the Swedish Social Insurancespkectorate result in greater
understanding of the reasons behind the large variations in the
number of sickness abseriées.

The Council has studied F°rs?@ki
and is of the opinion that they could be considerably improved, eve
with what is currently known about what governs sick leave
behaviour. I n the Council &s opi
instruct Forsakringskassan to prioritise the work on developing
better forecasting methods for the sickness benefit appropriation.

2.1.2 The housing market

Several analysts have identified problems in the Swedish housing
market as obstacles for growth and labour market mélity.
ineffective housing market also entails risks for macroprudential
stability becaesof the relationship between housing prices and
househol d I ndebtedness. I n t he
Government was urged to pursue an integrated approach to housing
policy. The Council pointed out several obstacles to an efficient
housing market anlas of the opinion that the Government should

17BP14, vol. 6 (Ekonomisk trygghet vid sjukdom och funktionsnedséattning)(Financial security for the

sick and disabled) pp.d23. The work on trying explain developments in the number of sickness
absences continues and has already resulted in a number of reports; see, for example,. Forsékringskassan
(2013) and Thomsson (2013).

18 See, for example, OECD (2012) and European Commission (2014).
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handle matters concerning new construction, the utility value system,
interest deductibility and property taxes in the same context.

The Government has taken various measures to improve the
efficiency of the dusing market in 20d3014. These measures
include simplified rules for the new construction of student housing
and the | etting of private dwell ir
responsibility for providing housing, a lower real estate charge for
multiple dwellings and an extension of the time for presumption
rates? The Government has also presented bills to the Riksdag on
coordinated noise limits, simplified rules for the construction of
singlefamily homes and amendments to the Planning and
Constrution Act.

A number of inquiries on the housing market have been
appointed, including inquiries othe housing situation in
metropolitan areas, the housing situation for older people and
municipal planning processes. Boverket (The Swedish National
Board ofHousing, Building and Planning) has been instructed to
draw up a proposal to make it easier for disadvantaged households to
become established in the housing market. The parliamentary
Bostadsplaneringskommittén (Housing Planning Committee) will
also evalua the rules on housing planning at the regional level.

The Council welcomes the extensive examination of housing
market issues, but notes that major housing policy issues concerning
the utility value system, interest deductibility, property taxes and the
capital gains tax have not yet b e
opinion, it is particularly important to analyse and follow up these
issues. To sum up, the Council would still like to seganigiag
solutions in the housing area, with the objectivedotireg lockn
effects, increasing mobility, ensuring adequate construction and
creating the conditions for efficient use of the existing housing stock.

2.2 The Go v egromtmferacasiss

Forecasts of economic developments provide anrtanpbasis for
formulating fiscal policy both in the short and medium term. In last
yeards report, the Counci l di scuss

19Presumpon rates refer to derogations that make it possible to agree rents exceeding what is
permitted under the utility value system for newly constructed apartments.



46

found that the forecasts for 262013 deviated sharply from those

of other forecastefSIn the follaving section, the Council compares
these forecasts with the outcome
2014 with other forecasters.

2.2.1 Growth forecasts for 2012 and 2013:
outcomes

Figures 2.2 and 2.3 show growth forecasts for 2012 and 2013, which
havebeen published since early 2012. The horizontal axis shows the
week of publication. The horizontal lines in the two figures represent
the preliminary outcome for 2012 and for 2013 respectively. Red bars

i ndicate the Gover nme refo@astsfbp r e c ¢
the National Institute of Economic ReseallER). Light blue bars

indicate other forecasting institutions.

As can be seen in Figure 2.2, forecasters during 2012 were
increasingly optimistic about growth in 2012, but this optimism faded
int he aut umn. The Governmentds f «
highest even though it was published as late as week 38. After the
Budget Bill, all the published forecasts add.0.percentage points
| ower than the Governmentos fore

One explanation for the Governr
Quick Statistics from Statistics Sweden indicated that the relatively
strong growth would continue in the second quarter of 2012.
Statistics Sweden revised the outcome downwards from 1.8 to
0.9percent in its regular forecast in September the week before the
Budget Bill was published. The revision was unusually large, but for
reasons of time, could not be taken into account in the
Government ds forecast. Il n the t
more.

20 Chapter 3 in the Fiscal Policy Council (2013) and Chapter 5 in the Fiscal Policy COydG{us
the Government s forecasts in more detail.
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Figure 2.2 GDP forecasts for 2012 published since 2012
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Note: The horizontal axis shows the week of publication for each forecast since the beginning of 2012.

The solid line represents the preliminary outcome for 2012.
Sources: NIER2014d) and Ststics Sweden (2014d).

In the revised forecast presented by the Government on December
21, 2012 soon after the budget for 2013 had been adopted by the
Riksdag, the forecast was adjusted downwardspier €, i.e. to

a level in line with other foretiag institutions. The outcome from

Statistics Sweden for growth in 2012 ipér@ent.

Figure 2.3 shows growth forecasts for 2013 extending to week 9
in 2014. The growth forecast for 2013 forms the basis for BP13. The

Government 0s

r e 1 geotvth praspectspig obuiouss m

abo

even though the forecast was toned down somewhat in the Budget

Bi I |l compared with VP12.

The

Gover

decidedly higher than other forecasts published in the second half of
2012. In the forecasts pishied after the Budget Bill, i.e. after week

38, the measures proposed or announced by the Government are
taken into account. Thus, the differences do not depend on different

assumptions about the fiscal stance.
|t I's cl ear

t hat , revisibrein Oecemlmer n me nt ¢

2012 was considerable and the forecast was thus in line with other

forecasts published at the end of 2012.
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Figure 2.3 GDP forecasts for 2013 published since 2012
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Note: The horizontal axis shows the week of publication for eacktfeieca the latter half of 2012.

The solid line represents the preliminary outcome for 2013.

Sources: NIER (2014d) and Statistics Sweden (2014d).

Hence, the government budget for 2013 was based on a more
optimistic view of macroeconomic developmentsttizrenvisaged

by all the forecasting institutions when the Government drew up
BP13 and later when the Riksdag considered it. In BP14, the
Government also agrees that the forecast for 2013 deviated from
those of other forecastétsThe outcome for 2013 nowlearly
shows that the Governmentos for e
too optimistic. Furthermore, Figure 2.3 shows that after BP13, the
Government, as late as week 8 this year, has instead underestimated
growth in2013as did other forecasters.

2.2. 2 Growth forecasts for 2014

Figure 2.4 shows t he di fferent
forecasts published since the beginning of 2013. The figure shows
that the Governmentds GDP foreca

21BP14, p. 673.
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those of other forecasters. TBeo ver nment 6 s gr owt h e
2014 is well in line with what could be termed a consensus opinion.

Figure 2.4 GDP forecasts for 2014 published since 2013
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Source: NIER (2014d).

The Council in its 2013 report argued that the Government should
report and justify possible devia
forecasts and those of other forecasters. In,BRd450vernment

writes that it shares the Council 6
how t he Government 0s f orecast con
forecaster®. T h e Counci l wel comes t he Go V

VP14 of how its own forecasts have comparddtinase of other

forecasters over tilieWhen the Minister of Finance presented

BP14 for the media on September 18, 2013, he also presented
compari sons between the Government
forecasters for the current year and the nextears:

22BP14, p. 151 and p. 673.
23\VP14, pp. &B4.
24 Ministry of Finance (2013).
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2.2.3 GDP growth forecasts 2014 1 2017

Many forecasters publish forecasts that only extend one to two years
ahead. The Governmentods forecas
fiscal framework has a mediterm perspective. In BRlthe
forecast horizors 2017.

Figure 2.5 GDP growth 20147 2017
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Note: Refers to cumulative growth with base year 2013. The horizontal axis shows the forecasting
institution and the week of publication for each forecast since the beginning of 2013: NIER, the
Swedish National Fancial Management Authority (ESV) and the Swedish Association of Local
Aut horities and Regions (SALAR). The Government ¢
Sources: NIER (2014d) and own calculations.
In general, these forecasts, which extend several yearsaghead
based on the economy at the end of the forecasting horizon when it
has largely achieved macroeconomic balance with the closure of the
output gap and unemployment close to thetlemmg equilibrium. In
2013 and 2014, NIER, ESV and SALAR also publsstadates
with 2017 as the outer year.

Figure 2.5 above compares the cumulative increase in GDP from
2014 to 2017. As evident from the figure, the Government makes
forecasts that are relatively optimistic.
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2.2.4 Output gap and structural net lending
forec asts

An important basis for stabilisation policy considerations is an
estimate of capacity utilisation in the economy. Capacity utiissation
usually measured as the output gap, i.e. the perogenagmsn
between actual GDP and the ldegn sustainable level, potential
GDP. The longerm sustainable level cannot be observed but has to
be estimated. The aim of stabilisation policy is to reduce the
variations in the output gaps by being expamgiovizen output

gaps are negative and contractionary when they are positive. It is also
not possible to decide whether the stabilisation policy is reasonably
balanced without estimating the size of the output gap. Estimates of
the output gap are also of wahimportance to estimates of the
structural development of the public finances. They are crucial as the
difference between actual and structural net lending indicates how
large a share of the deviations from the target for net lending of
1 percent canbe expected to disappear automatically when the
economy returns to normal.

Figures 2.6 and 2.7 below show the output gap and net lending
for 2014 estimated by the Government in connection with BP14.
These estimates are compared with the estimates maleRbgt N
approximately the same tithe.

As can be seen in Figure 2.6, the Government expected that
capacity utilisation in 2014 would still be substantially lower than the
longterm sustainable level. The output gap was estimated
at -3percent. NIER expectedn output gap ofl.9percent. The
differences in the estimates of the size of the output gap are
significant in determining what is an appropriately designed fiscal
policy. A more negative output gap is a direct argument for a more
expansive fiscal poji Furthermore, with a more negative output
gap, a larger share of a given net borrowing automatically disappears
when the economy stabilises.

25There are risks in comparing forecasts, particularly for the public finances, between different

forecasteras t here may be different assumptions about th
The Governmentds estimates for the 2014 public fina
in BP14 whereas NI ER®s f or ec asHoweveg NIERbasteitsbef or e BP

forecast on an assumption that the Government would take unfinanced measures equivalent to
SEK 25hillion in 2014, which is well in line with what the Government announced in the Budget Bill.
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Figure 2.6 Output gap forecasts for 2014 made in autumn 2013
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Sources: BP14 and NIER (2013d).

Figure 2.7 Net lending forecasts for 2014 made in autumn 2013
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To examine the reasons behind the different estimates, the output
gap can be divided into a labour market gap and a productivity gap.
The labour market gap defined as the percentage deviation in
actual hours worked from the estimated potential level of hours
worked and can be seen as a measure of capacity utilisation in the
labour market. The productivity gap is likewise defined as the
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deviggion of actudabour productivity from the estimated potential
levek

It is clear from Figure 2.6 above that the difference in the output
gap between the Government and NIER is mainly explained by
differences in the labour market gap. A key component of the labour
marlet gap is the deviation of unemployment from equilibrium
unemployment The  Government estimates equilibrium
unemployment at 5pérc e nt i n 2014. NI ERS s
equilibrium unemployment is @ércent. Chapter 3 dissses
equilibrium unemployment.

Figure 2.7 shows the estimates of actual and structural net lending
for 2014 made in early autumn 2013. In BB4 Government
expected a marginal structural surplus in, 20like NIER, which
expected a structural deficithe difference is due to the
Government ds expectation of both a
higher cyclical sensitivity in the public finances than NIER. The
Government thus considers a greater share of the deficit in net
lending to be cyclical thAHER does. The Government and NIER
use different methods to estimate cyclically adjusted net lending. The
Government adjusts actual net lending based on a budget elasticity of
0.55. This means that actual net lending is adjusted downwards by
the equivalendf 0.55percent of GDP if GDP is expected to fall
below the potential level bypdrcent. NIER uses a disaggregated
method that takes into account the composition of GDP when net
lending is cyclically adjusted. This is done by adjusting tax revenue in
relation to cyclical swings in the large tax bases (household
consumption expenditure, payrolls, €&tsl). ER6s met hod i mpl
average budget elasticity ofOBut it is the difference in estimating
the economic situation that is most important iraeéxpg why the
estimate of structural net lending in 2014 differs so much (see
Chapter 5 for a discussion of structural net lending).

In Figures 2.8 and 2.9, the Couroinpares the estimates of
capacity utilisation and structural net lending respettaelyere
made by the Governmentand NIER in spring 2014(the

26For a more detailed descriptionhofv NIER, for example, estimates the output gap, see NIER

(2013Db).
27 See Fiscal Policy Council (2012) for a discussion of different ways of estimating structural net lending.
28Seethewdept h di scussion in 0The Su Fipahcess(Spdcalr g et for

Anal ysis)o6é, NIER (2013c) .
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Government in VP14 and NIER in The Swedish Economy in March
2014). Al so includedldi s ESVOs es

Figure 2.8 Output gap 2014 according to forecasts in spring 2014
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Note: The method ESV uses to estimate the ogguudiffers from the methods used by NIER and
the Government, making it impossible to divide the output gap into a labour maiked gap
productivity gap.

Sources: ESV (2014), NIER (2014c) and VP14.

Figure 2.9 Net lending in 2014 according to forecasts in spring 2014
Per cent of GDP
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ESVODs met hod f or estimating cap
methodsused by the Government and NIER. Instead of basing its
estimate on the unused labour force, ESV uses the trend GDP
growth and estimates a gap as the deviation in the actual GDP level
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from the trend? ESV uses a method to make a cyclical adjustment in
actwa | net | endi ng si mi Jeapectstower NI ER® s
automatic stabilisers than the Government.

A comparison of Figure 2.8 with Figure 2.6 above shows that
both the Government and NIER expect a less negative output gap in
spring 2014 than in autan2013. The downward revisions are due
to better growth prospects and the downward adjustment in the
estimate of the potential production level. Both the Government and
NIER adjusted their estimates of the potential production level
downwards after Staiest Sweden revised downwards the actual

productivity | evel i n the national
onwards at the end of 2013. Because of the change in the outlook for
the current output gap, the Govern

capacity tlisation (less negative output gap) for the coming year in
VP14 compared with BP14.

As the output gap estimate is less negative than it was previously,
the Governmentds cyclical adjust me
In VP14 the Government estimathdt there will be some structural
deficit in the public finances in 2014. As before, NIER expected in
March 2014 a considerably larger structural deficit. ESV expected the
largest structural deficit for 2014 with its forecast of a deficit of
1.8percentof GDP in 2014.

2.3 Stabilisation policy

Sweden has hadflaxible exchangate since November 19, 1992.
According to the textbooks, in an economy with a flexible exchange
rate, monetary policy is usually a more effectivéisstzon policy
instrument than fiscal policy. There are, however, good reasons to
believe that an automatic weakening of net lending in an economic
downturn (and vice versa) will stabilise the economy in a useful way.
Furthermore, fiscal policy may stmes need actively support
monetary policyn Sweden, the Riksdag has delegated responsibility
for monetary policy t o t he Ri ksb
objective is to maintain price stability. The Riksbank has specified its
objective as an inflati target, which is an annual increase in the

29The trend in GDP is estimated using the HP filter; see ESV (2014).
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consumer price index ofp2rcent. While focusing on meeting the
inflation target, monetary policy is to support the objectives of
general economic policy with a view to achieving sustainable growth
and high mployment. Thus, the Riksbank, in addition to stabilising
inflation close to the inflation target, also seeks to stabilise
production and employment at levels that are sustainable in the long
term. The Riksbank conducts a flexible inflation target policy,
meaning that the Riksbank focuses not only on inflation, but also
tries toreduceoutput gap fluctuations.

We limit our discussion of stabilisation policy to fiscal policy and
take monetary policy as given. In its communication on the fiscal
framework, theGovernment has described how fiscal policy may
contribute to stabilising the economy and stated a number of
principles for the design of stabilisation p&lithie discussion that
follows is based on these principles.

2.3.1 General government net lending and
stabilisation policy

General government net lending is a general indicator of whether
fiscal policy i s expansionary
stabilisation policy stance refers to whether active fiscal policy
measures that have an impact areigé government expenditure

and revenue rein in or stimulate demandaciveneasure means

that an active decision is required for the measure to take effect. For
example, a tax may be lowered or an expenditure increased in order
to stabilise the econgm Active measures are often called
discretionary measures. It should be noted that fiscal policy also has
an impact on the economy and net lending even in the absence of
active decisions by way of the automatic stabflisbese stabilisers

may have aignificant impact on the economy, and this effect is

30 Ministry of Finance (2011b), ppd3@

31The automatic stabilisere f i scal policyds automaticforrespons
example, tax revenue decreases while expenditures such as unemployment benefits increase without the
need for any decisions to be taken. The resulting budget weakening helps counteract the downturn.
Another common term iserautomatic stabiligefsrring primarily to the strengthening of labour

market policy that is routinely implemented when unemployment increases for cyclical reasons. In
Chapter 2.4, serautomatic stabilisers are included in active fiscal policy. One reason for this is that in

the calculations presented by the Ministry of Finance, these measures are placed under the heading
oDiscretionary fiscal policyé6. Source: Ministry
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normally large enough to be the main fiscal policy contribution to
stabilisation policy. Changes in net lending caused by active decisions
and the automatic stabilidhersodo eff
total fiscal policy impact on demand in the economy.

Table 2.5 below shows the development of net lending over time,
according to BP14. From 2012 through 2015, there is a budget
deficit. Provided that no unfinanced measures are taken, the
Government gtimates that the deficit will turn into a growing
surplus in 20582017.

Under the surplus target decided by the Riksdag, actual net
lending is to averagegédrcent of GDP over a business cycle. NIER
forecaststhat on average, the cyclical adjustmenteasas net
lending by O.perc ent of GDP. Thus, accordin
of estimation, average structural net lendmgt come to
1.2percent of GDP in order to meet the target of an average of
1 percent of actual netrding. Deviations in structural net lending
from a level of 1.@ercent must therefore be temporary to avoid
breaching the surplus target. These deviations may be justified for
stabilisation policy reasons in order to counter harmful cyclical
swings. If suctural net lending is less thanpk&ent, we can
conclude that fiscal policy has actively been made moreasgrgnsi
than the cyclical situation would automatically have given rise to.

Table 2.5 shows that structural net lending is a few terdhs of
percentage point abovepércent of GDP in 201®014. This
indicates that fiscal policy in 28414 can be described as actively
expansionary.



Table 2.5 General government net lending 20087 2017

2008 2009 2010 2011 2012|2013 2014 2015 2016 2017

Net lending 69 -30 0 1 22| -43 58 17 18 47
(SEK billion)
(55) (-13) (21) (51)

Per centofGDP 22 -10 00 00 -06| -1.2 -15 -04 04 11

(-0.3) (0.5) (1.1)

Cyclical -01 38 17 08 15| 20 17 1.2 05 01
adjustment
Adjustment for -02 -01 00 00 -03| -03 0.0 00 00 00
one-off effects’
Adjustment for 00 00 -01 -01 00| 00O 0.0 00 00 00
extraordinary
capital gains
Structural net 1.8 2.8 1.6 0.8 0.6 0.5 0.2 0.8 1.0 1.2
lending

(0.3) (1.3)
Output gap 01 -65 -31 -14 -27| -35 -30 21 -10 -0.2

Note: Percentage of GDP unless otherwise stated. Outcome f@020Q07orecast for 202817.

Figures in parentheses are adjusted to exclude the proposal on raising the lower threshold for state
incometax.

1 The oneoff effect in 2008 and 2009 is due to new rules for the VAT on construction, which
temporarily increadéAT receipts by SER billion in 2008 and SEXKbillion in 2009. The oreff

effect in 2012 is the repayment of insurance premiums from AFA insurance.

Source: BP14, vol. 1, Appendix 2, p. 18.

How large is this active fiscal policy stimulus comparedheith t
policy conducted earlier in the current business cycle?

In Figure 2.10 below, each point in the figure shows the proposed
measuresodo effect on net l endi ng
the output gap in each Budget Bill. For example, the point 2014
shows the measures and the forecast in BP14. In BP14, the
Government proposed measures of QEKR(21.2)pillion and in
the same Budget Bill, the Govern

was-3.0percent of potential GDP.
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Figure 2.10 Impact on general government net lending of active
measures and the Government's output gap forecast in BP07i BP14
Expansionary measures

2010 35 T SEK hillion

Output gap (forecast) and
proposed measures

*2014: excluding higher
threshold for state income tax

Linear relationship

Output gap

-7 -6 -5 -4 -3 -2 -1 1 2 4 5 6 7

Low capacity utilisation ST High sapacity utilisation
.15 +
25 1+
35 L

Contractionary measures

Note: Red points show active measures and output gap forecasts for each year, taken from the
respective Budget Bile{measures and output gap for 2007aden from BPO7 etc.).

Sources: BPOBP14.

Except for BP0O8, the points are clustered in the second quadrant of
the figure. BP10 stands out as the most expansionary budget in a
situation where the Government forecast a very low capacity
utilisation. All he Budget Bills have led to a deterioration of the
public finances. Except for BP08, every Budget Bill has been
presented in a situation where the output gap was expected to be
negative in the budget year in question. A countereyediciadn
pattern enrges where an expected decrease in capacity utilisation
has resulted in larger expansionary measures; we have illustrated this
in the figure by showing an estimate of the linear correlation between
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the observations. According to the estimated correlatadening

of the negative output gap by one percentage point results in a
SEK 3.6billion increase in active fiscal policy measures. Except for
20052008, the Government estimated that capacity utilisation was
low or very low.

Potential GDP is a varialdeat is difficult to estimate. Unlike
actual GDP, there is no generally accepted method for estimating
potential GDP. Potential GDP is therefore not included in the
official statistics and thus cannot be evaluated against performance.
Different forecastingnstitutions also use different methods to
estimate potential GDP. Thus, there are not only different forecasts
of future output gap developments. Estimates for past years may also
differ.

In spite of these difficulties, Figure 2.11 below is an attempt t
examine whether the output gap forecast on which the fiscal policy
was based differs noticeably fro
of the capacity utilisation for the fiscal year in question. In addition
to the output gap forecast made the year édfer fiscal year (the
red dots), Figure 2.11 also shows the estimates of past output gaps
made by the Ministry of Finance in late summer 2013 (the black
diamonds). We can see that the Government always made a different
estimate ex post of the capacitiysation than the forecast made the
year before the fiscal year in question. This is not surprising in view
of the difficulties in estimating potential GDP. The difference is large
in many years, such as 2007, 2009, 2010 and 2013. But the
differences do ndollow any systematic pattern. The Government
has both over and underestimated capacity utilisation. The mean
absolute difference between the red dots and the black diamonds in
the figure is more than two percentage points. In Figure 2.11, a
regressionrie has been plotted for the black diamonds. According
to this estimate, a widening of the negative output gap by one
percentage point results in a SEBbillion increase in active fiscal
policy measur es. Thus, t he Go
meastes can be described as countercyclical, also ex post. In
academic literature, it is often emphasised how difficult it is to take
active measures at the right point in the business cycle. In practice, an
active fiscal policy risks becoming out of steptetbusiness cycle
and destabilising the economy rather than stabilising it. In light of
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Government 0s

Figure 2.11 Proposed measures and output gaps in BPO7i BP13

Expansionary measures

2010 2010 35 T SEK billion
(¢] *
2013 2013 25 7
2009 20.09
* <]
15 +
(<) *
2011 2011
2007 2007
5 ¢
Output ga
2008 2008 putgap
7 6 5 4 3 2 - 1234‘5\5\7
Low capacity utilisation High capacity utilisation
-15 +
@ Output gap (forecast) and
proposed measures
¢ Output gap ("outcome") and
-25 proposed measures
Linear relationship ("outcome")
-35 L

Contractionary measures

Note: Output gapsis a per cent of potential GDP on the horizontal axis, proposed measures in
SEKbillion on the vertical axis. Red points show proposed measures and output gap forecasts for each
year, taken from the respective Budget Bill (i.e. measures and outp@0§dpai@ taken from BP0O7,

etc.). Black diamonds show proposed measures and output gaps estimated ex post (from BP14).

Sources: BPOBP13.

To sum

up,

the size

of the Governi

seems to be in line with the countercyclical fistialy dollowed

from 2006 to 2013.



2.3.2 Fiscal policyds role in s

The change general government structural net lending can be used
to follow year by vyear how t he
measures affect the stabilisationcpdiance. As Table 2.6 shows,

the change in structural net lending between 2013 and 2014
is -0.3percent of GDP. This means that the active measures
proposed by the Government in BP14 will further stimulate demand.

Table 2.6 Change in structural net lending 20131 2017

Annual change as a percentage of GDP 2013 2014 2015 2016 2017

Change in net lending -0.6 -0.4 11 0.8 0.7
(-0.3)
Of which
Automatic stabilisers -0.4 0.3 0.6 0.6 0.4
One-off effects 0.0 -0.3 0.0 0.0 0.0
Extraordinary capital gains 0.1 0.0 0.0 0.0 0.0
Change in structural net lending -0.1 -0.3 0.6 0.2 0.2
Of which
Discretionary fiscal policy* -0.5 -0.6 0.2 -0.1 -0.1
(-0.5)
Capital costs, net -0.1 -0.2 0.1 0.0 0.0
Local government finances 0.3 -0.1 0.0 0.1 0.1
Other 0.2 0.5 0.3 0.2 0.2
Output gap, change in percentage points -0.8 0.4 0.9 1.1 0.8

Note: Refers to expenditure and revenue changes @2@DA3Iompared with previous years of
adoptedproposed and announced reforms. Figures in parentheses are adjusted to exclude the proposal
on raising the lower threshold for state income tax.

1 The total effect of the measures announced and proposed by the Government and of previously
decided measuré&3hange compared with previous year. Includes also the effect of previously decided
programmes that were concluded during the period in question.

Source: BP14, vol. 1, p. 181.

I n Table 2.6, the effect of the
2014onstuct ur al net | ending is segr
fiscal pol i cy 6 ;-0.6(-hSpereet bfeSOR anch mo u r
the negative sign indicates that it involves a weakening of structural
net lending. We note in Table 2.6, however, thatdémsand



Swedish Fiscal Policy 2014 i Chapter 2 63

stimulus iIis almost fully offset by
0.5percent of GDP in 2014.
As seen i n Tabl e 2. 6, t he i'tem

contribution to the improvement in the public finances in the
Gover nment 8 9920p70Thé explanatiom for2ntbdt 8f this
contribution is that government revenue is more closely linked to
growth than government expenditure and that several expenditure
items are not indexé&dThe Council notes that the net effect of the
active fiscal paly and the automatic tightening is small (zero) in
2014. This need not in itself mean that the fiscal impulse to demand
is weak. From a stabilisation policy perspective, it is important that
the measures taken by the Government stimulate the parts of the
economy that can grow in the short term and thus counteract an
economic downturn.

2.3.3 The economic situation when the
Government decided BP14

The Swedish economy is heavily dependent on international
developments; Swedish exports accounalfoost 5(@ercent of
GDP*The global crisis that began in 2008 has had a considerable
impact on the Swedish economy. But Swedish GDP has recovered
since the crisis erupted and is currergbréent larger than in 2007
(Figure 2.12). Behind the ovemfiture, however, is a polarised
development, where household finances have been particularly
strong. Household disposable income has grown each year during
and after the crisis (Figure 2.12). Consumption has also grown at a
good pace. But business grow#s been considerably weaker
reflected in slow export growth and low investment (Figure 2.14).
Figure 2.12 shows that housebkoidwn financial savings
increased in 2002008, decreased slightly in 2009 and subsequently
increased agathHousehold dwn financial savings are now at a
historically high level: the annual average -dv@percent of
disposable income in 182007, it rose te0.5percent in 200F

32For a discussion of this, see Fiscal Policy Council (2011348af@d ESV (2013). ESV esties
this effect to be about @&rcent of GDP, which is equal to almost SEKillion.

33|n 2012 exports accounted for 48=Bcent of GDP; see Statistics Sweden (2014d).

34 Total household savings is shown in Figure 2.13.
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2012 and in 2013 household financial savings wegrer &6t of
disposable income.

Figure 2.12 GDP, disposable income and household savings

2007=100 Per cent of disposable
income
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Note: Index with base year 2007 for GDP (constant prices) and real disposable income on the left axis.
Household savings ratio for own financial savings (i.e. excluding sagogpational and premium

pensions and real savings in own homes) asenpef disposable income on the right axis.

Sources: Statistics Sweden (2014d) and own calculations.

As shown in Figure 2.13 below, household total savings have
developed similarly to own financial savings. Figure 2.13 shows that
household savings now are at a historic high. One explanation may
be that households have increased their precautionary savings
reaction to the crisis. But the strong growth in disposable income has
enabled households to keep on consuming and at the same time
increase savings. This continued consumption may be interpreted as
a sign that household confidence in the public comemtitremains
strong. Strong income growth has probably also contributed to the
further increase in household indebtedness, for example, in
connection with home purcha¥es.

35Households have probablyrqgesved the income tax reductions as permanent. If so, it is probably
financially rational for households to adjust their consumption to a new, higher income level. It is then
also likely that households with a strong asset side in their balance sheesavitb increase their
indebtedness, for example, when buying homes.
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Figure 2.13 Household savings
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Note:Household tbtalsavings consist of owotal savings and collective insurance sadngsotal

savings consist of household savings excluding occupational and premium@engmassavings

can in turn be divided into real savings (such as household investment in housing) and @wn financi
savings.

Sources: Statistics Sweden (2014d) and own calculations.

Figure 2.14 below clearly shows that the crisis i6220@8hit the
export industry hard and that it has grown significantly less than
household consumption since 2011. Investment |fasgeown
slowly after a steep fall in 282810. In contrast, household
consumption has grown by aboutgeBcent annually from 2009 to
2013, after a weak period in Z089.

Figure 2.14 Exports, investment and household consumption
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Note: Index witfQ1 2007 as the base period.
Sources: Statistics Sweden (2014d) and own calculations.
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The Council notes that household consumption continued to grow in
20152013, even though no new measures to strengthen household
finances were taken in these years. Tine earned income tax
creditsintroduced by the Government up to 2010 have probably
helped stabilise private consumption. But household consumption
cannot fully compensate for the drop in demand due to weak global
demand. Hoseholds demand different goods and services than
those produced by export industry.

The Council noted in Chapter 1 that the economic situation has
improved since the Government presented BP14. But in late summer
2013, when the Government took the decisianBP14, the
situation was different. Even though there were signs of increasing
global activity, growth in Sweden was expected to be weak in 2013. A
recovery was predicted to start in early 2014, but capacity utilisation
was expected to remain 5wt that point in time, the Riksbank was
of the opinion that monetary policy already provided a stimulus to
the economy, while it took into account the risks associated with
high household indebtedn&s$he Riksbank therefore decided to
leave the repo rate umeiyed at percent and thus, more of the
responsibility for additional expansionary measures fell on fiscal

policy?®

2.3.4 Stabilisation policy considerations in fiscal

policy

The fiscal framewor k emphasi ses
contributian to stabilising the economy is to maintain confidence in
the longterm sustainability of the public finances. If stabilisation
policy measures are taken, they should be designed to enable actual
net lending to return to a level in line with the surpigsttavhen
capacity utilisation returns to normal. Thus, the need to safeguard
public finances imposes a limit on how large active measures can
be®* In a situation in which the surplus tagggms unlikely to be

36 NIER (2013d).

37 Sveriges Riksbank (2013a).

38The repo rate was lowered from 1.0 to feréent on December 17, 2013.
39 Ministry of Finance (2011b), p. 35.
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met, the Government ust have very good reasons for taking
permanent measures in order to support weak demand.

In BP14, the Government describes its new policy as a number of
Omeasures to increase dematoed and e
we ak gl obal e c 0 n esntgat giver prioiityf to e s 0 Me
strengthening H°olo sparticaldr, dit i the ances o6
Governmentds view that a fifth ear
both from a stabilisatiofTheol icy a
Council, however, is not convinced that the stabilisation policy merit
of additional household demand was large enough to justify an active
expansionary measure.

We noted above th#he economic downturn that followed the
financial crisis has hit tleeport industry particularly hakkports
and investment have grown weakly for a few years. Household
consumption is expected to keep growing at a good pace owing to
rising real wag&sT h u s , in the Council ds opi
that permanent meaasgs targeting households were the most
appropriate stabilisation policy measure. In BP 14, the Government
does not present any analysis of why a fifth earned income tax credit
is preferable to other possible stabilisation policy measures. In the
C o u n apinibndtkis is a shortcoming.

In BP14 net lending for 2014 was estimatetl.Bpercent, i.e.
2.5percentage points below the surplus target. At the same time, the
Government estimated that capacity utilisation was low. The output
gap was estimated-atpercent, i.e. percent below the level in a
normal economic situation. The relationship between these two
deviations can be used as a basis for assessing whether the policy is
appropriate. As we have noted before, the automatic stabilisers
normallycause net lending to weaken by about half a percentage
point for each perent that the output gap widens. In BRiet
lending is expected to be one percentage point lower than what
would be expected from this rule of thumb for the automatic effects.
Thisdoes not appear unreasonable, gi
of capacity utilisation in BP14. The proposed net lending can

©BP14, p. 3.
41BP14, p5.
42N|ER (2013d).
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therefore be considered appropriate from a stabilisation policy
perspective.

The Council notes, however, that the measures prdposiee
Government in BPl4nvolve a permanent weakening of public
finances. In late summer 2013, it was not élgaen the surplus
targetd whether there was any fiscal space for permanent m&asures.
According t o t he Gover nmtermt 6s
sustainability of public finances was also weakened by the measures
in BP14" It could be argued that temporary budget weakening
measures might have been preferable in the situation that existed in
autumn 2013.

One basis for assessing whether | fipodicy is reasonably
calibrated is that net lending should normally not change more than
the output gap in cyclical fluctuations. If net lending normally
fluctuates more than the output gdgen fiscal policy destabilises
private sector incomes at thargin. The Council notes that in its
August 2013 forecast.,, NIER estimated the output gap for 2014
at -1.9percent. Net lending, which was estimated gpe2cent
below the surplus target in BP14, seems too low according to the
reasoning above, givee tRIER output gap forecast.

That net lending should normally not change more than the
output gap should of course not be regarded as a mechanical rule
without exceptions. An unexpected fall in potential GDP normally
results in lower net lending even if dkput gap does not fall. A
structural deficit that emerges in this way must be recovered, but not
necessarily immediately. Specific measures taken in a financial crisis
are another example of circumstances where letting net lending
decline more than tlmaitput gap may be justified.

Since BP14 was presented, the stabilisation policy situation has
changed. The global economic situation has improved while
Swedends net l endi ng has become
VP14 net lending is estimated-at6percent and the output gap
at -2.4percent. In retrospect, the fiscal policy measures therefore
seem less appropriate than when BP14 was presented.

This picture is reinforced when the NIER estimates are used instead.
According to the NIER March forecast, net lending will

“3NIER (2013d), pp26530.
44BP14, vol. 1, p. 195.
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be -2 percent and the output gap.3percent in 2014. With these
figures, the ratio between the deviations from the normal feaslues
net lending and GDP is more than two to one. It is difficult to argue
that this relationship is compatible with a well calibrated stabilisation
policy.

It is important to emphasise in this context that the output gap
cannot be measured directly, tradtefore different forecasters may
have different opinions about its size. But since the output gap is
nevertheless of crucial importance to stabilisation policy decisions,
the Government should give notice if its forecasts deviate
substantially from thesof other key forecastelfsthat is the case,
as it is now, the Government should discuss the reasons for the
di fferences and the |ikely conseq
forecasts turned out to be incorrect.

2.4 Assessments and recommendations

The Council notes that the sickness benefit expenditure has increased
more than the Government had expec
the Governmentds options in its co
limited if sickness absence continues its rapid ris€olneil has

previously recommended that the Government describe the
forecasting methods used for the sickness benefit, but the
Government has rejected this request. The Council still considers it
important for the Government to describe the forecastingothet

used for the sickness benefit appropriation.

The Council has studied F°rsakrin
and can confirm that they could be considerably improved. In the
Council 0s opinion, t he Gover nmen

Forsakringskassan to quiise the work on developing better
forecasting methods for the sickness benefit appropriation.

The Council welcomes the extensive examination of housing
market issues, but notes that the key issues have not yet been
addressed. The Council would skédl to see wideanging solutions
in the housing area, with the objective of reducingnosftects,
increasing mobility, and creating the conditions for the efficient use
of the existing housing stock.
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The Council welcomes the fact that the Governmemtraports
how its forecast compares wi t h
accordance with the Council ds re

Given the assessment of the cyclical situation in the 2014 Budget
Bill, estimated general government net lending for 2014 was
consistent with wellcalibrated fiscal policy. The Government has a
considerably more positive view than NIER and other forecasters of
how much the economy can grow before equilibrium capacity
utilisation is reached. The Government also has a more optimistic
view of howrapidly the public finances will improve when capacity
utilisation increases. This is of considerable significance in
determining how contractionary fiscal policy needs to be in the next
few years in order to reach a surpluspar tent when the economy
returns to normal. The uncertainty indicated by various forecasters
should have been discussed by the Government and may have
justified more prudence with respect to permanent budget
weakening.

Since autumn 2013, the stabilisation policy outlook hasdchange
The Council now sees a risk that government net lending for 2014
may be lower than the level justified by stabilisation policy
considerations. The lower net lending in 2014 does not present any
threat to longerm fiscal sustainability. But as the messuo the
2014 Budget Bill permanently weaken the budget, a return to a
1 percent budget surplus will be more difficult. In the coming years,
fiscal policy must be very tight to be consistent with the surplus
target.

The Council has also examined tdtng of t he Gov
stabilisation policy measures in 82073. A clear countercyclical
pattern emerges, which is likely to have contributed to stabilising the
economy.
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3 The labour market

3.1 Does the policy lead to sustainably high
employment?

According to the instruction for the Fiscal Policy Council, the
Council is to assess whether fiscal policy leads tdedong
sustainable high empioent. The employment level in the economy

is usuallymeasureasthe numberof employed in relation to the
workingage population, the employment rate. The employment rate
is of key importance to the economy for several reasojstasta
measure of how successful the employment policy is. It is also of
major importance for lortgrm output potential in the economy, for
longterm fiscal sustainability and for income distribution in the
economy.

The Government states that the pniynaim of employment
policy is a sustainable increase in employmétt thisaimin view,
there have been reforms in a number of areas: taxes, unemployment
insurance, labour market policy and sickness insurance. The
Government estimates that in theglorun, the measures will
increase employment by 280 people and reduce equilibrium
unemploymeriby 1.8 percentage poifts.

In this chapter, there is first an analysis of labour force
participation and employment rate tgments in recent yeansd
therole thatthe&ver nment 6s ref orms have

Next, the Council looks at how unemployment has developed and
what the prospectzefor a sustainable reduction in unemployment
in the next few years. Finally, the Couexdmines the labour
market for young people and explains why youth unemployment may
be a misleading measure of the difficulties young people have getting
established in the labour market. The challenges in making it easier
for young people to get a job aexpediting the process are also
discussed.

1VP14, Chapter 10.
2VP14, Appendix 4.
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3.2 Labour supply and employment

In the official statistics, a person is counted as employed if he or she
works at least one hour during a reference week, or if the person in
question has a job but is absent Wedk. Anyone actively looking

for work or waiting to start a job soon, and who is also available to
start work, is counted as unempldy&veryone who is either
employed or unemployed participates in the labour force. The labour
force thus comprises tlsvho are either employed or actively
seeking employment. Figure 3.1 shows the population distribution by
labour force affiliation in 2013 compared with 2006.

Figure 3.1 The labour market 20067 2013

Thousands of persons

Population
2006: 6 731.5

2013: 7 156.0
(+6.3 %)

In the labour force Not in the labour force
2006: 4 764.8 2006: 1 966.6
2013: 5 114.0 2013: 2 042.0
(+7.3 %) (+3.8 %)
\
[ \ \ |
. Full-time .
Employed ||Unemployed Sick SiuEmis Pensioners Other

2006: 4 429.0| | 2006: 335.8 | [ 2006: 447.9 || ;0. 534 5 || 2006: 712.2 | | 2006: 271.8
2013: 4 704.2] | 2013: 409.8 | [ 2013: 338.0 || 51 5. 535 7 | | 2013: 911.4 | | 2013: 260.0
(+6.2 %) (+22.0 %) (-24.5 %) (0.4 %) (+28.0 %) (-4.3 %)

—

In work Absent
2006: 3 702.8 | | 2006: 726.3
2013: 3959.3 || 2013: 744.9

(+6.9 %) (+2.6%)

Note: Refers to annuaerage@housands) for the %4 age group.
Source: Statistics Sweden (2014a).

3 Studying or participating in a labour market programme at the same time does not play any role in any
of these cases.
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3.2.1 Increased labour force participation

Labour force participatipn.e. the percentage of the population
betweertheageof 15 and 74 who pairpate in the labour force, is
relatively high in Sweden. In 2013 average labour force participation
came to 71.5 peent! This can be compared with an EU average of
64 percent.

Labour force participation fell in connection with the financial
crisis (Figre 3.2). It is common for labour force participation to fall
when there is an economic downturn and the probability of getting a
job decreases. When the economy rebounds and the labour market
improves, labour force participation normally rises agaatolfr|
force participation is low for a long time, the risk of people being
permanently excluded from the labour market increases and labour
force participation thus remains low, even after the economic
downturn has ended.

Figure 3.2 Labour force participation and the employment rate
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Note: Refers to the age group?4 Seasonally adjusted quarterly values.
Source: Statistics Sweden (2014a).

4 Since 2007 the officidéfinition of the workingge population refers to people agéd4.5Chained
statistics for this age group by Statistics Sweden go back to 2001 (and by NIER to 1992). Time series
back to the 1970s and 1980s are only available for the previous tdegetrpdpase aged &t.
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It is clear from Figure 3.2, however, that labour force participation
began to rise again already in 2009 and in 2013 was a little higher
than in 2006. Labour force participation has increased most of all
among the older ages (Table 3.1).

Table 3.1 Labour force participation and the employment rate

Labour force participation Employment rate
2006 2013 Change 2006 2013 Change
Age Per cent Percentage point Per cent Percentage point
151 19 33.0 32.5 -0.5 23.0 20.7 -2.3
201 24 71.1 72.2 1.1 59.2 58.7 -0.5
251 34 88.0 87.8 -0.2 81.8 80.8 -1.0
35144 91.2 93.5 2.2 86.8 88.5 1.7
451 54 88.8 91.2 2.4 85.2 86.7 1.5
551 64 73.0 77.6 4.6 69.8 73.7 3.9
651 74 10.3 14.9 4.6 10.1 14.6 4.5
15174 70.8 71.5 0.7 65.8 65.7 -0.1

Note: Refers to the age groupZ4 Labouforce participation and the employment rate are stated as a
percentage of the population in the respective age group. The changé2®dl2066stated in
percentage points.

Sources: Statistics Sweden (2014a) and own calculations.

Labour force participat fell considerably less than in the 1990s
crisis and recovered much more rapidly during the financial crisis
(Figure 3.3)Five years after the 1990s crisis, there was still no sign
of a recovery in labour force participation, which can be explained in
part by the expansion in the regular education system in connection
with the 1990s crisis.

5 See Fiscal Policy Council (2010), pi®%r a more detailed comparison of developments during
the 1990s crisis and the financial crisis.
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Figure 3.3 The Financial Crisis compared with the 1990s crisis
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Sources: Statistics Sweden (2014a) and own calculations.

3.2.2 Same employment rate as in 2006

As most people who participate in the labour force also become
employed, it is primarily the size of the labour force that determines
the employment raten the long run. Thus, high labour force
participation is an important part of a policy aimed atéomghigh
employment.

The employment rate fell sharply in connection with the financial
crisis. It fell more than labour force participation (Figure 3.2), which
is the same as an increase in pleyment. At the end of 2009, the
employment rate again began to increase. Compared with 2006, it
was almost unchanged in 2013. As Table 3.1 shows, the employment
rate has developed more negatively for younger people than for older
people. This pattern catso be seen in other countries; during the
financial crisis and the economic downturn that followed, the average
employment rate fell more for young age groups than for older age
groups in OECD countriés.

6 OECD (2013c).
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In the first years of the financial crisis, egmpént fell at
approximately the same rate as it did during the crisis in the early
1990s (Figure 3.3). But developments since then have been
considerably more positive. Five years after the crisis erupted, the
employment rate was back at approximatebathe level as before

the crisis.In the 1990s,he employment rate five years after the
crisis erupted was nowhere neapth-crisis level.

Figure 3.4 Labour force participation and the employment rate i
change since 2006
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Note: The change labourforce participation (agedd¥8)in 2002013 is stated in percentage points
on the horizontal axis. The change in the employment rate (géy 200862013 is stated in
percentage points on the vertical axis. For a list of the country codes in thedigunmstat (2014a).
Sources: OECD (2014) and own calculations.

7 Note that for reasons of data availability, the comparisons wifi9fecrisis in Figure 3.3 are made
for the population group agedo®8, unlike Figure 3.2, which refers to the official definition of the
working age population, i.e. ageiVd5



Swedish Fiscal Policy 2014 i Chapter 3 77

It is also interesting to compare how the labour market in Sweden
has coped during the recent economic downturn from an
international perspective. Figure 3.4 above shows how labour force
paticipation and the employment rate have developed in Sweden
compared with selected OECD countries.

The figure shows the cumulative change in labour force
participation and the employment rate since 2006. Unlike Sweden, a
number of countries in 2013 stidldhboth a lower labour force
participation and a lower employment rate than in 2006. But there
are also several countries that have improved more than Sweden has
since 2006. In a number of countries, labour force participation and
the employment rate habeth increased in 2013 compared with
2006.

To sum up, the Swedish labour market has done considerably
better during the financial crisis than during the 1990s crisis. From an
international perspective, developments in the labour market have
been positivedi not exceptional.

Box 3.1 Employment rate by education level

The background repodt.oner, sysselséattning och inkomatékar

k1l yft or n&Vages, Smpoymerg an@ idGcotissinequality
increasing in Sweden?) by Niklas BengtsscAn8ersEdin and

Bertil Holmlund (BEH) shows the development of employrnent,
wages and incomes from a lorigen perspective. In the report, the
employment rate is shown by education level for the popalgdidn
25054 andfor women and men. The report shows gdhication

level makes a clear difference in the development of the employment
ratefor both women ananen (Figures 3.5 and 3.6). In the group
with no more than a prtgper secondary education, the employment
rate has been on a downward trend sinceatiye1990s. The decline

in the employment rate for those with the least education is
particularly clear for women (Figure.¥6) lowskilled women, th=2
developments in the 1990s are a clear break in the trend to a rising
employment rate in the 1970d 4080s.



Figure 3.5 Employment rate by education, men
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Figure 3.6 Employment rate by education, women
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Source: Bengtsson and others (2014).

The drop in the employment rate for the-giilled has to be seen in

the context of the sharp decrease in theskived group as a
percentage of the population over the past few decades. It is clear
from BEHO®s report, t hadnagedh® per
54 having only a compulsory school education has fallen frorn close
to 60percent at the beginning of the 1970s tpet@ent in 2010.
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This means that there has probably been a change in the composition
of this group, with an increasing numbérpeople who have
difficulty getting established in the labour market for reasons; other
than education level. BEH uses military service enrolment data to
show that people who continue their education past comgulsory
school generally have both higher ¢ovgnand norcognitive skills

than those who do not. Earlier studies have shown that cognit ve and
nontcognitive skills, like those captured by the results fromr tests
administered at the time of military service enrolment, are of great
importance for sucsg in the labour markeThere may also have

been a shift in the group towards more peoplegnetitedifficulty
enteringthe labour markeasthe percentage of people born abroad
has increased in this group in recent decades. As Figures 3.7 and 3.8
show, the percentage of people born abroad has incerased

both the highly qualified and tbe~skilled but the largest increase is

in the group with no more than a compulsory school education.
There has been a particularly sharp increase in thegugradnow

skilled women born abroad: from just ovepdi@ent in 1990 to

more than 4@ercent in 2010.

Figure 3.7 The percentage of people born abroad in different
education groups, men
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Source: Bengtsson and o$h@014).

8 Lindgvist and Vestman (2011).
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Figure 3.8 The percentage of people born abroad in different
education groups, women
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Source: Bengtsson and others (2014).

It is also possible that the permanent downturn in the employment
rate for thelow-skilled is linked to economic developments ir the
1990s. As shown above, the employment rate fell most sharply,
particularly for men, in connection with the crisis in the early 1990s
(Figures 3.5 and 3.6 above). There were signs of a recovery in the
enployment rate in subsequent years for those with a secondary or
postsecondary education, but not for the-déiled. It may indicate

that some of those who lost their jobs in the 1990s crisis were
eliminated from the labour market.

3.2.3 Demographic  impact

In comparisons of labour force participation #red employment

rate over timegdemographichanges should be taken into account.
Labour force participation and the employment rate vary not only
cyclically but also structurallyhwdemographic changes. Since 2006,
particularly the share ofd&@®yearolds in the Swedish population
has increased (Figure 3.9).
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Figure 3.9 Age composition of the population
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Sources: Statistics Sweden (2014a) and own calculations.

As older people, particularly those over 65, participate in the labour
force much less than other age groups (Table 3.1 above), an increase
in the percentage of the population in this agegeverything else

equal, leads to a drop in labour force participation and the
employment rate.

To see how the employment rate would have developed without
the effect of changes in the age structure, Figure 3.10 shows the
development of labour force participation and the employment rate
controlled for the demographic effect from 2006 onwards. That is
the demographic composition has been locked at what it looked like
in 2006 and labour force participation and the employment rate are
only affected by how they have changéHtinthe different age
groups.
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Figure 3.10 Labour force participation and the employment rate
adjusted for demographic trends
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Note: Refers to annual averages for tld&4lBge group. The employment rate and labour force
participation are adjusted here for demographic developments by calculating the actual employment rate
and labur force participation for the age groupgsl52@24, 2934, 3844, 4854, 5864 and 65874

for the years 2008013. The composition of the population is held constant at the 2006 level.
Employment and the labour force are projected for each age gwagjusted employment rate and

the adjusted labour force participation therefore show developments adjusted for demographic changes
in the population.

Sources: Statistics Sweden (2014a and 2014b) and own calculations.

A correction of this kind leads to apward adjustment of labour
force participation and the employment rate. Labour force
participation then shows a larger increase since 2006 (over 2
percentage points instead of the actual increase of almost 1
percentage point). The adjusted employmenshaws an increase

of almost 1 percentage point, compared with the actual rate, which,

as mentioned above, is largely unchanged between 2006 &nd 2013.

9The Government reports similar estimates VP14, Chapter 10, 0En
syssel s2attni ng-appodthd empldymentopoli¢y)A Insteadl of sheawing developments
controlled for changes in the age structure as in Figure 3.10, the Government estimates employment
and labour force #lelopments as they would have lookeazhijdemographic changes had driven

growth. The Government assumes in its estimates that labour force participation and the employment
rate are unchanged in the subgroups with respect to gender, age and country of birth.
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3.2.4 Decomposition of the change in hours
worked

This section studies the growththe total number of hours worked

in the economy since 2006. The change in hours worked per person
is divided up into the contribution from more people in emptdyme
(change along the extensiwmargin) and that from more hours
worked for those already goyed (change along the intensive
margin)° Developments over three spériods are studied: before

the crisis, during the crisis and after the crisis. The different periods
are defined based on the turning points in the hours worked per
person.

The Counit has previously argued that the average number of
hours worked in the population is a more comprehensive indicator of
the volume of work in the economy than the employment rate.
Unlike the employment rate, this indicator also captures the changes
in absateeism and the labour input by those already in work.

The total number of hours worked per person since 2006 has
increased a little more than the employment rate (Table 3.2). This is
because there has also been a small increase along the intensive
marginj.e. there has been an increase in the average hours worked.

In the period after the financial crisis, the number of hours
worked per person has increased by opercgnt.

The change in the employment rate may in turn be decomposed
into contributiondrom an increase in labour force participation and
a change in employment in the labour force. As the table shows, all
the increase in the employment rate since 2006 can be attributed to
an increase in labour force participation. Unemployment is still
higher than in 2006, which means that the contribution from the
employed in the labour force has been negative.

10See Box 5.1 in Fiscal Policy Cog6il2) for a derivation of the decomposition in this section.
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Table 3.2 Decomposition of the change in number of hours worked
per person 20067 2013

Before During After Total
the crisis the crisis the crisis period

2006Q1  2008Q2  2009Q4 | 2006Q1

Percentage change 12008Q2 1200904 12013Q4 | i2013Q4

Hours worked per person 34 -5.3 3.1 1.3
Employment rate 2.5 -4.4 2.7 0.9

Of which labour force participation -1.4 1.8 1.4
%l;v;/gki)%fzj:f}grzgmber of employed in 30 0.9 05
:r\:ﬁ)rligglzgours worked per person 0.9 0.9 0.4 0.4

Sl wnch the pereentoe o 02 o oo

Of which hours worked per person in 07 0.4 05

work
Note: The population refers to everyone agédl%hanges are stated in cumulative log differences,

which approximate the actual percentage change in the respective component. Estimated using
seasonally adjusted data. The figures are rounded ancetlerefairalways add up exactly.

Sources: Statistics Sweden (2014a) and own calculations.

Average hours worked may also be further subdivided into
contributions from the change in the percentage of the employed in
work and hoursworked per person in work.llAhe increase in
average hours worked since 2006 is attributable to the increase in the
percentage of employed people in work. Since the end of 2009,
however, the increase in average hours worked is due to the increase
in the hours worked among those vane in work. Such factors as
sickness absence affect how many of the employed are in work. Since
2010, sickness absence has increased (see Chapter 2). This is
probably one of the reasons why the percentage in work has not
increased since thén.

11 But absences also include other types of absence such as parental leave.
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Table 3.3 Change in hours worked, women

Before During After Total
the crisis the crisis the crisis period

2006Q1  2008Q2  2009Q4 | 2006Q1

Percentage change 12008Q2 12009Q4 12013Q4 | i2013Q4

Hours worked per person 4.6 -4.3 5.1 5.4

Employment rate 25 -4.0 3.2 1.6
Of which labour force participation 0.8 -1.7 25 1.6
Of which the number of employed in 16 23 0.7 0.1
the labour force

Average hours worked per person 21 03 20 3.8

employed
Of which the percentage of 20 03 0.4 21
employed in work
Of which hours worked per person in 0.1 0.1 15 17

work

Note: Refers to the age groupdZ Changes are stated in cumulativediféerences which
approximate the actual percentage change in the respective component. Estimatesarstyg
adjusted data. Amounts are rounded and therefore do not always add up exactly.

Sources: Statistics Sweden (2014a) and own calculations.

Table 3.4 Change in hours worked, men

Before During After Total
the crisis the crisis the crisis period

2006Q1  2008Q2  2009Q4 | 2006Q1

Percentage change 1200802 12009Q4 12013Q4 | i20130Q4

Hours worked per person 25 -6.0 1.6 -1.8
Employment rate 2.6 -4.7 2.3 0.2

Of which labour force participation 1.0 -1.0 1.2 1.2
tOhl;v;/:llj%r:J:r;ﬁrzgmber of employed in 16 37 11 1.0
,:\r\]/%rla(\)?/ee;ours worked per person 01 13 07 20
Ot e perertage o

Of which hours worked per person in 04 12 03 19

work
Note: Refers to the age groupdZ Changes are stated in cumulative log differences, which
approximate the actual percentage change in the respective component. Estimated using seasonally
adjusted data. Amounts are rounded and therefore do not alwgyeealtdly.
Sources: Statistics Sweden (2014a) and own calculations.
Separating the change in the volume of work done by women and by
men (Tables 3.3 and 3.4) shows interesting differences. While

womenos | abour i nput per per son
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S5percent since 2006, menoerdgem.put |
On average, the crisis appears to have hit men harder than women.
In particular, it is clear that after the crisis, hours worked for women
have recovered much more than for men, medy ligflecting that
male dominated sectors such as the export industry have not
recovered as much as other sectors. The stronger growth
in the number of hours worked per person for women than for men
since 2006 may also be a reflection of atéomgtrem towards an
i ncrease in womends participatio
It is primarily along the intensive margin that women have
increased their volume of work since 2006, both because among the
employed, more women are in work (i.e. lower absenteeism) and
because women in work have worked more hours. Among men, the
changes have also been primarily along the intensive margin, seen
over the period as a whole. It is primarily those who work who have
reduced their labour input.

3.2.5 Effects of the Government's reforms

As noted above, the labour market has weathered the current crisis
well compared with the crisis in the 1990s and also relatively well
compared with other countries. However, substantiating the extent
to which the reformbave affected labour market developments in
recent years is not a simple matter. As different crises have different
causes and affect some countries more severely than others, it is
difficult to distinguish cyclical patterns from structural factors.

Some o f t he Government 0s reform
increasing employment have been evaluated individually. Studies
have tried to estimate the employment effeatnme a sur ed s t
group. The measures that have been evaluated are the reduction in
the VAT fa restaurant and catering services, the lower social
contributions for young people and the higher earned income tax
credit and lower social contributions for older workers. (Box 3.2).

The studies show positive effects on employment in the target
groups,bt the effects are generally
is thus likely that the effects sustainaldenployment will prove to
be smaller than the shtetm effects,as the estimates do not take
into account deadeight and displacement effect®is is
particularly true of the reduced VAT on restaurant services and the
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|l ower empl oyersdé soci al contribut
studies also show that | ower empl
little impact on employment. In 2002, there weggi®nal reductions

in employersd soci al contribution:

Svealand. In a study by Bennmarker, Mellander and Ockert (2009),

the regional reduction is thought to have had hardly any impact at all

on employment in these areas in @004 compared with nearby

areas. Instead, the reduction is thought to have led to a relatively

rapid increase in wagédn contrast, the strengthened earned

income tax credit for older workers provides strong incentives for

older people to increasetheiabour suppl y. I n the C
therefore, this reform should have greater employment effects in the

long run than the effects estimated to have occurred thus far. It is
also the Councilds opinion that ¢t
employe soci al contributions for you
the younger age groups, announced by the Government in BP14, was

an improvement in the design of the reduced contribution for young

people. Focusing on the younger age groups is probably a better
targeted strategy to make it easier for young people having difficulty

getting established in the labour market than general subsidies for
everyone under the age of25.

Box 3.2 Employment effects oifsohehe Governm
evaluations

Attheendo2 013, evaluations of two of t
were presented. The Institute for Evaluation of Labour Market and
Education Policy (IFAU) published an evaluation of the effects of

the reduction i n ensddr poyng pepdle soci al
and the National Institute of Economic Research (NIER) published

a study of the effects of the lower VAT on restaurant and catering
service$: In 2012 IFAU also published an evaluation of the higher

earned income tax credit and thmwver employeds social

12Bennmarker and others (2009), ppd489.

13 At the same time, the Council notes that as of spring 2014, this proposal seems unlikely to get support
in the Riksdag.

14Egebark and Kaunitz (2013).

1SNIER (2013a), written by Erika Ekstrom, Petter Hallberg and Marcus Mossfeldt. The report is an
interimreport of a government remit to follow up the effects on prices, wages and employment in the
long term. The final report is to be delivered on January 1, 2016.
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contributions for older worketsBelow is a concise report bt
results of these three evaluations with respect to employment effects.

R e d u ¢ e dsocalnepntribufoegoungdpeople

Empl oy e cantdbutors for yaung people hdeen lowered

i n two stages since 2007. Oon J
contributions for employees between the ages of 19 and 25 were
reduced by about 11 percentage points.a@uady 1, 2009, these
contributions were lowered by a further 6 percentage points and the
target group was broadened to include everyone under the age of 27.
The aim of the reductions has been to make it easier for young
people to enter the labour market.

Egebark and Kaunitz (2013) est
comparing the growth in employment from 2007 to 2010 for those
affected by the reduction in social contributiengmployment
growth for those who were a little older and thus not covered by th
reductionsThe first reduction is estimated to have creat@0H
10000 new jobs for the target group in 2007 and 2008. There is little
support to indicate that the broader reduction introduced in 2009
had any further effect on employment. EgebarkKamhitz alsc
look at how groups with a weak foothold in the labour marker have
been affected. They do not find any employment effects at all for
young people born abroad and unemployed young people.

Their study emphasises that the total employment efffebts
reform are probably smaller than the effect on the target group as the
estimates of the employment effects do not include any displacement
effects.

VAT reductidior restaurant and catering services

On January 1, 2012, the VAT for restaurant and catering services was
lowered from 25 to l2er cent. An important justification for the
reduction was to boost sustainable employment in the economy,
both by an increase in the labour supply (by a redistrilfitm
housework to work in the labour market) and by an increase in
demand for restaurant services.

16 aun (2012).
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The NIER study (2013a) estimates the effects of the reform on
employment in the restaurant sector, i.e. the demand effect. There
are no estimates of tipessible effects on the labour supply. The
employment effects are estimated by comparing payroll growth in the
restaurant sector with growth in other sectors. The method probably
is the best available, but it nevertheless suffers from a high degree of
uncetainty. It is based on the assumption that payrolls in the
restaurant and other sectors in the comparison would have
developed similarly if the restaurant VAT had not been lowered.
Developments before the reform do not provide much suppart for
this assumn. Furthermore, it assumes, reasonably enough, that
the difference in employment, not wage growth, is the expleination
for differences in the payroll growth that have occurred.

NIER concludes that employment in the restaurant sector may
have increased bgimost 4900 people since the reform was
introduced. There is no analysis of the extent to which a sustainable
increase in employment is likely to be involved. An increase in
employment in the restaurant sector does not necessarily mean that
structural uemployment will decrease as other sectors may
experience a corresponding decline in the demand for ‘labour.
NIER notes, however, that the restaurant sector more than other
sectors employs people from groups with a weak foothold in the
labour market, suchs ayoung people and people born outside
Europe. There is thus reason to believe that the increase in
employment in the sector at least to some extent has included those
who otherwise would have had difficulty getting atjoherefore
seems likely thatehreform will prove to have positive effects on
sustainable employment, but the extent of these effects is unczartain.

Higher earned income tax cretlit a r educti on i n empl ¢
for older workers

On January 1, 2007, two targeted tax relief measures for older
workers were introduced. First, the earned income tax credit. which
was introduced for all ages at that time, was made considerably more
gener ous for t hose over 6 5. Sec:

17See Fiscal Policy Council (2012), Chapter 6, for a schematic review afieletbhta reduction in
the VAT can use to affect structural unemployment.
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contributions for those over 65 were lowered by ovperténtage
points. The aim of the reform was to increase labour force
participation by older people by increasing the incentives for older
people to work longer while increasing the demand for older
workers.

Laun (2012) estimates the empl
target group by comparing the difference in the labour market
outcome for people who had turned 65 before and after the
beginning of 2007 with before and after the two tax relief nseasure
were introduced. The results indicate that the targeted tax relief
increased employment in the year immediately following thz 65th
birthday by 1.5 percentage points among those who had taxable
earned income for at least part of the year for the prévieasto
five years. Laun notes that in this case, it is possible that the long
term effects may be greater than the sbor effects. The analysis
captured only the shdadrm effects in terms of labour marxet
outcome during the year immediately fatiguhe 65th birthday.

The evaluations that have been made concern less extensive reforms.
According to the Governmentodos e
credit is the single most important measure to increase sustainable
employment. Approximately half béttotal increase in employment

that the Government expects as a result of the reforms is expected to
be due to the earned income tax credit. The effects are expected to
occur relatively rapidly, within the course of a few 'ydesthe
implementation ofhe earned income tax credit began already in
2007, this would mean that to a large extent, the earned income tax
credit has already had an effect on the labour market. The Council
has previously expressed the opinion that the employment effects
expected pthe Government as a consequence of the earned income
tax credit appear reasonable and sees no reason to change its opinion
in light of developments in recent yé&arfie Council thus shares
the Governmentodos view that t he
have had a substantial effect on employment. All estimates of the size

18 Ministry of Finance (2011a).

¥See Box 7.1 in Fiscal Policy Council (2011) . A
estimates was assessed by comparing them veithpdents in other countries that had previously

carried out major labour market reforms, such as Denmark, Germany, the Netherlands and the United
Kingdom.
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of the employment effects of various reforms involve a high degree
of uncertainty, as the Government also points out.

To sum up, the Council notes that the increase in labour force
paricipation since 2006 is very positive, despite the severe economic
slowdown. This suggests tbatike the crisis in the 199@% risk
that this crisis will have sustainable adverse effects on the labour
supply is limited. The employment rate has afeo rétatively well.

This is particularly true when the effect of demographic
developments is taken into account.

Because employment has not increased at the same pace as the
labour force, there is still an unemployment problem. Unemployment
is currently Igher than in 2006 and has been abpetr&:nt since
20009.

The persistent high employment is probably largely due to the
prolonged low demand for labour in the wake of the crisis. But the
high unempl oyment may also be a si
reforms, the labour market is slow in adjusting for structural reasons.
One reason may be that matching between supply and demand in the
labour market does not work well. Another may be that the share of
unemployed with relatively worse employment oppdagirias
increased in recent years. Whether this is the case, and if so, what it
would imply for opportunities to reduce unemployment, are
discussed in the next section.

3.3 Changes in the composition of
unemployment

Unemployment gendsalinvolves substantial welfare losses in the
form of i nsecurity for t hose af f e
entering the labour market normally also involves lost income and
may therefore also have distribution policy consequences.
In 2013, unemploymenvexaged fercent. The Government
expects that unemployment will gradually decline in the next few
years to less tharpércent in 2018 1t is then expected to be near
its equilibrium level, i.e. the level of employment that it is possible to
achieve ina bal anced economy. The Gove

20VP14, Chapter 3, p. 116.



equilibrium unemploymehas been revised upwards in recent years,
given both the persistence effects (i.e. lingering unemployment) from
the financial crisis and new popatatiorecasts from Statistics
Sweden. In 2011, the Government expected equilibrium
unemployment to be 4p@rcent. Since then, its estimate has
gradually risen to So2rcent (VP12), 5jpercent (VP13) and
5.7percent (BP14).

The Council notes that déspthese upwards revisions, the
Government ds esti mate of equi | i
optimistic than NIEROGOS. NI ER est
at 6.7percent currently and 6pércent in 2018. The Riksbank does
not give any exact estimate exfuilibrium unemployment but
estimates that it lies in the intervadb®percent’*

Figure 3.11 Unemployment and the percentage of long-term
unemployed by gender
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— - — - Unemployment men (left)

------------- Long-term unemployment women (right)
------- Long-term unemployment men (right)

Note: Refers to the age grou@Z The Labour Forc8urveys (LFS) count anyone who has been
unemployed for more than six months as-feng unemployed.

Source: Statistics Sweden (2014a).

There ar e S 0me I ndicators t hat
unemployment forecasts may be too optimistic. One sucdtands

that a larger share of the unemployed are¢domgunemployed now

21 Sveriges Riksbank (2013b).
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than before the financial crisis (Figure 3.11 above)-tdramg
unemployment is particularly high among men. To the extent that
those who become loigrm unemployed lose theiradtiveness in
the labour market, it can become more difficult to return to work. It
may in turn create a persistence problem that may make the
adjustment to the logrm equilibrium level proceed at a slower
pace than the Government expected.

Anotherind cat or that the Governmentos
may prove too optimistic is that the composition of the unemployed
may have changed to a larger share of people who have
comparatively worse job finding rates already when they first become
unemployed. Adbt sf °r medl i ngends stati sti
unemployed suggest such a trend: the number of registrants with
Arbetsformedlingen who are in a vulnerable gi@ip group with
a job finding rate much lower than average, hassecr sharpig
recent years (Figure 3.12).

Figure 3.12 Number of employed registered with
Arbetsférmedlingen

Thousands Per cent
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Vulnerable groups (left)

- - - - Not vulnerable groups (left)
Vulnerable groups as a percentage of the unemployed (right)

Note: Refers to those registered as unemployed at Arbetsforméthimggei open unemployment

and jobseekers in programmes with activity support) in the ggel@@s Included in vulnerable
groups are the unemployed who have only-apper secondary school education, are born outside
Europe, are disabled, or arersen 55 and 64. A person who is included in several of these groups is
counted only once. Seasonally adjusted quarterly values.

Source: Arbetsformedlingen.
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Arbetsformedlingen counts unemployed who have onlyuppee
secondary education, are born oetsiHurope or have an
occupational disability as belonging to a vulnerable group. People
older than 55 when they become unemployed are also counted as a
vulnerable grouf3.

Arbetsformedlingen estimates that in the20@0Ds, almost half
of the unemployed canfeom a vulnerable group (Figure 3.12
above). This share then rose in 2007 and 2008 when the labour
market generally improved. An increase in the share of the
unemployed who have a worse job finding rate in good times is a
common cyclical pattern. At theginning of the crisis, the share of
unemployed in a vulnerable group then fell when falling demand for
labour led to rising unemployment also in groups with relatively good
job finding rates.

But since the end of 2009, the share of unemployed in veanerabl
groups has again increased. At the end of 2013, Arbetsformedlingen
estimated that G#rcent of the unemployed came from a
vulnerable group; this is a higher percentage than before the crisis.
Unlike the crisis years, the explanation for the increese2809 is
that thenumbeaf unemployed in vulnerable groups has increased.

If these changes among those registered with Arbetsformedlingen
reflect a general trend among the unemployed (and thus not only
among the registered unemployed), it may indiw@tereducing
unemployment substantially in the future could be difficult. One
explanation for this shift to more persistent unemployment may be
that the share of people born outside Europe among newly arrived
immigrants has increased since 2006 anddresse is reflected in
t he unempl oyment statistics. Ar
that by far the largest increase among vulnerable groups is in the
group born outside EuropeThere is also reason to believe that the
Governmentds sng pnpyl tp some e@xent havd o r
contributed to an increase in the labour supply among people with
below average job finding ratéso, there is a risk that an increase
in the labour supply will not only increase employment in the long
term but also bring abb a slight increase in equilibrium

22 Arbetsformedlingen (2013).
2The group ofunemployed born outside Europe registered with Arbetsformedlingen increased by
183percent between 2005 and 2013.
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unemployment.This would in turn make the return to low
unemployment levels more difficult.

To ascertain whether there is a change in the composition of
unemployed people similar to the change in the composition of those
registered with Arbetsformedlingen, we first compare the official
statistics, the Labour Force Surveys (LFSPwitb et sf °r med | i n g
statistics. We then describe how the composition of the inflow to
unemployment has changed over time.

3.3.1 Comparing statistics from
Arbetsformedlingen and LFS

Arbetsformedlingends unempl oyment

cannot be directly compared with the official statistics (LFS). This is

because the official statistiesve nocompilation of theaumber of

unemployed from vulnerable groups Ilike that found in

Arbetsformedlingends statistics. T

several of these groups in the official statistics. To solve this problem

of double counting, we have had Statistics Swedenlecomgi

series for the unemployed from any of the follogtiogps: only a

preupper secondary school educated, born outside Europe, and

workers over 55. It is worth noting that it is those who are over 55

and unemployed who are considered vulnerable in

Arbet sf°rmedl ingends statistics, no
As shown above, unemployed people with an occupational

disability are also counted as a vulnerable group in

Ar bet sf°rmedlingends statistics. I

information about whetheéhe unemployed have an occupational

handicap. This group is therefore not included as a separate group in

the time series compiled by Statistics Sweden, thus complicating the

comparison between the registered unemployed and the unemployed

in LFS. The nundr of people registered as unemployed who have

an occupational disability has increased sharply in recent years, by

about 4M00 between 2005 and 28&1&ccording to information

from Arbetsférmedlingen, in April 2014, approximateghei®®nt of

the unemplyed with an occupational disability also belonged to

24However, the group born outside Europe accounts for the largest percentage increase.
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another vulnerable groufhis means that, provided that the
percentage of unemployed who have an occupational disability but
do not belong to any other vulnerable group is constant over time,
25percent of those with an occupational disability will not be
included in the time series compiled by Statistics SWedeake
Arbetsf°rmedlingends statistics
we have therefore consistently removed the equivalent of aajuarter
the group with an occupational disability from these time*series.

Figure 3.13* Unemployed people in vulnerable groups

Thousands Per cent of the unemployed
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C—/LFS, level (left)
. AR, level (left)
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LFS, per cent (right) - 60
——————— AF, per cent (right) -
200 - =
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- 50
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0 H - 40
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Note: Vulnerable groups here according to Arbetsférmedlingen are the unemployed with-only a pre
upper secondary school educatioa,unemployed over 55 and the unemployed born outside Europe.
For the best possible comparability with LFS, a quarter of the registered unemployed having an
occupational disability have also been excluded. Included in vulnerable groups in LFS are the
unempoyed with only a prepper secondary school education, the unemployed over 55 and the
unemployed born outside Eps

* Figure 3.18vasrevised on Jurel, 2014. See JP4for thecorreced version

Sources: Arbetsformedlingen, Statistics Sweden (2014a) and own calculations.

Figure 3.13 above shows developments for the unemployed in some
of these wvulnerable groups according to LFS and
Ar bet sf °r me d$ aftergteenabave certecioni Bigure
3.13 shows that to begin with, the share of unemployed in a

21f the share of registered unemployed who hawecaipational disability and are not part of any of
the other vulnerable groups has increased since 2005, i.e. contrary to our assumption, the time series
based on LFS will underestimate the increase in the number of unemployed in a vulnerable group.
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vul nerable group is higher in Arbe
the LFS statistics over a large part of the period studied. This is
probably because e in these groups turn to Arbetsformedlingen

to a greater extent than other groups. There are also differences in
definitions between the two statistical sources that probably play a

role (Box 3.3%.

Box 3.3 Unemployment i various data sources

Accordingto LFS, which provides the basis for the official Swadish
unemployment statistics, a person is unemployed if he or she

1 is without work during the reference week, and
M can work within two weeks, and

1 s actively looking for work or is waiting for a jobwhiabegin
within three months.

A person is counted amployed LFS if he or she has worked at
least one hour during the reference week.

The main alternative data source
on registered jobseekers. One important differeampared witn
LFS is the different definition of job opportunity. Someone
registered as unemployed at Arbetsformedlingen may under certain
circumstances work. Thus, for example, those who have a form of
employment where they are called in as needdx caunted as
unemployed at Arbetsformedlingen if they have only worked a little
(a2 maximum of seven hours a week) but as employed in LFS.
Another important difference compared with LFS is the des gn of
search criteria. The openly unemployed must ateklfor a job.
For those in a programme with an activity grant, howeve’, this
requirement is not as explicit. As
is not fully monitored, there is no way of assuring that all those who
are openly unemployed according tbefsférmedlingen actually
actively search for a job. This means that someone counted as
unempl oyed in Arbetsformedlingends
outside the labour force in LFS if he or she does not actively search

26 For a detailed analysis of the differences, see Statistics Sweden (2013).
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for a job. Finally, itis alsodik y t hat Ar betsf°r me
on the registered unemployed are more sensitive to rule chenges in
the transfer systems than LFS. This is because of the requirement to
be registered at Arbetsférmedlingen to get unemployment benefits
but the unemplyed without the right to benefits may not register.

What we are particularly interested in here, however, is the extent to
whichchangesn Ar bet sf°r medlingends st
LFS. Both statistical sources show that the number of unedchploy
vulnerable groups increased sharply in 2009, early in the financial
crisis. In subsequent years, it is primarily among those registered at
Arbetsformedlingen that there is an increase in vulnerable groups.
This period coincides with one of the Gomeennt 6 s r ef or m
change in the sickness insurance rules is estimated to have caused a
large group to lose their sickness benefits at the beginning Bf 2010.
There should also have been a similar increase in the official statistics
reflecting the extend which those who lost their benefits entered

the labour market. LFS statistics show an increase in 2010 but it is
smaller. Low job search activity by those who became uninsured
could explain why LFS does not count some of them as unemployed.
The exclusio of some of the occupationally disabled in the
vulnerable groups in LFS may also have some signfficance.

On balance, the comparison with the official statistics indicates
that to some extent, it is the composition of the unemployed at
Arbetsformedlingetinat has changetihe same increase in the share
of unemployed from vulnerable groups cannot be seen in the official
statistics. But it is possible that the official statistics for the reasons
described above to some extent understate the changes in the
composition of unemployment in recent years. Nor can changes in
the search behaviour be ruled out when it concerns the extent to

27 Source: Forsakringskassan (the Swedish Social Insurance Agency), (2012).

28 Another labour market reform, the establishment reform, entered into force at the end of 2010. Its
aim was tespeed up and facilitate the establishment of newly arrived immigrants in working life by
having Arbetsformedlingen assume coordinating responsibility from the municipalities for those
immigrants. The change in handling newly arrived immigrants mayeute® tfe increase in the
registered unemployed in vulnerable groups if they were not counted as unemployed in the official
statistics. It is reasonable to assume, however, that many of them would have been registered with
Arbetsformedlingen all the sarbet a little later, and thus, the establishment reform in particular
should have played a role in the time profile in the increase in the number of unemployed from
vulnerable groups.
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which the unemployed with better job finding rates turn to
Arbetsformedlingen. That may also affect the comparison between
Arbet§ °r medl i ngends statistics and LF

3.3.2 Inflow to unemployment

This section looks at the change in the composition of the inflow

into unemployment over time. The extent to which the
Government 0s supply si de refor ms
participation comparatively more in groups with weak job finding

rates mayéreflected in an increase in the inflow to unemployment

from groups previously not in the labour force, such as the group
0sickd. As s homnitwaspariidarly the ggoulB . 1 ( p .
on sickleave outside the labour market that decreased between 2006
and 2013. One likely explanation for this decrease is that the inflow

to this group has declined because of stricter texther
explanation maye that more people préwsly on sickeave

entered the labour market to a larger extent than they had before.

Figure 3.14 Inflow to unemployment

Thousands Thousands
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From employment (right)

Note: Refers to the age group Seasonally adjusted quarterly values. Grey areas indicate the
financial crisis, defined asmeis with large negative output gaps (208BID9Q4).
Sources: NIER and Statistics Sweden (2014a).
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We begin by dividing the inflow into people who come from outside
the labour force to unemployment and people who have gone from
employment to unemploymeht.Figure 3.14, we sd®at the flow
from employmento unemployment increased sharply when the
financial crisis erupted in 2008. But this fteaededrelatively
rapidly. The flow from outside the labour force increased a little later
and has not decreased in the same way.

In Table 3.5we further subdivide the inflow from outside the
labour force to get an understanding of what may explain this
increas in the flow from outside the labour force to unemployment.

Table 3.5 Inflow to unemployment before, during and after the crisis

Level (thousands) Share of total inflow
(per cent)

Before During After Before During After

the crisis  the crisis  the crisis | the crisis  the crisis  the crisis

Eram 2006Q1 2008Q4 2010Q1 2006Q1 2008Q4 2010Q1

: 2008Q3 2009Q4 2013Q4 2008Q3 i2009Q4  2013Q4

Employed 63.0 83.5 70.9 40.9 46.0 39.3

Outside the labour 91.1 982  108.6 59.1 54.0 60.7

force, of which

Students 59.3 61.8 70.1 38.5 34.0 38.9
On sick-leave and

in early retirement 33 3.0 32 22 L7 18

Retired 1.2 0.7 1.2 0.8 0.4 0.6

Other* 27.2 32.7 34.0 17.7 17.9 19.4

Note: Refers to the age grou@Z2%:The group O0ot her 60 icanschipisdrels | at e

those working in the home. The figures in the table refer to average values in each period.

Sources: NIER, Statistics Sweden (2014a) and own calculations.

The flow from outside the labour force can be classified as those
who previously wessck entering the labour market, students joining
the labour market, pensioners returning to work or someone from
the group oO0otherd entering the
statistics are a relatively imprecise statistic, we describe in table form
the aggregated flow in three periods: before the financial crisis
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(2005623;352008:3), during the crisis (2008009:4) and after the
crisis:.

This further breakdown shows that the increagheimflow
from outside the labour force that took place from thedbefore
the crisis to the period after is mainly due to an increase in the group
students and the group other. In relative terms, the flow from the
group other increased the most in connection with the crisis. This
group includes latent jobseekerspeéeple who wanted workand
were able to do so the week in question but had not looked for a job.

The flow analysis shows no increase in the flow from the sick
leave and early retirement group to unemployment over the period as
a whol€? As mentioned abe, stricter sickness insurance rules may
have led people who no longer had the right to benefits after the
reforms to enter the labour market in greater numbers. But the flow
analysis indicates that to the extent that &pigemed, it did not lead
to anynoticeable increase in the net flow to unemployment.

It may be interesting to relate the above flow analysis to the
Government 0s objective t o reduce
Government writes that exclusion has decreased by almo80 200
people since 2088But a reduction in labour market exclusion is not
the same as a flow to employment. The Government defines
exclusion as people supported by social benefits or
allowance¥. Exclusion thus decreases by definition if people who
previously received sicknessunemployment benefits are denied
benefits because of stricter requirements (and also do not receive
welfare benefits). In this way, a person may still be in the group sick

29The uncertainty in the flow statistics is due to their design, wh#ists of a smaller sample than

LFS statistics and also has a largeresponse. LFS includes52® people every month. People in

the flow statistics are questioned quarterly over a two yeadpleusdeach time 7/8 of the usual LFS

sample are inaled (7/8 consist of people who have been part of the survey since the previous quarter
and 1/8 consists of new participants). The estimated number of unemployed from the flow panel will
thus differ slightly from the estimated number from the larger inp& s@he nomesponse will also

be larger as people need to be asked twice in order to be registered in a flow, and one missing
observation on one of these occasions is enough for that person to be removed. The measurement
errors (for example, people @sad an incorrect labour market status) also have a substantial impact on
flow statistics, as random errors do not offset each other (as is often the case sdthicnasslata).

Statistics Sweden therefore reports uncertainty numbers for all @sw tabl

30By design, the level of this flow is underestimated as the group largely consists of people who are only
questioned once a year in LFS.

31VP14, p. 23.

32The exact definition is the number of-felar equivalents aged@0 supported by benefits and

public transfer payments.
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or unemployed in the official statistics by continuing to declare that
he or sheis sick or unemployed in LE®d at the same time,
estimated exclusion decreases.

To sum up, a comparison between the official statistics
and Arbetsf©°rmedlingends statist
of people from vulnerable groups among ¢lgestered unemployed
to a large extent reflects a change in the composition of the
unemployed at Arbetsformedlingen. This has been particularly true in
the past three years. The official statistics do noteshedhjarge
changes in the composition of the stock of unemployed for people
with relatively low job finding rates. The flow analysis provides a
similar picture: the largest increase in the flow to unemployment has
been from students. This group consists mostiyoung people
whose average unemployment spells are short.

The Councilvishes to point ouhat the preceding analysis does
not provide grounds for guestic
equilibrium unemployment. The Council notes, however, that the
official statistics show that in 2013 more than half of the unemployed
were from vulnerable groups, a considerably higher level than in
2005. It is not easy to judge what this means for the level of
equilibrium unemployment. But the uncertainty around the
Govenment 86s esti mate of equi l i bri
that it will prove too optimistic may at least not be dismissed.

3.4 Young people in the labour market

In both BP14 and VP14, the Government highlights the labour
market for young people as an areere the Swedish labour market
functions relatively poorly and where measures continue to be
important.The Government stresses that the risk of becoming stuck
in longterm unemployment is particularly high for some groups of
young peoplelhis refers pécularly to young people who have not
completed an upper secondary education, young people born outside
Europe and young people with an occupational dislflityin the

public debate, the level of total unemployraering yong people

33Bengtsson and others (2014) note that the difference in the employment rates between
young people with an upper secondary education andpperesecondary school education has been
on an upward trend in the last twenty years
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is often wused to illustrate young
market. Unemployment among young people is high. It came to
24percent in 2013, compared with an EU average podr28ént.

Youth unemployment is serious from a social perspastitr®se

who do not enter the labour market when they are young risk being

stuck outside the labour market for a long tiBwt youth
unemployment is often misleading in estimating the extent of the
problems that young people encounter whenehiythe labour

market.

3.4.1 Problems measuring unemployment

International comparisons of youth unemployment are also
problematic for several reasons, even though Sweden now uses the
same definition as other countries. One reason is that the education
system diffies from country to country. In some countries, those in
apprenticeship programmes in upper secondary school are counted
as employed as they already receive an apprenticeship wage during
their time in upper secondary school. This is true of Austria,
Denmark and Germany, for example, but not Sweden. Differences
in the design of state study grants may also play a role. In Sweden,
for example, no student aid is paid during the summer vacation,
giving Swedish young people a stronger incentive to look for summer
jobs than young people in countries where they also receive study
grants during their vacation.

There are also other problems in asided focus on the level of
youth unemployment. The measure does not take into account how
unemployment is distributedithw respect to the length of the
unemployment spell. Most young people are unemployed for a
relatively short time. As seen in Figure 3.15, more than one in three
of the young people who were unemployed in 2013 had been
unemployed for less than one montthattime of the survey.
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Figure 3.15 Unemployed for less than one month
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Note: Refers to unemployed who have been unemployed less than one month, as a percentage of the
total number of unemployed in each age group. Annual averages.

Source: Statistics &en (2014a).

Another dimension overlooked by the unemployment measure is
that a large number of unemployed young people are students. Thus,
both unemployment and employment almost exclusively refer to
extra income alongside studies or summer jobs. Belolesaribe

the distribution of young people across different groups in the
official labour market statistics and the changes that have taken place
since 2006. We then discuss alternatives to the unemployment
measure to descr i be entermgthe dgabopre o p |
market. Finally, the Council highlights some conclusions about
measures to tackle youth unemployment.

3.4.2 Young peopleds | abour mar

In the official statistics, people between the ages of 15 and 24 are
counted as young peapldis covers a broad range of young people.
Few young people ageddl8 seriously participate in the labour
market and there are on average large differences in the qualifications
of a 15yearold entering the labour market and those ofyea#

old. Forthis reason, the Council has had Statistics Sweden make a
further subdivision of young people into two groups, ag&s asd

20924 for 20062013.
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Figure 3.16 Young people aged 15i 19 by labour market status

Thousands
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Note: Refers to young people agedll95as aer cent of everyone in the ageup) according to

labour market status. The first bar shows the average value for 2006 excluding the summer months of
June through August and the second bar shevevérage value for the summenths of 2006. The

third and fourth bars show the corresponding information for 2013.

Sources: Statistics Sweden (2014a) and own calculations.

It is clear from Figure 3.16 above that most young people aged 15
19 are students outside the labour fondetd bars). It is worth
noting that the youngest ardéhus not included in the youth
unemployment statistics as they do not on the whole offer their
labour.

Young people on school vacation are not counted as students. For
this reason, the summer months are shown separately in the figur
above. The figure shows that during the school year, a very small
number of young people aged1% are unemployed while they
study (red field). Most of those unemployed at that time attend upper
secondary school (rose field).

As expected, there are adesably fewer young people who are a
little older who are not in the labour market (Figure 3.17). Most of
them are full time students. Likewise, for older young people, the
number of unemployed is highest during the summer months as
many want to work dug school vacation.
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Figure 3.17 Young people aged 20i 24 by labour market status
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Note: Refers to young people agéiP4 (thousands) according to labour market status. The first bar
shows the average value for 2006 excluding the summer months of ugimétigost and the second

bar shows the average value lier summemonths of 2006. The third and fourth bars show the
corresponding information for 2013.

Sources: Statistics Sweden (2014a) and own calculations.

As the figure also makes clear, a not siderable number of young
people neither participate in working life nor are students (black field
in the figure). In 2013 percent of young people aged24 did

not study, work or look for a j8bThe percentage has declined
slightly since 2006, buts stillremarkablyarge.

To more clearly illustrate how the distribution of young people
across different activities changes during adolescence, Figures 3.18
and 3.19 show a breakdown of each cohort into the grottpsdull
students, the employed, thheemployed and those who are inactive
outside the labour force. We have also subdivided young people by
gender.

34The figure refers to the average for the year excluding the summer months.
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Figure 3.18 Young people by labour market status and age, men
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Note: Refers to labour market status in 2013.

Sources: Statistics Swe(®914a) and own calculations.

The figure shows that unemployment is highest for both men and
women around the age of 19, i.e. in connection with the transition
from upper secondary school to further studies or a job. The increase
in unemployment after uppgecondary school is particularly evident
for young men.

For young women, there is a hump fortiole students aged
21622. There are thus more women studying who come from this
age group than the group directly out of upper secondary school.
This pattem for young people as a whole is also seen in the 2011
LongTerm Survey, which notes that no corresponding hump can be
seen in the EU .The breakdown into women and men shows
that the hump only applies to women. The Swedish pattern can be
seen as an engssion of the comparatively long time it takes for
Swedish young people, particularly womergnter the labour

35See Longerm Survey 2011 (SOU 2011:11), Chapter 3 and Appendix 2 of the Survey (SOU 2010:88),
for a comparison between Sweden and other countries in this respect.
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market, as many often take a break in their studies before they begin
higher education.

Figure 3.19 Young people by labour market status and age, women
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Note: Refers to labour market status in 2013.
Sources: Statistics Sweden (2014a) and own calculations.

3.4.3 Measures of inactivity among young people

Eurostat annually calculates a measure aimed at measuring young
peopl ed sentgringthd lnboun snarket in a better way than

the unemployment measure does. In the Eurostat measure, the group
consists of young people who are not in employment, dtudgt s

and do not participate in any labour market programme (Figure
3.20)*® Unlike the unemployment measure, those looking for work
while they study are thus not included. But those who are outside the
labour market but do not study are included. Howénemeasure

does not capture only young people who have problems entering the

36 Eurostatcalls this group NEE® Not in Employment, Education or Training.
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labour market as a time of inactivity after studies may be a voluntary
choice.

Figure 3.20 Inactivity among young people aged 181 24

Per cent Per cent
18 - - 18
16 - - 16
02013
14 4 - 14
#2006
12 . - 12
10 - * - 10
8 8
6 . -6
4 - ¢ -4
2 2
0 T T T T T 0
Norway Denmark Sweden Finland EA-18 EU-28

Note: Young people are counted as inadtikiey do not study, work or participate in a labour market
programme.

Source: Eurostat.

The percentage of inactive young people is higher in Sweden than in
Denmark or Norway, but lower than the EU average. In Sweden, the
percentage of young people in gnwup has fallen since 2006 while

it has increased in the other countries in the comparison. But in
2013, there was nevertheless a large group, one in ten of all young
people between the ages of 18 and 24, included in this group of
inactive young people.

3.4.4 Measures to tackle youth unemployment

Regarding young people as a homogeneous group may result in
overlooking groups in the young workforce with a weak foothold in

the | abour mar ket . Some ofs the
support for vocational introduction for young people and the
reduction i n empl oyer sd soci al

broadly target all young people. Support for vocational introduction
may be an important part of the policy to expedite yountepeop
labour markeentry generally. As Figures 3.18 and 3.19 show, it is



just at the age when young people finish upper secondary school that
unemployment is highest, indicating that the transition between
school and working life functions poorly. Btre is also a risk of
considerable displacement effects from the support for vocational
introduction as employers are free to choose which young people will
be offered vocational introduction places. Young people with
relatively poorer prospects risk being included in these measures.
The Council emphasises the importance of supplementary measures
targeting young people with a weak foothold in the labour market in
particular.

3.5 Assessments and recommendations

The Council notes that labour force pgrétion, the employment

rate and the number of hours worked have grown well since 2006.
This is particularly true if the increasing number of weagmg
people in age groups where labour force participation has
traditionally been low (i.e. particuldryse aged 6834)istaken into
account. If labour force participation and employment rate growth
are controlled for changes in the age structure, labour force
participation shows an increase of more thaerczntage points
since 2006 and the employmerie ran increase of more than

1 percentage point.

It is difficult to provide a clear answer as to why growth has been
relativelystrong A number of factors may have interacted. The
Council notes, however, that evaluations of the reduction in
e mp | oy ebutods foc young people, the cut in the VAT in the
restaurant sector and the increase in the earned income tax credit and
| ower employers®6 contributions
effects are too small to explain the bulk of the positive engoiby
trends. But assessments of the earned income tax credit indicate that
this reform may have been responsible for a substantial part of the
positive effects. It is also worth noting that sound public finances
have meant that unlike the crisis in the04,9%ublic sector
employees have not had to be dismissed in connection with the
financial crisis.

The Council notes that unemployment is considerably higher than
before the crisis. To some extent, this is probably due to the
continuation of a lower than nmeal demand for labour on account
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of the economic downt urtheincrddset i n t
in the percentage of lotgym unemployeds alsoa cause for

concern it may give rise to a permanent higher level of
unemployment. The Council also esothat Arbetsférmedlingen

reports a sharp increase in the percentage of registered unemployed

in vulnerable groups, i.e. groups with a job finding rate much below

the average. The same dramatic development is not seen in LFS
statistics, but the percentaeunemployed in vulnerable groups is

also high in LFS. The Council &6s an
t he Gover nment libium tinempioyrerd will proger e q u i
too optimistic.

The Council considers it inappropriate to use unemployment
amongl524yearo | ds as a measure of y OuUN(
entering the labour market. In the group agedd1®5 the
overwhelming majority of young people are enrolled in upper
secondary school and thus both unemployment and employment
almost exclusively ref® extra income alongside upper secondary
studies or summer jobs. For the group over 19, there are large
di fferences depending on age. | n
measure of inactivity among young people is generally a better
measure of young @e | e 6 s  dntefinhtheclabdut maekst.

This measure includes young people who are not in employment, do
not study or do not participate in a labour market programme. The
share of inactive &4 yeaplds has declined slightly since 2006.

The Counit notes that inactivity is particularly common among
young people ageddP®, while slightly older young people have a
better situation in the labour market. This indicates that the transition
between school and working life could be improved. Thistsugges
t hat t he Government ds recent me a ¢
vocational introduction are a step in the right direction in making it
easier for young peoplegioterthe labour market.
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4 Income distribution and earned

income tax credit s

The Council 6s remit also includes
on the distribution of welfare in the short and the terrg In last

yeards report, the Council examine
in the earned income tax credit on Uaisupply and the distribution

of disposable income. When the Cou
Government had not yet proposed a further earned income tax

credit. BP14 includes a proposal for a fifth step in the earned income

tax credit and it was inthaced on January 1, 2014. In BP14, the

Government di scusses t he Council 0:¢
income tax credit. The Council comments below on the
Governmentds response to its analy

the earned income tax crddiplemented by the Government this
year and analyses the income distribution effects of all five earned
income tax credits.

4.1 The earned income tax credit: a short
introduction

The earned income tax credit was introduced in 2007 and has since

then beerstrengthened on four occasions, most recently in BP14.

The purpose of the tax credit is to make it more profitable td work.

As the earned income tax credit makes its more profitable to work,

the tax credit is expected to result in higher employment. more
people are expected to join the labour force and the unemployed are
expected to look more intensively for work. According to the
Government ds assessment g5)wilhre ear ne
the long run increase sustainable employment by abdd®0120

peoplé€.

A tax credit thatapplies to earned income, but not to other
income, boosts the relative return to labour. It encourages more
people to choose to work rather than not to work. The labour supply
thus increases. But it is not the effects otatimur supply that are

1 See, for example, the box in BP14, gi222
2See VP14, Table 5.5.
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interesting but the effects on employment. Analysing these effects
requires taking the effects on wage formation and search behaviour
into account. Theoretical and empirical research indicates that the
employment effects are alsoifpos® An earned income tax credit
makes it more attractive to have a job. Presumably, it will contribute
to more restrained wage demands. Lower wage costs give companies
an incentive to hire and reduce the share of the labour force that is
unemployed. Tus, total employment can be assumed to increase
both because more people choose to participate in the labour market
and because a larger share of them get a job. Lower wages may,
however, reduce the effects on participation. But lower
unemployment, and thubetter chances of getting a job, have a
countervailing effect by increasing participation.

While an earned income tax credit is most likely to increase
employment, its effects on income distribution are less clear. On the
one hand, income dispersion etaldecrease because the incentives
to leave dependency on benefits and get an earned income increase.
On the other hand, income differences between those with a job and
those still dependent on benefits increase.

4.2 The fifth step in the earned income t ax
credit
I n t he Coun ciubedte FASIT Bodd thepnwdet |, it

used by the Governmeito analyse the effects that a further earned
income tax credit, as proposed by the Ministry of Finance in 2011,
would have on employment and income distribution. The Council
also examined what effect abolishing the earned income tax credits
already implememte woul d have. The resul
simulations showed that the earned income tax credit has a
significaneffect on employment at the margin. But the Council did
not find any support for the Go
income tax credit hagduced the spread in disposable income

3 Fiscal Policy Council (2008).

4FASIT is the acronym for Fordelningsanalytiskt Statistiksystem for Inkomstearstareringar,
(Distributional Analysis System for Income and Transfers). It is a microsimulation model developed by
Statistics Sweden and the Ministry of Finance; see NIER (2014a).
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among househol ds. Commenting on t
Government writes in BP14:
With respect to the Council ds a
earned income tax credit on income distribution, it should be
notedt h at the Councilds results ar e

of the earned income tax credit already implemented. Instead,

the simulation is based on the proposal for an expansion of the
earned income tasredit thatwas referred for comments in

April 2011 Fi:2011/1936), which is essentially idertictie

expansion of the earned income tax credit proposed in this Bill.

The expansion analysed has a distribution profile that is different

from that of the four implemented steps and does not deviate

from the Gover nment 8s assessment i n
Council ds generalisation applyini
from the simulation of the proposal referred for comment to the

earned income tax credit as a whole risks giving rise to an
unclear interpretanio of t he results. The Go
shows that the earned income tax credit as a whole will in the

long term increase incomes more for those with low incomes.

The earned income tax credit has a good income distribution

profile as it strengthens theentives to work and gives the

largest relative tax relief to {@md mediurincome earners.

To highlight the issues related t
distribution effectthate mer ged from t he Counci l
year 6s r engibhad againtaskéte Natwowal Institute of

Economic ResearcNIER) to do a number of simulations using the

FASIT model; see NIER (2014a). The analysis below is based on

NI ERO s background paper. The Coun
analysis of the simutats done by NIER. The aim is to clarify the
basis for the Councilds conclusi on

4.2.1 A broader income distribution analysis

The Government has painted an unambiguously positive picture of
the income distribution effects of the earned income tax credits.
key result of its analysis is that the lowest decile group clearly receives

5BP14, p. 675.



the highest increase in income when the-teyng effects are
included. The policy thus appears to have a remarkably precise
distribution effect. In the distribution analysaported by the
Government, the division into decile groups with respect to the
effects of the reform is based on the income distriboétorthe
implementation of the earned income tax credit. In the text below,
the Council wi | lenda&lsl mehiho dadt. h & |
maker 6s perspective, it i's nat u
group of people when an earned income tax credit is introduced. The
distribution analysis reported by the Government answers this
guestion. But a distributi@nalysis of this kind does not take into
account the movements in the income distribution caused by the
earned income tax credit. However, the simulated changes in
the FASIT model result isuchmov ement s. The Go
distribution analysis therefatees not answer the question of how

an earned income tax credit changes the income distribution as a
whole, i.e. when the movements between decile groups caused by the
measure are taken into account.

The movements in the distribution may have severascaus
People who do not change their supply of labour, but whose income
is affected by the tax reduction, will move together with other
household members in the distribution as a result of the direct
change in income. People who change their supply of Vatiour
move together with other household members in the distribution as a
result of the change in income caused by the change in the labour
supply. Changes in labour supply along the extensive margin (to work
or not) can be expected to result in largerements than changes
along the intensive margin (the number of hours those who work
decide to work). These movements will also lead to a change in
position in the income distribution for those who are not directly
affected by the reduced tax on earned iacom

Based on these movements, the Council suppledamnitsdid in
| ast yeatrhdes Goewpeorrtment O stermand | y s i
longterm effects of the earned income tax credit with an analysis of
how the movements affect the income distribuBga. divisiornnto
decils befor@ndaftethe tax reduction, the Council can examine how

6 The concept decile group is explained in foofréie 33
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many people change decile group as a result of the tax reduction. The
Council also examines how much the median income changes in the
respective decile groups bseaof the tax change. In the latter case,

the Council does not necessarily follow the same people, but analyses
the group of individuals belonging to, for example, decile group four
before the tax reduction and then those belonging to the new decile
group four afterwards. Based on these two income divisions, we
examine how the limits of the respective decile groups have changed
relative to the median income as a result of the tax reduction on
earned i ncome. We cal l this oOthe
bdow. An analysis of this kind showhetherthe measure has
caused a concentration or an increase in the dispersion in the income
distribution. Our analysis thus clarifies a key dimension of the
introduction of the earned income tax credit that the Goeemi 6 s
analysis does not.

4.2.2 Short -term effect: distribution effects

In 2014, the fiscal cost of introducing a fifth step in the earned
income tax credit is estimated at about SA#llion using FASIT.

State tax revenue is reduced by $Hkllion dueto the increase in

the tax reduction on earned income. Household disposable income
thus increases by the same ambunt.

Below follows a description of the direct, stesrh income
distribution effect, according to the model simulation, of introducing
the fifth step in the earned income tax credit. The direct effects are
the effects caused by changes in the tax rules. A description of the
longterm effects of the fifth step follows in Section 4.2.3. The long
term effects are the sum of the direct effectdtaneffects that can
be expected when people change their labour $upplgoth

7 Disposable incontbis chapter refers to what is alstedaddjusted disposable income or economic
standard. Household disposable income iis the hous:
business activities and positive transfers minus negative transfers (primarily taxes). Adjusting disposable

income forthe size of the household provides a measure which is comparable between households of

different size; see NIER (2014a).

8]t is conventional to call the effects caused by a
time for them to emerge. iShHs not an unreasonable assessment but it is not a result that follows from

the estimated model, which is static and has no time dimension. We assume in the model that everyone

supplying labour gets a job. A description of FASIT and the labour supglyinked to FASIT can

be found in NIER (2014a).
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sections, the Council anal yses r
in the income distribution.

Table 4.1 shows the percentage change in the average disposable
income pedecile group caused by the introduction of the fifth step
in the earned income tax credit in 2014. The second column shows
the direct effect for people belonging to each decile group before the
implementation of the fifth step. The third column shows the
percentage change in average income when comparing the respective
decile groups before and after the introduction of the fifth step.

The table shows that there is no significant difference between the
two ways of showing the effect. The reason for thiatithe change
in disposable income is relatively small and that only théesmort
effect is shown here, i.e. no change in behaviour caused by the tax
reduction has been taken into account in the analysis. The
movements in the income distribution aresfloee small. Significant
movements only emerge when taking into account the change people
make in their labour supply after the introduction of the measure.

Table 4.1 Percentage change in disposable income

el g Gov e?irrfcr;gfr?cttlé CoDumn?C(t: eiff‘lacg <
1 0.25 0.24
2 0.36 0.36
3 0.50 0.50
4 0.64 0.63
5 0.75 0.75
6 0.85 0.85
7 0.88 0.88
8 0.92 0.92
9 0.84 0.84
10 0.48 0.47

Note: The change refers to the average in the giecife The direct effects are the income increases
that occur immediately after the tax rules change.
Source: NIER (2014a).
Table 2 below shows the decile group affiliation before and after the
implementation of a fifth step in the earned income tax d¢nettlie
shortterm analysis, few individuals change decile group.

As a result of the introduction of a fifth step, households with
earned income pay less income tax. They thus have a higher
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disposable income. But households without any earned income are
not directly affected by the introduction. Consequently, they may

move downwards in the income distribution and may belong to a

lower decile group after the introduction (as they will have a lower

relative income). Similarly, households affected by ribeuation

move upwards in the income distribution.

Table 4.2 Number of people per decile before and after step 5 of the
earned income tax credit (excluding labour supply effects)

Decile group after
Thousands 1 2 3 4 5 6 7 8 9 10
o 1| 934 5 0 0 0 0 0 0 0
3 2 5 921 13 0 0 0 0 0 0
g 3 0 13 909 18 0 0 0 0 0 0
=4 4 0 0 18 907 15 0 0 0 0 0
= 5 0 0 0 15 916 9 0 0 0 0
a 6 0 0 0 0 9 916 15 0 0 0
7 0 0 0 0 0 15 915 10 0 0
8 0 0 0 0 0 0 10 922 7 0
9 0 0 0 0 0 0 0 7 926 6
10 0 0 0 0 0 0 0 0 6 934

Note: The table should be read in the following way: in decile group 3, for example, after the
implementation of the fifth step of the earmedmetax credit, there are 9090 people left of those
originally belonging to decile group 3i¢#tpl There were 8D0 people who left decile group 3; of
these 13000 moved down to decile group 2 an@Bmoved up to decile group 4. There we®@d8
people belonging to decile groupeforethe implementation who moved down to decile group 3.
Thirteen thousand people were also added from decile group 2. In deciledgasup &l the other
decile groupd there are 94000 people both before and after the introduction of the fifth step in the
earned income tax credit. However, the numbedisfdnals shown in the ten decile groups may vary
between 94000 and 93800 due to rounding errors.
Source: NIER (2014a).
Table 4.3 below shows the percentile values in relation to the median
of the income distribution before (second column) and after (third
column) the introduction of the fifth step in the earned income tax
credit.

The distance to the median income increadbe lower half of
the income distribution, particularly up to and including decile group
3 (p30/p50). The distance to the median income increases in the
upper half (but not in percentile six). The increase in the distance is
smaller in the upper halfhan in the Ilower half.

The Gini coefficien® which is a commonly used comprehensive
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measure of income dispersidis unchanged to the third decimal
place. We will come back to the Gini coefficient below.

Table 4.3 Percentile values compared with the median

earn(ijxfr:zgmg earnelc??rl:églrgg Difference Perccehn;r&:g:
tax credit tax credit

p10/p50 0.537 0.534 0.003 0.47%
p20/p50 0.673 0.670 0.003 0.39%
p30/p50 0.786 0.784 0.002 0.22%
p40/p50 0.894 0.893 0.001 0.07%
p50/p50 1.000 1.000 0.000 0.00%
p60/p50 1.116 1.116 0.000 -0.02%
p70/p50 1.254 1.254 0.000 0.03%
p80/p50 1.445 1.446 0.001 0.10%
p90/p50 1.767 1.768 0.001 0.04%
Median (p50) SEK 219 952 SEK 221 744 SEK 1 792

Gini 0.294 0.294

Note: Inthe fourth and fifth columns, the values have been normalised so that a positive value means
that the distance to the median has increased and a negative value that it has decreased. Column four
shows the difference between the values in columns twaemdGblumn five shows the values in

column four as a percentage of the values in column two. The values in columns two to five have no
units.

Source: NIER (2014a).

4.2.3 Long -term effect: labour supply and
distribution effects

Table 4.4 below shows thédar supply effects, according to the
model simulation, that result from the introduction of the fifth step
in the earned income tax credit. In the teng, the increase in the
earned income tax credit leads to an increase in the total labour
supply of @7percent, corresponding to almostQD® annual work

units. The increase in the total labour supply is largest in the first
quartile group. Many people in this quartile did not work at all or
worked only a little before the reform. About a third oftaked
increase in the labour supply occurs along the intensive margin
(working more hours), of which the largest increase occurs in the
lowest quartile group. Along the extensive margin (choosing to
work), the number of people in work increased by mane8800,



Swedish Fiscal Policy 2014 i Chapter 4 121

most of whom came from the group
labour supply occurs in the first quartile group.

Table 4.4 Labour supply effects

Change Quartile group
Per cent, number 1 2 3 4
Total
Hours worked, per cent 0.27 1.98 0.40 0.09 0.07
Annual work units® 12 823 6 062 3930 1480 1351
Intensive margin
Annual work units® 4 309 2441 1232 281 355
Extensive margin
In work 8 311 4 488 2137 763 922
Unemployed -759
Sick -623
Other -6 930

Note: The table shows the simulation effects obtained from FASIT.

1One annual work unit is equivalent 8@ hours.

Source: NIER (2014a).

Table 4.5 below shows the percentage change in average disposable
income. Compared with the simulation of the gbart effects, the

direct effects here are slightly less positive for the two lowest decile
groups and slightly more positive for the otlemilel groups. The
explanation for this is the way in which the simulation model is
constructed.

In the second and third columns of Table 4.5, the division into
decile groups is based on income excluding the fifth step in the
earned income tax credit. Tlaeger labour supply reinforces the
positive effect on disposable income in all the decile groups
(compare the second and third columns). The largest increases are in
decile groups one and four. The fourth column shows how much
average disposable incomethe respective decile groups has
changed when the average before the tax reduction is compared with
the average after the tax reduction, including the adjustment in the
labour supply.

91n the longterm analysis, the direct effect is the change in income occurring immediately after the
change in the tax rules. See NIER (2014a) for a technical explanation of why the direct effect differs
between the shetérm and the lonterm analysis.

by

o
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Table 4.5 Percentage change in disposable income

Decile group Direct effect, A Long-term effect, A Long-term e_ffecE,
Government 6 Gover nment 0 Council 6¢
1 0.20 0.98 0.52
2 0.31 0.52 0.50
3 0.53 0.62 0.68
4 0.68 1.02 0.83
5 0.81 0.92 0.98
6 0.90 0.93 1.02
7 0.97 1.02 1.09
8 0.94 0.96 1.01
9 0.92 0.95 0.94
10 0.54 0.59 0.60

Note: The change refers to the average in the giecife The direct effects are the income increases

that occur immediately after the tax rules change. ThHerdoneffects are the sum of the direct effects

and the effects that can be expected when people change their labour supply. See aBarddtnotes
p.117and p.121

Source: NIER (2014a).

If we compare the loiger m ef f ect according
method (the third columnyith the same effect according to the
Council 0s met hod (the fourth C
necessarily compare the same people before and after the rule
change, we see that the differences are significantly larger than what
we saw in Table 4.1. Théfetence between Tables 4.1 and 4.5 is
that the effects on the lab@upply have been included in Table 4.5.

In the third column, only the change in disposable income is taken
into account, not the movements in the income distribution. In the
fourth colunn, movements in the income distribution are also taken
into account.

Table 4.6 below shows the number of persons in different decile
groups before and after the tax reduction, including after the
adjustment in the labour supply. Downward movements in the
income distribution are mainly to the decile group below the original
decile group (from decile groups five and seven, there is also a small
movement downwards two decile groups). One explanation for this
is that households not affected by the earned ént¢am credit
because they do not have earned income move downwards in the
income distribution. Another explanation is that some people reduce
their labour supply. This applies, for example, to households where
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one member increases his or her labour sapgiye same time as
another member reduces it. Otherwise, longer movements are limited
to upward movements in the income distribution due to an increase
in the labour supply.

Table 4.6 Number of persons per decile group before and after
earned income tax credit step 5 (including labour supply effects)

Decile group after
Thousands 1 2 3 4 5 6 7 8 9 10
o 1| 925 6 3 1 0 0 0 0 0
3 2| 13 o914 2 o 0 1 o o0
g 3 0 17 910 10 1 1 0 0 0 0
=4 4| o 0o 16 96 10 3 11 10
2 5 0 0 1 20 902 12 0 1 1 0
a 6 0 0 0 0 22 905 12 0 0 0
7 0 0 0 0 1 17 910 10 0 0
8 0 0 0 0 0 0 15 916 8 0
9 0 0 0 0 0 0 0 10 924 5
10 0 0 0 0 0 0 0 0 5 933

Note: The table should be read in the following way: in dewilp 3, for example, after the
implementation of the fifth step of the earned income tax credit, there @08 p&0ple left of those
originally belonging to decile group 3 (italics). There we@® 2@ople who left decile group 3; of
these, 1000 noveddown to decile group 2 and Q@ moved up to decile group 4900 to decile
group 5 and 000 to decile group 6. There wer®d® people from decile group 4 ar@dQ from
decile group 5 who moved down to decile group 3 after the tax changeelh&d@0 people from
decile group 2 and9®0 from decile group 1 who were added to decile group 3. In decile@asup 3
in all the other decile grodpghere are 93800 people before and after the introduction of the earned
income tax credits. Howeyéhe number of people shown in the ten decile groups may vary between
940000 and 93800 due to rounding errors.

Source: NIER (2014a).

Table 4.7 shows the percentile values in relation to the median of the
income distribution before and after the ohidion of the fifth step
in the earned income tax credit, including the labopply
adjustment. The distance to the median income increases slightly,
particularly in the lower half of the distribution. The income
distribution is thus pulled slightly ipa

A comparison between the skhenm effect (Table 4.3) and the
longterm effect (Table 4.7) shows that the spread in the income
distribution does not increase quite as much when the labour supply
has been adjusted. This is due to the interaction of arnambe

factors. Peopleds income is affect
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to work and those who do work, work more hours. In the long term,
people who are not directly affected and therefore do not change
their labour supply have a lower disposable incompared to

others. There are also people who reduce their labour supply (i.e.
increase their leisure) but keep their disposable income more or less
unchanged because of an increase in the tax reduction. These people
may end up in a lower position in theoime distributiotf.

Table 4.7 Percentile values compared with the median

Excluding Including
earned incom_e earned incom_e Difference Perccehn;r?g:

tax credit tax credit
p10/p50 0.549 0.547 0.001 0.27%
p20/p50 0.673 0.671 0.003 0.38%
p30/p50 0.790 0.786 0.003 0.44%
p40/p50 0.897 0.897 0.000 0.02%
p50/p50 1.000 1.000 0.000 0.00%
p60/p50 1.112 1.113 0.001 0.05%
p70/p50 1.247 1.248 0.001 0.09%
p80/p50 1.418 1.417 -0.001 -0.05%
p90/p50 1.701 1.702 0.001 0.05%
Median (p50) SEK 233 117 SEK 235 313 SEK 2 196
Gini 0.282 0.282

Note: In the fourth and fifth columns, the values have been normalised so that a positive value means
that the distance to the median has increased and a negative value that it has decreafeed. Column
showsthe differencdetween the values in columns two and three. Column five shows the values in
column four as a percentagehe values in column two. The values in columns two to five have no
units.

Source: NIER (2014a).

4.2.4 Summary of the analysis of the fifth step
in the earned income tax credit

The model simulation shows that the fifth step in the earned income
tax credit will lead to an increase in the labour supply; in the long
term, the total labour supply will increase by close@01&8nnual

work units. The increase in the total labour supply is largest in the
first quartile group.

10See NIER (2014a) for further detalils.
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The analysis shows that the fifth step in the earned income tax credit
results in higher average income and a tendency for the distance
between the median income amcbmes in the lower part of the
income distribution to increase.

4.3 Analysis of the entire earned income tax
credit

Analysing the total effect of the five steps in the earned income tax
credit on income distribution using a model simulation requires some
simplified and counterfactual assumptions. The simulation is made in
the economic environment of 2014 and is basedpwojection of
statistics from 2011. An introduction of the earned income tax credit
in this environment is not the same as if s@&poflthe credit had
never been introduced. In our analysis, we simply assume that no
steps in the earned income taxlictgave been implemented before

we implement the entire earned income tax credit
(1085) in the model simulation. In the years @@I0, the labour
supply may have been adjusted for si&psnlthe earned income

tax credit. This also has to be disredardte simulation.

We start by describing the skerm distribution effect of
introducing the entire earned income tax credit in the economic
environment of 2014. There is then a description of theelong
effects of the reform, i.e. after the laltsupply has adjusted to the
new tax rules. In both these steps, we broaden the analysis by also
examining peopleds movements in th

4.3.1 Short -term effect: distribution effects

Table 4.8 shows the percentage change in average ldisposate

per decile group after the introduction of the entire earned income
tax credit. The second column shows the direct;tehoreffect on

people in their respective decile group before the introduction of the
earned income tax credit. The thirtlem shows the percentage
change in average income when comparing each decile before and
after the implementation of the earned income tax credit. Thus, in
the third column we take the movements in the income distribution
into account.
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The introduction othe earned income tax credit gives households
with earned income a higher disposable income. Houseftblds
earned income move upwards in the income distribution, while
households with no or low earned income move downwards. This
effect is largest in tHewer decile groups, as households in these
decile groups receive a larger part of their income from sources other
than work, such as pensions, sickness benefits, housing allowances,
etc. Table 4.8 shows that the difference between the second and the
third columns is primarily in decile groups one to four.

Table 4.8 Percentage change in disposable income

peEle g Gov el:r)irrfcéiﬂrfctt,é Col?jrﬁcé eifftI?C'g <
1 3.81 3.51
2 4.49 4.05
3 5.20 5.09
4 6.43 6.27
5 6.96 6.99
6 7.52 7.56
7 7.46 7.56
8 7.43 7.52
9 6.72 6.78
10 3.73 3.79

Note: The change refers to the average in the decile group. The direct effects are the income increases
that occur immediately after the tax rules change.
Source: NIER (2014a).
Table 4.9 shows tldecile group that a person was in before and
after the simulated tax reduction. There are both upward and
downward movements in the income distribution.

As only the shoiterm effect is analysed in this section, upward or
downward movements in the inconmstridbution depend on whether
or not the household has earned income, i.e. not on a change in
labour supply. As a result of the earned incomecredht,
households with earned income pay less income tax. The change in
tax rules has no direct effect on itheome of households without
earned income. These households thus move downwards in the
income distribution and may end up in a lower decile group.
Similarly, people in households directly affected by the tax change
move upwards in the income distribution
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Table 4.9 Number of persons per decile group before and after
earned income tax credit (excluding labour supply effects)

Decile group after
Thousands 1 2 3 4 5 6 7 8 9 10
o 1| 894 45 1 0 0 0 0 0 0
§ 2| 46 779 115 0 0 0 0 0 0
o 3 0 115 706 118 0 0 0 0 0 0
=4 4| o o0 118 687 13 0 0 0 0 0
2 5 0 0 0 134 690 116 0 0 0 0
a 6 0 0 0 0 116 721 102 0 0 0
7 0 0 0 0 0 102 762 75 0 0
8 0 0 0 0 0 0 75 812 53 0
9 0 0 0 0 0 0 0 53 86 31
10 0 0 0 0 0 0 0 0 31 909

Note: The table should be read in the following way: in decile group 3, for example, after the
introduction of the entire earned income tax credit, there rem&@0766those originally in decile
group 3 (italics). There were 288 people who left diecgroup3; 11500 of them moved down to
decilegroup2 and 11800 moved up to decidgoup4. There were 1T®0people indecilegroup 4
before the implementation who moved down to dgmlep 3. There were also000 people from
decilegroupl and 15000 people from decigoup 2added to decilgroup3. In decile group@3as in
all the other decile grodpthere are 93900 people both before and after the introduction of the
earned income tax credits. However, the number of people showreim deeile groups may vary
between 94000 and 93800 due to rounding errors.
Source: NIER (2014a).
Table 4.10 shows the percentile values in relation to the median of
the income distribution before and after the introduction of the
earned income tax cited

In the fourth and fifth columns in the table, the distance between
the decile limit and the median in the income distribution increases
by between more than 1 and more thaer8ent in decile groups
one to three, while the increase in distandecite groups four and
six is small. The dispersion decreases in decile groups seven to ten.
But the decrease in the upper decile groups is smaller than the
increase in the lower decile groups. The income distribution is thus
pulled apart after the intration of the earned income tax credit.
The Gini coefficient is basically unchanged (it decreases-by one

thousandth). We will come back to the Gini coefficient below.
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Table 4.10 Percentile values compared with the median

Excluding Including

earned incom_e earned incom_e Difference Perccehn;r?gz
tax credit tax credit

p10/p50 0.552 0.534 0.018 3.25%
p20/p50 0.694 0.670 0.023 3.37%
p30/p50 0.796 0.784 0.012 1.50%
p40/p50 0.900 0.893 0.008 0.83%
p50/p50 1.000 1.000 0.000 0.00%
p60/p50 1.115 1.116 0.001 0.09%
p70/p50 1.256 1.254 -0.002 -0.17%
p80/p50 1.452 1.446 -0.005 -0.36%
p90/p50 1.787 1.768 -0.019 -1.07%
Median (p50) SEK 206 136 SEK 221 744 SEK 15 608

Gini 0.295 0.294

Note: In the fourth and fifth columns, the values have rio@emalised so that a positive value means

that the distance to the median has increased and a negative value that it has decreased. Column four
shows the differendeetween the values in columns two and three. Column five shows the values in
column four as percentage of the values in column two. The values in columns two to five have no
units.

Source: NIER (2014a).

4.3.2 Long -term effect: labour supply and
distribution effects

Table 4.11 shows the labgupply effects of the earned income tax
credit. Thantroduction of the entire earned income tax credit results
in an increase in the total labour supply ofp&dent,
corresponding to almost 1030 annual work units. The increase in
the total labour supply is largest in the first quartile group. &bout
fifth of the total increase in the labour supply occurs along the
intensive margin, of which the largest increase occurs in the lowest
quartile group. Along the extensivargin the number of people in

work increased by over @00, most of whom cameim the group

oot her 6. The | argest i ncrease |
guartilegroup.
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Table 4.11 Labour supply effects: long-term change

Change Quartile group
Per cent, number 1 2 3 4
Total
Hours worked, per cent 2.40 20.39 2.18 0.93 0.42
Annual work units* 112704 69184 21708 14081 7730
Intensive margin
Annual work units® 21297 15334 3581 1947 435
Extensive margin
In work 90063 58437 15117 10327 6 182
Unemployed -9 201
Sick -5 541
Other -73 038

Note: The table shows the simulation effects obtained from FASIT.

10One annual work unit is equivalent 8@ hours.

Source: NIER (2014a).

Table 4.12 below shows the percentage change in average disposable
income when the increase in the labour supply is taken into account.
The direct effects here are slightly less positive for almost all decile
groups, compared with the simulation of thetgbom effects: An

exception is decile group nine, which is slightly more positive
(compare the second column of Table 4.12 with the second column

in Table 4.8).

In the second and third columns, the division into decile groups is
based on income excluglithe earrgeincome tax credit. The labour
supply effects reinforce the positive effect on disposable income in
all decile groups (compare the second and third columns). The
reason is the larger labour supply. The largest increases are in decile
g r o org ans two.

The fourth column shows how much average disposable income
in the respective decile groups has changed when the average before
the tax reduction is compared with the average after the tax
reduction, including the adjustment in the labour supphe third
col umn, only peopleds change 1in

~

account, not peopleds movements

11 See footnot®, p.121
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fourth column, movements in the income distribution are also taken
into account.

Table 4.12 Percentage change in disposable income

1 2.31 13.24 7.11
2 3.49 6.52 5.15
3 4.84 6.09 6.30
4 5.87 7.07 7.09
5 6.76 7.59 8.03
6 7.07 7.63 8.22
7 7.28 7.92 8.28
8 7.22 7.55 7.91
9 6.76 6.91 7.30
10 3.69 3.87 411

Note: The change refers to the aveiragiee decilgroup. The direct effects are the income increases

that occur immediately after the tax rules change. Theroneffects are the sum of the direct effects

and the effects that can be expected when people change their labour supply. See alBarodtnotes
onp.117and p.121respectively

Source: NIER (2014a).

If we compare Table 4.12 with Table 4.8, we sediffarence
between the shererm and the lonterm effects of the earned
income tax credits. The difference between thetshortand the
longterm effects in the lower decile groups, particularly in decile
group one, is due to the fact that many whkanged to decile group

one at the outset no longer do so after the change in rules when the
labour supply has been adjusted. Instead, individuals from higher
decile groups now belong to decile group one after the rule change.
This is obvious when we lodKTable 4.13.

Table 4.13 shows the number of persons in different decile
groups before and after the tax reduction, when households have
adjusted their labour supply. Downward movements in the income
distribution are primarily to one dedai®up below the original
decile group. In some decile groups, there are also small movements
downwards two or as much as four decile groups in the income
distribution. One explanation for these movements is that some
people reduce their labour supply. theo explanation is that
households that are not affected by the earned income tax credit
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because they do not have earned income move downwards in the
income distribution.

Table 4.13 Number of persons per decile group before and after the
earned income tax credit (including labour supply effects)

Decile group after
Thousands 1 2 3 4 5 6 7 8 9 10
o 1| 839 45 24 8 11 3 4 2 1 1
E 2| 99 725 77 10 13 4 6 4 0 0
o 3 0 167 665 88 6 4 3 4 1 0
=4 4 0 0 169 657 8 14 6 4 2 0
= 5/ o o 3 175 67 98 7 6 1 1
a 6 0 0 1 1 174 6719 74 5 3 1
7 0 0 0 0 1 135 735 59 6 3
8 0 0 0 0 0 1 103 770 61 2
9 0 0 0 0 1 0 o 8 817 38
10 0 0 0 0 0 0 0 1 45 892

Note: The table should be read in the following way: in demilp 3, for example, after the
introduction of the entire earned income tax credit, there rem&@066b6those originally in decile

group 3 (italics). A total of 2@80 people left decile group 3, of thesed@67moved down to decile

group 2, 8®00moved up to decile group 40@0 to decile group 5080 to decile group 6080 to

decile group 7, @00 to decile group 8 an@®d0 to decile group 9. There were(&Ppeople from

decile grougt whomoved down to decile group 3@ from decilergup 5 and D00 from decile

group 6 after the tax change. There were al3@02deople from decile group 1 and(Q people

from decile group 2 added to decile group 3. In decile géoami8 all the other decile graifizere

are 93900 people bothefore and after the introduction of the earned income tax credits. However,
the number of people shown in the ten decile groups may vary betw@gh £ 93600 due to

rounding errors.

Source: NIER (2014a).

In the model simulation, those who stantkimg in response to the
earned income tax credit receive a higher disposable income. They
thus move upwards in the income distribution. The upward
movements in the income distribution are more frequent and longer
in the two lowest decile groups than & dtherslt is primarily all

the people who previously did not work who in the simulation now
begin to work.

When some people move upwards in the income distribution,
others move downwards at the same time. People moving
downwards in the decigoups have a higher disposable income
than those who leave the decile group had before the tax reduction.

Average income in the lower decile groups thus increases. How
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much the average in each decile group is affected depends on the
inflow of people fromhigher and lower decile groups and their
income in relation to the average of the decile group in question.

Table 4.14 shows the percentile values in relation to
the median of the income distribution before and after the
introduction of the earned incona credit, after the labosupply
adjustment. The distance ttee median income increases for the
lower incomes. The distance to the median also increases for
percentile values six and seven, while it decreases for percentile
values eight and nine. Bbe increase in distance is larger in the
lower decile groups. The income differences between the top and
bottom decile groups have thus increased.

Table 4.14 Percentile values compared with the median

Excluding Including p
earned incom_e earned incom_e Difference erccehn;rz:\gg

tax credit tax credit
p10/p50 0.560 0.547 0.013 2.35%
p20/p50 0.688 0.671 0.017 2.46%
p30/p50 0.796 0.786 0.010 1.20%
p40/p50 0.899 0.897 0.002 0.27%
p50/p50 1.000 1.000 0.000 0.00%
p60/p50 1.111 1.113 0.002 0.15%
p70/p50 1.245 1.248 0.003 0.24%
p80/p50 1.424 1.417 -0.006 -0.45%
p90/p50 1.719 1.702 -0.018 -1.02%
Median (p50) SEK 217 845 SEK 235 313 SEK 17 468
Gini 0.285 0.282 -

Note: In the fourth and fifth columns, the values have been normalised sm#i@teavalue means

that the distance to the median has increased and a negative value that it has decreased. Column four
shows the difference between the values in columns two and three. Column five shows the values in
column four as a percentage ofuakies in column two. The values in columns two to five have no
units.

Source: NIER (2014a).

Table 4.14 also shows how the overall income distribution has been
affected before and after the introduction of the earned income tax
credit, measured by the Gauefficient. The Gini coefficient has
fallen by thre¢ghousandths. This is a very small change, but it could
in principle indicate that the income dispersion has decreased. But

the Gini coefficient is an overall measure that may fall if the income
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distritution decreases in one part of the distribution and increases in
another. In a situation like this, it is not possible to determine
unambiguously the direction in which the income distribution has
changed. A more -thepth analysis shows that this is gxadtit
happened.

As shown in Table 4.14, the earned income tax credit has affected
the income distribution. The fourth column of Table 4.14 shows the
difference between nine percentile values before and after the
introduction of the earned income tax itrd get a more detailed
comparison of the income distributions, we compare each percentile
between the fifth and the nindfyh percentiles in the two
distributions in Figure 4.1. The figure shows the same difference as
that shown in the fourth colunaf Table 4.14. However, the figure
shows not only the differences betwibemine percentiles, batso
allthe differaces between the fifth and thiretyfifth percentile.

Figure 4.1. Change in income distribution after earned income tax
credit

0.03 +
0.02 -

0.01 A

0 T T T A T T
p5 p15 p25 p35 p45 p55 p65 p7 pPRS p95
-0.01 -
-0.02 -
-0.03 -

-0.04 -

-0.05 -

Note: The figure shows the same difference as the fourth column of Table 4.14, but here it also shows
the differences between all the percentile values between the fifth and tfihnpergentile. The
difference has no unit. A positive value means sadradispersion and a negative value means
decreased dispersion.

Source: NIER (2014a).

12NIER (2014a).
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The figure shows that the income dispersion increases up to the
forty-fifth percentile: up to this percentile, the difference between
each percentile and the median as@s after the introduction of the
earned income tax credit. The dispersion also increases between the
fiftieth and the sevenfiith percentile. The figure also shows that

the differences between the two distributions are relatively small
compared to thehanges in disposable income that were actually
observed (see Section 1.2.3).

A comparison between the sHerm effect (Table 4.10) and the
longterm effect (Table 4.14) shows that the dispersion in the income
distribution does not increase quite ashmnden the labour supply
has been adjusted. People who were not working in the analysis of
the shortterm effect may have begun to work in the analysis of the
longterm effect. Therefore, people may move upwards in the
distribution in the long term. Butesvif we take labour supply into
account, the earned income tax credit has led to an increase in the
distance between incomes and the median income in the lower part
of the income distribution.

4.3.3 Summary of the analysis of the entire
earned income tax  credit

According to the model simulation, the introduction of the earned
income tax credit in its entirety results in an increase in the total
labour supply of almost 1@380 annual work units. The increase in
the labour supply is largest in the firsttd@aroup.

The result is in |line with the
that the earned income tax credit has a significant effect on the
income of those located in the lower part of the income distribution
before the reform. The analysis also shows that deshoeffect of
the earned income tax credit as a whole is an increase in the income
dispersion in the lower part of the income distribution. Also when
the longterm increase in the labour supply is taken into account, the
earned income tax credit resultancreased differences between

BNIER (2014a) also has a comparison which includes the whole income distribution. The differences
between the outermost percentile values are larger than other differénecdssiribution, but they
are qualitatively the same as those shown in Figure 4.1.
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incomes in the lower half of the income distribution and the median
income. The changes are small, but the trend is clear.

4.4 Assessments and recommendations

Our analysis is based on a model simulation. Hence, the analysis
must be based on several simplified assumptions. It therefore may
not be possible to transfer the results we have observed in the
simulations to the real world, where people live and work. But the
results are a distinct indication of what can be expectadawhe
earned income tax credit is introduced.

From a theoretical analysis, we know that an earned income tax
credit most likely boosts employment. This result was also obtained
in the model simulation. But the distribution effects of the earned
income taxredit are not obvious from a theoretical analysis. Income
dispersion tends to decrease as a result of the earned income tax
credit because the incentives to leave dependency on benefits and get
an earned income increase. The earned income tax cred#uiiso r
in an increase in the income differences between those with a job and
those still dependent on benefits. In our model simulation, the latter
effect dominates.

The simulation shows that the earned income tax credit has
resulted in higher average letwdd income. The simulation model
also shows that the earned income tax credit has contributed to a
slight increase in the spread between the lower incomes in the
income distribution and the median income.

As shown in Chapter 1, disposable incomes irtacbrmices
increased by about fi8rcent between 2006 and 2012. The Gini
coefficient for disposable income did not change appreciably
between 2006 and 2012. Furthermore, incomes increased more
slowly in the lower part of the incerdistribution, which is also
shown by the increase in relative poverty since 2006. It should also
be noted that real disposable income of thegaoriully employed
has been almost unchanged since 2002 and that the distance to the
gainfully employed hascieased after 2006. The results obtained
from the model simulations are thus in line with the developments
observed.

In ouropinion, the earned income tax credit has had an impact on
the growth in actual incomes between 2006 and 2012. But we do not
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know how much of the growth can be explained by the earned
income tax credit. But the earned income tax credit is not the main
explanation for the increase in income inequality in the lower half of
the income distribution and the slight decrease in the ufiper ha

In VP14, the Government analyses the distribution effects of it
policies between 2006 and 20The Government concludes that
the longterm effects of the policies as a whole in32W0® have
not had o6any tangi bl e e fndee &st on
measured by t h&heGovernment als hdtes thdt e n t
the shorterm effects of the policies as a whole inGI® have
resulted in an increase in average disposable income of over
7 percent and that the earned income tax creditowasfactor
making the increase in income larger for the gainfully employed than
forthenongai nfully empl oyed. I n the
longterm effects of the policies are largest for people who were in
the lower part of the income distributibefore the reform. The
Council notes that the analysis presented by the Government in
VP14 provides no grounds for changing the conclusion that the
earned income tax credit results in an increase in the differences
between the lower incomes and the mdad@me. The change is

not | ar ge, but it shoul d have
description of the earned incom
consequences.

14The description of the analysis for the period @006 is very brief; the Government refers to
earlier Bills for a detailed discussiBee VP14, Fordelningspolitisklogorelse (Income distribution
policy report), Appendix 2.

15VP14, Fordelningspolitisk redogdrelse, Appendix 2, p. 32.
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5 The surplus target and the
expenditure ceiling

5.1 The Governmentods assessme.]
surplus target in BP14

In its communication on the fiscal framework, the Government
explains its view of how the surplus target should be interpreted and
implemented. General government net lending should be allowed to
vary with the business cycle and adjustments in orderttthenee
target should be made with due regard for the economic situation.
The basis for the analysis is that deviations from the surplus target
should be eliminated and that this should be done at a pace in line
with both the economic situation and the sfztae deviationThe
Government uses a number of indicators (Table 5.1) to determine
whether or not the surplus target has been met. A bad&akird
tenyear average is used to assess whether there have previously been
systematic deviations. A seyer indicator based on both the
current year and forecasts for coming years and on structural net
lending is used to forecast whether or not the surplus target will be
met in the future. Cyclically adjusted versions of both tlyeaen
average and the sewear indicator are also used.

Table 5.1 Surplus target indicators in BP14

Per cent of GDP 2012 2013 2014 2015 2016 2017
Net lending -0.6 -1.2 -15 -0.4 0.4 1.1
Backward-looking ten-year average 0.7
Cyclically adjusted 15
Seven-year indicator -0.8 -0.6 -0.4
Cyclically adjusted 11 0.8 0.7
Structural net lending 0.6 0.5 0.2 0.8 1.0 1.2
Output gap -2.7 -3.5 -3.0 -2.1 -1.0 -0.2
Seven-year average -3.2 -2.4 -2.0
Backward-looking ten-year average -1.2

Source: BP14, p. 184.



138

The Government points out that net lending does not have to be
1 percent every year, but it should reach that level on average over a
business cycle. If net lending had to come&rdent every year, or

over a praleterminegeriod,there would be ask that fiscal policy
would reinforce cyclical swings instead of smoothing them. The
Government points out that it is therefore important to differentiate
between meetinthe surplus target and achieving the targeted net
lending of IJper cent of GDP. The @&ernment notes that the
indicators suggest that general government net lending will be less
than the target level in 202215. Furthermore, the Government
points out that net lending will be strengthened towards the end of
the forecast period and is estpd to reach 1dercent of GDP in

2017, when the economic situation, as measured by the output gap, is
forecast to be balanced. When the output gap is zero, actual and
cyclically adjusted net lending coincide; thus structural net lending is
also forecado be just over frercent in 2017.

The Governmentds interpretati ol
deviation froml per centover the next few years, the policy
conducted will result in a surplus gbetcent in 2017. In the
Gover nment 0 s licwis thevefore fcampatitdel withptioe
surplus target and the fiscal framewditke Government does not
explicitly state its view on whether or not there currently is a
deviation from the target. But in our view, BP14 should be construed
to mean that the @&ernment regards the target as met and that the
deviation from a surplus of pgrcent is cyclical. Therefore,
according to the Government, there is no deviation from the target
as such, and the current level lies within the flexibility allowed under
thesurplus target.

5. 2 The Government 6s assess|
surplus target in VP14
In VP14 the Government clearly states that it regards fiscal policy as

well calibratedthat it is in line with the fiscal framework and that it
meets the surplusrgef The downturn has been protracted and

1BP14, p. 16.
2VP14, p. 34 and p. 139.
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deep, justifying a period of low net lending, and forecasts up to 2018
indicate that net lending will be sligbther 1 percent of GDP at

that time. Indicators of whether or not the target is met according to
VP14 are shown in Table 5.2.

Table 5.2 Surplus target indicators in VP14

Per cent of GDP 2012 2013 2014 2015 2016 2017
Net lending -1.3 -1.6 -0.3 0.2 0.7 1.2
Backward-looking ten-year average 0.7
Cyclically adjusted 15
Seven-year indicator -0.6 -0.5 -0.4
Cyclically adjusted 0.5 0.4 0.4
Structural net lending 0.0 -0.2 0.5 0.4 0.8 1.2
Output gap -2.9 -2.4 -1.5 -0.5 -0.2 0.0
Seven-year average -2.0 -1.6 -1.4
Backward-looking ten-year average -1.3

Source: VP14, p. 128.

Net lending is estimated to be slightly weaker than in BP14 and the
year when net lending is forecast to regehncent has been moved
from 2017 to 2018. It is also worth noting thatGovernment has
moved the output gaps for 2020816 closer to zero, leading to a
weakening of the cyclically adjusted indicators. Thus, in VP14 the
Government forecasts a slightly more rapid economic upturn than it
did in BP14. Nevertheless, the rettona surplus of fiercent
occurs more slowly than in BP14.

5.3 Assessmen ts of the surplus target by
NIER and ESV

ESV published a forecast for public finances on 3 April 3, 2014, in
which it paints a more negative picture than the Government has in
VP14. Net lending in 2014 shows a deficit ofp2r&ent of GDP,
compared with the G@eremtnandenet 6 s
lending strengthens gradually to 2018, when it is estimated at
0.4percent. Based on its forecasts, ESV also estimates values of the
indicators used by the Government for following up the surplus
target. ESV uses a different method than the Government for

estimating output gaps. ESVds esti
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are significantly | ower t Han t he
sensitivity of the public finances estimated by ESV is also lower than
the Governmentdés estimates. Cons
net l ending is also smaller. T
finances is more pessimistic than the Govemnih 6 s f or ec a st
difference increases when the cyclical adjustment is taken into
account. ESV does not give a precise estimate of the deviation from
the target, but it is obvious that ESV regards the deviation as
substantial. According to ESV, ©ally adjusted net lending

is -1.8percent in 2014 and improves to Pedcent in 2018. ESV
concludes that the surplus target will not be met.

In its March 2014 forecast, NIER concluded that the surplus
target willnotbemét. n NI ERds opinion, the
structural net lending is p&@rcent of GDP in a normal cyclical
situationj.e.when the output gap is zero. The output gap is expected
to close in 2017 but net lending will not have reacheérteht
then. NIER bases its forecasts on both a smaller output gap and a
lower cyclical sensitivity in the public finances than the Government
does, and thus the economic recovery will have less impact on the
public finances than i nordinghte Gov
NIER, both meeting the surplus target and maintaining the public
sector commitment would require revenue to be strengthened by
about SEKLOObillion in 2018. Half of this sum would be needed to
meet the surplus target in 2018 and the otherohfatfance higher
expenditure in order to maintain the public sector commitment. Like
ESV, NIER concludes that a substantial budget consolidation is
required to meet the surplus target.

Thus, both the ESV and NIER estimates indicate that the
automatic budg consolidationd which results when revenue
follows GDP growth, while expenditure in the absence of new
decisions develops more slohyill not be sufficient to meet the
surplus target. Active measures will be required in addition to the
automatic budg consolidatioh.

3NIER (2014c), p. 91 ff.

4In December 2013, ESV published an analysis of the automaticbnsigiélation, called automatic
discretionary fiscal policy (ADF) by ESV. ESV estimates the effect of ADF to be gisraeatsof

GDP. The report concludes that in the absence of fiscal policy decisions, public finances are normally
strengthened bybaut 0.5percent of GDP annually because of a falling expenditure ratio;, see ESV
(2013).
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5.4 The surplus target will not be met

In its 2013 report, the Council stated that there was a clear deviation
from the surplus target according to the estimates in both BP13 and
VP13. In BP14, the indicators used for follow up wereewtan

in the two previous Budget Bills and in \/Rhé&y were again
adjusted downwards. According to the Government, the surplus
target should primarily be followed up with a forheoking
perspective and for this purpose, forWao#ting indicatorsra

used. The sevsmar indicator is based on the current year, the
previoughree years and the coming three years. It is reported in two
variants,one cyclically adjusted awote unadjustedand structural

net lending is reported for each year. All tingieators include the
years up to and including 2018. The sgean indicator is
substantially lower thanpércent both with and without cyclical
adjustmentand structural net lending is less thpertent for every

year except 2018.

According toVR4, actual and structural net lending are estimated
at more than percent in 2018, when the economy is forecast to be
in equilibrium. | n t rdoemedibatithec i | 6 s o
surplus target will be met. The Riksdag has defined the tanget as
average of actual net lending over a business cycle. The
Governmentds interpretation seems
lending reachespkrcent when the output gap is closed. Such an
interpretation implies a weaker requirement than an aveeage
business cycle as it has no decisive influence on net lending when the
output gap deviates from zero.

The difficulty in assessirmpmpliance withthe target is not
primarily to measure net lending or GDP buei@rminghe length
of the businessycle.The way the target is expressed says nothing
about how much net lending may deviate frperdent in a year or
for how long the average may deviate frgerdent. Nevertheless,
the target means that actual net lending is to averageeit ove
a time span corresponding to a business cycle.

But calculations based on BP14 and VP14 show that no period
ending in 2017 or 2018 has an average net lending of more than
about 0.fpercent of GDP (Figure 5.1). Nor will the inclusion of
both the boom befe the crisis and the strengthening that is forecast
for 201@2017 result in a net lending higher thapér.&ent. The
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Council is not arguing that this way of looking at the target should be
used as a general folopr method, but it is obvious that the
developments forecast in BP14 and VP14 will not result in a surplus
in actual net lending averagingefdcent. However, it should be
taken into account that the international dowraéfectingSweden

in recent yearBas been significantly deeper and rpoo&acted

than normal downturns. This may explain why net lending deviates
both more and for a longer time than in a normal economic
downturn.

Figure 5.1 Average general government net lending

Per cent of GDP Per cent of GDP
0.6 - 0.6
0.5 - 0.5
0.4 1 OBP14 - 0.4
0.3 1 mVP14 03
0.2 - - 0.2
0.1 - - 0.1
0.0 -+ - 0.0
-0.1 - - -0.1
-0.2 1 - -0.2
-0.3 A - -0.3
-0.4 - L -0.4
-0.5 - - -0.5

19-year average
18-year average
17-year average
16-year average
15-year average
14-year average
13-year average
12-year average
11-year average
10-year average
9-year average
8-year average
7-year average
6-year average
5-year average
4-year average

Note: Refers to average net lending difégrent periods of time ending in 2017 (BP14) and 2018
(VP14).

Sources: BP14, VP14 and own calculations.

Another way of assessing whether net lending is compatible with the
surplus target is to estimate how large net landing must be in future
to reachan average ofgercent. Reaching a sewsar average of

1 per centof GDP in 2020 would based on BP14 require an
annual surplus of 2percent of GDP in 2018020. If we instead

use teryear averages, as the Government does in its backward
looking follow-up, the requirement for meeting the target is even
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larger. Then there will need to be an annual surplus of more than
4 percent of GDP in 201&020.

The conclusion from these calculations is that average actual net
lending over a business cy&lehich is the basis for the surplus
target & does not currently come tgércent nor will it do so over
the business cycle ending when the output gap is forecast to be
closed in 2017 or 2018.

But the Council d&ds opinionetthat
should not be construed as a recommendation that fiscal policy
should be tightened enough to meet the target in the current business
cycle. As shown above, returning to the target in the strict sense
would require very large surpluses for several Reauming to a
net lending of percent when the output gap is closed would also
require a very tight fiscal policy up to 2018.

5.5 The Governmentos plan f
surplus target

t

r

F

Il n the Council 6s v irpusvtargeaneadl@ot i at i on

damage the credibility of fiscal policy in either the short or the long
term as long as there are convincing arguments for the deviation and
a plan for correcting it. Does the Government present such a plan in
BP14 or VP14?

In BP14, he Government emphasises the importance of
maintaining confidence in fiscal policy and states that considerable
fiscal restraint will be required in the future. Fiscal space is expected
to be very limited for the next few yédst in the same sectiohet

Government also states that oprovi

longterm sustainability of the public finances, fiscal policy should
not be restrictive as long as unemployment is high and capacity
ut i | i s atTheo Govelnmoentd expects a nendieg of
1l.1percent in 2017 with unchanged policies, which could be
interpreted as a plan for returning to surplus. The forecasts after
2015 do not include any such cyclical development. They assume that

5When the target was last proposed to the Riksdag, the Government expressed it in the following way:

0The surplus in general grercennh ment GD®t ovemdianduiss ne

(VPO7, p. 85).
sBP14, p. 15.
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the economy will gradually approach full capatligation and

reach it in 2017. Revenue and expenditure are calculated assuming
unchanged rules. The Government writes that fiscal space will be
very limited for the next few years and that new measures to a larger
extent than before will need to be rited. But it also writes that
provided there is confidence in the l@rgn sustainability of the
public finances, fiscal policy should not be restrictive as long as
unemployment is high and capacity utilisation low.

I n the Counci |l 0sn teBudgeat Bilhleaves h e
several possibilities open. A tight fiscal policy could be justified based
on the surplus target, and if pursuing a more expansionary policy is
desirable, it could be justified by the continued low capacity
utilisation. Inthe Couni | 6s vi ew, the wording
the Government to a particular policy stance.

In VP14, the Government is much more categorical and
emphasises that net lending is to return to opercént in 2018.

All measures in 2015 and 2016 must backdhato the last krona

and the Government writes that current estimates indicate that the
same will also apply in 2017 and 2Dik&wise, e Government

also writesit will be important to finance expenditure increases
caused by volume changes as theyally weaken public finances.
We understand the wording in VP14 as a strong and clear
commitment to keep public finances strictly within the parameters
given by the projections in the Bill in order to reach a surplus of
more than JPercent in 2018. Inre with this commitment, the
measures presented in VP14 are fully financed.

To estimate developments under unchanged rules is a natural and
necessary part of budget work. Basing projections on the rules in
force in the absence of new decisions providestiag point for
discussions about what would be a desirable development. But a
projection based on unchanged rules does not contain any
assessments or traafés between stabilisation policy and meeting
the surplus target, nor does it say anything alhocth policy mix
the Government considers appropriate. The concept of unchanged
rules may erroneously be interpreted as the statlsigungractice
it means a tight fiscal policy, since revenue is expected mostly to
follow GDP growth, whereas expenditgrows more slowly. The
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Ministry of Finance describes this in Ds 2010:4 about the-dipllow
of the surplus targét.

The expenditure projection in the Budget Bill, the consequence
estimate, shows how expenditure is expected to grow under
unchanged rulesvithout including temporary programmes
(which are very often extended). For example, central
government grants to local governments are normally assumed
to be nominally unchanged at the level of the budget year
concerned. The purpose of this projectido grovide a basis

for estimating the room for policy changes on the expenditure
side for the next fiscal year. But this method often leads to
underestimates of central government expenditure for the years
t+2 and t+3 compared with the final outcome. Tigeseral
government net lending is usually overestimated for those years.

The point at which net lending is forecast to reguarcknt has

been postponed one year. In BP14, net lending is expected to exceed
1percent in 2017 and in VP14, this is insteeetast to happen in

2018. The year when net lending is expected to rpacteht has

also been postponed before, but on those occasions, the
postponement has been because the economic downturn has proved
more protracted than expected, justifyingngeloperiod of deficits.

But the forecast for the economy has improved between BP14 and
VP14 and the output gaps are now expected to be smaller than
forecast in the autumn. How these changes are compatible with
postponing the return to a surplus gdfetcent by one year is not
immediately clear.

I n the Governmentods pl an, fiscal
restricive in 202 018 t han in recent year s
clear indication in VP14 that the projection based on unchanged
rules is not only dechnical assumptiobut alsoa political
commitment makes it more credible that the public sector surpluses
will be restored.

7 Ministry of Finance (2010), pp. B%0.
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5.6 The follow -up of the surplus target needs
to be clarified

A prerequisite for assessing the appropriate balance between
apppaching the target and stabildi
is the ability to determine whether there is a deviation from the
surplus target and if so, how large the deviation is. The
Go v er n me nup dfsthe susplus target provides only limited
guidance in this respect. The information provided by the many
indicators about whether the target has been aaetbe
contradictory and difficult to interpret. Furthermore, the
Government takes many other factors into account, such as the
mar k et 6isce in ahe fpublicefinances, the risks and the
uncertainties in the estimates. The Government does not present any
figure or interval for the size of a possible deviation from the surplus
target.

In principle, the Government seems to agree that a clear foll
up of the surplus target is required to make an assessment of the
appropriate balance between tightness and flexibility possible. The
Government writes, for exampl e,
for both internal and external evaluation adldwas p 6 and 0
vaguely defined target, which is not followed up in a transparent
manner , wi || not b £ThebBudyet iProogss o n
Committee also notes that a transparent falfpis required for the
system with the surplus target tacfion properly.

In the Council s view, |l ess sc
the surplus target would be preferable. This could be achieved by a
more stringent followip. Identifying and quantifying deviations
from the target more clearly wouldohfelcus the discussion on how
the target should be met rather than on assessments and
interpretations of whether or not it has been met.

The criticism that the follewp of the surplus target is too vague
is usually countered by the argument that arsfatttev-up would
force fiscal policy to adapt mechanically to the tangethus not
takethe economic situation sufficiently into account. The Council
does not recommend that fiscal policy be conducted mechanically.

8 Ministry of Finance (2010), p. 185.
9S0U 2013:73, p. 109.
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But i n the Cou parantliderdificatigniofrthe state a t r
of the public finances in relation to the target should be a basis for
designing fiscal policy. Policy must be designed taking into account
the economic situation and other relevant circumstances, but too
vague an assessih of whether the surplus target has been met
provides inadequate policy guidance. The wording in BP14 illustrates
this. It can be interpreted as saying that there is currently some
deviation from the surplus target, but it can also be interpreted as
sayng that the deficit is only a normal variation aroystdent, so
there is no deviation from the target. Different analysts may reach
different conclusions, not only because they base their assessments
on different forecasts, but also because theprettestimates and
indicators differently. Such lack of transparency weakens the
disciplining role of the target in fiscal policy and risks undermining its
credibility.

The current situation also shows that there is no unambiguous
way to determine whether the target has been met. The
Governmentds indicator demetuThegest t h
severyear indicator and structural net lending are far fparncént
and the Governmentds conclusion th
based on forecasts that actual and structural net lending in 2018 will
be over Percent under unchanged rules. Both NIER and ESV do
not expect the surplus target to be met and im tgenion,
substantial consolidation measures will be required to nidwt it.
Counci |sGtatedwaboesthatthatarget will not be met.

The Counci l does not share the Go
follow-up of the target would not provideom for a weltlesigned
fiscal policyl n t he Council &6s opinion, a

status of the public finances in relation to the surplus target should
be fully compatible with a cyclically adjusted fiscal policy. The
existence of a deviatifrom the surplus target does not have to be a
problem, nor does it necessarily imply that the Government has
abandoned the surplus target or violated the fiscal framework. But it
is essential that the deviation can be justified and that the
Government sbws a credible commitment to return to the target. It
must take the economic situation and other relevant circumstances
into account and not mechanically force compliance at a particular
point in time.
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I n the Councils opiniwong,oletfohe s
policy is too weak and the ambiguity surrounding the target risks
creating credibility problems. In the long term, it is hardly possible to
maintain the credibility of a target if it not possible to determine
whether or not it has been mehus, a more transparent follap

and a stronger link between the surplus target and fiscal policy is
needed Based on the Budget Process Comidittee wthe k
Government submitted a Bill on March 18, 2014 with a proposal for
clarifications of the budgetogess? One proposal ighat the
Government should submit a plan for returning to the surplus target
if a clear deviation exists. The Council considers this proposal to be a
step in the right direction, but in its opinion, as the Government does
not idenify deviations from the target in a transparent way, it is not
clear when a plan of this kind would have to be submitted. A more
stringent definition of a deviation from the target would significantly
strengthen the requirement for a plan.

Under the fiscdramework, there is no reason to take any fiscal
action in the event of normal cyclical demand shocks. The main
responsibility for stabilisation policy then rests with the Riksbank,
and fiscal policy contributes through the automatic stabilisers. But in
the event of major demand shocks, monetary policy may need to be
supported by fiscal policy meastiresthe event of normal shocks,
structur al net l ending would r
l evel 6. However, some wegtodnabkea l
the use of the serautomatic stabilisers, such as the volume of
labour market programmes, in stabilisation policy. Nor does
structural net lending thus need to be kept strictlpextcgént each
year to be compatible with the surplus target

But in the event of normal cyclical swings, cyclically adjusted
(structural) net lending should come to, or at least be close to,
1 percent each year as deviations frgmertent caused by cyclical
swings or oneff effects are mostly eliminated wheh lending is
cyclically adjusted.

In the event of major shocks, structural net lending may deviate
from the target as a result of the policies pursued. Such deviations do
not disappear automatically when the economy stabilises. They must

10 Govt. Bill 2013/14:173.
11 Ministry of Finance (2011b), ppd3@
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be corrected bgctive measures. A structural net lending deviating
from 1percent may well be justified by stabilisation policy
considerations, but it indicates a need for government action to
maintain the surplus target in the long term. Structural net lending
for the current and the coming years could function as a main
indicator of whether or not fiscal policy is in line with the surplus
target. This would make it possible to identify deviations from the
target earlier and more clearly and to discuss how they should b
handled. The Council proposes the following guidelines:

1. A deviation from the target existstiicturahet lendindor the
current or the following year deviates frgmertent. In this
way, a deviation from the targetléarly identified and
guantified. Forecasts based on unchanged rules will thus no
longer form the basis for assessing whether the target has been
met.

2. If there is a deviation from the target, the Government should
report the deviation and explain thesoea for it.

3. The Government should also be obliged to submit a credible
plan for meeting the target. This plan should include estimates
of the size of the measures required to return to the target, the
rough direction of these measures and the point ivaen t
surplus target would be met.

The budget is annual, and the Government cannot normally be
expected to make precise proposals for a longer period. The Council
is not of the view that a plan for returning to the target has to be
exact or that it should laelopted in detail by the Riksdag. Nor is it
the Council s opinion that al | dev
corrected by active measures. Structural net lending is uncertain, and
some variations aroundpércent are normal and need not be
correctedoy measures. But a plan for returning to the target should
specify the direction and the order of magnitude of the measures
deemed necessary. Unlike the current situation, it should also be clear
how planned developments deviate from developments under
unchanged rules.

Applying the guidelines outlined by the Council should provide
better conditions than currently exist for getting an early and
measurable signal on the position of the public finances relative to



150

the target. A signal like this should impttreepotential for using

the surplus target as a rudder for fiscal policy. It would probably also
reduce the existing possibilities of postponing decisions on returning
to the target that are due to the lack of a clearly defined deviation
from the target.

The followup of the target should be backwlawking. The
backwardooking followup can continue to have a tgmar time
frame and it should also take any cyclical bias during this period into
account. There should thus be a current assessment, & ften f
future and a follomp of whether the target has been met in the
past . I n the Council &s outline
the forwardooking element is a plan for correcting an observed
deviation from the target, not, as it is novgssessment of whether
the target has been met.

5.7 Structural net lending estimates

One objection to using structural net lending to estimate deviations
from the target is that the estimates are too uncertain. The Council
fully agrees but is of the view that thepomsiderablpotential for
improving the estimates of structural net lending. The Council has
repeatedly criticised the Gover:r
proposed chang&The Government is aware that tharent
method has weaknesses and has for a long time been referring to
ongoing development work in the Ministry of Fin&idee Council
considers it important that the development work be given high
priority and that improved estimation methods be imptethe
Furthermore, the development of structural net lending four years
ahead is already very importamiassessing whether the surplus
target has been met, even though it is not the only indicator. The
estimates of the cyclically adjusted sgs@nindiator are also very
uncertain. It is not clear that it would be more uncertain to base the
assessment only on structural net lending, particularly not if it is a
shortterm assessment. The matter of improving the estimation
methods wouldertainlypecome even more important if structural

12See for exapte Fiscal Policy Council (2012), pp768
12VP14, pp. 195198.
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net lending were to be used for estimating deviations from the target
in the way recommended by the Council.

In its 2012 Reporthe Council discussed in maoletail its view
that it would be desirable and feadiblanprove the estimates of
structural net lending. These views are still valid. The Council
recommended a disaggregated estimation method and pointed out
that both the ECB and NIER use disaggregated methods for
estimating structural net lending. The dartrae of the Ministry of
Finance in Norway (2011). There are, however, differences between
the methods. NI ER6s and ECBOs mett
lending and endeavour to adjust it for the economic situation (tax
base gap). The Norwegian metlwbtdsed on a direct estimate of
the underlying levels for the large tax bases. One advantage of this
method is that it is simpler to take structural changes in the tax
system into account in estimating the underlying levels.

The Council also raised thauéss surrounding these estimates in
its 2011 report and stated its opinion that the Government needed to
improve its estimation methods. The Government responded in the
2012 Budget Bill that there is no generally accepted method of
estimating structural né&tnding and that all methods have their
strengths and weaknesses. The uncertainty in the calculations is one
of the reasons why the Government uses several indicators to follow
up the surplus target. The Government also pointed out, as it did in
the VP11that there is currently work under way analysing different
methods of estimating structural net lending.

The Council would like to repeat that it is important that the
Ministry of Finance improve its methods for estimating structural net
lending. The metd should be disaggregated and the cyclical
adjustments should sum to zero over time. The calculations should
also include a concrete and thorough analysis of whether tax
revenues are temporary or permanent. A method like this could be
an adaptation of thmethod used by NIER or the ECB, or the
method used by the Norwegian Ministry of Finance. The
Government should also analyse whether the balanced budget
requirement for local governments affects budget sensitivity to
fluctuations in the business cyclesolf it should also be taken into
consideration in the estimate of structural net lending.
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5.8 The expenditure ceiling

5.8.1 The expenditure ceiling in BP14 and VP14

The Riksdag had earlier decided the expenditure ceilingd4for 20
and 2015. Under the Budget Act, the Government must propose an
expenditure ceiling for the third year ahead in the Budget Bill. Since
2010, the Government has also chosen to report and estimate the
expenditure ceiling for the fourth year ahead. Ingsgfa3 the
Government thus presented estimates of the expenditure ceilings for
both 2016 and 2017, and in BP14 the Government proposed a
ceiling for 2016 and a new estimate for 2017. There is no
requirement that the final proposal for the expendituregdeit the

third year must be equal to the estimate made the preceding spring
but this has normally been the case. But with aydaurtime
horizon for the expenditure ceiling, there is aanderhalfyear

time lag between the first estimate of therakifure ceiling and the

final proposal presented to the Riksdag. Thus, the ceiling for 2016
proposed by the Government in autumn 2013 in BP14 was first
estimated back in spring 2012 At that time, the Government
estimated the ceiling at SEK55billion. One year later, in VP13,

the Government raised the estimate to $HEB5billion. The
SEK10 billion increase was justified by the argument that it was
important to have room to take active measures on the expenditure
side to support the economy in case wafaker economic
development. In VP13, the Government also made a first estimate of
the expenditure ceiling for 2017, which came to1SIE#& billion.

In BP14, the Government stuck to its estimates of appropriate
expenditure ceilings for 2016 and 2017.

14 A technical adjustment was made, however, which raised the ceiling® billis&Kor 2016 and
SEK 1 billion for 2017.
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Table 5.3 Expenditure ceiling and budget margin

SEK billion 2014 2015 2016 2017 2018
Expenditure ceiling BP14 1107 1127 1167 1196
Expenditure ceiling VP14 1107 1127 1167 1214 1254
Expenditure subject to the ceiling BP14 1091 1105 1124 1156
Expenditure subject to the ceiling VP14 1091 1108 1132 1169 1197
Budget margin BP14 16 22 43 40
Budget margin VP14 16 19 35 45 57
Guideline for safety margin BP14 16 22 34 35
Guideline for safety margin VP14 11 17 23 35 36
Space in excess of safety margin BP14 0 0 9 5
Space in excess of safety margin VP14 5 12 10 19

Sources: BP14 and VP14.
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The space under the expenditure ceiling is very limited in the next

few yearsPart of the space is needed to managenitertainty in

the estimates and to allow the automatic stabilisers to work freely on

the expenditure side. This part is the safety nfafgip.additional

space under the expenditure ceiling may be used for active

expenditure measures, if the surplusttattpws it. In autumn 2013

(BP14), expenditure for all the years was estimated to be higher than
in the estimates in spring 2013 (VP13). Of the increase8y SEK
Gover nmen
were due to other factormimarily higher volumes in the transfer

5bil Il i on were

system& But the estimates of the expenditure ceilings were not

due

t o

t he

changed. There was thus very little space left in BP14 above the
safety margin. For 2014 and 2015, there was no space at all and for

2016 and 2017, éhspace was SEXvillion and SEK billion,

respectively.

In BP14, the Government notes that the there is no space other
than the safety margin in the expenditure ceilings for 2014 and 2015
and therefore only minor measures can be taken on the expenditure
side. It i's the
support growth and jobs should therefore be on the expenditure side

Government 0s

BThe Governmento6s guideli peceantf,ort +dadéenly,; Smapreri @ s

2percent, t €2 nd¢ ; 3 pgepcent. ¢
16BP14, Table 8.8, p. 572.
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in order to safeguard the expenditure ceiling and the safety thargins.
The ceiling for 2016, however, is said to leave spaae o0 f or c e
me a s %¥in ease®df a poorer economic performance. For 2017, the
Government states that the ceiling is estimated to leave room for
managing uncertainties in the economic outlook and for automatic
stabilisers, but that the ceiling decremsaspercentage of GDP and

thus supports a consolidation of public finances. The Government
also mentions other factors that limit the room for measures on the
expenditure sid@The Government primarily points to the surplus
target ds | iiscdl dpacein 20168@nd@017 t he f

In VP14, the Government presents a revised picture of
expenditures and the expenditure ceiling. Expenditures d@Q@DA.5
are respectively estimated to be SBKillion and SEKL3billion
higher than in BP14, which is mairdye to changes in
macroeconomic estimates and larger underlying volumes. The space
under the expenditure ceiling is thus very limited in the next few
years. It should also be noted that in VP14, the Government
announced measures that increase expendijusK496 billion
annually from 2015 onwards but these are not included in the
calculations. When the proposals are made in BP15, the budget
margins will thus decrease by an equivalent amount.

The budget margins in 2015 and 2016 are smaller than in BP14
but the margin is SEXbillion larger in 2017. The reason for this is
that the Government has raised the expenditure ceiling estimate by
SEK 18hillion since BP14. This is a substantial increase. According
to BP14, the Government regards the new leappaspriate, but it
is not clear what caused the increase. But the expenditure forecast for
2017 hasbeen raised by SER.Shillion since BP14. Of this
amount, more than SHEKbillion is due to increased volumes,
primarily caused by a higher number dfimsyeekers and increased
sickness benefit outldyFhe remainder of the increase is largely due
to higher outlays for clage pensions. The expenditure ceiling for
2017 has thus been raised so there is now space for both the higher
expenditure forecastdia larger budget margin than before.

17BP14, p. 15.

18BP14, p. 190.
19BP14, p. 189.
20VP14, p. 223.
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In VP14, the Government very clearly signals that new measures are
to be fully financed in the next term of offieéerthermorewrites

the Government,expenditure increases resulting from higher
volumes in the traresf systems also need to be financed as they
normally weaken public finantds these circumstances, it would
have been appropriate to discuss how the expenditure increases in
20192017 should be financed instead of allowing them to have an
impact as unfanced expenditure increases. If the Government is to
live up to its commitment to finance expenditure increases, it would
have to handle increased volumes differently in the future.

5.8.2 Limited space under the expenditure

ceiling

In both 2014 and 201fhere is no space for active measures under
the expenditure ceiling. In principle, the whole budget margin is
needed for managing uncertainty. The expenditure ceiling is thus a
binding restriction on fiscal policy. Over time, a calculated space
under the eiling emerges as the need for a safety margin decreases
when the year in question approaches. The guideline for the safety
margin is 1.percent (of the expenditure subject to the ceiling) in
the year t+1 and @ercent in the year t+2. When BP15 is sttbth

2015 will be t+1 and therefore a slightly smaller safety margin will be
required than when BP14 was presented. In this way, some space will
be created for that year. Similarly, some space will also be created for
2016 and 2017 as these years apprdaese estimates, however,

are based on the presumption that no space is used in future bills and
that there are no other expenditure increases.

Expenditure is sensitive to macroeconomic developments and to
expenditure developments in the transfer sgstetmch in turn
depend on rules and on changes in behaviour and volumes. In last
yeards report, the Council poi nt ec
and the smaller share of people in open unemployment entitled to
unemployment insurance benefits haveibated to the decrease in
the expenditure ratio in recent years and that these trends may not

21VP14, p. 133.
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continue. Instead, there is a risk that expenditure risks have
accumulated in these areas.

Sickness benefit expenditiiesumed growingni2010 after
having fallen substantially from its peak in 2002. In spite of the
recent increase, the current levels are historically low. But the
knowledge about the reasons and incentives behind sickness benefits
developments is limited. If, for examphe number of sickness
absences were to return to the average for the yea@d201290
expenditure would increase by over 3BHKlion annually. If the
number of sickness absences were to increase to the levels of the
early 2000s, the amounts would beifgigntly larger. Between
spring 2013 (VP13) and autumn 2013 (BP14), the expenditure
subject to the ceiling increased by about EHilion in 2015 and
about SEK15billion in 2016, largely due to increasing volumes in
the transfer systems. Between B&idl VP14, increasing volumes
have led to further upward adjustments in the expenditure estimates
for 20192017.

The expenditure ceiling as a percentage of GDP has been on a
downward trend since the late 1990s. The ratio increased in 2009,
when GDP fell sarply, but the decreasing trend is expected to
continue for the entire forecast period. The Government has
consistently set the expenditure ceilings so that they decrease in
relation to GDP, and the ceilings for 22188 follow this pattern.

The ceilingshus imply a restrictive expenditure growth in the long
term. The expenditure forecasts to 2018 are based on the assumption
of unchanged policies, i.e. that no new decisions are taken by the
Government or the Riksdag. The nominal levels in the transfer
sysems and the central government grants to local governments are
assumed to be unchanged. ESV estimates that the contractionary
effect of unchanged rules is aboutp@rgent of GDP and that it

will almost entirely affect expendifdr€he expenditure focasts

are thus based on a tight policy stance. In its 2013 Report, the
Council noted that expenditure growth had been restricted. The
Council noted that from 1997 to 2016, GDP is estimated to grow by
about 7(ercent in real terms, whereas real expeadtiject to

the ceiling will increase by slightly @&gercent®

2ESV (2013).
2 Fiscal Policy Council (2013), p@7®8
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It is also worth noting that the forecast that results in a net lending of
1percent in 2018 assumes that the budget margins are not used.
Thus, all expenditure increases includingetittue to increased
volumes, etc., must be financed by either lower expenditure or
increased revenue.

The expenditure ceiling is under the most strain in 2015, but the
ceilings for 2082018 also require tight policies. The Council is
doubtful about the Goer nment 6 s assessment
expenditure ceiling for 2016 leaves room for strong measures in case
of a worse economic outlook. Under the Budget Act, the
Government is obliged to take measures to avoid exceeding the
ceiling if it is considered b@ under thredt.The Council wishes to
emphasise that it is important to avoid a situation wheredeshort
measures are necessary to meet the requirements of the Act. In 2005,
for example, the Government more or less completely prevented the
authoritiedrom using saved resources or their appropriation credits
in order to comply with the expenditure ceiling. There is a risk that
shortterm measures of this kind will have an adverse effect on
governance and run counter to one of the fundamental objettives
the fiscal framework, namely strengthening the méeliom
perspective in budget policy and providing the authorities with stable
planning conditions. It is therefore crucial to maintain sufficient
margins under the expenditure ceiling.

5.9 Assessments and recommendations

N

Il n the Council s opinion, net | end

Average actual net lending will not reapérdent with the current
forecasts in BP14 or VP14, and large surpluses for several years after
2017 would be required reach that average. The economic
downturn in Sweden in recent years has been much longer and
deeper than normal downturns. Stabilisation politsiderations
therefore justifya deviation in net lending fronpdrcent that is
larger and lasksnger hanin a normal downturn.

In VP14, the economic situation is expected to improve slightly
more rapidly than expected in BP14. Nevertheless, reaching a surplus

24SFS2011:203, Chapter 2, Section 4.
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of 1 percent of GDP has been postponed to 2018. There have been
deferrals in previous &get Bills, but then they haveen justified

by delays in the economic upturn. In BP14, the justification for
postponing the return to surplus has not been adequately explained.

In VP14, the Government states in relatively strong language that
all measuremust be financed in 2015 and 2016 and that this also
applies in 2017 and 2018, given the current forecasts. There is thus
no space for unfinanced measures up to and including 2018. The
Government makes a clear commitment to keep public finances
within the limits given by the assumption of unchanged rules in order
to reach a surplus ofpkrcent in 2018. The commitment implies a
very tight policy that not only excludes unfinanced measures but also
requires that other budget weakemmansureslue to chargs in
volumes in the transfer systems, for exatmplelly financed.

There is considerable uncertainty about the size of the output gap,
which is reflected in the significant differences between the estimates
by the Government, ESV and NIER, and theesadso different
opinions about the cyclical sensitivity of public finances. These
uncertainties also imply uncertainty about the size of the budget
consolidation that will be generated when the economic situation
returns to normal. In this respect, the v&oment is more
optimistic t han ot her forecaste
differences in the forecasts and the consequences for public finances
i f the Governmentds forecasts a
discussed more explicitly.

The discipliary role of the surplus target in fiscal policy needs to
be strengthenedt is the Councid siew that the surplus target
should be assessed using structural net lending for the current and
the following year. This would provide a clearer link between
devations from the surplus target and the proposed policies. If
structural net lending deviates fromefcent, there is a deviation
from the surplus target. The Government is then to report and
explain the reasons for the deviation and present a créahbler p
meeting the target. There should also be a badkakirty follow
up of whether previous targets have been met.

The methods for calculating structural net lending should be
devel oped i n accordance with tt
Improving he estimates is absolutely essential if, as the Council
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recommends, structural net lending is given a key role in assessing
how fiscal policy relates to the surplus target.

The expenditure ceiling is tight for several years ahead. There is
practically nopace for increased expenditure in 2014 and 2015 and
the space is limited for 2016 and 2017.
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6 The Riksdagds rul es
decisions

6.1 The Framework mod el for budget
decisions

The Riksdag has used the framework model for budget decisions
since the mid990s to decide the government budget. With this
model, the budget decision is made in two st&gss. the
framework decision is taken. It includes upper limits (frames) for
each of the 27 expenditure areas. In the same decision, the Riksdag
also adopts the revenue estimate in the government budget. In the
second stage, appropriations are establishtaking one decision

per expenditure area; the appropriations cannot exceed the
expenditure area frames from the first stage. The revenue estimate is
based on current tax rules and includes the effects of proposed
changes in the tax legislation. Thenintwhen the model was
designed was that changes in the tax laws would be included in the
framework decision but this was not implemented in its entirety.
Through the years, proposed revenue legislation has either been
included in the formal framework gem or decided separately, but

with the presumption that the economic effects will be considered in
the revenue estimate in the Budget Bill.

6.2 The Ri ksdagds consider at

On November 20, 2013, the Riksdag adopted the framework
decisbn on the budget for 2014, which included an increase in the
state income tax threshold. Two weeks later, the Committee on
Finance used its right of initiative and proposed that the threshold be
lowered to its previous level. On DecembefQ13,a majoty in

the Riksdag supported the Committe

framework decision was reversed.

The Riksdag took this position after an intensive debate on how
the rules for budget decisions should be interpreted. The Opposition
maintained thahe aim of the rules was to strengthen public finances
and therefore putting a stop to an increase in the threshold was in
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order. The parties in the Alliance Government for their part stressed
that the aim of the rules is to create an integrated budepetpon

and that changing the decision on raising the threshold was in
confl i ct wi t h t he Ri ksdag Act
comprehensive budget decision.

On November 28, 2013, the Committee on Finance held a public
heari ng on t h esior®orkttsedrangwork enodélgor p r o
budget decisions but the experts who participated in the hearing did
not agree on how the rules should be interpr&tedl Speaker is not
allowed to present a proposal for a vote in the Riksdag if it
contravenes the Corastion. Given the diverging views among both
politicians and experts, the Speaker had a legal review done, which
concluded that most arguments supported the view that the proposal
by the Committee on Finance contravened the Riksdag Act. The
Speaker thus ftesed to put the matter to a vote. Nevertheless, a
majority in the Riksdag voted to have the proposal presented for a
vote and the Speaker then sent the matter on to the Committee on
the Constitution for a final decision. The opinion of the Committee
on the Constitution differed from that of the Speaker. It held that the
proposal by the Committee on Finance to lower the threshold for the
state income tax was not in conf
the budget process. But the Committee on the Quiastitvas not
unanimous. The parties in the Alliance Government unanimously
di ssented from the majorityos 1in

6.3 The framework model for budget
decisions has been weakened

The situation thus created is problemdt@ Committee o the
Constitution used two main arguments to justify its position. First,
the proposal would lead to stronger public finances and was
therefore in line with the intentionstbé budgetules on a strict
budget process. Second, the Riksdag Act did dmitxprohibit
budget revenue from deviating from that stipulated in the framework
decision. But the parties in the Alliance Government gave the

1Four experts participated in the hearing, Fredrik Sterzel, Per Molander, Ove Nilsson and Sverker
Gustavsson.
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Commi ttee on the Constitutionds p
their opinion, the decision meant that it m@8 possibléo change

revenue items in the budget after the framework decegiandless

of whether the change leads to weakening or strengthening the public
finances, as the Riksdag Act makes no such distinction.

Thus, there is political disagreement how the Ri ks c
decisiormaking procedure for the budget should be interpreted. The
emergence of disagreement on the deeisaing procedure for
the budget in a situation where there is political disagreement on an
actual budget issue is most unfoate and weakens the budget
process. Mutual agreement on the budget process in the Riksdag is
particularly important as there are no detailed rules for every possible
situation. This case breaks the tradition of par$g consensus
about the forms of etisioamaking. The political majority can
change the interpretation of the decismaking rules in the Riksdag
Act.

The framework model for budget decisidnmegardless of how
the intentions behind the rules are percévess made it easier for
minorty governments to get their budget through the Riksdag. The
rules involve a traddf between the principle that a majority should
decide and the desire for minority governments to be able to govern,
even in difficult parliamentary situations. The autuodgetd
decision in the Riksdag has resulted in a shift in this balance. The
position of minority governments has been weakened and the
majority in the Riksdag has a stronger position. Experience from
both economic research and Swedish politics showsgthtfitult
for minority governments to conduct economic policy and that there
is considerable risk of weak government finances in these situations.

The Council is therefore concerngdt minorityg over nment s o
prospects of get t fonig buddgeteprogesals s d a g 6 s
have worsened.

It is still too early to say what leiegn consequences the
disagreement on the budget process may have. This aepleoits
how the matter is handled politically and hwjority relations in

2Bet. 2013/14: KU32, Alliance Government partiesd une
3 For academic studies, see for exarRelesson and Tabellini (1999), Alesina and Perotti (1996), Edin

and Ohlsson (1991) and Roubini and Sachs (1989). Feldt (1991), Chapter 59 in particular describes
experience from Swedish politics.
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the Riksdag look ithe future. Against this background, it is the
Council 6s opinion that the autu
unfortunate situation. Uncertainty about how the budget rules should
be interpreted damages confidence in the fiscal framework.

I n t he ofioianmhat &ppesrs to be the majority in the
Ri ksdagds i nt er pimeking systemini.e.ahat t h e
changes in the framework decision are permissible as long as they
involve budget consolidatiod may cause interpretation and
demarcation pblems. Situations may arise, for example, &here
combination of measures strengthestate finances whereas
individual parts may do the opposite. A measure may also provide a
shortterm budget consolidation and therefore be removed from the
framework dasion even though it weakens the budget in the long
term. Nor can it be ruled out that a measure may be removed from a
framework decision because it will strengthen the budget in the long
term even though it weakens it in the short term. If in the fature t
Riksdag were to interpret the rules in the way that the parties in the
Alliance Government do in their reservation to the Committee on
the Constitutionds report, the r
for budget decisions would be even greaterwichdtl give a green
light to remove individual items from the framework decision as long
as there is a majority in favour, regardless of the effects on the public
finances.

I n the Council &6s view, there i:¢
model for budget decisions will gradually be watered down and
become both less clear and less strict. The possibility of removing
individual items from the framework decision will doubdisss
result in a weakening of the principle that the budget alternatives
should each be compared in their entirety. The Budget Process
Committee was intended to find a kergn solution to the question
of how revenue shoul d dbetpridcessn d | e
Unfortunately, the gllarty Committee, which presented its final
report in September 2013ailed to reach an agreement on this
question. The work inhé¢ Committee on the principles for the
Ri ksdagds budget pr epa&mavithiteen wa
conflict on the threshold for the state income tax. The chances of

4S0U 2013:73.
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reaching an agreement on the budget rules would probably have been
better if the matter had been discussed without any association with
an ongoing debate of a heated poligsaki.

After the Committee on the Constitution took a position in
autumn 2013, the discussion on the budget rules may seem settled
and closed. But there are still major differences of opinion between
the political parties on how the rules should be intedprié the
election in the autumn were to result in a minority government, the
issue of the budget rules may soon be raised again. The Council
considers it very important that the political parties unite on the
forms for handling the budget in the Riksatadjthat the framework
model is both strict and stable enough to function even in a
complicated parliamentary situation.

6.4 Assessments and recommendations

After the dissensions in the Riksdag in its consideration of BP14, the
guestion of how the rulegrfbudget decisions should be interpreted
remains politically polarised. This weakens the fiscal framework,
which is largelgependenon broad political support.

The Council views with concern the weakened framework model
for budget decisions and the @of the broad political consensus
on the Riksdagb6s budget process.
broad consensus on applying the framework model for budget
decisions and find a stable solution as soon as possible.

The Council is also concerned that the chances of a minority
government getting the support of the Riksdag for its budget
proposals in their entirety have worsened and considersriaithpo
that the decisiemaking model in the Riksdag be both strict and
sufficiently stable to function under changing parliamentary
conditions.
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7 The surplus target  and general
government net worth

7.1 Introduction

Since 2000, the Gemnment has used an overall target for the public
finances whereby general government net lending is to show a
surplus of bercent of GDP over a business cycle. The justification
for the target has varied a little over the years but the Government in
its communication on the fiscal framewgnesents four reasons:

1 Longterm sustainable public finanseghat the public, the
business community and the financial markets have confidence
in fiscal policy.

1 Adequate margins émable the Government to pursue an
expansive fiscal policy during economic downturns without
creating large deficits.

1 An equitable distribution of resources between generations by
means of relatively high net lending in demographically
favourable years.

1 Economic efficiency by creating the conditions whereby the tax
burden will not have to vary over time due to demographic
developments.

Under the Budget Act, the Government is responsible for presenting
proposals to the Riksdag for targets general government net
lending’. But the law does not have anything further to say about the
design of the target, its level or its applicifitws has been done

by the Government in its communication on the fiscal framdwork.
2007, the Riksdag decided that the surplus target was to average
1 percent of GDP over a business cycle, and this would apply until
further notice.

1 Ministry of Finance (2011b).

2SFS 2001:30Chapter 2, Section 1.

3The text of the |l aw includes in parentheses
requirement that the target must exceed zero.

t

he
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In this chapter, we discuss the extent to which it is necessary to meet
the surplus targetin orderdoc hi eve t he targetds
present some simple estimates of how general government net worth
and central government gross debt would develop under simplified
assumptions and under different levels of the surplus target. These
estimates are $&d on simplifications anldey containsignificant
uncertaintiesAll conclusions must therefore be interpreted with
caution.

7.2 The link between net lending and net
wealth

As observed, the surplus target is not the ultimate objective of
economic policylt should rather be seen as a tool for achieving
more fundamental policy objectives: figmm sustainability, room

for manoeuvre for stabilisation policy to be effective,
intergenerational equity and economic efficiency via stable and
predictable tax lels. In its 2012 report, the Council pointed out that
from an economic perspective, these reasons are related to the level
and growth of the publidebt rathethan to the budget balarfce.
Longterm sustainable finances mean that the public debt can be
financed and will not grow uncheckétke surplus target contributes

to the accumulation of general government net woathmakes
deficit spending possible in an economic dowiturithout calling

the sustainability of the public finandeso question. The
intergenerational distribution of resources in terms of net worth is
captured by the debt and the assets that one generation leaves to the
next. If instead the debt is permitted to vary, a stalléevelis
possible everf expenditure and tax bases vary over time. For a
policy of this kind to succeed, however, the debt cannot be allowed
to become so large that the financial markets lose confidence in the
centr al governmentds ability to
out that he surplus target over time results in a stable debt ratio
with a specific expected adjustment path and that the Government
should discuss both whether this debt ratio meets fundamental

4 Fiscal Policy Council (2012), Chapter 3.
5 Debt-to-GDP ratio.
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economic policy objectives and whether the adjustment path to the
long-term debt level is well designed.

Under simplified assumptions, a given net letedidg to a long
term stable net worth ratitependent onlgn the ratio between the
surplus target and nami GDP growth. In the simplest model, the
net worth ratio®d tendsto approach"@’Q whereQis the surplus
target andqis the nominal GDP growth rate. With a surplus target
of 1 percent and a nominahnualgrowth rate of $ercent, the net
worth therefore tends to stabilise ap@6cent0.01/0.04), i.e. near
the current level. The deviation between actual net worth and the
longterm level is halved at a time determined by the nhominal GDP
growth rate. This time can be approximated by"Q.iOthis case
about 17 years. It is importaatriote that the surplus target does
not therefore automatically lead to a continued increase in the net
worth ratio but to its stabilisation. But the calculation should only be
seen as a simple rule of thumb. In this chapter, we deepen the
discussion by kang into account some aspects not considered in the
simple calculation.

In its 2012 report, the Council wrote that general government net
worth had improved much more rapidly than would have been the
case if the improvement had only been dependent guius sarget
of 1percent of GDP over a business cycle. In addition to net
lending, the valuation changes in general government financial assets
not included in net lending also affect net worth. Valuation changes
occur in many ways, such as changesiia phices, corporatisation,
the sale of companies, and wujie and writelowns of assets in
unlisted companies. The effects of valuation changes have been
significant. General government net worth increased between 1995
and 2012 by about SHK300 billon, only about 2@ercent of
which is attributable to net lending. The remainipg@@nt of the
increase can be attributed to valuation changes.

The yield varies between different types of financial assets, and
thus the composition of net worth also affects its development.
Another factor is that a large part of net lending and the increase in
value is generated in the pension system. Thus, ansabptrt of
general government net worth is not directly available for
stabilisation purposes.

Below, we first make a simple estimate of the increase in net
worth under the current surplus target and under a balance objective,
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and take the factors mamed into account in a standardised way.
We then present more detailed estimates of general government net
worth for different surplus targetfone bythe National Institute of
Economic Research (NIER) at the

7.3 General government net worth

The general government financial position has improved sharply
since the mid990s. From a net debt of3rcent of GDP in 1995,

a net worth equivalent to aboutg®fcent of GDP has instead been
built up (Table 7.1). This improvement is primatilg to a
reduction in the debt as a percentage of GDP.

Table 7.1 General government financial position

Per cent of GDP 1995 2004 2013
Assets 62.3 67.3 80.3
Central government 24.2 33.2 36.3
Old-age pension system 30.6 24.6 30.1
Local government 7.6 9.5 13.9
Debt 93.4 65.3 53.8
Central government 84.7 54.8 39.2
Old-age pension system 0.0 0.2 0.8
Local government 8.7 10.3 13.8
Net worth -31.1 2.1 26.6
Central government -60.5 -21.6 -2.9
Old-age pension system 30.6 24.5 29.4
Local government -1.1 -0.8 0.1

Source: NIER (2014b).

It is the central government debt that has declined. There is virtually
no debt in the old age pension system. Instead, debts in the local
government sector have increased slightly. The central government
debt ratio has been more than halved since 188bpfrer 85 to
about 3%ercent of GDP in 2013. Central government financial
assets have only increased by about 12 percentage points of GDP
during the same period.

Estimated in kronor, the development of central government debt
since 1995 is less drama@Government debt peaked in 1998 at
about SEK1 450 billion and had fallen to SEK19 at the end of
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2012. The decline in the debt is due to a strict budget policy as well
as a number of orwf effectssuch as transfers from the Swedish
National PensioRunds totalling almost SEX60billion and sales of
central government owned shares. Government debt increased again
in 2013, primarilppecausef borrowing to strengthen the foreign
exchange reserve, and at the end of 2013 came 28EKillior?.

A very rough description of the change in central government debt
since the mid990s is that the nominal debt has been relatively
stable and the debt ratio has thus declined at the same pace as GDP
has increased.

Figure 7.1 General government net lending per sector

Per cent of GDP Per cent of GDP
8 r8

General government sector, of which

644 eeeeee- Central government - -6
8 | Old-age pension system | 5
- --- Local government sector
-1 —1/—+—7—T—T"—TTT" 7T T T 7T -10

1995 1997 1999 2001 2003 2005 2007 2009 2011 2013

SourceNIER (2014c).

In addition to debt, the public sector also has substantial financial
assets. Simplified, these can be classified as interest bearing and non
interest bearing. A loan to the Riksbank to strengthen tignfore
exchange reserve and loans to house@dtiglent loans via CSN
(National Board of Student Aidmake up about gfercent of the
interestbearing assets in the central government. Since the mid
1990s, the interelsearing assets have been relatisilple at
10percent of GDPandhave hadh return of almost @ercent a

6 BP14, Table 9.14, p.551
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year. The nointerest bearing assets consist mainly of listed and
unlisted shares. Between 1995 and 2013, the value of shares held by
the central government increased from 13 fwe@&&®nt of GDP.

The listed shares are valued at market price and their appreciation is
mostly due to the rise in the stock market since 1995. The unlisted
shares are valued in accordance
which is prudent.

The return tocentral government shareholdings consists of both
the direct return, which is included in net lending, and the
appreciationywhich is not included in net lending. Since 1995, the
direct return has averagegefcent.

In 2013, the old g e pensi met finangia twerthd s
amounted to 2percent of GDP’. Of this, about 6@ercent was
invested in shares and aboup&@ent in interedbearing securities.

From 1999 to 2002, assets declined from 35per2ént of GDP,

as a result of both transfersthe central government and a weak
stock market. Assets have subsequently recoverepgeic@$ of

GDP. The return targets for the Swedish National Pension Funds
vary between 4 and pércent, and seen over a-grar period, the
return has been imé with the targets.

The local government sector has financial assets and debts, each
of which comes to aboutt4e nt of GDP. The sec
thus, in effect, zero. Assets are for the mostrparést bearingnd
consist mainly of loans to meipal corporations. The debts are
mostly shorterm loans to municipal corporations, but also include
pension debts.

"Financi al net worth refers only to financi al as
balance sheet ratio, which also includes expected future revenues and expenditures ihTthis system.
box is based on Niepelt (2014).
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Box 7.1 Debt dynamics®

This box shows how general government net \gtrtks develop

over time, given the size of net lending and how net lending is used.
In the simplest model, which has also been presented in previous
reports, there is only one asset that pays an interest denobéet as
worth in this asset in perigds designated @ The following
equation then describes how this net worth develops over time:

o} 0 p i 0
Herei is the return andl is the primary balance in the asset. We can
define net lending, which includes the return to the &sset,0
i6 , which give$ 6 '0."Othen is the general government net
lending used to increase the holdings of ineeasing assets (or
reduce the debt). We now express both net lending and net worth in
relation to GDPdr the samgear. We then get:

®w p Q ®» Q

where'Q is GDP growth betweanando p. & andQdenote net

worth and net lending respectively as a percentage of GDP. which
we call the net worth ratio and the net lending k&onow note

that if growth is a constaxmand the net lending ratio is a constant
then the net worth ratio over time reaches atéyng equilibriun
wherew is constant. The intuition behind this result can be seen by
rewriting the preceding eqoatto:

® ® Mo

where the left side is the change in the net worth ratio betarekn

o p. Theright side consists of two terfike first is the net lending

ratio and the second is a term that we call a dilution effect. This term
captures the fact that when GDP grows, a given net worth will be a
smaller percentage of GDP. We see from the preceding equation that
if net lending is greater than the dilution effect, then the net worth
ratio grows and vice versa. When they are ecuakttivorth ratio

is constantd a longterm equilibrium has been reached. For a
constant net lending ratoand a constant growth ratethis

8 This box is based on Niepelt (2014).
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equilibrium is denoted '@8Q When the net worth ratio has the velue
"arait will thus not change over time

We also see from the equation that the dilution effect is
proportional to the net worth ratio and thusreasewith the latter
As a result, if the net lending ratio and growth are constant, the net
worth ratio will then always move towards equilibrium if it deviates
from it. If the asset ratio is less than equilibrium, the dilution eifect is
also less than the net lending ratob the asset ratio increases until
the dilution effects equal to the net lending ratio. The opposie is
true should the net worth ratio exceed equilibrium.

We now make the analysis a little more realistic by adding non
interest bearing assets, i.e. shéfesall this assgtand note that i:
both gives a direct return and appreciation. We now have an
additional dynamic equatithratwe can write as:

i i Q Qi ]
HereQ is net lending channelled to share purchiasies,net worth
ratio in the form of shares andappreciation. The direct return is
included in net lending but appreciationis not included to
conform with the national accounts and therefore has to be shown
separately in the equation. This idakieterm on the right side. The
first two terms on the right side have the same interpretation as the
corresponding terms for interbstaring assets, namely, net lending
in shares followed by the dilution effect.

In the same way as for the intelestng assets above, we can
now derive an equilibrium for the central government net worth ratio
in shares if growth, appreciation and net lending in shares are
constant with the valu&soandu. The equilibrium is given as the
value of which means #t the right side is zero, i.e."ad™Q v .

Unlike interesbearing assets, the new component in the
contribution to net worth, namely appreciationincreastee larger
the asset ratio is. This may not necessarily lead to equilibrium. It is
eay to show that ifQ 0 shareholdings as a percentage of GDF' will
automatically converge towards an equilibrium. If insteadhere
will be no convergence. If the net worth ratio in this case is greater
than equilibrium, the two contributions will tbesgreater than tre
dilution effect, and the net worth ratio will grow even farther from
equilibrium. The opposite occurs if the net worth ratio is less than
equilibrium(which now is negative)
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We have now defined two net lending ratmand Q. Total net
lending is given by the stmn "Q. And total general government net
worth is the sum of the two asset classes . As the surplus targat
specifies a level for total net lending (the sunearid "Q) the
development of both net wib and the assets in the two asset classes
will therefore depend on how net lending is divided betaeed

"Q. If the surplus target ispkrcent and the entire surplus is used for
interestbearing asset®( 1 percent) the interedtearing asseénd

net worth will converge towards 0:04hd the nonanterestbearing
assets towards zero'@f v). If insteadQs set at zero and thasto

1 percent, the intereftearing assets converge towards zero while
the development of neinterest bearing assets and of net worth is
determined by the difference between the GDP grawgrand the
appreciation raten shares.

A speciaskituation ocerswhen the appreciation rates equal tc
the GDP growth rate&Q If no share purchases or sales are made
(@ m the noninterest bearing assets will grow at the same rate as
GDP, i.e. net worth in the form of shares will be constant as a
percentagef GDP. When no purchases or sales are made, net
lending in shares is zero, . . The direct return on shares is
thus used for something other than share purchases. With a target
given for net lendingnet lending in interebkearing asset@mug
thenbed i.e. all net lending is channelled to intbezsing assets.
Interestbearing assets as a percentage of GDP thus converge
towards drQ If the surplus target ispgrcent of GDP and the
nominal GDP growth rate ispércent a year, theterestbearing
assets will thus converge towardpezbent of GDP while net
worth in shares is constant.

If insteadhe target is a balance target, the inteeasing asse's
will converge towards zero. If the central government also lends
money, for exmple, via CSN, then this lending has to be financed by
borrowing of the same magnitude. The grossgi#his in this case
evident from how large government lending is.

Lastly, we note that the Swedish surplus target is defined for th
general governmesector as a whole. It is particularly important
here to note that net lending in the pension system is included in
general government net lending and that net lending in the pension
system normally deviates from zero. In the periodo2002,
average net lending in the pension system wpaarfeft, ad in
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some of these years, it was higher thpmncent. This net lending is
determined by pension system rules and demographic and economic
trends that in this context can be regarded as exogenous. This means
that we can use the above estimates to emkdyslopments in the
central governfimamicial position (excludittte pension system), tut

we must then defineQ "Q as the established surplus target

(1 percent)minuset lending in the pension system.

7.4 Net worth and debt with different surplu S
targets

As we noted above, if the total return to financial assets is included in
net lending, it can be shown that under simplified assumptions, the
general government net worth ratio approach@svhereqis the
surplus target andthe nominal GDP growth rate. We now expand
the analysis to include the following:

1 Central government financial assets caridisth interest
bearing assets (claims) and as$etie a considerable part of
the return is in the form of appreciation.

The eturn to different assets is not necessarily the same.

Appreciation of government financial assets increases net worth
even though it is not included in net lending.

Some net lending takes place in th@gédpension system.

The central government hasstahtial assetstine form of
lending to households via CSN and to the Riksbank. The size of
these assets is independent of the level of the surplus target.

To get an idea of the consequences of a change in the level of the
surplus targetwe make a simple calculation in this section. This
should not be seen as anything more than a slightly expanded but still
rudimentary calculation. As we will see, however, the results of this
analysis are close to those from a more sopledtiantlysis we
asked NIER to do (see Section 7.6). This simple analysis has the
advantage that it is transparent and clearly shows the core elements.
We now analyse the letagm consequences first,keeping the
surplus target and second, of lowerinig #ero. What happens to
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central government net worth and debts depends on the assumptions
made about the government portfolio strategy, as different assets
have different expected returns and this return is handled differently
in the financial accounts.s Adescribed above, total central
government and pension system holdings ofinterest bearing
assets are currently aboupétcent of GDP, half of which is held

by the pension system. In the base scenario, the value of the share
portfolio stays at thievel Specifically, we assume that the rate of
appreciation of shares is equal to the GDP growth rate and that no
new purchases or sales are made. In this case, this part of the net
worth lives its own life, so to speak. As changes is net worth are
excluded from net lending, no net lending will be accumulated in this
part of thegeneral governmesneéctor financial portfolio. Total net
lending will instead drive the development of inteeasing assets.

This, in turn, means that the development ofgheral government
sector interediearing assets as a percentage of GDP will fokow t
simple equation of motion:

®w p Q ®» Q

where is the net value of the interbsaring asseits periodoas a
percentage of GOP2 nominal GDP growth between perioend
o p and'Qnet lending as a percentage of GDP. If growth is a
constant'Qand net lending a constant then the net value of
interestbearing assets will converge towards This means that
the welknown brmula shown above for the case with only one
asset classassovalid in this case, but unlike the previous analysis, it
now refers only to intereséaring assetsthe speed of the
convergence is determined by the nominal rate of growth

If we assuméhat nominal GDP growth ispércent annually, a
surplus target of dercent will cause interdstaring assets to
converge towardsrq i.e towards 2Ppercent of GDP. With a
surplus target of zero, assets will converge towards zero.

It is importam to note that we have estimated development of
net worthin the form of interesearingassets for thegeneral
governmensector as whold.e. including the pension systtfihe

9 This maybe reasonable in the medium term. In the long term, NIER estimates show that much larger
net worth may accumulate in the social insurance system. We will come back to this issue below.
10\We assume that the balanced budget requirement for local govesmmetngs that no net lending,
positive or negative, is generated in that sector.
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central government has substantial intbesstng asss, primarily

in the form ofloans to the Riksbank and student loans to households
via CSN. For a long time, thalue of these assets has remained
relatively constant at about pgEdcent of GDP. Interediearing

assets in the pension system also anmousibout 1(percent of

GDP. It is reasonable to assume that central government-interest
bearing assets grow at the same rate as GDP. We also assume that
interestbearing assets in the pension system remain at the current
level as a percentage of GDP dmat net lending in the pension
system in the shape of Aoterest bearing assets is negligible. Based
on these assumptions, we can examine&tral government gross debt
will develop, depending on the level of the surplus target.

With a surplus target 1 percent of GDP, net worth in interest
bearing assets will converge towardse@fent of GDP. This is
more than enough to finance thep26cent of GDP in interest
bearing assets in the form of loans to the Riksbank, loans to
households via CSN aadsets in the pension system. The central
government gross debt will then disappear. If the surplus target is set
at zero instead, the net value of intdreating assets will converge
towards zero. Then, the Government will have to borrow to finance
tsown and t he pen sbeaing assetssance thmed s
central government gross debt will bpez@ent of GDP.

Last we can add the assets infdren of shares to the interest
bearing assets to estimate the total net worth of the central
governmat and the pension systeng.the net value of interest
bearing and neimterest bearing assets and liabilities. As we have
assumed that the value of shares gedtEnt of GDP (half of
which are in the pension system) the-teng financial net worth
will be 40 + 25 = 65ercent of GDP with a surplus target of
1 percent of GDP and 4percent of GDP with a surplus target of
zero.

The estimates are based on the assumption that the surplus target
is met. If the shares appreciate less than we havedssuf the
central government sells part of its shahesvalue of the share
portfolio will be less, resulting in a smaller net worth. But neither the
gross debt nor the net worth in the form of intdvearing assets
will be affected. Nor are theffeated by the direct return to the
share portfolio. But if the interdstaring assets develop differently
than assumed, then the gross debt will be affected. If, for example,
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larger interediearing assets are accumulated in the pension system,
central gvernment gross debt will grow. The gross debt will also
grow if part of central government net lending or net lending in the
pension system is used to buy shares. One way of understanding this
is to note thatthe target for net lending applies the central
government and the pension system taken togathémncrease in

the assets in the pension system also rhegres net lending in

the pension systeSince the surplus target applies to the entire
general governmeseéctor, higher net lending in thegen system

must be offset by lower central government net lending, resulting in a
deterioration of central government net worth. We will come back to
this below.

7.5 Intergenerational consequences

To get an idea of the intergenerational consequenoezohg the
surplus target to zero, we compare the primary balance, i.e. net
lending excluding interest on assets and debt, atetong
equilibrium. The differences show the extent to which a lower
surplus target affects public resources that can bdoudeder

taxes or higher expenditure. The only relevant difference if the
surplus target is lowered to zero is that the consolidated general
government gross debt is 25 percentage points of GDP higher than
with a surplus target ofpgrcent. With a nomal interest of

4 percent a year, the higher debt generates interest cqetscant

of GDP* At the same time, the surplus targetgsrtent lower

and thus the primary surplus is unchanged. Thus, in this context, a
decrease in the surplus does moply a burden for future
generations. This is a wealbwn consequence of the assumption
that the interest rate is equal to the GDP growth rate. In the
adjustment phase, a lower surplus target leads to an increase in
resources for lower taxes or highereegfure. It is important to

note that if the temporary increase in resources is used at this time, it

11)f the increase does nor depend solely on appreciation of assets.

12|nterest varies over time and cannot be exactly forecast. Froreantopgrspective, Swedish short

real interest rates have been abqeér@ent a year. See Sveriges Riksbank (2008). If the central
government chooses to borrow in the form of bonds with a longer maturity, interest costs will be
slightly higher, approximatelyd.percent. With the asmed inflation, the interest rate on Swedish
government debt will then bé&%percent.
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cannot be used latéi-urthermore, if in the future the interest rate
permanently exceeds the growth rate, a decrease in the surplus target
will have aderse consequences for future generations. A lower
surplus target thus does not lead to a permanent increase in resources
that can be used for lower taxes or higher expendituhe long

term, a lower surplus target leads to higher debts and higkest inte
costs.If the interest is the same as GDP growth, the effects cancel
each other out, but if interest exceeds growth, the lower surplus
target leads to reduced resources in the long term.

Instead, we assume that the central government graduaty sells i
shares and buys interbsfiring assets or reduces the government
debt*In the last few decades, the return to shares has been about
4 percent, which is probably higher than the expectedtdong
return. Selling central government shares resultsviaraie loss of
almost Ipercent of GDP (a fercent return to assets worth
20percent of GDP). The value of the intedesaring assets is
temporarily higher (or the debt lower) but if the surplus target is not
changed, this positive effect declines time as the net worth ratio
in interesbearing assets returns to its equilibrium. Thus, in the long
run, the primary balance must increase as much as the decrease in the
value of the direct return to shares, thus permanently reducing the
resources fdower taxes or higher expenditure by the same amount.
Furthermore, the current buffer of [@&cent of GDP also
disappearsThe consequences of a change in the surplus target,
however, are the same as above, i.e. in the long term, the interest
bearing aets converge towards gscent of GDP or zero
respectively.

A last scenario could be to assume that net lending is used to buy
sharesWe alsoassume that current gross debt, lending to the
Riksbank and via CSN and pension system assets are all held

31f there is no further reduction in the surplus target. As consolidated general government debt
cannot keep growing indefinitely without resulting in higher inmasest a strategy with continual
reductions in the surplus target cannot go on indefinitely.

14 Using these funds for derday activities is incompatible with the surplus target.
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corstant as a percentage of GDPas above, each share purchased

is assumed to generate an appreciation that coincides with the GDP
growth rate, the result will be a continual increase in central
government net worth. This would of course generate gaadual
continually increasing room for tax reductions or expenditure
increases as the increasing net worth generates higher and higher
returns in the form of dividends.

There is considerable uncertainty about the values that can be
given to the different paneters in the above estimates, but the most
important is the level of net lending that will actually be achieved.
There is a significant risk that deviations from the surplus target in
economic downturns will not be adequately compensated for by
deviationgn the opposite direction. As a result, actual average net
lending will be lower than the target. If a base scenario were to have
neither sales nor new investments in shares, and the actual surplus
was -1 percent, general government net debt in intbessing
assets would converge towardspétsent. With the same
assumptions as above about intdresting assets equal to
20percent of GDP, the gross debt will then begdicent. A debt
of this size could limit the options for dealing with a seeen®mic
slowdown, at least if it coincides with a financial crisis that both
sharply reduces the value of central government shareholdings and
requires bank recapitalisation. For estimates of this kind to provide
correct indications, it is thasoveryimportant to meet the surplus
target that has been decided.

15This means that more thampdrcent of GDP can be used to buy shares téhcurrent surplus

target. The exact number depends on-beatingnesi ze of th
debts. The above scenario assumes a general government net debt-freaniegeassets equal to

20percent of GDP. Under the assption that this debt will increase at the same pace as GDP, the

debt will increase by 0.20 x 0.04, i.ep&.8ent of GDP each year. Net lending in intdreating

assets is thu®.8percent. To achieve a surplus target pértent, 1.®ercent of GDP has to be

invested in shares each year. This leads to a very rapid growth in general government net worth which

then grows by about percent a decade. If the direct return to sharegasc2nt, taxes can then be

lowered or expenditure increabgdalmost half a peent of GDP each decade and twice that if the

direct return in the last few decades should prove sustainable.
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7.6 Net worth and debt T an alternative
estimate

The Council has had NIER estimate the-tenm trend in general
government net worth under different assumptions about the return

to financial asts and the level of net lending. The estimates are
based on a number of assumptthsngterm GDP growth is the
same as i n NI ERO stermesudtainabdity ef she o f
public finances from March 26, 2612or the years 2042018, net

lendingf ol | ows NI EROs estimate with
its publication Swedish Economy (December 2013) and demographic
trends follow Statistics Sweden
From 2019 to the end of the est.i
the surplus target is assumed to be met every year. Local government
net lending is assumed to be zero for the entire period, as are
valuation changes in the sector
the local government sector does not affect timeagss.

The oldage pension systemos net W
changed in three ways: by an increase in the value of financial assets,
by the direct return to assets loy the primary balancavhich
consistsof revenue from contributions minus pension payments.
The growth in the net worth of the pension system thus depends on
the total growth in value of the@dg e pensi on syste
on the net contributions. The growth in net worth in theagéd
pension system is thus independent of the surplus target for the
general governmeséctor. The surplus target does not measure the
increase in net worth. It is only a target for net lending. This includes
both the primary balance and the direct returndtir #he oldage
pension system and the central government. But appreciation is not
included in net lending and consequently it is not included in the
surplus target. Net lending in the-afg pension system thus
contributes to the surplus target, butribelending created in the
odage pension system does not de

The central government net worth can in principle be changed by
offsetting factors, i.e. an increase in valuenahd direct return on
financial assets arlde primary balance. Central government net

16 The estimate are described in detail in NIER (2014b), Section 7.
17See also Section 7.7.
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lending consists of the direct return and the primary balance. The
central government primary balance thus in principle acts as a
residual that varies in order for the surplus target to be met. Net

lending in theold-age pension system and general government net

lending are interconnected. The more net lending in the pension

system increases, the lower the general government net lending
required to meet the surplus target and vice versa.

Thus, the portfolio choice strategy for public assets, both in the
pension system and in the central government, affects the primary
balance required in the central government. The larger the share of
the return that consists of a direct return, the Idkesrcentral
government primary balance needs to be. Variations in the pension
systemos pri mary bal ance al so ne
government net lending in order to keep to the surplus target. If the
burden on the pension system increases due ¢q@gahic factors,
there must thus in principle be a corresponding strengthening of
central government net lendirBut the pension system has a
bal ancing mechani sm, t he obrakeo
adjust ment of pensions lonftermeeded t
sustainabilityTherefore, an increase in the demographic pressure on
the pension system does not necessarily lead to a compensating
increase in central government net lending in order to meet the
surplus target.

But the system is asymmetrical there is no reverse mechanism
t hat adjusts pensions wupwards if 1
demographic developments are favourable for the pension system,
net worth instead grows as contributions paid in will exceed pensions
paid out. As this bdkrs general government net lending, it must be
offset by a reduction in central government net lending in order to
meet the surplus target, i.e. net lending must not be too high.

NIER has estimated the growth in net worth up to 2060 in the
central governant, the olehge pension system and the public sector
as a whole using different assumptions about appreciation and
different levels for the surplus target. In the most realistic alternative,
it is assumed that the return to intebestring assets, likket
interest on debt, is@ercent, which is in line with the historical
average. The appreciation on central government shares is assumed
to be the same as GDP growtlpedcent a year. It is also assumed
that the central government neither buys nar sedlres; assets and



184

the value of the central government share portfolio are therefore
unchanged in relation to GDP. Central government shares are also
assumed to give a direct return ofp2rgent a year and this is
included in net lending. The retuorthe shares held in the pension
system is assumed to totglercent; aboubne thirdof the return
consists of a direct return and two thirds is appreciation. Under these
assumptions, general government net worth in 2060 is estimated at
69percent of AP if the surplus target ofpkrcent of GDP is
maintained. This figure can be compared wipeZént of GDP in
2013.The figure 6®ercent is also roughly consistent with the result
that the net worth ratio in the long term will converge towards
65percent of GDP as described in Sections 7.4 andVittb.a
surplus target of @ercent, net worth is instead @& cent, whichs

also consistent with the gércent that our previous estimate gave.
The calculation results are summarised in Table 7.2.

Table 7.2 Net worth, assets and debts with different surplus targets

Per cent of GDP 2013 2060 2060 2060
Surplus target 1% 0% 1%
Net worth
Public sector 27 69 49 28

Of which

Central government -3 17 -4 -25

Old-age pension system 29 52 52 52
Assets

Central government 36 35 35 35

Old-age pension system 30 54 54 54
Debt

Central government 39 18 39 60

Old-age pension system 1 2 2 2

Source: NIER (2014b).

A comparison of the three estimates yields the following
observationsT'he only difference in the alternatives is the level of the
surplus target. The other assumptions with respect to economic
growth, return, demography, etc. are the same. As noted fyevious
the old-age pension system is not affected by the surplus target, but
by macroeconomic developments, the increase in value of the
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pension fundsd assets, deageogr aphy

pension system developments are identical in all threeCeadeal

government assets are also the same in all three cases. Nor is their

devel opment affected by the surplu
The effects of the change in the surplus target are instead the

result of a weaker net position for the erggreral govement

sector and are reflected in the larger central government debt. This in

turn is because central government net lending is the item that varies

in order to meet the surplus target. The ldnetargefor general

government net lending, the highevegoment debt will be. With

the current surplus target, estimated central government debt in 2060

is 18percent of GDP, and with a surplus target of 0, i.e. a balance

target, central government debt will bpe8ent of GDP. These

figures represent alde?23 and 19 percentage points higher than the

rough estimate gaMeecause n N | E R 0 dn abositt20 y@ast e s

net lending in the pension systeithbe substantiaFigure 7.2

Figure 7.2 Net lending with a surplus target of 1 per cent
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Source: NIR (2014b).

Thus, regardless of the surplus target fgu@djon system assets as a
percentage of GDP will increase by 24 percentage points (from 30 to
54) compared to their 2014 level. The direct consequence is that
governmentlebt will increase by about the same amount, illustrating
that the surplus target is formulated for gee@eral government
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sector as a whole. With a stated surplus target, positive net lending in
the pension system has to be offset by weaker central government
net lending. A surplus in the pension system is thus offset by a deficit
in the central government, as Figure 7.2lclslaowsFrom the
beginning of the 2030s, central government net lending will decline.
It is estimated to be less than zero from the2@dds even though
the surplus target is expected to be met.

Developments carmughlybe seenas two different phasekhe
first phase extends over more than 20 years to about 2040 and the
second from about 2040 to the end of the forecasting horizon in
2060. I n about 20 year s, accordi
forecast, the age dependency ratio will fall andutiden on the
pension system will lessen. Together with capital income, there is
thus a growing positive net lending in the pension system. To keep
general government net lending constant, this needs to be matched
by reduced central government net lendutgch in turn lead to a
gradual rise in the gross debt (central government debt). Central
government net worth levels out about 2040 and is subsequently
stable at around 2@rcent of GDP. Net worth in the pension
system remains stable at almogieBfent of GDP but begins to
rise about 2040, reaching ovepé&@ent of GDP in 2060 (Figure

7.3).

Figure 7.3 Net worth with a surplus target of 1 per cent
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Source: NIER (2014b).
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Alternatives with lower targets for general government net lending
follow a similar pattern. The increase in net lending in the pension
system is also offset by a weakening in net lending in the central
government; the lower the surplus target level, dhes thee central
government net lending deteriorates. In the case with a balance
target, central government net worth is estimated to turn into a net
debt of about percent of GDP. Net worth in the pension system is
not affected. It amounts to over rcent of GDP in 2060, just as

it would with a surplus target opdrcent (Figure 7.4). After 2040,

net lending improves in the pension system thede isa
correspondingeteriorationn central government net lending.

Figure 7.4 Net worth with a balance target
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7.7 NIERGsSs anatemmsi s of | ong

sustainability

On March 26, 2014, NIER published an analysis ctdamgfiscal
sustainability and calculated the S2 indicatfmr several different

18NIER (2014e).

1952 is the measure of fiscal sustainability used by the EU Commission. The measure shows the
permanent annual budget improvement that would be needed to meet the intertemporal budget
constraint, i.e. government debts as a percentage of GDP should inetisealoleg run.
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scenaos It discussed whether an unchanged public sector
commitment is compatible with sustainable public finances. Unlike
the above calculations, no commitment to a specific net lending is
made. Instead, the starting point is the current tax rules. NIER point
out that it is not clear what can be considered an unchanged public
commitment and uses three alternatives. Under one alternative,
staffing levels in public activities are unchanged. NIER assumes a
productivity increase of 0.7 per cent each year. Tittuanehanged
staffing levels, resources in the public sector increase with
productivity. T hintemisive aterndltiveE Brilley r e
another alternative, there is no change in the resources used per
person. A reduction in staffing levels thusetdf an increase in
productivity in the public sector. In this alternative, resources do not
increase in public activitigssteadthey are used outside the public
sector. NIER also estimates an alternative in which public activities
grow in line with GIP. This is an intermediate alternative in the
estimates.

The S2 indicatpr i.e. the need for permanent budget
reinforcements to achieve ldegn sustainability, varies
considerably from one scenario to another, from room to weaken
pubic finances by 3gercent to a need to strengthen them by 1.5
percent. Different macroeconomic developments can thus further
increase the spread between alternatives. Furthermore, the estimates
are very sensitive to different assumptions for develapafeert
2060 and for the choice of the end of the forecasting horizon.
Likewise, NIER assumes that the retirement age is unchanged. If it
instead were raised as average life expectamegses, fiscal
sustainabilitywould improve considerably. The rasuthust
accordingly be interpreted with particular caution, as NIER also
points out.

7.8 The Governmentos -termt i ma
sustainability

In VP 14, the Government presents estimates oftéomgfiscal
sustainability. Its main conclusion is thatphklic finances are
sustainable and essentially unchanged since spring 2013. The
Government constructs its base scenario on developments to 2018 as
presented in VP14 and from then to 2100 on an assumption of an
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unchanged fiscal policy in the sense thatatas are kept at the
same level and that the standard infitaxced activities is
unchanged when measured as the resource input per user.

In this scenario, the Government estimates that the S2 indicator
will come to-1.6, i.e. the public finances can grermanently
weakened by 1p@rcent of GDP without jeopardising their long
term sustainability. But the estimates are sensitive to variations in the
assumptions and also to the starting point for the projection, i.e.
developments to 2018. The Governmeab makes a number of
sensitivity calculations that take into consideration factors that both
improve and worsen sustainability. For example, increased demand
for welfare services or a higher standard of services worsens
sustainability whereas bettelthear a longer working life improves
sustainability.

The Government also refers to sustainability assessments from
the OECD and IMF and also points ailat longterm fiscal
sustainability in Swedsrsoundn an international perspective.

7.9 Surplus target level

Based on rough estimates (Sectiodg.Byas well as tlestimated
effects of a change in the surplus target on general government net
worth done by NIER at the Council
the targefor net lending to zero does not appear problematic, either
for net worth or for central government gross debt. According to
these estimates, net worth would almost double up to 2060 from
27percent to 4Percent of GDP. Even with a surplus target

of -1percent, general government net worth would stay at its
current level. Nor does the impact on government debt appear
troublesome. With the current net lending target mdrdent,
government gross debt is estimated to shrink during the first phase,
i.e.up to the mieR040s, and be about @& cent in 2060. With a
balance target for net lending, the gross debt is estimated at
39percent and with a target ¢f percent, at about Gfercent of

GDP in 2060.

As well as estimates of the consequences loargec in the
surplus target, we have also presented estimates fi@rhorigcal
sustainability. These estimates answer another question, namely
whethergeneral governmemnévenue and expenditure offset each
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other, given forecast developmeNts. E R Gnsatesirgdicate that in

the scenario with a real increase in resources for public activities
resulting from productivity growdwhich the Council considers the
most realistic scenari public finances will require a moderate
increase to be longrm sutainable.This indicates the need for
caution when consideriageduction ithe surplus target.

But reducing the surplus target cannot be Isaselgon the type
of estimates presented by the Council. The estimates in Se@ions 7.4
7.6 contain significanuncertainties and several simplifying
assumptions. The estimates alstude the local government sector
where net lending is assumed to be zero, which may not prove to be
the case. Demographic trends are also uncertain over such a long
time frame.

Posgbly the most important uncertainty factor for the surplus
target level is whether the target set will actually be met. Regardless
of whetheror not deviations from the target are justified by
stabilisation policy, deviations can obviously occur ancpar&aim
for thegeneral governmeiti n a n cters developmenf.

Changing the surplus target, or even considering a change, risks
damaging the credibility of fiscal policis therefore importamtot
to base consideration tife surplus target levah the shorterm
need for measures or difficulties meeting the surplus target in the
near future.Should a possible lowering of the surplus target be
perceived astemming fronthe inability or lack of will to live up to
existing targetst would damagéscal policy credibilitydowever,
adjusting the surplus target given a carefully considered and long
term sustainable fiscal stance does not have to damage fiscal policy
credibility.

In Chapterb, the Council criticised the folloy of the surplus
target as unclear, making it difficult both to quantify deviations from
the target antb assess the need for measures. This criticism would
be all the more relevantldwering thesurplus target were to be
considered. The surplus target is an intermedigét. t@ne of the
aims of a target like this is to serve as a guide for the annual budget
decisions so that they are consistent with fundamental economic
policy objectives. One difficulty is that the surplus target is
formulated over an unspecified timensmae business cycle. The
reason is that it is necessary to allow room for manoeuvre for
stabilisation policy. With a wedisigned fiscal policy, the budget
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balance normally weakens in economic downturns and strengthens in
upturns. Nonetheless, the wiag target is formulated and followed

up makest difficult to decide whether nota particular budget is in

line with the surplus target. But determining whether there is a
deviation is a key component of the framework. The Council in
several of its prewus reports has called attention to the problems in
making a clear determination of whether there is a deviation. In the
Counci | §thediscpssioniom changes in the surplus target
level should start with improving the capacity to evaluate thes surp
target in real time, and being able to do this without limiting

stabilisation policy®és room for ma
A lower target for net lending brings a reduction the safety
margin, both with respect toountercyclicapb ol i cy 8 s room

manoeuvre in economic downturns and the Stability Pact
requirement that the deficit may not exceger&nt of GDP. The
distance to the Stability Pact requirement for general government

gross debt decreases as does the distance to 8wedeMe di um Ter

Objective (MTO), which means that in principle, the structural
deficit in thegeneral governmesgctor may not exceegdrcent of
GDP. Prudence thus suggests maintaining the surplus target at the
current level.

The Council also wants tmderline the importance of having
broad political support for the fiscal framework. The Riksdag decides

the surplus target level and can change it with a single decision. The

Budget Act states that a target for government net lending is to apply
d but it does not specify h e t level’gTée léval of the surplus
target is an expression of the need for-temg stability in the
public finances rather than for shorand mediunrterm
considerations. There has been broad political support for the
currentsurplus target and it is very important that it remains broad.
It is the Councilds view that
level should therefore lmeade withthe greatest possible political
consensudhe surplus target should be stable in tige tlerm, as it

has been since it was introduceBut this should not prevent

20The text of the law does use the concept of a surplus target, but this does not necessarily mean that
the level must be higher than zero.

21 The Council notes that in VP14, the Government is of the opinion that the surplus tasbetldvel

continue to apply in the next mandate period. VP14, p. 36, p. 40 and p. 140.

PpOS:
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discussion and-examination of the surplus target level in the light
of changes in the estimates of {terq fiscal sustainability or other
structural changes in the econognizironment.

7.10 Assessments and recommendations

The Council ds conclusion from |
recommend | owering the surplus t
estimates, a reduction in the surplus target to zero is probably
compatible vth sustainable public finances and with maintaining an
adequate buffer for stabilisation policy. But several other factors also
have to be taken into account when considering changing the surplus
target.

Lowering the surplus target would free up resodareother
objectives such as expenditure increases or tax cuts. However, it is
important to note that these resources are only temporary. In the
long term, after a few decades, there will no longer be any additional
room. Lowering the surplus target dhos not be used for
permanent resource needs.

Prudence and the uncertainties in the estimates suggest that the
target should not be lowered. Market players and other analysts may
interpret a reduction in the surplus target as an indication of a less
responsibléiscal policy in the future. Furthermore, experience shows
that the surplus target will not necessarily be met, and this may lead
to problems unless the deviations are duly justified and particularly, if
the public debt has not become, or st af becoming, too large.

The estimates for a lower surplus target assume that the established
target level is met. If the target were reduced, it should be combined
with changes to thiscal framework that improve the chances of
meeting the target ingtuture.

It is important that considerations about the surplus target level
not be based on the shtetm need for measures or difficulties
meeting the surplus target in the near futdreul® a possible
lowering of the surplus target be perceivesteasming fromthe
inability or lack of will to live up to existing targetgould damage
fiscal policy credibility.

The framework should possibly be supplemented by rules that
would trigger an increase in the surplus target if the public debt
becomes todigh or is at risk of becoming so. Here, a reasonable
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presumption may be that the gross debt at least should not be
permitted to grow substantially larger than the current level of about
40percent of GDP unless a major crisiakes this necessame
framework plays a key role in fiscal policy, and it is essential that
there be a broad political consensus on such matters. If a framework
is to be sustainable and credible, it must withstand both economic
volatility and shifting political majorities. Péssihanges in the
framework should therefore be made with the broadest possible
political support.
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A correction in Chapter 3

The following correctioapplies toChapter3, The labour market,
concerning the share of unemployed with an occupational disability
in Arbetsformedlingends statist.i

On pagefg, the Council compares how the composition of the
unemployed has evolved over time according to
Arbetsf°rmedlingends (AF) stati
Labour Force Surveys (LFS). According to the statistics from
Arbetsformetingen, 62 percent of the unemployed belonged to a
vulnerable grody the end of 2013. This share has increased over
time. The Council expressed the view that, to the extent that these
changes among those registered unemployed reflect a general trend
among the unemployed, it might indicate that reducing
unemployment sutamtially irthe future could be difficult.

However, as not ed i n t he re
unemployment statistics for vulnerable groups cannot be directly
compared with the official statistics (LFS). This is because the official
statistics have ncompilation of the number of unemployed from
vul nerabl e groups I|i ke that fourt
The same person may belong to several of these groups in the official
statistics. To solve this problem of double counting, the Council
askedStatistics Sweden to compile time series for the unemployed
from any of the vulnerable groups.LFS, however, there is no
information about whether the unemployed have an occupational
handicap. This group was therefore not included as a separate group
in the time series compiled by Statistics Sweden, thus complicating
the comparison between the registered uogetpl and the
unemployed in LFS.

To make the statistics from Arbetsférmedlingen and LFS as
comparable as possible, the unemployment statistios fro
Arbetsformedlingen was adjusted by excluding unemployed who
solely belong to the group with an occupational handicap, i.e. those
unemployed who have an occupational handicap without also
belonging to another vulnerable group. This share was estimated to
25 per cent. However, this estimate was incorrect. The correct share

1included in vulnerable groups are the unemployed who have orlyppepreecondary school
education, are born outside Europe, are disabled, or are between 55 and 64.
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of the wunemployed in Arbetsf©°r medlI
an occupational disabiktyas 45 per cent in April 2014.

In the figure on pag@6 which shows unemployed people in
vulnerable groups, the abovementioned adjustment had been made

in Arbetsf%rmedlingends statistics
time series is shown. The time seaks/ulnerable groups in
Arbetsf°rmedlingends statistics I

vulnerable groups of unemployed in LFS. This should not be seen as
an indication that the official statistics give a more gloomy view of
the composition of the unempdoy t han Arbetsf®r me
statistics. The difference between the two series is due to the fact that
a large share of the registered unemployed belong to a group which
cannot be identified in LFS. Hence, it is uncertain how many more of
the unemployed ibFS should be included among vulnerable groups
due to an occupational handicap.

In terms of change over time, the reviseésséisinir to the
series irChapter 3. The correction thus does not alter the rassess
in the chapter.

Revised Figure 3.13 Unemployed people in vulnerable groups

Per cent of the Per cent of the
unemployed unemployed
65 - - 65

60 - - 60

55 - - 55
50 - - 50

45 - 45

40 T T T T T T T T 40
2005 2006 2007 2008 2009 2010 2011 2012 2013

Sources: Arbetsformedlingen (AF), Statistics Sweden (LFS) and own calculations.
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