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Summary in English

This year, the council expresses its most serious criticism to date of
how fiscal policy relates to the principles of the fiscal policy frame-
work. The budget for 2026 is large, and the scope for reform shows
that it would be possible to finance the permanently higher defence
expenditure right away. Instead of prioritising between different
expenditures, the government, and other parties supporting the
policies, have opted to push decisions of financing forward in time.
This reduces the reform space of future governments and increases
the fiscal burden on future generations who, on top of higher annual
defence expenditure, will also need to bear increased interest costs.
Such short-term political behaviour is fundamentally what the fiscal
policy framework aims to counteract.

This yeart's report contains three new features. The first is that we
will from now on be evaluating the government's macroeconomic
forecasts in the budget bill, a task that follows from a changed EU
directive. The second new feature is that the EU directive now also
requires the government to comply with the council's fiscal policy
recommendations or explain why it chooses not to. The council
believes that this change should be a starting point for a more factually
based dialogue between the government and the council. The third
new feature is that we analyse the so-called maintenance debt for roads
and railways, as our instruction from this year onward also includes
analysis of public investment and the public capital stock.

The changes to the council's instruction also mean that the annual
report is published in February instead of May. This year's report
therefore has fewer areas of focus than in previous years. In addition
to the maintenance debt, we analyse the role of fiscal policy in
managing supply shocks and how revisions to potential GDP affect
the fiscal policy analysis. The council's conclusions are summarised
below.

Chapter 1 The state of the macroeconony

The Swedish economy has been cyclically weaker than the euro area in
recent years. One reason is that economic policy has been tighter. This
applies especially to monetary policy which, through higher interest
rates, has had a major impact on the economy due to households' high
interest rate sensitivity. The economy looks set to improve in 2026
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according to both the government and other analysts. However, the
government's macroeconomic forecasts in the budget bill were more
optimistic than other analysts' forecasts and the differences were
unusually large. The forecast uncertainty is significant, and the govern-
ment's assessment should not be dismissed as unreasonable. Never-
theless, we believe that the government should comment on what
might explain the differences.

The state of the labour market is better than the economic policy
debate might suggest. Unemployment has certainly increased during
the economic downturn, but this development is largely explained by
labour force participation having continued to rise, which is
fundamentally positive. The share of the rise in unemployment due to
reduced employment sums to around 35,000 people, roughly one third
of the total increase. In the longer term, the labour market has
developed well. The employment rate is among the highest in the
world and has risen continuously over the last decade, particularly
among the foreign-born. The comparatively high youth unemploy-
ment mainly consists of young people who study and apply for jobs
simultaneously. The main concern is that young people either study or
work, and in this respect Sweden compares well internationally.

Nevertheless, it is important to reduce unemployment. The
economy needs to be strengthened and the correspondence between
the skills of the unemployed and the needs of employers should be
improved. A combination of vocational training, intensive mediation
measures and employment subsidies is the most effective way to
achieve this.

In general, the most significant concerns for the Swedish economy
originate from abroad, including in the form of recurring tariff threats
from the United States. Furthermore, fiscal policy in many countries
seems to have become locked in a precarious situation where tax
increases and spending cuts are politically difficult to enact, and where
decision-makers repeatedly choose to finance new measures through
increased borrowing. The EU's new fiscal policy framework has not
yet had any clear effect on debt trends and in the US, the management
of public finances is characterised by a remarkable indifference to the
accumulating risks. The deterioration of US domestic institutions,
particulatly the threats to the independence of the central bank, is
exacerbating the problems. The risks to central bank independence,
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combined with high public debt, pose a serious threat to global
financial stability.

Chapter 2 The fiscal policy framework

In the summer of 2025, the government expected an economic
recovery in 2026. Despite this, it opted for an expansionary budget
which is expected to result in the largest deficit in 30 years, apart from
the pandemic year of 2020. The justification for the scope of the
budget centred on the economy’s cyclical position. The expected
impact of the measures, however, was not reported. The council
believes that the government should have communicated the expected
effects of the measures, particularly since the framework letter
specifically notes that fiscal policy measures should be selected on the
basis of their expected impact on GDP, among other things.

The budget represents a deviation from the balance target that we
do not consider economically justified. The recently updated frame-
work letter confirms the established arrangement whereby the
Riksbank has the primary responsibility for stabilisation policy. The
budget turns this principle on its head as fiscal policy is put in the
driver's seat. While the policy rate is expected to be close to the level
deemed compatible with cyclical neutrality, fiscal policy is clearly
procyclical. This is not in line with the framework letter, and the
council believes that the government should explain how the 2026
budget corresponds with the principles of the framework.

The large deficit will severely limit fiscal policy space in the coming
years. According to the government, there is no room for unfunded
measures if the balance target is to be met in 2028, excluding new
defence expenditure and support for Ukraine. This applies even if the
temporary reductions in VAT on groceries, and payroll taxes for young
employees, are not extended.

The expenditure ceiling will be raised for the years 2026-2028 to
accommodate new defence expenditure and support for Ukraine. For
2028, the government proposes an expenditure ceiling that provides
ample room for manoeuvre, and it is unlikely that the ceiling will
constrain policy in the coming years. The debt anchor of 35 percent
of GDP remains unchanged, and debt is estimated to amount to just
over 36 per cent in 2028, i.e. within the debt anchor's tolerance range
of 30—40 per cent of GDP.
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The government justifies the expansionary policy with the need for
economic stabilisation. The two largest reforms — increased earned
income tax credits and reduced VAT on groceries — may provide some
stimulus. At the same time, we believe increased earned income tax
credits to be an inefficient way of increasing employment, especially as
they entail a significant and permanent fiscal deterioration. Moreover,
the reduction in VAT on groceries increases distortions in the tax
system and risks becoming permanent. This would aggravate efforts
toward a uniform and efficient tax system as previously advocated by
the council. Finally, the temporary reduction in payroll taxes for young
employees has uncertain effects on employment, while the effects of
the benefit ceiling are limited.

Furthermore, the budget confirms that it would be entirely possible
to finance the increase in defence expenditure without increased
borrowing. It is remarkable that loan-financing is described as neces-
sary when income taxes are being reduced by a similar amount at the
same time. Deviating from the balance target due to increased defence
spending is not a matter of necessity, but a political choice that
postpones decisions of financing.

Instead of prioritising, the government, and other parties who
support the agreement on temporary loan financing of new defence
expenditure, have chosen to increase the deficit. This deprives future
governments of room for reform and increases the fiscal burden on
future generations who, on top of higher annual defence expenditure,
will also need to bear increased interest costs. In addition, the frame-
work letter emphasises that expenditure items should be weighed
against each other in a comprehensive budget process. This is not
currently the case, as permanent expenditure increases are exempt.

Overall, we believe that the government’s fiscal policy does not
respect the principles of the framework. This is serious and increases
uncertainty about the future development of public finances. The
council calls on the government to explain why future generations, in
addition to financing even higher annual defence expenditures, should
also be burdened with higher interest costs.

Chapter 3 The role of fiscal policy during supply shocks

Supply shocks followed by high inflation and rising interest rates have
significant effects on both the macroeconomy and income distri-
bution. In such situations, fiscal policy measures may need to comp-
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lement monetary policy, but the measures should mainly be financed
so as not to counteract the Riksbank's ambitions. The government
followed this strategy in principle in its budget bills for 2023—2025.
Active measures were taken but overall, the fiscal impulse was largely
neutral.

There are reasons to elaborate this approach. How fiscal measures
affect inflation is central to assessing the extent to which they need to
be financed. Our review indicates that fiscal policy measures that entail
a limited increase in demand do not have any major effects on
inflation. This also applies in situations with supply disruptions and
high inflation. Available studies thus indicate that a slightly expan-
sionary fiscal policy can be appropriate in such situations.

Fiscal policy has supported households during the mandate period
when inflation has been high, both through predetermined price
indexation and active measures. Households receiving transfers
indexed to inflation, such as economic aid, guarantee pensions and
student grants, received particularly large supplements. The govern-
ment's active measures have also mainly benefited low-income house-
holds. Wage increases and tax cuts have been the main reasons why
real disposable income has been maintained for those employed
despite high inflation. However, those who became unemployed
experienced a significant deterioration in purchasing power relative to
other groups. This is partly because unemployment benefits only make
up a portion of wage income, and partly because neither the unemploy-
ment benefit cap, nor the minimum amount, are indexed. The
expanded earned income tax credits do not apply to the unemployed
either.

Chapter 4 Maintenance debt for state roads and railways

Public investment has been high in Sweden compared to many other
European countries, and the capital stock for state roads and railways
has developed well according to commonly used definitions. In the
economic policy debate, the so-called maintenance debt has been in
focus recently. The maintenance debt is greatest for state railways, and
the increase has been particularly large in recent years.

There are several reasons why maintenance has been deferred. One
reason is a lack of information; data on maintenance needs has only
been systematically collected since 2015. Another is that investment
has been prioritised over maintenance. Moreover, the prices of
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maintenance services have increased significantly faster than other
prices, and tend to be elevated further by historical neglect, increasing
the need for urgent measures.

Although the Swedish Transport Administration has recently
received its requested resources for maintenance, it will take several
decades to recover the deferred maintenance for railways. Limitations
on railway capacity mean that a higher rate of maintenance would
disrupt traffic in a way that is not economically viable. Overall, how-
ever, the future for state roads and railways looks relatively bright. In
addition to continued high investment and a focus on maintenance,
the government is increasingly selecting investment projects based on
assessments of economic efficiency.

Chapter 5 Potential GDP — revisions and lessons for fiscal policy

Potential GDP is an assessment of the level of GDP when the
economy is in cyclical balance. This measure is of great importance for
fiscal policy, as the cyclical assessment (the GDP gap) and structural
net lending are both defined as a percentage of potential GDP. In this
chapter, we analyse how potential GDP has been revised over time
and the revisions’ possible implications for policy.

In general, actual GDP has been revised upwards slightly more than
potential GDP. This means that the cyclical assessment for a given
year improves over time. Structural net lending therefore appears
weaker, and fiscal policy's adherence to cyclical economic movements
looks worse, in retrospect. This explains approximately half of the
revisions to structural net lending. The other half is a consequence of
more money having been actually borrowed than initially thought, but
these revisions are not large enough to affect the downward trend in
the debt ratio. Our conclusion is therefore that the total revisions have
not had any clear impact on public finances.

Potential GDP largely consists of statistical filters which smooth
out underlying GDP trends. Consequently, changes to Statistics
Sweden's method for calculating actual GDP may reduce the reliability
of the GDP gap over time. This would make the most recent estimates
less credible than initial publications. To avoid such problems,
revisions to GDP stemming from methodological changes should be
separated from those explained by new economic information. This
would enable institutions which assess potential GDP to adjust the
variable one-to-one with actual GDP in such situations, which in turn
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would increase the reliability of assessments of historical business cycle
developments. We believe that the government should respond to us
in this matter.
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