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I. EMERGING STRAINS ON THE SWEDISH FISCAL FRAMEWORK: RECENT DEVELOPMENTS
AND FUTURE PROSPECTS!

A. Introduction

1. Sweden’s successful fiscal framework is likely to face challenges in the years
ahead. Sweden has enjoyed favorable fiscal outturns over the recent past, with a revenue
boom fueling the build up of large surpluses, and allowing for tax cuts as well as expenditure
increases. Sweden’s performance stands out in a comparative European context, Its fiscal
framework, introduced in the 1990s, was underpinned by institutional reform, which
culminated in the establishment of two fiscal rules in 1997, one mandating a general
government surplus of 2 percent over the cycle, and the other setting nominal expenditure
ceilings on central government expenditure. The framework was enhanced in 2000 with the
introduction of a balanced budget rute for local governments, with the expectation that a
deficit in one year be covered within the next two years. Until recently, the rules have
worked very well. Favorable economic developments meant they did not really constrain
policy. Recently, however, the end of the revenue boom and the onset of significantly lower
economic growth caused the surplus to dwindle, and the framework of fiscal rules to come
under strain. If the current period of slow growth continues, the robustness of Sweden’s fiscal
framework will be seriously tested for the first time.

2. The emerging strains on the fiscal framework, stemming from a ratcheting up of
public spending, suggest that it could be made more robust. The main source of the
emerging pressures is that the growth of expenditures was not adequately curbed during the
good times. Despite the framework of rules in place, the government took advantage of
favorable cyclical conditions to ratchet up expenditure while still managing to respect the
rules. This was especially true at the local government level, where rising consumption was
financed by a revenue boom. Indeed, the balanced budget rule was maintained at the expense
of a further expansion in the size of the government. A cursory review of recent budgets and
outturns shows that expenditure was continuously revised upwards, especially for 2002
onwards—precisely the period that the fiscal rules began to come under pressure.

3. This paper analyzes the strengths and weaknesses of the fiscal framework in the
light of recent experience and discusses some guidelines for their modification. The next
section {Section B) describes the Swedish experience under the new fiscal framework over
the past few years. It documents the increasing expenditure profile during the economic
boom, which is beginning to strain the framework during the downturn. Section C discusses
the basic rationale for fiscal rules in the first place—curbing politically-induced expenditure
growth. It then goes on to discuss the different types of fiscal rules, how they should be
designed, and how they interact with different institutional factors. Drawing on both the
literature and the actual experience in Sweden over the past few years, Section D offers

! Prepared by Anthony Annett. I thank Leo Bonato, Valerie Cerra, Mark De Broeck, Klas-Goran Larsson,
Tomas Nordstrom, and Subhash Thakwr for commments.



suggestions for improving the framework. All in all, while Sweden’s framework is a strong
one, reflecting best practices in numerous respects and superior to that of many other EU
countries, there is still room for improvement.

B. The Evolution of Fiscal Policy in Sweden, 2000-03

4. Sweden introduced a new fiscal policy framework in the late 1990s, underpinned
by binding fiscal targets. In 1997, the authorities announced a target of a general
government surplus of 2 percent of GDP over the cycle while simultaneously establishing
comprehensive central government nominal expenditure ceilings set three years in advance.
The ceilings capture almost all central government expenditure, including transfers and local
government grants, but excluding interest payments. They also include pension payments
which are technically outside the scope of central government. An expenditure path
consistent with the surplus target is calculated. A margin designed for unanticipated cyclical
factors and forecast uncertainties is also built in. The framework was enhanced in 2000,
when the government implemented a balanced budget requirement for local governments,
with the understanding that any deficits must be followed by corresponding surpluses within
two years.

Fiscal developments

5. Sweden’s fiscal policy framework has been broadly successful so far. (Table 1)
From 199802, the general government surplus averaged 2% percent of GDP. The structural
surplus was also significantly greater than 2 percent of GDP in 2000 and 2001 (Table 2).
Moreover, both the revenue and expenditure ratio declined simultaneously. At the same time
the expenditure ceilings were always respected; they were taken seriously by policymakers
and thus boosted policy credibility. Furthermore, the aggregate local government sector was
in balance on average over this period.

>

6. Following a period of exceptional strength, fiscal surpluses have declined
significantly., Owing to favorable revenue developments, Sweden was able to run large
surpluses in 2000 and 2001. Tax revenue in 2001 was particularly high as it reflected
exceptionally high corporate profits and capital gains on shares from 2000 during the stock
market boom. Temporary revenue from taxes on funds distributed from the insurance
company, Alecta, also boosted revenue in 2001. The period of exceptional revenue growth
seems to have ended, heralding the return of more normal times. From its zenith of over
4% percent of GDP in 2001, the general government surplus dropped to just over | percent
i 2002, and is expected to decline further to less than % percent of GDP in 2003 (see
Table 1). The remaining surplus is coming entirely from the pension system, as the central
government slipped into deficit last year, a deficit that is expected to widen to more than
1% percent of GDP in 2003. The local government sector is also recording modest deficits,
although, due to higher tax rates, it is expecting balance in 2003. Reflecting substantial
discretionary loosening, the structural balance declined by almost 3% percent of GDP in two
years (Table 2). Although fiscal policy is moderately contractionary in 2003, discretionary
expenditure is still rising by Y2 percent of GDP.



Table 1. Sweden: General Government Developments, 1998--2003

(In percent of GDXP)
1998 1995 2000 2001 2002 2003
Revenue 60.5 59.0 582 59.0 368 56.8
Taxes and charges 1/ 52.9 522 51.8 535 513 3512
Central government 2/ 33.0 326 30.8 3l.6 290 283
Local government 2/ 3/ 15.2 15.2 154 159 164 17.0
Social security contributions 4.7 4.5 5.6 6.0 6.0 5.9
Other revenue 7.6 6.8 6.4 5.5 5.5 5.6
Expenditure 58.2 57.7 54.8 544 3558 564
Transfers 23.0 225 21.3 212 214 222
Houscholds 19.5 19.0 i8.4 183 186 192
Business and abroad 35 35 29 29 2% 30
Consumption 27.5 27.5 26.8 27.2  28.0 282
Central government 4/ 8.2 8.3 8.1 79 80 79
Lacal government 19.3 19.2 18.7 193 200 203
Investment 2.1 29 2.6 2.8 3.1 31
Interest 35 4.8 4.0 32 32 28
Net lending 2.3 1.3 34 4.6 1.1 0.4
ofw central government 5/ 1.1 3.5 1.1 94 06 -18
o/w local government -0.2 -0.2 .3 02 04 01
o/w pension system 5/ 13 2.0 2.0 46 20 2.1

Source: Ministry of Finance, Spring Budget 2003.

1/ The shift to a tax guaranteed pensions raised the revenue and expenditure ratios by 0.5 percent of GDP from 2003.
2/ The Church was Sweden was transferred from the local government to the household sector in 2000, meaning that

both revenue and expenditure declined by around 0.5 percent of GDP.

3/ Note that local government revenue is protected from any measures taken by the central government which impacts
on the local government tax base through a change in the grant. Hence recent tax reforms and the abolition of special

deductions for pensions did not affect the total local government revenue base.
4/ Includes consumption by the pension system, 0.1 percent of GDP a year.

5/ A pension reform meant that the financial position of the central government worsened as it took over non-age

related pension obligations (survivor and disability benefits). To compensate for this, the pension fund transferred SEK

45 billion in 1999 and 2000, and a further SEK. 155 billion (nearly 7 percent of GDP) was transferred in 2001.

7. The reversal of fiscal fortune is due to a combination of lower cyclical revenue,
tax cuts, and higher expenditure. In the three years to 2003, total revenue fell by

12 percent of GDP; the decline is especially notable at the central government level given
that local government taxes increased by around the same amount over this same period. The
end of the revenue boom and a series of significant tax cuts (see below) contributed to this
decline at the central government level. While the revenue boom had dissipated by 2002, the
pace of spending actually increased. Indeed, the expenditure ratio is alsc estimated to have
increased by more than 1Y% percent of GDP in three years. Almost all of this is due to higher
local government consumption, as higher transfers and investment were outweighed by



declining imterest costs, which fell by around 1% percent of GDP over these years. The large
increase in local government expenditure, as well as local government revenue, began

in 1998 when local government took over drug financing from the central government; the
pace quickened in recent years. On the transfer side, following a decline in the late 1990s
coinciding with the economic boom, the recent increase is driven by illness-related transfers,
owing to a dramatic rise in sick leave over the past few years.

Table 2. Sweden: General Government Unadjusted and Structural Balance, 2000—-06

(In percent of GDP)

2000 2001 2002 2003 2004 2005 2006

Overall balance 34 4.6 1.1 0.4 1.0 1.4 2.1
Cyclical adjustment -0.3 0.4 0.5 1.0 0.7 0.3 0.0
Cyclically adjusted balance 3.2 4.9 1.6 1.4 1.6 1.7 2.1
Timing of tax receipts 1.5 2.1 -0.8 0.1 0.1 02 0.1
Temporary factors -0.5 0.0 0.0 0.0 0.0 0.0 0.0
Structural balance 4.2 2.8 0.8 1.4 1.7 1.9 22
Memo item:

Output gap 04 05 07 -l4  -10 04 0.0

Source: Ministry of Finance, Spring Budget 2003.

8. The government implemented Iarge tax cuts over the past few years. The
substantial surpluses in 2000 and 2001 allowed the government to implement significant tax
reform. Reform centered on compensating pension contributions by a reduction in the
income tax. In 2000, income tax was lowered by SEK 12 billion (%% percent of GDP) through
a one-quarter reduction of the general pension contribution and a higher central government
tax threshold. Tax cuts of SEK 22 billion (1 percent of GDP) were implemented in 2001,
three-quarters of which represented the second phase of the compensation for national
pension contributions and an increase in the threshold.” The third phase of this compensation
took place in 2002, at the cost of SEK 20 billion (1 percent of GDP). Owing to the fiscal
deterioration, the fourth phase has been postponed.

? The rest comprises lower property taxes and a higher wealth tax exemption.



0. Discretionary spending increases, however, outweighed the tax cuts. The Social
Democratic government explicitly ranked preserving the welfare state and provision of
quality public services ahead of tax cuts. Indeed, following fiscal consolidation in the mid-
1990s, there was a substantial pent-up demand for public services. According to the Swedish
National Institute of Economic Research, the total cost of tax cuts and expenditure increases
enacted over the period 1998-2004 was SEK 167 billion. Tax cuts accounted for only SEK
71 billion of this increase. Successive budgets tended to add more discretionary measures,
which accounted for higher expenditure projections with each revision. Areas of increase
included health care, subsidies to local government, and transfers for children and
pensioners.

10. Transfers related to sick leave have grown sharply.3 A large portion of the
increase in transfers comes from an unanticipated rise in illness related spending-—sick leave
pay and disability pensions. The total cost of sickness transfers is expected to reach

4.6 percent of GDP in 2003, up from 4 percent of GDP in 2000. Successive budgets
consistently over-estimated the degree to which the costs associated with ill health would be
reversed. The current goal is to halve the number of days compensated by sick pay by 2008.
The Spring 2003 budget announced a number of measures to combat overly-generous
incentives, such as marginally reducing the sick leave benefit. Recent trends show that while
the increase in the number of sick days has leveled off, the number of people on disability
pensions is increasing.

11, Local government revenue grew robustly over this period. Tax revenue was
buoyed by a strong local economy and employment growth, and also by changes in income
tax rules which increased the local government tax base.” Costs began to outpace revenue
in 2001 as the economy slowed. Nonetheless, revenue remained temporarily high

during 200002, owing to large final tax settlements from the previous years. Total revenue
still managed to grow by 6 percent in 2002, partly because social insurance payments are
taxable, meaning that the economic slowdown does not fully impact on the tax base, The
central government also raised the local govemment grant successively over the past few
years, reflecting the emphasis on improving the quality of public services, especially in
health and education (see Table 3). The central government also provided temporary
employment support to the local governments, and transferred some income tax revenue to
the municipalities and county councils.

*See Mehrez (2002) for an analysis of the issues underlying this trend.

* The transfer from the central government is reduced in accordance with technical changes which increase the
tax base.



Table 3. Sweden: Increase in Local Government Grants, 1997-2002
{Level compared with 1996, SEK Billion)

1997 1998 1999 2000 2001 2002

4 12 17.3 213 258 299

Source: Ministry of Finance,

12.  The higher revenue fed through directly to higher local government
consumption. The upward trend in local government consumption must be seen against the
backdrop of the expenditure squeeze following the crisis at the beginning of the 1990s and
the subsequent fiscal consolidation. Although the rising trend can be traced back to 1998, it
has become more pronounced over the past few years. Local government consumption rose
by almost 7 percent in 2001, and by even more in 2002, a result of a higher wage bill and the
introduction of a central government mandated maximum daycare charge which forced local
governments to bear more of the cost.” Most of the increase in consumption was due to
wages. Employment at the local government level also increased substantially, especially

in 2002: the number of people working for municipalities and county councils increased by
1.1 percent, at the same time economy-wide employment stagnated.® This pace of wage
growth is expected to be maintained in 2003,

13. Local government finances have been broadly in balance over this period, but
problems emerged in 2002. By and large, the municipalities and county councils have
managed to respect the balanced budget requirement, at least in aggregate. A ¥ percent of
GDP deficit emerged in 2002, when revenue failed to keep pace with the rapidly expanding
expenditure. Some local governments ran into acute financial problems. County councils
were in worse financial shape than municipalities: in 2002, 62 percent of the latter, but only
28 percent of the former ran surpluses. Part of the problem is that additional central
government mandates were not followed by adequate increases in grants,

14. The ratcheting up of local government expenditure, and the fear that revenue
would grow less robustly in the future, led to a decision to raise local government tax
rates in 2003. The rising expenditure path and the likelihood that the past revenue growth
would not be sustained increased the risk that local governments would not be able to
balance their budgets in the future. As a result, taxes were increased by SEK 8.5 billion
(0.4 percent of GDP) in 2003. In total, 4 county councils and 70 municipalities increased
taxes. Furthermore, the temporary employment support and the transfer of central
government income tax to municipalities and county councils will be extended untit 2004,

S The underlying increase in local government consumption is even higher, as the central government took over
responsibility for nursing colleges in 2002,

® Part of the reason for this comes from the temporary employment support provided by the central government.



Nonetheless, the increase in revenue is expected to slow down dramatically in 2004, as final
tax settlements this time around will probably reduce revenue. Given that costs are not
slowing, taxes may have to increase further in 2004 to maintain budget balance. In any event,
the expenditure increases realized in recent years will no longer be sustainable.

15, Local government expenditure is increasingly strained by demographic
pressures. Over 70 percent of the services provided by the municipalities depend on the size
and age structure of the population, which will lead to an increasing expenditure burden over
time. Age related costs are estimated to increase expenditure by around % percent a year over
the next decade, while more substantial ageing costs will come after 2010. Already,

80 percent of municipalities are exceeding the budget for elderly care, while two-thirds report
over-runs on disabled care costs.

The pattern of budgetary projections

16.  Emerging fiscal weaknesses are evident from looking at the evolving budgetary
projections. Sweden presents two budgets each year, the main budget bill for the upcoming
year in the Fall, and a second one in the Spring. Until 2001, the Spring budget set aggregate
expenditure ceilings, but this now takes place in the Fall budget bill (which is the principal
budget bill for the upcoming year). Looking back over the previous eight budgets, from the
Fall of 1999 to the Spring of 2003”, the fiscal deterioration can be viewed in a more dynamic
context as spending plans change in response to new developments. Given that key policy
changes are often set out in advance, comparing the different projections for each year gives
some sense of changing priorities and outlooks. Tables 4a and 4b compare the outturn data
with the estimate from the earliest budget in the sample, that of Fall 1999, for 2000, 2001,
and 2002. More detailed information from each budget can be found in Appendix Tables 1
and 2, which consider the evolving forecasts in each of the budgets over this period

over 200003 (see also Figures 1 and 2 for the 2002 and 2003 projections).

17. Projections showed increasing surpluses in 2000 and 2001. By and large, this
windfall gain from the revenue boom in the earlier years was saved; comparing the earliest
forecast in the sample with the outturn shows that roughly 80 percent of the unanticipated
revenue gain fed through to the general government surplus. For 2001 in particular, the
revenue boom was not anticipated, as the revenue ratio is around 2 percent of GDP higher in
the last projection than in the first; this reflects central government revenue developments,
The strength of the boom was underestimated, especially its impact on capital taxes. The

7 A revision to the national accounts in 1999 makes it impossible to have consistent revenue and expenditure
budgetary estimates going back further than Fall 1999. Indeed, there was ancther major revision of the national
accounts in 2003 with the inclusion of VAT on central and local government consumption. Hence data from
the 2002 Spring budget need to be adjusted to make them consistent with past budgets.



Table 4a. Sweden: Difference Between Fall 1999 Budeet and QOutturn. 2000-02 1/

(In SEK billion)
2000 2001 2002
Fall 1999 QOutturn  Difference Fall 1999  Quttum  Difference Fall 1999 Outtuin  Difference
Proiection Proiection Proiection

General sovernment

Revenue 1190 1232 42 1213 1288 75 1253 1276 23
Taxes and charges 1056 1091 34 1081 1163 81 1124 1147 23
Other revenue 133 i41 8 131 125 -6 129 129 0

Expenditure 1148 1156 9 1170 1184 15 1188 1251 63
Transfers 461 468 7 468 480 12 472 502 30
Consumption and investment 595 599 5 618 633 15 637 675 38
Interest 92 89 -3 84 72 -12 79 74 -5

Overall balance 42 76 34 43 103 61 65 25 -40

Central covernment

Revenue 690 742 52 813 885 72 6R7 681 1
Taxes and charges 583 630 47 599 a67 67 628 624 -4
Other 107 112 5 213 218 4 59 64 5

Expenditure 706 718 12 683 672 -11 675 703 28
Transfers 287 292 5 289 296 7 286 310 25
Consumption and investment 180 185 4 187 187 1 192 197 5
Interest 82 81 -1 74 64 -10 60 66 -3
Other 156 159 3 134 125 -9 129 129 1

(Overall balance -16 24 40 130 213 83 12 -15 =27

Local government

Revenue 475 466 -9 487 488 | 497 517 21
Taxes 345 138 -7 349 360 11 359 383 25
Transfer from central government 87 83 -3 93 85 -8 90 88 -2
Other revenue 44 45 | 46 44 -2 48 46 -2

Expenditure 461 459 -2 478 493 15 493 526 33
Consumntion 3188 383 -3 403 408 6 415 436 21
Other 73 76 3 76 85 9 78 90 12

Overall balance 15 7 -7 9 -5 -14 4 -8 -12

Pension svstem

Revenue 228 233 5 203 197 -6 200 202 3
Contributions 149 144 -5 153 158 5 157 161 4
Other 79 89 i0 50 39 -11 43 42 -1

Expenditure 185 189 4 300 302 2 151 155 4
Pensions 139 139 0 144 144 0 150 152 1
QOther 46 50 4 156 158 2 1 3 2

Owerall balance 43 45 1 -96 -104 -8 49 48 -1

Source: Ministrv of Finance.

1/ Outturn data differ from Table ! due to change in national accounts in 2003 to include VAT on sovernment consumption. This table excludes VAT on
govemiment consumption in the outtumn to make it consistent with past budgets.

_OI_



Table 4b. Sweden: Difference Between Fall 1999 Budget and Outturn, 2000-02 1/
{Tn nercent of GDPY

2000 2001
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expenditure ratio in 2000 and 2001 was also less than projected in these years, driven by
lower than anticipated unemployment benefits and interest payments.®

18.  The fiscal deterioration took place gradually as successive budgets lowered their
surplus projections over time, While the Fall 1999 budget projected a general government
surplus of almost 3 percent of GDP for 2002, the outturn was almost 2 percentage points
lower.” Most of this is due to the central government: as earlier budgets predicted a surplus in
the range of /2—1 percent of GDP, the outturn was a 1% percent of GDP deficit. The picture
for 2003 is even more stark, with the projected general government surplus declining by

4 percent of GDP over the course of seven consecutive budgets. While most of this again is
due to the central government, the pension system surplus was also revised down over time.
The declining surplus projections reflect both forecasting errors related to the strength of the
boom and new discretionary measures announced in successive budgets.

19. Revenue projections were consistently revised downwards in 2002 and 2003.

For 2002, general government revenue was ¥ percent of GDP lower than first projected; this
rises to 1 percent of GDP for the central government. A similar pattern emerges for 2003,
with the difference between first and last projections reaching 1 percent of GDP for general
government, and twice that for the central government. One possibility is that the authorities
over-estimated the permanence of the revenue boom; this was true elsewhere in the European
Union as well (OECD, 2002). They could also have over-estimated the strength and
durability of output growth. Another comphcatlon was that tax cuts in each year were not
decided until the Fall budget bill of that year."® Pension fund revenues were also lower than
projected, with forecast errors varying between % and % percent of GDP in these years,
Performance here was due to a lower than expected return on pension fund investments:
lower interest rates reduced revenue from capital from 30 percent of total revenue in 1999 to
under 10 percent in 2002. Only in the local government sector were forecast errors positive,
and for 2003 this reflects a large tax increase which had not been anticipated.

20.  Expenditure for 2002-03 was revised upwards with each new budget. The
upward trend in transfers and local government consumption is clear from looking at the
pattern of projections over time. While this rising trend can also be seen in 2001, it is more
pronounced in later years. For 2002, as the revenue ratio was being revised downwards, the
expenditure ratio kept rising—the outturn was more than 1 percent of GDP higher than the
earliest projection in the sample. Around 70 percent of this upward revision was due to local

¥ Revisions to the national accounts in December 2002 give rise to comparison problems between projections
and outturns. The outturn data have already been adjusted for VAT on government consumption, but other,
retroactive, changes were made. In particular, real GDP growth for 2000 was increased dramatically.

? It is worth noting that in the Fall 1999 budget, the planned surplus for 2002 was SEK 41 billion rather than
SEK 65 billion, as the government had “set aside™ SEK 21 billion for future expenditure increases or tax cuts,

" Thus tax cuts for 2000, 2001, and 2002 were decided in Fall 1999, Fall 2000, and Fall 2001 respectively.
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government expenditure. However, transfers were also around % percent of GDP higher than
initially projected; this increase is partly mitigated at the central government level by a lower
interest bill. The revisions to 2003 projections are even more stark, with an expenditure ratio
3% percent of GDP higher in the Spring 2003 budget than in the earliest projection. Again,
the increase over the course of the projections is due to transfers (2 percent of GDP higher)
and local government expenditure (1% percent of GDP higher). Part of the reason for the
larger increase in 2003 is that many of the discretionary measures introduced in successive
budgets did not come into force immediately.

21.  Local government expenditure was revised upwards steadily, which led to
previously unplanned tax increases in 2003. As can be seen clearly in Figures 1 and 2 ,
both revenue and expenditure at the local government level trended upwards over the course
of the projections by ¥ percent of GDP in 2002, and 1% percent of GDP in 2003. When the
revenue boom petered out in 2002, the inability to cut spending meant that taxes had to be
raised—which is exactly what happened in 2003. There were no plans to raise taxes until
relatively recently. Throughout this period, the average tax rate for municipalities and county
councils was 30.5 percent. The 2003 budget (Fall 2002) announced a 0,25 percentage point
increase to 30.8 percent; this was again revised upwards in the Spring 2003 budget to

31.17 percent, an increase of 0.65 percentage points, the largest such increase in 25 years.
Indeed most observers believe that taxes will have to be raised again in 2004 if the balanced
budget rule is to be respected.

22, Combined with the balanced budget rule, the local government revenue base
fosters procyclicality. As seen clearly over the past few years, the local government revenue
boom has translated directly into higher spending.'' As revenue in 2002 and 2003 was
revised upwards with each budget, so was expenditure. In essence, a cyclical revenue boom
was spent, and the inability to cut spending during the downturn meant that taxes had to be
raised to avoid violating the balanced budget rule. The local government balance in Sweden
is known to be far less sensitive to the economic cycle than that of the central government
(Schimmelpfennig, 2002). Whether this reflects an innate lack of revenue and expenditure
cyclical variability'” or off-setting procyclical movements is an open question. In any event,
unlike most countries, Sweden stands out in that its local government tax base is uniquely on
income; indeed, of the sample of countries in Table 5, Sweden is the only one to rely only on
this tax base. Given the cyclical tax base, the balanced budget rule increases the chances of
procyclicality dramatically. Dahlberg and Lindstrom (1998) argue that local government
consumption is based on permanent, rather than transitory, income. If this is consistent with
the recent trend, then local policymakers would have had to believe that the revenue boom
reflected permanent rather than cyclical factors.

" However, in a study spanning 1974-87, Dahlberg and Johansson (1998) found that expenditure in Swedish
municipalities leads to higher revenue, rather than the other way around.

2 The practice of taxing benefits in Sweden reduces the cyclically sensitivity of local government revenues.
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Figure 1. Sweden: Changing Budgetary Projections, 2002 1/
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Figure 2. Sweden: Changing Budgetary Projections, 2003 1/
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Table 5. Sweden: Percentage Distribution of Local Government Taxes by Tax Base 1/

Total  Income and Social security Wealth and Consumption  Other

profits contributions property
Austria 100 50 50
Belgium 100 88 9 3
Denmark 106 a5 5
Germany 100 63 37
Netherlands 100 66 34
New Zealand 100 100
Norway 100 100
Portugal 100 100
Spain 100 42 57 1
Sweden 100 100
Switzerland 100 85 15
United Kingdom 100 90 10

Source: OECD
1/ Data from 1995,

Experience under the expenditure ceilings

23.  Increases in discretionary spending were made possible by savings on cyclical
components of expenditure during the hoom. A number of commentators
(Schimmelpfennig 2002; Roseveare, 2002; Heeringa and Lindh, 2001) believe that a major
weakness of the Swedish fiscal framework is that cyclical margins under the expenditure
ceilings have been used for discretionary spending. From 1998, savings from higher than
expected growth and lower than expected inflation were used up in full to increase
discretionary expenditure up to the ceiling, leaving almost no margin. The expenditure
ceilings have been under threat every year since 1998. The 2002 ceiling was barely met. To
prevent the expenditure ceilings being breached for the first time, the Spring 2003 budget
announced a series of expenditure cuts and delays, saving 0.2 percent of GDP in 2003 and
0.4 percent of GDP in 2004. Even so, the margin for error is practically non-existent.

24. The ceilings have been respected, but some undesirable accounting practices
have begun to creep in. The government bought forward portions of the EU contribution
and the acreage subsidy to farmers (SEK 4 billion) to 2002 in anticipation of problems with
the ceilings. Many commentators also noted increasing recourse to tax expenditures such as
abatement of some social security contributions and general tax relief for municipalities.
Specifically in 2003, the employment subsidy to local governments was treated as a decrease
in revenue rather than a central government expenditure item, allowing the ceiling to be
circumvented. Overall, tax expenditures that are treated as expenditure by the national
accounts but are not subject to the ceiling increased to SEK 6 billion (0.2 percent of GDP),
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from a negligible amount in earlier years. Also, off-budget investment also reached SEK
5 billion (0.2 percent of GDP) in 2003. Looking ahead, credibility could be endangered given
that for the first time, the Budget bill for 2003 failed to set an expenditure ceiling for 2005.

25. Transparency regarding expenditures could be enhanced. The expenditure
ceiling is adjusted frequently for technical reasons. Differences between state budget and
national accounts treatment of expenditure hinders transparency. For example, transfers to
local governments under the revenue equalization scheme go through the central government,
and so are under the ceiling, but are excluded from national accounts as they reflect internal
transfers. Similarly, VAT on government consumption and investment is excluded from the
budget, but included in the national accounts.'® Other factors prompting a difference include
the treatment of EU transfers and EU fees as part of the budget, which the national accounts
does not do. These technical adjustments typically have offsetting effects on revenue and
expenditure. Since they are not really part of expenditure, but are treated as part of the
budget, the ceilings often need to be adjusted for technical reasons. While valid, such
adjustments reduce transparency (see Figure 3 for the difference between budget and national
accounts expenditure definitions}).

Figure 3. Sweden Central Government Expenditure, State Budget Versus National Accounts
(In Percent of GDP)
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Source: Ministry of Finance

'* The main reason for the widening gap between the two expenditure concepts in 2003 is from VAT on local
government consumption and investment, a purely technical adjustment. Non-technical factors such as tax
expenditures and off-budget investment were less significant factors. Basically, the budget definition of
expenditure removed local government VAT in 2003.
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C. Political Economy and Fiscal Rules
Deficit and expenditure bias

26.  Sweden’s history of higher deficits in the past can be explained partly by
political economy factors. Over the period 1980-96, before the most recent reforms, Sweden
ran an average general government deficit of 3% percent of GDP; in the first half of

the 1990s, this rose to 8 percent of GDP. While other, external, factors were at play here, the
inability of the major agents to coordinate to control spending was a key factor. The basic
problem is often seen through the prism of a common pool of fiscal resources, which each
group has a claim on, while no single group has an incentive to constrain its spending
demands. Such a model can easily explain both an expenditure and a deficit bias. For
example, if allegiances are geographical, with the benefits of spending accruing to one region
but with all regions paying an equal share of taxes, then the size of government becomes
larger than optimal (Weingast, Shepsle, and Johnsen 1981). In a dynamic context, the same
kind of conflict between groups can lead to the build-up of debt and delay adjustment in the
face of a negative shock (Velasco, 1999).

27. Sweden’s proportional electoral systems increases the risk of poor fiscal
outcomes. With different vested interests and weak enforcement mechanisms, coalition or
minority governments—typical under proportional electoral systems—are seen as especially
prone to larger deficit and expenditure biases. Moreover, these governments are more likely
to be unstable and short-lived, making them less likely to consider the long-term impact of
their actions. Accordingly, a number of political factors have been found to influence fiscal
policy, including the number of parties in government (De Haan, Sturm, and Beikhuis 1999),
the number of spending ministers (Kontoupolis and Perotti 1999), government duration
(Grilli, Masciandaro, and Tabellini, 1991), frequency of minority governments (Edin and
Ohlsson, 1991}, and electoral systems that foster proportionality (Persson and

Tabellini, 2003). With a proportional electoral system associated with minority governments
torced to rely on opposition support, Sweden may have been vulnerable to these effects.
Indeed, its acceptance of fiscal rules can be seen as an attempt to bind the hands of
policymakers and reduce the deficit and expenditure biases.

28.  Cross-country evidence suggests that spending revenue gains during good times
are a leading cause of fiscal distress. Fiscal policy procyclicality should be seen as the
norm across the world, rather than the exception, even in industrial countries (Talvi and
Vegh, 2000). In case after case, the reason is the same: temporary increases in revenues are
spent rather than saved during booms, forcing governments to cut spending or raise taxes in
recessions to deal with intertemporal budget constraints. Again, the revenue windfall is
viewed as common property, which, absent coordination, leads to inefficiently higher
spending. Empirically, procyclicality is associated with political constraints and volatile
output and tax bases. Talvi and Vegh (2000) even argue that it may be optimal to cut taxes in
a procyclical manner if the aim is to fend off a plethora of spending pressures.
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29. Consistent with recent developments in Sweden, evidence has shown that
politically-induced procyclicality is prevalent among industrial countries. Lane (2001)
shows that fiscal policy in the OECD is more procyclical when output is volatile and political
power is dispersed. Hercowitz and Strawcynski (1999) demonstrate that high tax revenue in
expansions allows short-sighted governments to increase spending which becomes difficult
to reverse, especially in downturns; these factors contribute to a steady rise in the expenditure
ratio. One key finding is that the savings in transfers resulting from lower unemployment
benefits during good times are dissipated as spending on other transfers increases, which fits
the recent Swedish experience. Skilling (2001) argues that fiscal policy is loosened in good
times, and not tightened in bad times, and that this asymmetric response in the leading cause
of debt accumulation. In his words, the “key problem for governments is reigning in
profligacy in good times”. Again, he invokes political economy reasoning, arguing that such
an asymmetry 1s more pronounced in divided governments and decentralized fiscal
institutions. Linking with the rest of the literature, he finds that it is coalitions rather than
single-party governments which are more prone to loosening in good times, and that
budgetary centralization can curb fiscal profligacy (see below).

Political economy and fiscal decentralization

30. The common pool problem can also arise under fiscal decentralization. If fiscal
devolution means that all expenditure is financed locally, then the only problem of the
commons would be at the local level. However, fiscal decentralization typically involves
more locally determined expenditure than revenue, with the gap being made up by central
government transfers. The larger this vertical imbalance, the more the tendency of local
government spending to be mefficiently high, as local policymakers can pass on some of the
cost outside the region. This problem is compounded whenever subnational governments
have substantial borrowing authority. Pisauro (2001) goes even further and argues that
eliminating the vertical imbalance need not prevent local governments from running deficits,
if they still think a bailout is a possibility.

31. Empirically, a greater reliance on transfers from the central government has
been associated with weaker fiscal outcomes, but less so in OECD countries. In a
comprehensive cross-country analysis, Rodden (2002) finds that large and persistent deficits
occur when subnational governments are more dependent on transfers, and are free to
borrow. Moreover, this confluence of factors is more likely in federal than unitary states. De
Mello (2000) finds that dependency on transfers worsens fiscal cutcomes in developing
countries, but not in the OECD. Similarly, Drummeond and Mansoor (2002) find no evidence
of a negative effect of decentralization on fiscal outcomes in advanced economies as
institutions tend to be strong. Eichengreen and von Hagen (1995) show that borrowing
constraints tend to be imposed when there is greater dependence on the center; otherwise
local governments would borrow excessively in anticipation of a bailout. Along similar lines,
Stein (1998) finds that decentralization leads to larger government size in Latin America
when 1t 1s associated with a high vertical imbalance and few borrowing constraints.
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32. Local government in Sweden is large, and relies predominantly on its own
revenue sources. As in other Nordic countries, local self-rule is a well established concept
and the right of local governments to levy taxes is enshrined in the constitution. With
responsibility for basic public goods provision, the size of local government is substantial in
Sweden, comprising over 40 percent of total expenditure and 70 percent of government
consumption. Compared with the rest of the EU, the share of local government revenue in
total revenue is higher in Sweden. Most of this is financed from locally raised revenue and
the ratio of grants to total local revenue is relatively low (Table 6). Given municipalities and
country councils raise most of their own revenue, the problems associated with vertical
imbalances would not be expected to apply.

33.  However, a generous revenue equalization system leads to perverse incentives
and a bias towards higher taxation. Sweden has in place a complicated equalization
scheme to redistribute income among the local governments (see Box 1 for a description).
This scheme, based on evening out tax bases, reduces the incentive of local governments to
increase their own tax base. Indeed, for a locality charging the average tax rate, any direct
gain 18 pretty much offset by either a reduction in the transfer received or an increase in the
contribution paid out. If local growth boosts tax revenue, the municipality will lose

95 percent of this additional revenue through either increased fees or decreased contributions.
With an effective marginal tax rate of 95 percent, incentives to boost income are limited.
Furthermore, contributions from cost equalization will be reduced as the share of
unemployed and low income residents fall. There is also little gain from enhancing tax
administration or improving the effectiveness with which money is spent (Thakur and
others, 2003). However, if the local government increases its tax rate, revenue will increase
as any normal decrease in the tax base is offset by the revenue equalization scheme. Hence
there is an in-built bias towards increasing taxes in the system, which fits with recent
evidence.

34.  The revenue equalization scheme also reduces the link between expenditure and
local resources. While the overall vertical imbalance is low for Sweden, the scale of revenue
equalization means that, for the poorer localities, the link between expenditure and own
revenue is limited. While overall the share of grants in local revenue at around 20 percent is
low by international standards, this varies from under 10 percent for some of the richer
municipalities to 50 percent for the poorer ones (Johansson, 2003). Clearly, the extent of this
scheme tempts some local governments to treat revenue as common resources, and increase
spending accordingly. From the point of view of the richer municipalities, it reduces their
incentive to comply with the balanced budget rule, knowing that much of their resources are
not kept locally.
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Table 6. Sweden: Comparison of Fiscal Decentralization Tndicators Across Industrial Countries 1/

Local government own revenue
as 4 percent of general
government revenue

Grants as a percent
of total local revenue

mcluding grants

Local government expenditure
as a percent of general
government expenditure

Austria
Belgium
Denmark
Finland
France
Germany
Ireland

Italy
Luxembourg
Netherlands
Norway
Portugal
Spain
Sweden
United Kingdom

Average EU-15

Australia
Canada
Switzerland
United States

0.26
0.06
0.32
0.32
0.09
0.34
0.07
0.12
0.10
0.09
0.22
0.06
0.16
0.31
0.09

0.17

0.32
0.53
0.66
0.42

0.24
(.55
0.42
0.31
0.35
0.11
0.77
0.59
0.37
0.70
0.39
0.46
0.56
19
0.7

.45

0.37
0.13
0.25
0.15

0.34
0.12
0.54
0.40
0.19
0.38
0.30
0.28
0.16
0.30
(.35
0.09
0.35
0.36
0.28

0.30

0.49
0.59
053
045

Source: GFS.

1/ Average over the 1990s,



22 -

Box 1. Local Government Revenue Equalization in Sweden

The aim is to redistribute resources from richer to poorer local governments. There are two types of
redistribution: revenue cqualization, which aims to even out tax bases, and cost equalization which accounts for
different cost factors in each municipality and county council. Although mainly rules-based, the system is
extremely complicated and not very transparent. What follows is a highly simplistic overview.

The revenne equalization compensates local governments with lower per capita tax bases, 1/ The tax
revenue of each municipality and county council can be calculated as follows: the population multiplied by:

(Own tax base) x {(Own tax rate) + (Average tax base — own tax base) x (cotrected average tax rate)

where tax bascs are computed in per capita terms, and the corrected tax ratc is 95 percent of the average. The
basic idea is that tax bases are smoothed among local authorities.

This scheme is supplemented by cost equalization. The model sums the cost implications of sixteen different
factors—including elderly care, schooling, population, streets and roads, water and sewers, and cold climates—
and derives a standard cost per capita in each municipality and county council. If this derived structural cost
excceds the average structural cost, then this local government receives a transfer equal to the excess cost.

1/ This explanation is from Thakur and others (2003}, chapter 8.

35.  Alow vertical imbalance does not necessarily eliminate bailout risk. As
documented in von Hagen and others (2000), the central government in Sweden bailed out
two cities in the 1990s which were facing bankruptcy over the housing company
indebtedness. By 1998, almost a third of the municipalities had applied at least once for help
overcoming a financial crisis. In an empirical exercise, the authors traced the demand for
bailouts to the size of municipal debts and found little role for vertical imbalance. Given that
the local government sector provides the key public services, the central government may be
especially vulnerable to bailout demands. Knowing this increases the local government’s
temptation towards profligacy. In the context of Germany, Rodden (2000) demonstrates that
a rational bailout risk leads weaker localities to raise expenditures in response to positive
revenue shocks, but not to reduce them in the event of negative shocks. There is therefore a
good case to be made for borrowing constraints, especially given the incentives under the
revenue equalization system.

36, A discretionary element within a grants system or a revenue-equalization
scheme increases bailout risk. Although mostly rules-based, the central government can
grant supplementary transfers on a discretionary basis to municipalities in economic distress.
However, this discretionary element is small, comprising around 2 percent of the revenue
equalization grants (Johannson, 2003). Rodden (2001) argues that such a discretionary
element—the third component of the German equalization scheme—is a ready-made
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mechanism for providing bailouts." As a result, it leads to excessively high deficits among
local governments, as they believe they can pass the costs of their expenditure elsewhere.
Even with limited discretion, governments can influence redistribution by changing the rules
(Johansson, 2003)—this is facilitated by a complicated and non-transparent equalization
mechanism.

The choice of fiscal rules’

37.  Countries have resorted increasingly to fiscal rules to curb expenditure and
deficit pressures. Drawing a parallel with monetary policy, many observers have argued that
to prevent the excessive growth of deficits or expenditure, fiscal policy should be guided
more by rules rather than discretion. Towards this end, industrial countries have adopted a
diverse set of fiscal frameworks over the past decade, including the adoption of binding fiscal
targets, improvements in fiscal transparency, and reforms of budgetary institutions. Sweden’s
comprehensive three-pronged framework—comprising a cyclical surplus rile, nominal
central government expenditure ceilings, and a local government balanced-budget
requirement—is superior to the framework in many other countries.

38.  Like Sweden, many countries target the overall balance, usually over the cycle to
avoid procyclicality. Many observers have criticized simple balanced budget rules on the
grounds that they are inflexible and induce procyclical behavior. For this reason, most of the
countries that have adopted a deficit rule apply them over the cycle, to allow automatic
stabilizers to operate; besides Sweden, other examples include Australia, New Zealand,
Switzerland, and the euro area. One advantage of this type of rule is that it discourages
optimistic growth projections relative to potential (OECD, 2002).

39.  Deficit targets have a number of weaknesses. Targeting the overall balance induces
procyclicality and does not provide adequate protection against expenditure pressures during
good times. Moreover, targets can always be met by raising taxes, which could have adverse
growth consequences (OECD, 2002). The flexibility granted by cyclical balance rules may
come at the expense of credibility. Estimating the effects of the cycle or the structural
balance is an imperfect exercise, relying on an array of technical assumptions. The
benchmark by which fiscal policy is judged is thus not fully transparent. In Sweden, as in
other countries, there is also an accountability issue as output gaps are not part of official
statistics.

40.  Expenditure rules are effective in promoting discipline as they attack the
problem at its source. The expenditure rule is at the heart of Sweden’s fiscal framework.
Given that the politically-induced deficit bias typically results from expenditure pressures,

" Rodden (2000) also lays the blame with the constitutionally mandated “equivalence of living conditions™.

¥ For a more in-depth discussion of these issues, see Hemming and Kell (2001).
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expenditure rules force the players to internalize budget constraints explicitly. Being
relatively simple to understand—unlike cyclical balance rules—they foster transparency.
Moreover, they can be designed to allow automatic stabilizers to operate without constraint,
as the bulk of the automatic stabilizers operate on the revenue side.

41.  Like Sweden, a growing number of countries have chosen various forms of
numerical expenditure rules in recent years. There are many ways to design an
expenditure rule; see Table 7 for a comparison between Sweden, Netherlands, and
Switzerland. While Sweden opted for nominal ceilings, the Netherlands sets real ceilings four
years in advance, transforming into nominal ceilings in the budgetary year with the GDP
deflator. In Switzerland, the government sets overall spending limits while parliament
chooses the composition (Danninger, 2002). In the United States, the 1990 Budget
Enforcement Act (BEA)—which imposes caps on discretionary spending and forces any new
increase in mandatory spending to be accompanted by offsetting reductions elsewhere—is
credited with a dramatic fiscal turnaround in the last decade.

42. While expenditure rules should be as broad based as possible, there are certain
categories of spending that could be justifiably omitted. Interest payments could be
excluded, as they are not directly controlled by the government. Unemployment benefits
could also be excluded from the ceiling to avoid inducing procyclicality; this concern could
be taken care of with a cyclical margin, however. Here, the temptation will arise to spend up
to the ceiling even in favorable cyclical conditions, as was the case in both Sweden and the
Netherlands. If public investment is deemed productive, then it may make sense to exclude it
too from the rule'®, especially since most fiscal adjustments target public investment rather
than the politicaily-sensitive items like the wage bill and transfers. However, the distinction
between current and capital expenditure is sometimes murky. Problems can also arise if
certain items of expenditure are subject to large forecast errors, an example being sick leave
costs in Sweden (Heeringa and Lindh, 2001). In general, expenditure rules are prone to the
temptation to resort to creative accounting, although this has been limited in most countries
with such rules.'” It also makes sense to set multi-annual targets, to avoid moving
expenditure between years to circumvent the rule.

'® Some countries (such as the UK) have adopted a “golden rule” restricting borrowing for investment purposes,
for precisely this reason.

17 In the United States, may observers noted that the BEA lost a lot of its teeth in its last years as policymakers
repeatedly exploited loopholes, such as relying heavily on “emergency appropriations” which are exempt from
BEA rules and using advance appropriations to avoid the caps.
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Switzerland Netherlands Sweden
Effective date Proposed for 2003 Since 1998 coalition Since State Budget
agreement Act 1996
Fiscal ohjective Balance structural budget Control expenditure growth  Achieve budget surplus of

Level of rule

Expenditure ceiling

Deviations from
rule

Sanctions

over cycle

Ccntral government
expenditure including
public investment; no
grouped spending ceilings

Annual nominal
expenditure ceiling equal 1o
one-year revenue forecasts
adjusted for cyclical
position of economy

Anticipated exceptional
over-runs require a
qualified majority in
parliament; for
unanticipated over-runs, a
fictional account is kept; if
deficits larger than

6 percent of expenditures
then cuts are required

Judicial

and allow cyclical budget
variations

Central government
expenditurc less no-tax
revemie and infrastructure
fund; ceilings for social
security, health care, and
general government

Four year real expenditure
ceilings based on cauticus
growth and revenue
forecasts

For an unanticipated deficit
or surplus, a rule assigns
excess funds of financing
needs to revenue changes
and budget imbalances;
special provision for public
Wage over-runs

Reputational

2 percent over the cycle

Central government
expenditure less interest
payments; ceilings for 27
spending categories with
built-in safety margin

Three year nominal
expenditure ceiling based
o1 macroeconomic and
revenue forecasts

Unanticipated budget over-
runs are financed through
expenditure re-allocation or
new revenues. There is a
limited borrowing facility
for unexpected expenditure
gver-runs,

Reputational

Source: Danninger (2002).
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43. Expenditure rules can also be cast in real or nominal terms, or in terms of ratios
or growth rates. A nominal target is transparent, and can keep expenditure under control if
inflation is higher than expected (European Commission, 2003). On the other hand, the use
of nominal ceilings has its weaknesses in that adjustment is needed when the price of
government expenditures is higher than expected. Real targets, while less transparent, are not
affected by inflation. Setting an expenditure target as a percent of GDP risks procyclical
behavior. This problem can be overcome by setting the rule in terms of fixed growth rates,
which again, can be either real or nominal. Growth rate targets tend to be more popular than
ceilings—Belgium, France, and Denmark have relied on real growth targets while Germany,
Ireland, Ttaly, and Luxembourg have targeted nominal expenditure growth, At the same time,
lacking the credibility of a legislated numerical ceiling, these rules have been less successful
in curbing expenditure growth.

44, Transparency should go hand-in-hand with well designed fiscal rules. Countries
such as the UK, Australia, and New Zealand include transparency provisions in their fiscal
frameworks which can loosen the tension between credibility and flexibility. Basically,
although fiscal policies should be designed with the rules in mind, it is possible to deviate
from them at the implementation stage so long as the governments explain why and how this
is being done. Numerical rules may be set, but they are not necessarily legislated, The
reputation effects of transparency lead to more accountability among policymakers.
Sweden’s fiscal framework is quite transparent in this regard. However, the relationship
between the expenditure and surplus rule is not totally clear. The surplus target is evaluated
using national accounts data, where the treatment of expenditure 1s quite different from the
state budget. As noted by Schimmelpfennig (2002), there is no explicit link between the
expenditure ceiling and the surplus target.

45.  For credibility, rules should ideally build in sanctions for non-compliance, Many
fiscal rules are defined at the budget rather than the outcome stage. Examples of sanctions
include an obligation to amend the budget law, automatic sequesters, or pecuniary sanctions
imposed by a higher level of government or external monitor. To enhance their effectiveness,
sanctions could have a legal or constitutional basis—such as in Switzerland—rather than a
mere reputational one, as is the case in Sweden and most other countries. The European
Commission (2003) contends that a weakness of most fiscal rules is that they tend to be
based on political commitments rather than legislation. Nonetheless, a credible political
commitment could also act as a disciplining device. Certainly, the Swedish government
invested a lot of credibility in the expenditure ceilings.

46, Countries have different rules dealing with unexpected shocks during the
implementation of the budget. Table 8 provides an analysis of the mechanisms EU
countries have in place to deal with both positive and negative shocks. Sweden has limited
provisions, including some ability to carry-over unspent finds into future years and also
some borrowing facilities in the case of expenditure over-runs. If necessary, a supplementary
budget must be presented during the fiscal year. Belgium, Denmark, Finland, Luxembourg,
Netherlands, and Portugal all have rules to deal with negative shocks. Belgium, Luxembourg,
and the Netherlands, have more formal rules for dealing with positive shocks to the budget.



Table 8. Formal Rules to Deal with Unanticipated Shocks

POSITIVE SHOCK

NEGATIVE SHOCK

Revenue Windfall Lower Expenditures Revenue Shortfall Increased Expenditures
Austria None None None None
Belgium “CGiolden Hamster™: any revenue windfall “Golden Hamster™ any revenue windfalt None Adjustment of expenditurce budget,
improves deficit improves deficit reallocation of expenditures within budget
chapter, and budgetary decision within
cabinet
Denmark Nene None None Finance minister approves changes, which
go 1o parliament’s Finance Committee and
must be approved
Finland None None None iIf open-cnded appropriations the problem,
minisler must receive permission from
governments’ Finance Committee; else
government proposes supplementary
budget (but no mlc on what should be in it)
France None None None None
Germany None None None None
Greece None Nonc None None
Treland None None None Nene
Tialy None None None None
Luxembourg  Money put into special funds, and cannot Money put into special fund {capital fund),  Money withdrawn from reserve fund; in Money withdrawn from reserve fund; in
be spent by spending ministers and cannot be spent by spending ministers practice, if shortfall significant, then practice, if shortfall significant, then
supplementary budget to correct the supplementary budget to correct the
imbatance imbalance
Netherlands  For year (t+1) if deficit goes below None If deficit is below 1.75 percent of GDP, None
0.75 percent of GDP, the 50 percent goes 1o 75 percent of shartfall covered by
lower deficit and 50 percent to tax increasing the deficit and 25 percent by
reductions; if ine the budget year, revenue increasei taxes. Il deficit above
windfall is absorbed by the deficit 1.75 percent of GDP, 50 percent through
increased deficit and 50 percent through
increased taxes so long as deficit does not
surpass 3 percent of GDP. In budget year,
any shortfall absorbed by the deficit
Portugal None None None Government to pass supplementary hudget
Spain None Nonc None None
. If necessary, supplementary budget must be
Sweden None ?fr?&g provisians for carry-over of unused None presented (limited borrowing facilities
exist)
United None Ministries are allowed to carry unspent None None
Kingdom funds into the next year

Sources: Hallerberg, Strauch, and von Hagen (2001). Swedish information from Ministry of Finance.
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These rules typically detail how such shocks should be apportioned between financing,
expenditure and taxation. For example, the Dutch system lays out clear rules for dividing
surpluses into debt reduction and tax cuts, and deficits between expenditure adjustments and
financing. Switzerland also has formal rules to deal with deviations from the budget.'® A rule
to deal with a positive shock is a direct way of preventing the oft-observed pattern of
procyclicality in good times.

47.  For local governments, the most pervasive fiscal rule is a borrowing constraint.
Control of borrowing at the subnational level can take many forms, including sole reliance on
market discipline, negotiating with the center, or resorting to clear rules (see Ter-Minassian
and Craig, 1997). Restricting local government autonomy is more the norm in unitary than
federal states. European Union countries and US states all apply some kind of borrowing
restrictions. However, even if borrowing constraints keep budgets balanced, local
governments can often obtain higher grants or shared taxes from the center. A balanced
budget rule also nisks generating procyclical behavior.

Fiscal rules and fiscal institutions

48. The adoption of fiscal rules went hand in hand with budgetary and institutional
reforms. If there is insufficient coordination in the budgetary process, spending ministers
may fail to internalize the costs of their demands on society as a whole. Appealing again to
the common pool model, a more fragmented budget process, with more autonomous agents
making spending decisions, will lead to a deficit or expenditure bias (von Hagen and
Harden, 1996; von Hagen, Hughes Hallett, and Strauch, 2000). Sweden’s critical 1997
reform followed a European trend towards improved institutions designed to reduce
fragmentation in the budgetary process'” (see Hallerberg 2003 for details). Not all of these
countries underpinned their reforms with formal fiscal rules.

49.  There are a number of strategies that can be followed in reforming budgetary
institutions. In a nutshell, there are two basic paths to budgetary centralization (Hallerberg
and von Hagen, 1999; Hallerberg, Strauch, and von Hagen, 2001; Hallerberg, 2003). Under
delegation, the finance minister assumes a leading role in the budget process, from
negotiation through design and implementation, and 1s vested with agenda setting powers and
strong monitoring capacity. Under commitment, on the other hand, the different parties
negotiate strict budget targets. Such targets typically take the form of binding spending
targets for the individual ministries. Negotiation enables players to overcome the common
pool problem and achieve budgetary centralization. In both cases, the coordination problem

' A virtual account is debited every time revenue is lower than expected and expenditure is higher than
expected, and credited in the opposite circumstance. If the negative balance exceeds 6 percent of expenditures,
the government must reduce it within three years.

' Besides Sweden (1997), other examples of budgetary reform include Austria (1999), Belgium (1993),
Denmark (1982), Greece (1997), Ireland (1992), Italy (1996), Netherlands (1983, strengthened in 1994), and
Spain (1994).
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underlying the common pool model can be overcome. Delegation is more suited to single-
party governments, where there is usually no major policy difference between the finance
minister and other ministers. This level of trust will not exist in a coalition, making
commitment the more logical choice. The threat of breaking up the coalition serves as the
enforcement mechanism.,

50.  Best practices differ between delegation and commitments states.” Delegation
states should cede authority in both setting and implementing the budget to the finance
minister. Commitment states should have clear multi-annual budget plans and fiscal rules to
deal with unexpected shocks during the implementation of the budget. Legislated expenditure
ceilings are especially useful in commitment states. Formal rules are not as important in
delegation states, so long as a strong finance minister is empowered to make the necessary
adjustments. Minority governments are typical in Sweden. In this case, the government must
first propose a budget, and then negotiate with parliament to make sure the budget is
approved. Hence Sweden is what Hallerberg (2003) refer to as a “mixed” system, where the
ideal solution would look like a cross between the two polar cases of delegation and
commitment. Under this framework, the finance minister must have a strong position in
setting the budget, and there must be a negotiated agreement with the opposition. Therefore
legislated expenditure ceilings are appropriate.

51. Reform in Sweden was prompted by weakening budgetary institutions. Sweden
was traditionally a delegation state, for while it experienced mainly minority Social
Democratic party governments, these governments could rely on almost unconditional
support from the smaller Communists. This arrangement broke down in the 1980s as
Communist support became increasingly conditional and internal conflicts within the
governing party weakened the position of the finance minister and strengthened vested
interests in parliament (Hallerberg, 2003). Moreover, increasing electoral competition over
this period nudged expenditure upwards. In the aftermath of the banking crisis in 1992, the
economy spun into deep recession, and the public finances deteriorated dramatically—the
general government deficit approached 12 percent of GDP in 1993. Policymakers recognized
that fiscal consolidation had to go hand in hand with institutional reform.

52, Expenditure ceilings formed the linchpin of the reform strategy. Ceilings were
introduced in 1997, with 27 individual caps on expenditure items which, along with a
margin, sum to the overall ceiling. The reforms also strengthened the role of the finance
minister within the government. Under the new regime, the opposition can present
alternatives, but they must present a complete new package, forcing parliament to think in
terms of the total budget. To change the expenditure ceilings, the opposition in parliament

20 Examples of delegation countries include Austria, France, Germany, Greece, Italy, Spain, and the United
Kingdom. Countries in the commitment camp include Belgium, Finland, Iretand, Luxembourg, and the
Netherlands.
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must unite around an alternative proposal. It became much harder for the opposition to defeat
the budget, as parties found it difficult to unite on an alternative (Heeringa and Lindh, 2001;
Molander 2000). Since 1998, the government negotiates its budget with the opposition Left
and Green parties.

53. Sweden’s reforms are compatible with best practices, but it does not have a rule
to deal with unexpected shocks. Sweden’s reforms are appropriate for its type,
strengthening the position the finance minister, and providing a framework for negotiating
with the opposition. However, they did not incorporate a rule for dealing with unexpected
shocks. While suitable for all “commitment” arrangements, it is especially important for
minority governments in “mixed” systems to adopt this kind of rule, to avoid the temptation
to placate the opposition simply to stay in power.

Are fiscal rules effective?

54. Part of the credit for the dramatic improvement in fiscal performance in

the 1990s belongs to fiscal rules, and to better institutions in general. The average general
government deficit across OECD countries fell by over almost 3 percentage points between
the first and second half of the 1990s. In Sweden’s case, the turnaround in the overall balance
was even more dramatic—it grew by almost 9 percent of GDP between the pre-rules period
(1991-97) and the post-rules period (1998-02). Although there is no counterfactual, it is clear
that Sweden’s strong framework played a large role in restoring solvency. Taking a more
skeptical position, the European Commission (2003) argues that expenditure rules have
typically not restrained expenditure growth given that they are either not ambitious enough,
or easily abandoned. However, the Commission adopts a rather loose definition of
expenditure rules, encompassing everything from a legislated ceiling to a vague growth
norm. This finding only bolsters the case for a more formal fiscal framework when needed.

55. Stronger budgetary institutions are associated with better fiscal outturns.
Sweden’s institutional reform impacted on the fiscal outturn in the post-reform years. A
number of studies highlight a notable correlation between the degree of budgetary
centralization and fiscal outturns, defined in terms of expenditure, deficits, and debt in
European Union countries (Von Hagen, 1992; de Haan and Sturm, 1994; Von Hagen and
Harden, 1996). Budgetary institutions matter in other parts of the world as well: there is a
large body of evidence in the US highlighting the link between stronger institutions and more
favorable fiscal outcomes at the state level.?! In Latin America, Alesina and others (1999)
and Stein, Talvi, and Grisanti (1999) also show a link between more transparent and more
hierarchical procedures with greater fiscal discipline. Brumby and Cangiano (2001) maintain
that the recent wave of consolidation is likely to prove more durable than in the past given
that it has been accompanied by deep rooted public expenditure management reforms.

! See, for example, Poterba (1994), Alt and Lowry (1994), Bayoumi and Eichengreen {1995), Rueben (1995),
Bohn and Inman (1997), Knight and Levinson (2000}, and Strauch (2000).
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56. Transparency in itself is also important. As noted, some countries chose to
underpin their new fiscal frameworks with transparency, rather than rely on explicit targets.
Sweden’s framework scores highly on transparency grounds. Drawing on an index of
transparency for nineteen OECD countries, Alt, Lassen, and Skilling (2000) document a
negative relationship between transparency and debt levels. They argue that transparency is
more valuable in countries like Sweden where one party is in power most of the time.

537.  Recent trends suggest that fiscal rules may not have addressed the problem of
procyclicality. The pattern observed for Sweden in the last section—a revenue boom leading
to a procyclical expansion in discretionary spending—was a common one. Across the
European Union, while the level of primary expenditure decreased by around 9 percent
between 1992-00, it increased by 5 percent in the two subsequent years (European
Commission, 2003). The new fiscal frameworks, even the better designed ones, failed to
prevent expenditure increases during the recent boom and deteriorating balances thereafter.
In other words, the rules failed to insulate the economies against the well-documented pattern
of procyclical loosening during good times. Moreover, as in Sweden, countries tended to
view tax receipts from booming equity markets as more permanent than they actually were.

58. Some evidence shows that countries with the weakest fiscal position are
countries which do not follow the best practices appropriate to their type. Hallerberg and
von Hagen (1999) argue that either delegation to a strong finance minister or adoption of
negotiated spending targets is the key to healthy public finances. The connection between
fiscal rules in themselves and budget discipline was not that strong in the late 1990s; what
seemed to matter more was adopting the rule appropriate to the country’s particular
institutions (Hallerberg, Strauch, and von Hagen, 2001). Sweden’s choice of fiscal rules was
also appropriate for its “mixed” type (Hallerberg, 2003). So when somme observers point out
that legislated fiscal rules are not necessary for fiscal success, as both countries with and
without rules both achieved significant consolidation (Kennedy, Robbins, and

Delorme 2000), they are not adequately distinguishing between different institutional types,
some more amenable to legislated targets than others. Indeed, the states with the loosest
fiscal policies in the late 1990s were delegation states with weak finance ministers and strong
parliaments, and commitment states without rules to deal with unexpected shocks in the
implementation of the budget.

59.  Local government borrowing restraints have been effective in ensuring
budgetary balance, but sometimes at the expense of procyclical outcomes. Borrowing
restraints across industrial countries typically lead to roughly balanced local government
budgets. Within the European Union, Germany is a notable exception, where the local
governments account for nearly half of the general government deficit (European
Commission, 2003). As in Sweden, borrowing constraints could lead to procyclical fiscal
policy. Rodden (2001) found clear evidence of procyclical revenues and expenditures among
German local governments.
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D. Prospects for the Future

While generally well-designed, Sweden’s fiscal framework could be made more

robust. Sweden’s fiscal framework—geared towards controlling expenditure in a manner
consistent with a medium-term surplus target—is generally well designed. The expenditure
rule in particular is appropriate to its institutional type. The emphasis on transparency is also
important. However, some weaknesses are evident, and rectifying these weaknesses—
consistent with theoretical literature and international experience—would strengthen the
framework.*

61.

The following reforms would improve the central government fiscal framework:

The cyclical margin under the expenditure rule should not be used for
discretionary spending. Evidence points to the need for a rule to deal with
unexpected shocks, especially in good times, when growth is high and inflation is
low. A ban on eroding the margins is a small step in the right direction.

A bolder reform would set a rule spelling out how to deal with unexpected
shocks. As in other countries, Sweden could set a formal rule detailing how to
respond to both positive and negative shocks. Coping with positive shocks is more
pressing, given the emphasis in the literature and what happened in Sweden over the
past few years. It is also in accordance with best practices for Sweden’s particular
form of fiscal institution. Such a rule could specify how revenue shocks could be
apportioned between saving, spending, or cutting taxes. A similar rule could be set up
to deal with negative shocks, in a way that avoids procyclical behavior. This would
also have the benefit of automatically making the link between the ceiling and the
surplus target more explicit.

The expenditure ceilings could be set using the same methodology as the national
accounts. This would increase simplicity and transparency, and would make for an
easier link to the surplus target. It would also make it far more difficult to use tax
expenditures and other methods of circumventing the ceilings.

The link between the expenditure ceiling and the surplus target could be made
more explicit. It should be clear and transparent what compliance with the medium-
term surplus target means on an annual basis.

Enforcement mechanisms could be strengthened. One option would be to follow
Switzerland and move from reputational to legal enforcement. However, this may not
be needed as the rules are both credible and transparent, insofar as the government
has shown its commitment to them. However, it may be an option down the line if
ceilings become difficult to maintain.

 Note that the focus here is not on stabilization policy. For a thorough discussion of the appropriateness of
Sweden’s fiscal rules for macroeconomic stabilization, see Schimmelpfennig (2002).
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62.  The following reforms would improve the local government fiscal framework.

. The balanced budget rule should be retained. Despite problems of procyclicality,
and questions about whether it is even needed given low vertical imbalance, the rule
still serves a useful role. Bailout expectations are not negligible, given the politically
sensitive nature of locally provided public services, and the nature of the revenue
equalization scheme.

. The cyclical sensitivity of local government revenue should be reduced. This
would make local government finances more compatible with the balanced budget
rule. Sweden’s local government tax assignment is not in line with best practices,
which recommend less cyclically sensitive taxes.”’ A radical overhaul of the tax
system, based on shifting to a property tax base at the local level may not be feasible
as it would lead to increased inequality and probably even more revenue equalization.
Of course, the magnitude of Sweden’s local government spending may need to be
financed by this kind of broad based revenue (income tax). In this case, a system of
shared taxes or grants that corrects for cyclical variability could be designed. The
government-appointed “Commission on Stabilization Policy for Full Employment in
the event of Sweden joining the Monetary Union” made a few recommendations in
this regard, including setting the tax base as the average of taxable income over the
cycle, or over a given number of years. Grants could also be adjusted to achieve a
stable revenue stream, but this would cut the link between expenditure and own-
revenue.

o The revenue equalization scheme should be modified. In a nutshell, it should
operate in a way that does not eliminate the incentive to increase the tax base. It also
should be simple, transparent, non-discretionary, and not amenable to frequent
change.

. Enforcement mechanisms could be strengthened. At present, deficits are supposed
to be eliminated within two years, but there is little enforcement. The government
could devise a system of penalties for failing to comply.

2 Norregaard (1997) summarizes the prevailing wisdom by pointing out that taxes assigned to local
governments should possess certain characteristics. First, the bases should not be very mobile, as otherwise the
frecdom to change rates is inhibited. Second, they should be less sensitive to changes in income, to leave the
coordination of stabilization to the central government, and to protect local government budgets from cyclical
fluctuations. Third, tax bases that are unevenly distributed among different localities should be lefi to the central
government. Reflecting these concerns, many countries opt to finance local government budgets with taxes on
wealth and property.
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Appendix Table 1a. Sweden: Fall and Spring Budget Projections, 200003 1/

([n billion of SEK)

2000 2001 2002 2003
FAIS9S  SP2000  FA2000 FA1999 SP2000 FAZ000 SP2001 FA2001 FA1999  SP2000 FA2000 SP2001 FA2000 SP2002 FA2002 SP2000  FA2000 SP2001 FA200 SP2002 FAZ002  SP2003
General government
Revenue 1180 1210 1219 1213 1244 1248 1247 1270 1253 1292 1281 1281 1266 1206 1270 1343 1335 1336 1325 1317 1323 1321
Taxes and charges 1056 1066 1075 1081 o6 1o 1120 1142 1124 1154 1142 1149 1133 1139 1142 1199 1191 1198 11a3 1184 1192 1185
Other reveme 133 144 144 131 138 138 128 128 129 138 139 13 133 127 128 144 145 138 142 133 131 136
Expenditure 1148 1151 1147 1170 173 nm2 1167 1173 1188 1211 1206 1208 1219 1221 1232 1237 1251 1263 1275 1278 1287 1311
Transfers 461 465 465 468 473 476 472 475 472 485 483 488 492 496 497 442 506 319 526 523 528 538
Cansumption and investment 395 559 596 518 622 620 626 625 637 648 648 650 654 658 668 673 675 675 681 681 693 705
Interest 52 87 86 84 Ti 77 69 73 16 77 75 70 72 67 67 72 71 68 68 71 66 68
Overall balance 42 5% 71 43 7L 76 30 97 4] 82 75 72 47 45 38 106 84 73 56 42 36 10
Central government
Revenue 690 707 715 813 240 836 842 865 687 719 F01 599 677 677 79 746 721 7igR a7 07 700 696
Taxes and charges 583 600 607 599 625 621 625 648 628 639 640 637 614 619 420 6A5 659 655 64l 646 642 630
Other revenue 107 107 108 13 215 213 216 217 59 &0 61 62 63 38 59 60 62 63 56 6t 3R 63
Transfer from pension fund 45 43 435 155 155 153 155 155 0 0 a i) 4] 0 0 0 { L] 0 [} 4 4
Other revenue a2 62 63 58 60 60 61 62 59 4] 61 62 63 58 59 ] 62 63 o6 &1 58 &5
Expenditure 706 709 709 653 681 678 670 673 675 698 691 692 650 891 680 703 1 717 723 723 728 738
Transfers 87 288 289 289 252 295 294 297 206 297 295 302 305 309 308 288 318 332 133 333 333 344
Consumption and investment 180 185 185 187 191 192 189 186 192 198 199 192 193 194 197 205 205 197 199 200 202 204
Interest 82 79 78 74 69 69 63 63 69 54 68 63 65 60 59 [ 64 61 42 62 60 39
Transfers to local government 87 84 92 9 87 B4 84 84 90 90 87 40 36 13 87 92 30 20 81 83 87 88
Other & 73 6 a1 42 39 a1 41 39 aq a2 44 1 40 ¥ 1% 44 48 ET 45 44 43
Pension charges 10 pension fund 20 20 20 20 21 21 21 22 20 23 23 23 20 0 9 24 24 25 23 23 22 a1
Transfer of pension reserve funds 50 53 56 21 2] 17 0 19 i9 22 20 21 al 20 P 22 20 23 23 22 22 22
Overall balance -16 -1 [:} 330 158 158 172 182 1z 21 10 7 -13 -14 -1 43 9 { -16 -16 -28 43
Laocal government
Revenue 475 472 471 487 438 492 488 489 497 300 503 508 512 519 518 517 522 526 527 529 543 550
Taxcs 345 337 EXE] 348 348 355 158 359 359 356 362 371 378 382 382 370 387 397 396 395 405 412
Transfer from central government 87 a4 Fpd 9 87 B4 84 &4 a0 90 87 a0 36 48 &7 92 80 20 81 83 87 88
Other revenue 44 31 51 46 33 53 46 40 48 54 54 47 48 49 49 55 56 43 50 51 51 30
Expenditure 461 461 458 478 478 EY5S 482 483 493 498 496 505 506 510 518 5lé 515 525 528 527 539 548
Consuinption 388 384 382 403 199 356 406 407 415 417 417 427 429 434 44] 433 4314 445 448 449 460 458
Other 73 77 76 76 79 78 76 76 7 &l 80 78 77 6 77 83 81 a0 jiis] 78 7 40
QOverall balanee 15 1 13 L 10 18 6 6 4 2 7 3 6 9 0 1 & i -1 2 4 i
Pension system
Revenue 228 235 237 203 203 200 201 201 200 210 209 212 207 201 261 220 219 224 22t 213 213 209
Conrributions 149 149 150 153 155 156 157 i38 157 162 153 163 160 159 159 168 169 172 169 L66 166 165
Other 7 86 88 58 48 44 44 43 43 49 46 47 47 42 42 33 50 52 52 47 47 45
Premium reserve funds 50 53 36 21 21 L7 20 19 19 22 20 21 21 20 20 22 20 3 23 22 22 22
Tnterest, dividend etc 36 32 3z 29 27 26 24 24 24 X7 27 26 26 22 22 30 10 29 29 25 25 23
Expenditurc 183 185 185 00 300 300 300 300 151 152 151 151 154 153 154 139 151 153 154 154 i56 138
Pensions 139 139 139 144 144 143 144 143 150 150 150 149 152 151 i52 137 150 151 152 152 154 135
Transier to central government 43 45 45 155 153 135 135 155 o D] 0 4 0 '] ] ¢ 0 ¢ 0 i] Q 0
Other 1 1 i | 1 | z 2z 1 1 1 2 2 2 2 i 1 2 2 2 2 3
Overall balance 4% 49 52 -86 -97 -100 -100a -89 49 58 58 Gl 33 48 47 6l 68 i 67 59 57 51
Mema ften:
Automatic stabilizers 12 23 29 -2 7 15 9 -6 -7 -2 -5 9 4 -13 -2 -2 4] 5 12 12 5 -9

Source: Ministry of Finance

1/ FA and SF stand for Fall and Spring budgets respectively.
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Table 1b. Sweden: Fal! and Spring Budget Projections, 2000-03 1/

{pereent of GDP}
2000 2001 2002 2003
FALD99  SP2000  FA2000 FAISGY  SP2000  FA2000 SP2001  FA2001 FA1999 SP2000 FA2000 SP2001  FA2001  SPI002Z  FA2002 SP2000  FAZ000 SP2001  FAZ001  SP2002  FA200Z  SFZ003
General government
Revenue 5.3 58.1 389 570 56.7 372 576 4.1 56.5 56.6 6.4 56.7 56.3 564 56.5 36.6 56.5 566 56.2 359 5.9 55.7
Taxes and charges 518 51.2 32.0 508 504 509 517 53,1 507 50.5 50.3 30.9 504 509 308 50.6 0.4 50.8 50.2 50.3 50.4 50.0
Cther revenue 6.5 6.9 6.9 6.2 6.3 6.3 59 £.0 58 6. 6.l 58 59 3.7 5.7 6.0 6.1 58 6.0 5.6 35 57
Expenditure 36.2 553 354 550 535 537 539 546 53.6 53.0 53.1 53.5 54.2 54.4 548 321 32.9 535 4.1 54.1 54.4 553
Transters 226 223 225 22.0 216 21.8 21.8 221 213 713 213 216 218 21 2.1 207 21.4 220 223 222 223 27
Consumption and investment 29.1 288 283 290 284 284 28.9 291 28.7 284 285 288 29.1 293 27 284 28.5 286 289 289 29.3 29.7
Interest 4.5 4.2 4.2 39 15 R 32 34 36 34 i3 3l 32 30 30 EX) 30 28 29 i0 18 28
Crvemall balance 2 28 35 20 32 35 37 45 28 36 EX) 32 21 2.0 L7 4.5 3.6 3l 21 18 1.5 0.4
Cemral governmetit
Revehue 338 34.0 34.5 382 383 383 389 40.3 L0 3r5 308 300 30.1 30.2 nz 314 30.5 0.4 30.0 300 206 203
Taxes and charges 28.5 28.8 29.3 282 288 284 289 36.2 283 289 282 282 273 Pl 276 9 279 27.7 272 7.4 271 26.6
Other revenue 5.2 51 52 130 9.8 2.9 lo.a 16.1 27 P 27 27 28 26 246 25 26 21 R 2.6 2.5 2B
Fxpenditure 346 3440 34.3 321 3 3L 369 3L3 30.4 30.6 30.4 306 0.7 368 30.7 296 301 304 30.7 307 308 311
Trans fers 14.1 138 138 136 133 i35 116 ILR) 129 13.0 13.0 13.4 13.6 138 13.7 12.5 134 14.1 142 14.1 142 14.5
Consumption and investmenl 8.8 89 B9 83 8.7 88 37 87 27 27 8.7 B.3 8.6 86 88 8.0 B.7 83 g4 835 8.3 8.6
Interest 4.0 38 33 335 ] iz 29 3.0 31 3.0 3.0 .8 29 27 2.6 2.7 27 18 16 26 135 15
Transfers to local government 4.2 4.0 39 4.4 4.0 39 19 39 4.0 9 38 4.0 38 392 39 39 34 34 34 35 37 37
Other 34 35 37 1.9 1.9 L8 1.9 1y L7 19 12 0 P8 18 1.7 19 18 2.0 2.0 19 19 1.8
Ovenall balance Rk 0.1 0.3 6.1 7.2 iz 79 89 0.6 0.9 0.4 0.3 0.6 0.6 0.5 1.& 4 o -7 0.7 12 BE
Locn] governanent
Revene 233 2.7 228 229 222 225 225 228 124 219 221 223 228 231 250 218 221 223 224 22.5 229 232
Taxes 16.9 16.2 16.3 164 159 16.2 16,5 16.7 16.2 15.6 15.9 16,4 16.8 17.0 17.0 15.6 16.4 168 16.8 16.8 171 17.4
Transfer fram central govemment 41 4.0 39 4.4 4.0 39 3.9 kX 4.0 E 3.8 4.0 38 34 39 39 34 34 34 35 17 33
Other revenue 22 2.4 25 .2 24 24 21 21 22 14 24 2.1 2.1 22 22 23 23 LI 2.1 22 22 2.1
Expenditurc 248 221 221 225 Z1E 217 22.2 225 222 21.8 218 224 25 227 23.0 1.7 218 22.2 22.4 22.4 PR Ll
Consumption 19.0 18.4 i8.4 18.9 18.2 18.2 18.7 i89 187 183 8.3 18.9 9.1 15.3 19.6 18.2 18.4 189 19.0 4.1 194 19.3
Other 3.6 3.7 37 36 kX 36 35 35 35 i3 3.3 3.5 14 34 34 35 34 34 34 3.3 3.3 3.8
Ovenall balanee 0.7 0.5 0.6 0.4 0.5 0.8 0.3 23 0.z ot 03 0.1 0.3 0.4 0.0 0.0 3 o0 0.0 &1 0.2 ol
Pension system
Revenue 11.2 iL3 115 9.6 9.2 9.2 93 94 4.0 4.3 9.2 o4 9.2 9.0 8.9 9.3 93 9.5 9.4 9.6 2.0 B8
Contributions 13 1.2 7.2 72 71 7.2 7.3 74 71 71 7.2 7.3 7.1 7.1 PR Tl 7.2 7.3 7.2 o 70 (2%
Other 34 4.1 4,2 24 22 .0 2.0 2.0 1.g 21 2.0 21 21 1.9 19 2.2 z1 22 22 2.0 2 L9
Expenditure 9.1 8.9 39 4.1 13.7 137 13.9 14.0 6.3 6.6 6.6 6.7 6.8 6.8 69 6.7 6.4 6.5 6.3 6.5 6.6 6.7
Pensions 6.8 6.7 6.7 6.8 66 6.5 6.6 6.7 6.3 6.6 6.6 6.6 68 6.7 6.8 6.6 63 6.4 6.4 6.5 [ %] 6.5
Transfer to central governmene 22 2.2 2.2 7.3 7.1 7.1 1.2 72 0.0 0.0 iki} 00 0o 0.0 0.0 &0 0.0 iX(] .0 00 0.0 .0
Other 0.9 0.1 0.1 0.1 0.1 0.1 6.1 (L3} a1 01 0.1 0.l 0.1 0l 0.1 ol o1 0.1 0.1 .1 0.1 .1
Overali balance 21 2.4 2.5 4.5 -44 -A.6 -4.6 4.6 2.2 2.6 246 2.7 24 21 21 1.6 29 30 28 25 2.4 21
Mema jiem:
Aulomatic stabilizers 0.6 1.1 14 0.0 03 07 04 -0 03 -0.1 0.2 ¢4 02 -6 0.1 -0t 0.8 0.2 0.5 [ER2 0z 04

Source: Ministry of Finance

1/ FA and SP stand for Fall and Spring budgets respectivily.
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