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Sweden’s Economy

Foreword

This appendix to the Government Budget Bill
for 2006 presents the Ministry of Finance's fore-
cast of global and Swedish economic develop-
ments in 2005 and 2006. It also contains esti-
mates of developments in 2007 and 2008.

The forecast is based on data from Statistics
Sweden, the European Commission and the
National Institute of Economic Research
(NIER), among others. The Ministry of Finance
is, however, wholly responsible for the assess-
ments presented here. Henrik Braconier,
Director at the Ministry of Finance, is responsi-
ble for the forecast. This appendix takes account
of information available on 13 September 2005.

1 Overview

The global economy is expected to grow by just
over 4 per cent both this year and in 2006. Low
interest rates, high corporate earnings and a
stronger labour market mean that both investment
and household consumption are driving growth
globally. Inflationary pressure is expected to remain
subdued. However, the global risk picture is not
balanced and there is a significant risk of slower
growth if oil prices do not fall back as expected.

The Swedish economy is forecast to grow by 2.4
per cent this year. Export growth has slowed sharply
but is still expected to make a relatively large con-
tribution to GDP growth again this year. How-
ever, domestic demand will play an increasing role
in growth in 2005 and 2006. Investment, which
began to grow strongly in 2004, is expected. to con-
tinue to grow at a rapid rate this year. Growth in
household consumption will increase somewhat

this year, partly as a result of expansionary mone-
tary policy and gradual improvement in the labour
market. GDP growth is forecast to be 3.1 per cent
in 2006, due in part to rapidly growing household
consumption.

The situation in the labour market is set to im-
prove. Employment is forecast to increase by 0.1
per cent this year and 1.3 per cent in 2006. Unem-
ployment will fall gradually as a result of increas-
ingly strong domestic demand and expanded
labour market policy programmes. Measured as an
annual average, unemployment will be 5.9 per cent
this year before falling to 4.8 per cent in 2006.

Inflationary pressure in the Swedish economy
remains low, due partly to low resource utilisation.
CPI inflation is forecast to average 0.3 per cent this
year and 1.5 per cent in 2006.

Public finances continue to show a surplus.
General government net lending is expected to be
1.4 per cent of GDP this year and 0.7 per cent in
2006.

1.1 International conditions

Having been very strong during the first half of
2004, world economic growth began to slow
during the second half of the year. The reasons
for the slowdown included rising oil prices and
gradually less expansionary economic policy.
However, low inflation, still expansionary
monetary policy, continued low bond yields and
rising asset prices suggest strong growth in de-
mand in the time ahead. Rising employment in
the United States and Japan, among others, is
also contributing to favourable growth in real
income and, as a result, household demand. Al-
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together the global economy is forecast to grow
by just over 4 per cent in both 2005 and 2006.

High oil prices are slowing global growth, but
the global economy still appears to be able to
continue to grow rapidly, and without clear
inflationary  tendencies. There are several
differences to previous oil spikes. For example,
today's high oil prices are largely a result of rapid
growth in the global economy rather than a
reduction in the supply of oil. In addition the
OECD countries are substantially less oil-
dependent than 25 years ago. Furthermore
productivity growth is rapid and confidence in
monetary policy is strong. However, if oil prices
do not fall back as expected from the high levels
seen this summer, there is an immediate risk of
weaker growth in the global economy. Supply
disturbances in the oil market also present a
considerable risk for global and Swedish
economic developments in the time ahead.

The US economy has continued to grow
strongly this year. Although a decreasingly
expansionary economic policy and high oil
prices have put a damper on the economy, these
negative demand-side factors are being offset by
rising employment, growing household wealth
and continued low long-term interest rates. The
slowdown from last year's high GDP growth of
4.2 per cent in the United States is therefore ex-
pected to be relatively modest. Growth is fore-
cast to be 3.6 per cent this year and 3.4 per cent
in 2006. So far the favourable rate of growth has
led to only a moderate increase in inflation. The
reasons for this include productivity continuing
to grow relatively strongly and, as a result,
resource utilisation not having risen worryingly
fast. Prices are expected to continue to rise at a
balanced rate.

The euro area economy has performed weakly
since 2001, but the summer brought several
signs of a tentative recovery; for example, in-
dustrial output has improved in recent months.
Growing domestic demand is expected to lead
gradually to stronger growth. However, the up-
swing will be weak as household consumption is
growing only moderately. This is due partly to
weak income growth and subdued employment
growth. Investment and exports are nevertheless
expected to grow fairly strongly. Growth in the
euro area is forecast to be just 1.3 per cent this
year before rising to 1.8 per cent in 2006. Per-
sistently high unemployment and a rate of infla-
tion persistently above the European Central

10

Bank's target suggest that the euro area as a
whole is battling with structural problems.

Growth for Sweden's Nordic neighbours and
in the UK is expected to remain favourable, due
primarily to strong growth in domestic demand.
Japanese growth seemed to pick up in the first
half of 2005. A stronger labour market and
gradually evaporating deflation are expected to
result in relatively strong growth in household
consumption. Investment is also growing, and so
GDP growth is forecast to be 1.8 per cent in
2005 and 1.7 per cent in 2006.

Table 1.1 Assumptions for the forecast

2004 2005 2006 2007 2008

GDP, world! 4.9 4.1 4.1 3.8 3.8
Brent oil, USD? 39 53 47 42 40
TCW index’ 122 127 124 121 121
German long-term

interest rate’ 3.65 3.85 4.15 4.25 4.30
Swedish long-term

interest rate 3.90 3.75 4.15 4.35 4.35
Repo rate* 2.00 1.50 2.50 4.00 4.00
Refi rate® 2.00 2.00 2.50 3.25 4.00
Fed Funds rate® 2.25 4.00 4.50 4.50 4.50

!Percentage change.

% Annual average.

%10 year government bond, annual average.

*Final entry.

S Euro area key policy rate, final entry.

8US key policy rate, final entry.

Sources: Rikshank, Statistics Sweden, IMF and Ministry of Finance.

1.2 The financial markets

In the last five years both nominal and real mar-
ket interest rates globally have fallen sharply.
Long-term interest rates are now at historically
low levels, which reflects how global saving has
increased relative to investment demand. An
upswing in bond yields is likely as resource
utilisation and the rate of inflation increase in the
global economy. Growing differentials between
bond yields in the United States and the euro
area, among others, reflect the stronger per-
formance of the US economy. However, the
global upswing in long-term interest rates is ex-
pected to be held back by continued high, de-
mographically-linked saving and by changes in
investment rules for insurers and pension funds.

Although the Federal Reserve has raised the
key interest rate by 2.50 percentage points since
last summer, monetary policy is still believed to



be having a stimulatory effect on the US econ-
omy. Further increases in the US key interest
rate are anticipated in order to curb inflation as
resource utilisation increases. In the euro area
the key interest rate has been 2.00 per cent for a
long period, which means that monetary policy
still has an expansionary bias. The subdued
economic upswing in the euro area suggests that
interest rate increases cannot be expected before
2006 when resource utilisation slowly increases.

Since the beginning of 2005 the dollar has ap-
preciated against other currencies, including the
euro. This has been driven largely by a growing
interest rate differential relative to the euro area.
However, the large US current account deficit
suggests that the dollar will weaken in 2005 and
2006.

The same factors that indicate a weakening of
the dollar also point towards a stronger krona.
Large current account surpluses and healthy
public finances mean that Sweden's net position
relative to the rest of the world has gradually
strengthened. The appreciation of the krona
seen since 2002 was interrupted in the first half
of 2005 as a result of weaker economic growth
and the Riksbank's interest rate cut in June.
However, the krona is expected to begin to ap-
preciate again as the economy returns to
stronger growth. The TCW index is forecast to
be 127 at the end of 2005 and 124 at the end of
2006.

1.3 Economic policy

In June the Riksbank lowered the repo rate to
1.50 per cent, having held it at 2.00 per cent since
April 2004. The background to the cut was con-
tinued very low inflationary pressure and clear
signals of weak economic growth at the begin-
ning of 2005.

The low key interest rate has meant that the
Riksbank's monetary policy has been expan-
sionary since 2003, and in 2004 and 2005 it has
made a positive contribution to demand in the
Swedish economy. The latest reduction in the
repo rate is not expected to have its full impact
on the economy until next year.

As a result of weak inflationary pressure and
low resource utilisation in the economy, the
Riksbank is expected to leave the repo rate at
1.50 per cent for the rest of 2005 before gradu-
ally raising it to 2.50 per cent at the end of 2006.

PROP. 2005/06:1 BILAGA 2

In 2007 the repo rate will be raised further to-
wards a neutral level.

Fiscal policy, measured as the change in the
structural balance, was tightened in 2004 and is
expected to be neutral this year. The discretion-
ary component of fiscal policy in the central
government budget is highly expansionary, but
the expansionary effect is being offset by the
strengthening of local government finances and
falling sickness absence. The proposals put for-
ward by the government in this Budget Bill
mean that fiscal policy will have an expansionary
effect in 2006 equivalent to around 1 per cent of
GDP. Fiscal policy is expected to be neutral in
2007.

Altogether economic policy will have a strong
stimulatory effect on demand in 2006. This ef-
fect is expected to lessen significantly in 2007.

Table 1.2 Selected statistics

Percentage change unless otherwise stated

2004 2005 2006 2007 2008

GDP 3.6 2.4 31 28 23!
GDP, calendar adjusted 3.1 2.4 3.4 2.8 2.3
Open unemployment? 5.9 5.9 48 4.4 4.4
Number of hours worked 0.9 0.4 1.1 0.7 0.2
Number of hours worked,

calendar adjusted -0.2 0.4 1.6 07" 0.2
CPI, Dec—Dec 0.3 0.7 2.0 3.1 2.3
General government

net lending® 1.0 1.4 0.7 1.1 1.6

! For the medium term (2007—2008), no assessment is made of the calendar
effects.

2 Per cent of labour force. According to the new labour force survey.

¥ Per cent of GDP.

Sources: Rikshank, Statistics Sweden and Ministry of Finance.

14 Demand and output

Sweden's GDP grew by 3.6 per cent in 2004 de-
spite a sharp slowdown late in the year. This
high growth was due partly to temporary
factors; for example, 2004 had significantly more
working days than 2003. Adjusted for the effect
of the number of working days, growth is esti-
mated to have been 3.1 per cent. The slowdown
towards the end of 2004 has also affected growth
in 2005. Although growth has picked up again in
recent months, GDP growth is forecast to be
just 2.4 per cent this year. The strong growth
predicted for the end of 2005 is expected to
continue into 2006, when growth is forecast to
be 3.1 per cent. Since the number of working

11
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days will be smaller in 2006 than in 2005, calen-
dar-adjusted growth will be 3.4 per cent in 2006.
The GDP gap is estimated to close in 2007, after
which GDP will grow in line with potential
GDP. GDP is estimated to grow by 2.8 per cent
in 2007 and 2.3 per cent in 2008.

Sharp slowdown during the winter of 2004/05

The economic upswing which began in mid-
2003 has to a great extent been driven by rapidly
growing exports. In late 2004 export growth
slowed, due partly to lower growth in the global
economy. The slowdown had a particular impact
on the demand for Swedish exports because
growth was especially subdued in many of Swe-
den's most important export markets. The slow-
down in export growth continued into early
2005 and will therefore have a significant impact
on average GDP growth this year. Although a
clear recovery is anticipated during the rest of
2005, exports will grow by just 4.2 per cent this
year, which can be compared with last year's
exceptionally high growth rate of 10.5 per cent.
The slowdown in the export sector can be seen
clearly in industrial output, which grew by 9.4
per cent in 2004 and is expected to grow by just
3.2 per cent this year.

Diagram 1.1 GDP

Percentage change on a quarter earlier, calendar and seasonally
adjusted data, constant prices
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Source: Statistics Sweden.

The slowdown in the export sector in late 2004
and early 2005 is to some extent believed to be
of a temporary nature. Several factors suggest
stronger export growth in the time ahead. In-
dustry's unit labour costs have developed fa-
vourably relative to important competitor
countries as a result of high productivity growth,
subdued wage increases and, more recently, a
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weaker krona. Demand growth is also set to ac-
celerate as a result of the recovery in the euro
area. Altogether export growth is forecast to be
4.2 per cent this year and 6.1 per cent in 2006.

The strong export growth in 2004 contributed
to a gradual broadening of the economic recov-
ery. First off was investment, which grew by 5.5
per cent in 2004 and is expected to grow by 7.9
per cent this year. The main drivers behind the
increase this year are sharp growth in industrial
investment in machinery and continued favour-
able growth in housing investment. In 2006 total
investment is forecast to grow by 5.0 per cent
from an already high level.

Growing investment Is an Important reason
why domestic demand began to grow more
strongly during the course of 2004. However,
household and general government consump-
tion continued to grow slowly in 2004 and early
2005, which meant that the upswing in domestic
demand did not fully compensate for the weak
export growth during the winter of 2004/05.
Hence GDP growth slowed in late 2004 and
early 2005 (see Diagram 1.1).

Domestic demand to pick up

The hiatus in the economic recovery is believed
to have been temporary. During the spring and
summer there have been more and more indica-
tions that growth has picked up. Besides contin-
ued strong investment growth, growing house-
hold consumption is also now contributing to
economic growth.

Diagram 1.2 Household disposable income and
consumption expenditure
Annual percentage change, constant prices, reference year 2004
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Sources: Statistics Sweden, NIER and Ministry of Finance.
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Table 1.3 Demand and output

_ SE% Percentage change in volume

bllzll(;)& 2002 2003 2004 2005 2006 2007 2008

Household consumption expenditure 1224 1.4 1.5 1.8 2.0 3.0 2.7 2.7
General government consumption expenditure 706 2.3 0.8 0.3 0.0 1.8 0.9 0.2
Central government 197 3.0 0.8 -0.3 -0.5 1.9 0.6 0.0
Local government 509 2.0 0.7 0.5 0.2 1.8 1.0 0.3
Gross fixed capital formation 407 -2.6 -1.5 5.5 7.9 5.0 5.2 48
Business sector excluding housing 270 -1.1 -2.9 4.7 1.1 4.2 5.6 5.5
Housing 64 10.5 5.5 16.1 14.5 9.7 7.5 6.0
Authorities 73 8.7 -1.3 0.3 2.8 3.8 1.0 0.6
Change in stocks’ 4 -0.2 0.4 -0.3 0.1 0.0 0.0 0.0
Exports 1178 1.2 5.0 10.5 4.2 6.1 6.2 5.3
Imports 974 -1.9 4.9 6.9 4.8 6.7 6.5 6.0
GDP 2546 20 1.5 3.6° 24 3.8 2.8 23

" Current prices.
2 \olume change, per cent of last year's GDP.

3 Underlying GDP growth is estimated at 3.1 per cent 2004 and 3.4 per cent 2006. The fact that actual GDP growth in 2004 was higher than the underlying growth is due
to the larger number of working weekdays in 2004 compared to 2003. The fact that actual GDP growth in 2006 is lower than the underlying growth is due to the smaller

number of working weekdays in 2006 compared to 2005.
Sources: Statistics Sweden and Ministry of Finance.

Some of the fundamentals for strong con-
sumption growth have been in place for several
years now, such as a strong household wealth
position and low interest rates. Households' fi-
nancial wealth position has also been further
strengthened in 2005 as a result of the gains on
the Stockholm stock exchange. At the same time
households' assets in the form of property have
continued to grow sharply in value. In 2005 and
2006 households' real disposable income is also
expected to grow by more than 2.5 per cent on
average (see Diagram 1.2).

Nevertheless households have been showing
considerable caution, which can be attributed
partly to the weak performance of the labour
market. However, growing retail sales so far this
year and strong consumption growth during the
second quarter suggest a gradual improvement.
Households' confidence has also strengthened.
As the situation in the labour market gradually
improves, household consumption is expected
to grow even more quickly. Household con-
sumption is forecast to grow by 2.0 per cent this
year and 3.0 per cent in 2006.

General government consumption stagnated
in 2004 and has grown weakly in 2005. Con-
sumption growth was weak in both the central
and local government sectors. Local government
finances deteriorated sharply at the beginning of
the new millennium, but a combination of tax
increases, higher central government grants and

restrained growth in expenditure has brought
about a substantial improvement in local gov-
ernment net lending (see Diagram 1.3). Com-
bined with the initiatives proposed by the gov-
ernment in this Budget Bill, this is expected to
mean that local government consumption will
grow by 0.2 per cent this year and 1.8 per cent in
2006. Central government consumption is fore-
cast to fall by 0.5 per cent this year and then
grow by 1.9 per cent in 2006. Thus general gov-
ernment consumption is expected to be un-
changed this year and grow by 1.8 per cent in
2006.

Diagram 1.3 Local government finances

Percentage change
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I Revenue (left axis)
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Note: Church parishes have been excluded throughout the period.
Sources: Statistics Sweden and Ministry of Finance.
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Taken together the slowdown in the export
sector and acceleration in domestic demand
mean that the latter will make the greater contri-
bution to growth in 2005 (see Diagram 1.4).

Diagram 1.4 Contribution to GDP growth

Percentage points
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Sources: Statistics Sweden and Ministry of Finance.

Strong demand to push up imports

In 2004 imports grew by 6.9 per cent, which is
the fastest rate of growth since 2000. This rapid
upswing in imports was a result of the excep-
tional growth in import-dependent exports. The
weaker export growth in 2005 means that im-
ports too will grow more slowly than in 2004.
However, the slowdown in imports is milder
than that in exports because both investment
and household consumption are growing rela-
tively strongly. The import content of exports is
expected to continue to grow as a result of the
stronger krona and the continued globalisation
of production. Altogether imports are forecast
to grow by 4.8 per cent this year and 6.7 per cent
in 2006.

Table 1.4 Contribution to GDP growth

Percentage points

2005 2006 2007 2008

Household consumption

expenditure 1.0 1.4 1.3 1.3
General government
consumption expenditure 0.0 0.5 0.2 0.0
Gross fixed capital formation 1.3 0.8 0.9 0.8
Change in stocks 0.1 0.0 0.0 0.0
Net foreign trade 0.1 0.3 0.3 0.1
Exports 1.9 2.9 3.0 2.7
Imports -18 -26 -26 =25
GDP 24 3.1 2.8 2.3

Sources: Statistics Sweden and Ministry of Finance.
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The terms of trade, i.e. export prices relative to
import prices, have deteriorated over the last
decade (see Diagram 1.5). Strong Swedish pro-
ductivity growth and the sharp improvement in
the current account balance since the early 1990s
are among the reasons for this trend. In 2005 the
terms of trade are expected to deteriorate by a
further 2.0 per cent, due primarily to rising oil
prices. In 2006 the terms of trade are expected to
improve somewhat, due partly to falling oil
prices. The strengthening of the krona is also
expected to have a greater impact on import
prices than on export prices.

Diagram 1.5 Current account and terms of trade

Per cent
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Terms of trade (right axis)

e Current account (left axis)
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Note: The current account is expressed as per cent of GDP.
Sources: Riksbanken, Statistic Sweden and Ministry of Finance.

2004 brought a current account surplus of SEK
211 billion, equivalent to 8.3 per cent of GDP.
The surplus has grown gradually since the early
1990s. The demographical composition of the
population has a positive impact on household
saving. There was also a series of reforms during
the 1990s (such as the tax reform, the pension
reform and the restructuring of public finances)
which contributed to higher saving in the
economy as a whole. Since 2002 the growth in
the current account surplus has also been driven
by high export demand, subdued consumption
growth and strong productivity. In 2005 and
2006 the impact of these factors is expected to
decrease and the current account surplus will fall
slowly to 7.3 per cent of GDP in 2008.

Domestic risks

The domestic risks are believed to be balanced.
On the one hand, household consumption may
grow even faster in 2005 and 2006. On the other
hand, continued high oil and petrol prices may



slow global and domestic economic growth.
One factor which is difficult to gauge in the
short term is productivity growth. A more
moderate slowdown than anticipated could delay
recovery in the labour market somewhat. At the
same time a very sharp slowdown in productivity
growth would undermine profitability in the
business sector in the longer term.

1.5 Labour market, resource utilisation

and inflation
Strong improvement in the labour market in 2006

The Swedish labour market has performed
weakly since the economy began to recover in
the second half of 2003. Employment fell in
2003 and 2004 and has been unchanged so far in
2005. Open unemployment rose in 2004 and is
expected to hold at 5.9 per cent in 2005.! The
weak performance of the labour market has led
the government to expand its labour market
policy programmes. In 2003 the programmes
had 92,000 places, and this figure has gradually
been increased to 121,000 places in 2005. In this
Budget Bill the government is proposing further
expansion of the programmes, and the number
of participants in labour market policy pro-
grammes next year is forecast to be 162,000.

Diagram 1.6 Hours worked and GDP

Annual percentage change, calendar adjusted quarterly data
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Sources: Statistics Sweden and Ministry of Finance.

1 As a result of changes to Statistics Sweden's Labour Force Survey, the
figures reported here are not directly comparable with those reported in
previous bills. However, historical data presented in this appendix have
been adjusted to make them comparable over time. See the explanatory
box "Harmonisation of the Labour Force Survey" in Chapter 6 for a more
in-depth review of the consequences of the changes made.
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The weak performance of the labour market has
several explanations. One is that productivity
growth in the Swedish economy has been strong
in recent years. This strong productivity growth
means that the labour market lags behind GDP
growth as firms are able to step up output
without needing to increase the number of hours
worked (see Diagram 1.6).

However, productivity in the business sector
is now expected to grow more weakly than in
recent years. The potential for rationalisation in
the business sector is believed to be smaller, and
demand is set to focus increasingly on employ-
ment-intensive sectors such as construction, the
private service sector and the public sector.
However, productivity is expected to continue
to grow relatively strongly (see Table 1.5).

Table 1.5 Selected labour market statistics

Percentage change unless otherwise stated

2004 2005 2006 2007 2008

GDP 3.6 2.4 3.1 2.8 2.3
Productivity 2.8 2.0 2.0 2.0 2.1
Hours worked 0.9 0.4 1.1 0.7 0.2
Employed -0.5 0.1 1.3 0.7 0.2
Open employment? 5.9 5.9 4.8 4.4 4.4
Labour market

programmes'* 2.4 2.7 3.6 3.3 2.7
Regular employment

rate* 77.2 766 766 77.0 7712

" Per cent of labour force.

% According to the new Swedish labour force survey.

® People in labour market programmes as a percentage of the labour force.

* Number of people employed in age group 20-64, excluding employed in labour
market programmes, as a percentage of the population in that age group.
Sources: Statistics Sweden, National Labour Market Board and Ministry of
Finance.

Another contributing factor to the sluggish
developments in the labour market is that
average hours worked increased in 2004 and are
forecast to continue to do so in both 2005 and
2006. In an economic recovery it is natural for
average hours worked to increase as firms
initially choose to get more hours out of their
existing employees. Sickness absence also began
to fall in 2004, which meant that the number of
hours worked could increase without more
people being taken on.2 Just as growing sickness
absence propped up employment in 2000-03,

2 Those on sick leave are counted as employed in Statistics Sweden's
Labour Force Survey.
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falling sickness absence will now drag down
employment during the forecast period.

The labour market is expected to turn around
during the second half of 2005. Since autumn
2004 several labour market indicators have been
moving in an increasingly positive direction. For
example, the number of vacancies newly re-
ported to the National Labour Market Board has
increased since mid-2004. In addition, according
to the latest NIER Business Tendency Survey,
firms in both the construction and private
service sectors are planning to recruit. Adjusted
for seasonal variations and the number of
working days, the number of hours worked was
0.4 per cent higher in the second quarter this
year than in the first quarter. The number of
hours worked is expected to grow on average by
0.4 per cent this year and 1.1 per cent in 2006.
Employment is expected to grow weakly this
year by 0.1 per cent and then by 1.3 per cent in
2006. Employment is then expected to grow by
0.7 per cent in 2007 and 0.2 per cent in 2008.
Open unemployment is expected to be 5.9 per
cent this year before falling to 4.8 per cent next
year. This is the result of a stronger economy
and the expansion of the labour market policy
programmes. Open unemployment is estimated
at 4.4 per cent in both 2007 and 2008.

Resource utilisation still low

There are available resources in the Swedish
economy at present. Low resource utilisation is
evident in, for example, high unemployment and
low labour shortages in most sectors. Both wage
pressure and price pressure are also low. The low
resource utilisation can be illustrated by the fact
that the GDP gap is assessed to be negative,
which means that actual GDP is below potential
GDP. The GDP gap is estimated to have been
1.1 per cent in 2004 and be 1.0 per cent this year.
This means that actual GDP is growing in line
with potential GDP this year. Potential GDP is
forecast to grow by just under 2.5 per cent per
annum in the coming years. One basis for this
view is the analysis of productivity growth over
the next decade carried out by the NIER for the
government. The NIER concludes that labour
productivity, i.e. output per hour worked, can be
expected to grow by an average of 2.2 per cent
per annum through to 2015.
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Table 1.6 Resource situation

Per cent of potential level

2005 2006 2007 2008

GDP gap' -1.0 -0.4 0.0 0.0
Employment gap -1.2 -0.4 0.0 0.0
Productivity gap 0.7 0.3 0.1 0.0
Average hours worked gap -0.7 -0.3 0.1 0.0

Note: The parts may not add to the GDP gap due to rounding.
! Defined as ((actual—potential)/potential).
Source: Ministry of Finance.

The GDP gap is forecast to narrow gradually in
2006 as actual GDP grows faster than potential
GDP (see Table 1.6). The GDP gap can be
divided into a productivity gap, an average-
working-hours gap and an employment gap. In
2005 the GDP gap consists of an employment
gap which is more negative than the GDP gap, a
negative average-working-hours gap and a posi-
tive productivity gap. It is therefore believed that
there are more available resources in the labour
market than the GDP gap would indicate for
2005, and that productivity is above the level
considered to be sustainable in the long term.
The employment gap will close gradually in 2005
and 2006 as employment grows faster than the
long-term sustainable rate. The average-work-
ing-hours gap will also narrow gradually. At the
same time actual productivity will grow more
slowly than potential productivity. The GDP
gap 1s predicted to close in 2007.

Wage growth and inflation still subdued

In recent years it has been relatively easy for em-
ployers to recruit suitable labour. Unemploy-
ment is high and the underlying rate of inflation
is very low. This has meant that nominal wages
have grown increasingly slowly in the last three
years. The wage settlements reached in 2004 and
2005 are believed to have been reached at a lower
level than in previous periods, which would indi-
cate continued low nominal wage growth. At the
same time real wages are growing strongly as a
result of the low inflation. Wages are forecast to
grow by 3.3 per cent in 2005 and 3.4 per cent in
2006. When the government commissioned the
NIER to analyse future productivity growth, it
was also asked to assess what rate of long-term
wage growth is compatible with balanced macro-
economic development. The NIER's conclusion
is that wages can grow at 4.0 per cent per annum
in the long term without jeopardising macro-



economic balance. Wages are therefore assumed
to grow by 4.0 per cent per annum in the me-
dium-term estimates for 2007 and 2008.

Inflation is currently very low. In 2004 infla-
tion as measured by the consumer price index
(CPI) was 0.4 per cent, while underlying infla-
tion (UND1X) was 0.8 per cent. So far this year
underlying inflation has averaged 0.6 per cent.
The low inflationary pressure in the economy is
due to a number of factors. Unit labour costs
have grown slowly for several years as a result of
low wage increases and high productivity
growth. Weak demand growth and increased
competition in consumer non-durables, for ex-
ample, have also squeezed profit margins. Fur-
thermore the contribution to inflation from im-
port prices excluding energy has been negative
since 2003. However, the increase in the price of
heating oils and petrol in 2004 and 2005 has
made a tangible positive contribution to in-
flation. In 2006 falling oil prices and a stronger
krona are expected to contribute to inflation
rising at only a moderate rate.

Table 1.7 Hourly wages, CPl and UND1X

Percentage change

2004 2005 2006 2007 2008

Hourly wages® 3.3 3.3 3.4 40 4.0
CPI, Dec—Dec 0.3 0.7 2.0 3.1 2.3
CPI, annual average 0.4 0.3 1.5 2.6 2.7
UND1X, Dec—Dec 0.7 11 15 2.0 2.0

UNDIX, annual average 0.8 0.7 1.4 - -

" According to the short-term statistics on wages and salaries.
Sources: National Mediation Office, Statistics Sweden and Ministry of Finance.

Inflation expectations have gradually declined
since 2003 and are now well below the Riks-
bank's target inflation on both a one-year and a
two-year view. The low resource utilisation and
subdued wage growth mean that domestic infla-
tionary pressure will rise only slowly despite
productivity growth slowing. Combined with
low imported inflation, this means that under-
lying inflation will be just 0.7 per cent this year
and 1.4 per cent in 2006. CPI inflation — which
will be affected by rising mortgage interest rates
— is expected to be 0.3 per cent this year and 1.5
per cent in 2006. Only in 2007 will inflation
reach the Riksbank's target of 2.0 per cent in
UNDI1X terms. CPI inflation will be pushed up
temporarily by rising interest rates in 2007 and
2008.
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1.6 Public finances
General government net lending amounted to
1.0 per cent of GDP in 2004 according to the
preliminary National Accounts, which was a
substantial improvement relative to the deficits
of the two previous years.> Behind this improve-
ment were weak growth in general government
consumption and reduced interest expenditure.
The government's target is for net lending to
average 2 per cent over a business cycle. In 2000-
04 net lending averaged 1.6 per cent of GDP.

Table 1.8 General government finances

Per cent of GDP
2004 2005 2006 2007 2008

Revenue 556 559 549 547 547
Taxes' 506 507 499 498 498
Expenditure 545 545 542 536 531
Net lending 1.0 14 0.7 11 1.6
Structural balance 18 2.1 1.0 1.1 1.6
Consolidated gross debt 51.1 507 492 476 458
Net debt 52 61 68 -76 -89

! Including taxes to EU.
Sources: Statistics Sweden and Ministry of Finance.

This year general government net lending is
forecast to be 1.4 per cent of GDP. This is an
increase of 0.7 percentage points from the
forecast in the 2005 Spring Fiscal Policy Bill. The
improvement is due primarily to lower local
government consumption, lower interest rates
and higher revenues from corporate taxes than
anticipated. The measures being proposed by the
government to reduce unemployment, together
with the tax cuts now being announced, will
contribute to net lending falling to 0.7 per cent
of GDP in 2006. Net lending is estimated to be
1.1 per cent of GDP in 2007 and 1.6 per cent in
2008. This means that net lending will average
1.4 per cent of GDP in 2000-08. The structural
balance, where the effects of cyclical fluctuations
on net lending are eliminated, is forecast to be
2.1 per cent of GDP this year and 1.0 per cent in
2006, and is estimated to be 1.1 per cent in 2007
and 1.6 per cent in 2008.

This year both total revenue and taxes are ex-
pected to increase slightly as a proportion of

3 However, more recent information suggests that tax revenues may have
been underestimated by around SEK 8 billion in the preliminary
outcome.
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GDP before stabilising at a lower level. Expen-
diture as a proportion of GDP is expected to fall
throughout the forecast period.

General government consolidated gross debt
is expected to fall as a proportion of GDP during
the forecast period, from 51.1 per cent in 2004 to
45.8 per cent in 2008. Net debt as a proportion
of GDP will fall by almost 4 percentage points
from 2004 to 2008.
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2 International developments

Growth in the global economy last year was the
highest for almost 30 years. The global economy is
now entering a calmer phase and is forecast to grow
by 4.1 per cent both this year and next, which is
above the historical average. Persistently high oil
prices and negative effects from the growing US
current account deficit are the main risks in the
forecast.

Global economy growing more slowly

The high rate of growth last year can be attrib-
uted to simultaneous economic upswings in
most regions. In the middle of last year global
growth slowed and world trade slackened sig-
nificantly. The slowdown in the global economy
can be explained partly by changes to economic
policy and sharply rising oil prices.

Nevertheless global growth is expected to re-
main robust throughout the forecast period.
Strong investment activity is expected to remain
the principal driver in the economy. There are
still available resources in the global economy,
which, combined with low interest rates and a
subdued inflation outlook, will support contin-
ued favourable growth.

Upswing in investment less strong

Investment will remain the main driver in the
economy. Investment is being stimulated by low
financing costs, healthy balance sheets and
growing earnings. However, investment growth
has slowed in the United States and Japan. It is
expected to accelerate somewhat in the euro area
after a prolonged period of weak investment
growth, but the upswing in the euro area is ex-
pected to be moderate. Capacity utilisation is
relatively low, and the recovery in domestic con-
sumption is expected to be restrained.

Increased growth stimulus from labour market

Household consumption has grown very
strongly in the United States and, more recently,
Japan. In the United States consumption has
been stimulated by a brighter labour market
situation and strong income growth. Rising
prices for housing and reduced saving have also
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increased the scope for consumption. Continued
tightening of monetary policy and an anticipated
increase in the household savings ratio are ex-
pected to put a damper on household consump-
tion in the time ahead.

In Japan it is primarily a brighter labour mar-
ket situation and rising real wage increases that
have stimulated consumption, a trend which is
expected to continue. In the euro area there are
still no signs of a recovery in household con-
sumption, but an improved labour market situa-
tion combined with reductions in income taxes
in most countries is expected to support an up-
swing in consumption.

High oil prices cap global growth

A brief period of high oil prices will probably
have only a limited impact on the global econ-
omy. However, if oil prices hold at high levels
for a longer period, this will have a negative im-
pact on global growth (see explanatory box at
the end of this chapter).

Unlike previous oil spikes, oil prices have
been pushed up primarily by strong demand
pressure and not by a supply shock. The effect
of the increase in oil prices is therefore expected
to be limited to capping the high rate of growth
in the global economy. The forecast assumes
that oil prices will fall back towards the end of
this year, but uncertainty about movements in
oil prices has grown considerably in recent
times.

The dollar's depreciation against the euro has
softened the impact of the increase in oil prices
in the euro area. Since the beginning of 2003 oil
prices have risen by around 120 per cent in dollar
terms and around 90 per cent in euro terms. The
inflationary impulse from high oil prices is
therefore greater in the United States than in the
euro area. The United States has also been hit
harder due to its higher dependence on oil and
much faster-growing economy.

Besides oil prices, the US current account
deficit is a risk factor in the forecast. A rapid
correction of this deficit would have a major ef-
fect on the global economy. A clear drop in the
rest of the world's demand for US government
bonds would be associated with a sharp fall in
the dollar and a knock-on effect on both short-
term and long-term interest rates. Overall this
scenario would reduce global growth signifi-
cantly.
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Table 2.1 GDP growth, inflation and unemployment

Percentage change

2004 2005 2006 2007 2008

Gross domestic product

World 4.9 4.1 4.1 3.8 3.8
United States 4.2 3.6 3.4 3.3 3.2
Japan 2.6 1.8 1.7 1.5 1.5
Euro area 2.1 1.3 1.8 2.1 2.3
Germany 1.6 0.9 1.4 1.9 2.2
France 2.3 1.6 1.9 1.9 2.2
Italy 12 -02 1.2 1.8 2.0
UK 3.2 1.9 2.3 2.7 2.7
Nordic countries, excl.

Sweden 2.9 2.5 2.6 2.3 2.1
Norway 2.9 3.1 2.9 3.0 3.0
Denmark 2.4 2.3 2.2 2.0 1.9
Finland 3.6 2.2 2.7 2.0 1.3
Consumer prices'

United States 2.7 2.9 2.5 2.3 2.3
Euro area 2.1 2.0 1.9 1.9 1.8
Japan 00 03 0.3 0.5 0.6
Unemployment, per cent of labour force?

United States 55 5.1 4.9 48 4.8
Euro area 8.9 8.9 8.7 8.6 8.6
Japan 4.7 4.4 4.3 42 Al
Market growth for

Swedish exports 9.2 5.7 1.4 1.1 6.9

VHICP for the euro area and CPI for the United States and Japan.

2 Eurostat definition for euro area and national definition for the United States
and Japan.

Sources: National sources, Eurostat and Ministry of Finance.

World market growth slackens slightly

Both global GDP growth and growth in world
trade peaked in 2004. Due to high energy prices
and weaker global demand, industrial activity
slowed considerably at the beginning of 2005.
This led to a clear drop in Swedish world market
growth (WMG) — growth in the trade-weighted
demand for goods and services encountered by
Swedish exporters — during the first half of this
year.

However, this decrease in world market
growth is believed to be temporary and relatively
limited. Global industrial activity appears to have
picked up during the summer. The growth out-
look has improved in both the United States and
Japan. Industrial activity has also improved
somewhat in the euro area, which is Sweden's
most important export market, and the labour
market in the euro area is also gradually im-
proving. The long-awaited recovery in the euro
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area is one contributing factor to world market
growth being expected to be higher in 2006 than
this year. Slightly stronger domestic demand in
the region will boost demand for Swedish export
goods. Together with continued robust demand
from countries outside the OECD, this means
that the outlook for Swedish exports is bright
for the next few years.

Swedish world market growth is forecast to
be 5.7 per cent this year and 7.4 per cent next
year. It is then projected to be 7.1 per cent in
2007 and 6.9 per cent in 2008, which is close to
the historical average.

2.1 The euro area
Temporary downturn after temporary upswing

After a temporary recovery during the latter part
of 2003 and through to the middle of last year,
the euro area economy slowed again. The antici-
pated transition from export-led recovery to
domestically-driven growth failed to materialise.
However, the slowdown in the economy was
relatively moderate, and several indicators sug-
gest that a tentative recovery has begun during
the second half of 2005. The recovery is being
driven primarily by stronger industrial activity.
The forecast assumes that GDP in the euro area
will grow by 1.3 per cent this year and 1.8 per
cent next year. The medium-term estimates for
2007 and 2008 assume that growth in the euro
area will exceed potential growth given the high
levels of available resources.

Domestic demand still weak

The weak growth in the euro area in recent years
can be attributed largely to limited domestic
demand. Growth in household consumption has
fallen sharply since the years around the millen-
nium. Households' increased restraint can be ex-
plained by lower growth in real disposable in-
come and by a less favourable labour market
situation. However, other factors, such as the
weakening of public finances and the reform of
the pension and health care systems in the ma-
jority of member states, may also have led to un-
certainty among households which has under-
mined consumption. In 2005 rising oil prices
have also reduced the scope for consumption.



The subdued consumption growth is reflected in
low consumer confidence and a relatively high
savings ratio.

Investment growth in the euro area has been
relatively weak since 2003 compared to the
OECD area as a whole. The appreciation of the
euro and increased competition from low-wage
countries have combined with rising commodity
prices to inhibit investment. It is above all in
Germany that investment growth has been
negative. A correction of the overinvestment
made in the construction sector in connection
with reunification, together with higher real in-
terest rates than in other euro countries, has
served to erode the propensity to invest in Ger-
many.

Industry leading economic upswing

Several signs suggest a tentative recovery in the
economy towards the end of 2005. Confidence
in industry began to grow in mid-2005 after
gradually deteriorating since mid-2004. Orders
and industrial output also improved during the
summer.

Historically low real interest rates and firms'
improved financial situation, combined with
continued favourable demand from the rest of
the world, are expected to lead to accelerating
investment growth. In recent years firms have
also undertaken cost-cutting and rationalisation
programmes which have led to reduced unit la-
bour costs. An upswing in investment in ma-
chinery and equipment has already begun in
most euro countries. The upswing in investment
is expected to broaden during the autumn and
strengthen further next year. However, increas-
ingly stiff competition from low-wage countries
and high oil prices are expected to limit invest-
ment in the euro area.

Since the middle of last year exports have
been held back by dwindling global demand,
while imports have been held back by weak do-
mestic demand. Taken together this led to a
weak positive contribution to growth from net
exports last year. The appreciation of the euro
has been a hindrance to exports. The anticipated
stabilisation of the currency is expected to im-
prove the export outlook, while imports are ex-
pected to grow as consumption picks up. For-
eign trade is forecast to make a neutral
contribution to growth this year and next.
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Altogether the recovery in the economy is ex-
pected to be slow, and the GDP gap will widen
further this year.

Higher employment and lower unemployment

The weak growth in the euro area in recent years
has had a limited impact on the labour market.
The increase in the number of unemployed has
been moderate, and employment has continued
to rise. The economic slowdown's relatively mild
effect on the labour market is down to several
factors. Firms have probably misjudged the
delay in economic recovery and, despite demand
pressure easing, chosen largely to retain an
unchanged workforce in anticipation of the
economy picking up again. The majority of euro
countries have also introduced a series of labour
market reforms which have led to improvements
in the functioning of the labour market in the
euro area as a whole.

Although unemployment has grown relatively
little in recent years and has even fallen slightly
this year, households have taken a pessimistic
view of the labour market situation. This has
probably hampered consumption.

Employment growth has accelerated since the
middle of last year, and the number of unem-
ployed has fallen since spring this year. The im-
provement in the labour market is expected to
continue during the rest of this year and next
year. As the situation in the labour market im-
proves, consumer confidence is expected to
strengthen and the rate of wage growth to accel-
erate, which will support a moderate recovery in
household consumption, above all next year.

High oil prices push up inflation

High oil prices continue to push up inflation,
which was 2.0 per cent during the first half of
2005 despite weak economic growth. Underly-
ing inflationary pressure, on the other hand, has
decreased since last autumn. Core inflation (CPI
excluding energy and fresh foods) was a moder-
ate 1.6 per cent during the same period. The re-
form of the health insurance system in the
Netherlands is expected to reduce inflation in
the euro area as a whole by 0.2 percentage points
next year. Combined with the anticipated return
of oil prices to more normal levels, this is ex-
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pected to result in inflation dropping below 2
per cent next year.

2.2 The United Kingdom

Having been high during the first half of 2004,
growth in the UK economy slowed towards the
end of the year. The slowdown followed a series
of increases in the key interest rate in 2003-04 to
cool strong domestic demand. The UK econ-
omy has to some extent been a two-speed econ-
omy for a number of years, with good growth in
the service sector but weaker growth in the
manufacturing industry. The interest rate hikes
and still strong pound hit industry hard, sending
it into recession at the beginning of 2005.

Domestic demand is the main driver for
growth in the United Kingdom, and this too
slackened late last year. Consumption growth
fell due to lower growth in house prices and, as a
result, household wealth, but also due to a slight
drop in employment growth and a lower rate of
wage growth.

However, domestic demand remains relatively
strong and is expected to remain the principal
driver for the economy. Retail sales have
strengthened, which indicates continued good
consumption growth. Private investment is be-
ing stimulated by firms' healthy financial situa-
tion and high capacity utilisation. The antici-
pated improvement in the euro area economy,
which is the United Kingdom's most important
export market, is also good news for the UK
economy. GDP growth amounted to 3.2 per
cent last year and is forecast to slow to 1.9 per
cent this year before rallying slightly to 2.3 per
cent in 2006. Growth of just over 2.5 per cent is
projected for both 2007 and 2008.

2.3 The Nordic countries

GDP growth in Sweden's Nordic neighbours
was high last year due to strong domestic de-
mand. Growth is expected to be robust both this
year and next, and will continue to be driven
mainly by strong domestic demand.
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Finland

Private consumption and investment accounted
for the bulk of Finland's GDP growth in 2004.
GDP figures for the first half of this year were
weak, due primarily to flagging investment
growth. The dispute in the Finnish paper indus-
try had a negative effect on Finnish industrial
output in the second quarter this year, and in-
dustrial output was lower during the first half of
this year than during the first half of last year.
However, industrial confidence indicators
picked up during the summer after having indi-
cated falling industrial output early in the year.
The drop in GDP growth during the first half of
the year is believed to have been temporary. Ex-
cept for a temporary dip in export growth in the
paper industry due to the strike, relatively strong
export growth is forecast for this year and next.
After two years of negative contributions to
GDP growth, net exports are forecast to make a
positive contribution in 2005 and 2006. House-
hold consumption is expected to grow at a good
rate during the forecast period as a result of
continued tax cuts and increased employment.
However, fiscal policy is expected to provide less
support for household consumption than in
2003 and 2004. GDP growth is forecast to be 2.2
per cent this year and 2.7 per cent in 2006. In
2007 and 2008 GDP growth is projected to fall
to slightly below the long-term sustainable
trend.

Denmark

Private consumption and investment were also
the strongest drivers for GDP growth in Den-
mark last year. The contribution from foreign
trade was negative. As in Finland, GDP figures
at the beginning of this year were weaker than
anticipated. The slowdown in GDP growth can
be attributed to weaker domestic demand. How-
ever, retail sales statistics and consumer confi-
dence indicators suggest that the slowdown in
private consumption was temporary. House-
holds' propensity to consume was stimulated by
expansionary fiscal policy in 2003 and 2004 (see
explanatory box at the end of Chapter 6). Falling
unemployment and the continuation of the tax
freeze introduced four years ago will contribute
to continued strong consumption growth this
year. Investment growth also fell at the begin-
ning of this year, but continued low interest



rates and high corporate earnings are expected to
support good investment growth in the time
ahead. Export growth, which recovered last year,
is expected to remain favourable as a result of in-
creased demand from the euro area. GDP is
forecast to grow by 2.3 per cent this year and 2.2
per cent in 2006. It is then projected to grow in
line with the potential growth rate in 2007 and
2008, which is slightly lower than the levels fore-
cast for 2005 and 2006.

Norway

The Norwegian economy has profited from high
oil prices, which have led to very strong invest-
ment growth in the oil sector. Meanwhile private
consumption has been stimulated by expansion-
ary fiscal and monetary policy. Continued
strong growth in disposable income and good
investment growth in both the oil and housing
sectors are anticipated during the forecast pe-
riod. Thus domestic demand is again expected to
make a dominant contribution to continued
good GDP growth during the forecast period.
Export growth has been modest, and strong
domestic demand has led to very high import
growth. The contribution from net exports to
GDP growth was negative last year and is ex-
pected to remain so this year. GDP is forecast to
grow by 3.1 per cent this year and 2.9 per cent in
2006, and is then projected to grow in line with
the long-term sustainable trend in 2007 and
2008, which is around 3 per cent.

2.4 The United States

Stable growth in the US economy

The US economy grew at a rapid rate last year,
with GDP growth of 4.2 per cent. This good
growth continued during the first half of this
year, and forward-looking indicators suggest
stable growth in the time ahead. US GDP is ex-
pected to grow slightly more quickly than po-
tential growth this year. The rate of growth will
then drop gradually towards potential GDP
through to 2007 and 2008. GDP is forecast to
grow by 3.6 per cent this year and 3.4 per cent
next year.
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Continued strong domestic demand

It has long been domestic demand — above all
household consumption - that has driven
growth in the United States. Consumption is
being boosted by the improvement seen in the
labour market, with good employment growth
and strong income growth. Low interest rates
have also stimulated consumption and contrib-
uted to rising asset prices, in particular house
prices. Consumption is expected to continue to
grow at a good rate during the forecast period
but to slow slightly as monetary policy is tight-
ened and households choose to step up their
saving. High energy prices are also expected to
put a slight damper on households' propensity to
consume. However, wages are expected to grow
more quickly as the labour market tightens,
which will boost consumption.

Private investment is another important driver
for growth in the US economy. Investment has
grown rapidly in the last two years, and the
positive trend continued in the first half of this
year. Investment too has been stimulated by the
low interest rate situation, but above all by firms'
healthy finances and good earnings growth.
Continued positive earnings growth, combined
with rising capacity utilisation, is expected to
lead to investment growth remaining favourable
in the time ahead. The Federal Reserve's gradual
tightening of monetary policy is expected to
slow investment growth slightly, but overall
continued positive growth in domestic demand
is anticipated in the United States during the
forecast period.

Diagram 2.1 Industrial production and PMI in
manufacturing industry
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The destruction in the wake of Hurricane
Katrina at the end of August and its effects on
energy prices have increased uncertainty about
economic developments in the near future. At
the same time the underlying trend is mainly
positive. For example, there are clear signs of
stronger Industrial activity. Growth in
industrial output slowed in the last year but
has now picked up. The same applies to
confidence in the manufacturing industry (see
Diagram 2.1 above).

Inflation was very subdued in 2003 but rose
steadily last year, partly in line with the slower
productivity growth. Inflation continued to rise
at the beginning of this year but has slowed
slightly in recent months despite record-high oil
prices. However, inflationary pressure is ex-
pected to remain relatively high this year as a re-
sult of high energy prices, rising resource utilisa-
tion and increased unit labour costs due to the
increasingly tight labour market. In 2006 infla-
tion is expected to fall as monetary policy is
tightened further and oil prices fall back.

Activity in the property market

Besides the global risks mentioned at the start,
such as high energy prices, falling property
prices pose a threat to economic developments
in the United States. House prices have grown
considerably in much of the country, and a sharp
drop in property prices — as a result of higher
interest rates, for example — could have a nega-
tive effect on, above all, household consumption.
However, property prices will probably slow in a
controlled manner as monetary policy is tight-
ened and mortgage interest rates rise.

2.5 Japan
Strong growth after three weak quarters

While the Japanese economy stagnated in 2004,
GDP grew by an average of 0.8 per cent quarter-
on-quarter during the first half of this year. The
recovery was stronger than anticipated, even
though the basis for more sustained growth has
gradually improved. The outlook for both the
business sector and the labour market 1is
brighter.
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GDP growth is forecast to be 1.8 per cent this
year and 1.7 per cent next year. In 2007 and 2008
the economy is projected to grow by 1.5 per
cent, which is slightly above the potential level.
Thus the GDP gap will close in 2008.

Domestic demand drives growth

The recovery in the economy is being driven by
strong domestic demand. Household consump-
tion grew by an average of 1 per cent quarter-on-
quarter in the first half of this year after stag-
nating in 2004. This is probably due to im-
provements in the labour market situation. Un-
employment began to fall in January 2003, and
employment increased in 2004. Initially it was
part-time jobs which contributed to the em-
ployment growth. Since the average part-time
wage is roughly half the average full-time wage,
income did not increase. Since the beginning of
this year employment growth has been driven by
an increase in full-time jobs. This in turn re-
sulted in rising real income and robust private
consumption growth during the first half of the
year.

Business sector investment grew by 2.2 per
cent quarter-on-quarter in the second quarter
after growing by 2.7 per cent during the first
three months of the year. At the same time new
statistics paint an optimistic picture of invest-
ment growth in the time ahead. Business confi-
dence has continued to strengthen, and firms
have stepped up their investment plans. Other
indicators too, such as the purchasing managers
index and machinery orders, have improved.
Firms' now healthy financial position, the re-
structuring of bad loans in the bank sector and
rising capacity utilisation are also paving the way
for investment growth in the slightly longer
term. Business sector investment growth is ex-
pected to be stable, albeit at a slightly lower level
than during the first half of 2005.

Recovery in foreign trade

Dwindling demand from the rest of the world,
destocking in China and reduced demand for
information and communication technology
(ICT) products led to a negative contribution to
growth from foreign trade from mid-2004.
Thanks to strong export growth, however, the
contribution to growth from net exports was



positive again during the second quarter of this
year. Foreign trade is expected to continue to
stimulate growth. Since the beginning of this
year the yen has depreciated by around 8 per
cent against the dollar. Demand from the United
States and China is expected to continue to grow
strongly, and there are also signs that demand
for ICT products has picked up again. All of
these factors are expected to favour Japan's ex-
port industry.

Deflationary pressure may be easing

Consumer prices were unchanged in 2004 after
more than five years of deflation. Due partly to
temporary effects (reduced prices for public ser-
vices), prices as measured by the CPI have fallen
again this year. However, fewer available re-
sources in the economy, rising unit labour costs
and decreasing inflation expectations mean that
prices are forecast to rise weakly in the time
ahead.

According to statements from the Bank of Ja-
pan, quantitative easing may be reduced as early
as this autumn. Thus the central bank too is ex-
pecting prices to begin to rise. According to
pricing in the market, the key interest rate will
be raised slightly next year.

Economy faces major challenges

Japan's primary budget deficit (i.e. excluding in-
terest payments on central government debt) is
just over 5 per cent of GDP and the highest in
the OECD area. An ageing population also
means increased pressure on expenditure going
forward. However, the authorities have pre-
sented a plan whereby the deficit will be brought
down by around 0.5 percentage points a year.
Increased revenue (e.g. by broadening the tax
base) and continued cuts in public expenditure
will cause fiscal policy to tighten. This budgetary
restructuring must be finely balanced so as not
to jeopardise economic recovery. The aim is to
generate a primary budget surplus by the early
2010s.
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2.6 The rest of Asia
Strong but slowing growth in the rest of Asia

Growth in Asia excluding Japan was 7.9 per cent
in 2004. This was the strongest rate of growth
since 1996 despite growth slowing during the
course of the year. The slightly lower growth has
continued this year. Demand from many indus-
trialised countries has dropped off, and demand
for ICT products, so important to this region,
has gradually slackened.

However, there are significant regional varia-
tions. Chinese GDP growth in particular has
been a pleasant surprise at 9.5 per cent year-on-
year in both the first and second quarters. Ma-
laysia and Indonesia have also continued to grow
strongly, while growth in other parts of the re-
gion has slowed. Weak export growth, combined
with dwindling domestic demand, meant that
growth in South Korea was around 3 per cent
during the first half of this year, which is well
below the authorities' growth target of around 5
per cent. There has also been a marked slow-
down in Singapore and Thailand relative to last
year.

However, new statistics suggest that activity
in the region is picking up again. Indicators and
monthly statistics also indicate that both output
and trade strengthened during the summer. This
suggests that GDP growth will speed up slightly
during the second half of this year.

The continued strong growth in China during
the first half of the year is due primarily to a sig-
nificant contribution from net exports. Favour-
able income growth has also led to household
consumption contributing more to GDP
growth. Investment growth has slowed, not least
in overheating sectors like steel, cement and
aluminium. At the same time investment growth
has accelerated in tight sectors like energy and
transport. Despite high commodity costs, infla-
tionary pressure is low. Inflation was 1.8 per cent
in July, which can be compared with just over 5
per cent a year ago. Producer prices are also ris-
ing more slowly.

Aggregate GDP growth for Asia excluding
Japan is forecast to be 7.3 per cent in 2005 before
slowing slightly to 7.1 per cent in 2006. In 2007
and 2008 GDP growth in the region is projected
to hold around 7 per cent.
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2.7 Oil prices

Concern about global capacity shortages in oil
production and refining, interruptions in oil
production and geopolitical unrest have led to
sharply rising oil prices in 2005. Recently an un-
usually active start to the hurricane season in the
south eastern United States and Hurricane
Katrina's devastating progress have pushed up
already high crude oil prices. At the beginning of
September the price of Brent crude for imme-
diate delivery was around USD 65 per barrel.

Diagram 2.3 Price of Brent crude
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The balance between global production and de-
mand has improved in 2005, leading to rapid
stockpiling of crude oil in the OECD. Accord-
ing to the latest forecasts from the International
Energy Agency (IEA), this improvement is ex-
pected to continue, assuming no unforeseen
disturbances. However, the margin between
supply and demand is still small, which makes
crude oil prices sensitive to supply disturbances.
This has helped to drive up the risk premium for
oil.

However, there are signs that demand is
growing more moderately in China, among oth-
ers, and the IEA has revised its forecast for
global demand growth in 2005 downwards since
the beginning of the year. Meanwhile the expan-
sion of production capacity is predicted to begin
to have an impact in autumn 2005. Together this
is expected to lead to the global supply situation
continuing to improve during the forecast pe-
riod, resulting in a falling risk premium.

The price of Brent crude is forecast to fall
back to USD 50 per barrel in December 2005
and USD 45 per barrel at the end of 2006.

However, there is considerable uncertainty
about future movements in oil prices. For exam-
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ple, it is still too early to assess the full conse-
quences of Hurricane Katrina's impact on US oil
production and refinery capacity. Further large
supply disturbances could push oil prices above
the forecast levels.
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The effects of high energy prices on the global
economy

High oil prices have been a source of uncertainty
about global economic developments for some
time. Although they have put a damper on the
global economy, the economy has proved rela-
tively resilient to date. One reason is that today's
oil prices are largely the result of strong eco-
nomic growth and, as a result, strong demand
for oil. Dependence on oil in the OECD area is
also much lower now than, for example, at the
time of the oil shocks of the 1970s.

In the main scenario the price of crude oil is
assumed to fall back during the autumn (see
section 2.7), but the risk of oil prices holding at a
high level has increased. Should oil prices remain
at today's high levels for a long period (as indi-
cated, for example, by pricing in the forward
market), this could have significant effects on
the global economy.

High energy prices impact on the economy in
several ways. Households cut back consumption
volumes when the scope for consumption is
limited by higher petrol and heating oil prices.
Firms' transport and other production costs in-
crease. Where producers of goods are able to
pass on these costs to consumers, this fuels in-
flation. Where firms are unable to pass on these
costs in the form of higher prices, their margins
decrease instead, which can lead to lower in-
vestment and reduced recruitment.

Higher energy prices probably result in higher
inflation, but no immediate increases in key in-
terest rates are to be expected as central banks
do not generally react to temporary changes in
energy prices. Instead a slowdown in growth due
to higher energy prices may lead to monetary
policy being more expansionary than otherwise.
However, if the high energy prices persist, they
will eventually contribute to rising core inflation,
e.g. through higher transport costs and higher
producer prices.

High energy prices and increased uncertainty
about future movements in oil prices can also
have psychological effects. Households and
firms may postpone consumption and invest-
ment decisions, which can have negative effects
on economic activity.

Normally world market prices of refined pe-
troleum products correlate closely with crude oil
prices. However, the price of petrol, for exam-
ple, has risen faster than crude oil prices in 2005
due to a global shortage of refinery capacity. The
world market price of petrol soared after Hurri-
cane Katrina, which illustrates how sensitive pet-
rol prices are to supply disturbances. Petrol price
margins are an additional risk factor over and
above the effects of continued high oil prices.

Crude oil and petrol prices in New York 2005
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3 The financial markets

Continued low global inflationary pressure bas
resulted in global bond yields remaining at very
low levels. Bond yields are forecast to rise as avail-
able resources in the economy decline. The Swedish
10-year government bond yield is estimated to be
4.15 per cent at the end of 2006. Both rising inter-
est rates and higher growth in the United States
relative to the euro area, among others, explain
why the dollar appreciated against several impor-
tant currencies during the first half of this year.
Looking ahead the dollar is expected to depreciate
again to 1.35 against the euro in December 2006.
In Sweden wvery low inflation and weak first-
quarter growth figures prompted the Riksbank to
lower the key interest rate in June. The Riksbank is
now expected to leave the key interest rate un-
changed in 2005 before raising it to 2.50 per cent
by the end of 2006. The negative interest rate dif-
ferential relative to the euro area is one reason why
the krona has depreciated against other currencies.
The krona is expected to strengthen, and the fore-
cast for the trade-weighted TCW index in Decem-
ber 2006 is 124.

3.1 International developments

Continued low interest rates

Low inflation, subdued inflation expectations
and few signs of rising inflation globally have re-
sulted in global bond yields remaining at very
low levels. Low bond yields and continued ex-
pansionary monetary policy mean that financial
conditions will continue to stimulate global eco-
nomic growth for a time.

Since June 2004 the Federal Reserve has raised
the US key interest rate by 0.25 percentage
points at each monetary policy meeting held.
These hikes, which add up to a total increase of
2.50 percentage points, have been made from a
very low initial level in the light of the US econ-
omy growing faster than potential GDP. At the
same time US employment is still growing. De-
spite the high rate of growth, inflation appears to
be under control. The key US interest rate is
currently 3.50 per cent, and further hikes are to
be expected as available resources in the US
economy decline and contribute to higher infla-
tion in the longer term. Signals and statements
from the Federal Reserve also suggest that its
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monetary policy is still believed to be stimulating
the US economy. The forecast for the US key
interest rate is 4.0 per cent at the end of 2005
and 4.5 per cent at the end of 2006, after which it
is expected to be stable.

Following weak growth in 2005 the euro area
is expected to grow more quickly in the coming
years, due partly to rising domestic demand. De-
spite relatively subdued growth in recent years,
inflation in the euro area has nevertheless been at
or above the European Central Bank (ECB) in-
flation target at times. This has prevented fur-
ther cuts in the key interest rate. Since June 2003
the refi rate has been 2.0 per cent. As the labour
market improves and available resources in the
economy decline, the ECB is expected to begin a
cautious tightening of monetary policy from the
end of 2006 to counter rising inflation in the
longer term. The forecast for the refi rate is 2.0
per cent at the end of 2005 and 2.5 per cent in
December 2006, and further hikes are antici-
pated in the ensuing years.

Diagram 3.1 Key interest rates in the United States, the
euro area and Sweden
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Despite strong global growth in 2004, inflation-
ary pressure remains low. One important expla-
nation for this low inflationary pressure is the
acceleration in productivity growth in recent
years, due partly to new technology, greater
competition and the increased importance of
growth economies for global trade. Low infla-
tion, low key interest rates and increased global
integration of the capital markets seem to have
had a major impact on pricing in the bond mar-
kets. Despite a relatively bright growth outlook,
global bond yields remain at historically very low
levels. However, there was a certain upswing in
long bond yields in both the United States and
Germany during the summer.



Although the prospects for continued low in-
flation are good, the combination of tighter
monetary policy and a decline in available re-
sources should mean that long global bond
yields will rise during the forecast period. Al-
though bond yields are expected to rise, there is
a great deal to suggest that interest rates will re-
main moderate, including in the longer term.
Although lower US budget deficits will reduce
the risk of a sharp increase in interest rates, low
private savings remain a risk factor. Nor is it
possible to rule out a faster and more far-reach-
ing reform of Chinese foreign exchange policy,
with drastically reduced demand for US gov-
ernment bonds as a result, causing US bond
yields to climb higher than anticipated. The
forecast assumes that German and US 10-year
government bond yields will rise to 3.85 and 4.60
per cent respectively in December 2005, and 4.15
and 4.90 per cent respectively in December 2006.

Diagram 3.2 10-year government bond yields in the United
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Dollar to weaken again

In 2005 the US dollar has appreciated against
other currencies, including the euro and the yen.
Important reasons for the dollar's appreciation
are a growing interest rate differential between
the United States and the euro area, and contin-
ued stable US growth. US short-term interest
rates have risen as the Federal Reserve has
gradually raised the key interest rate. At the
same time continued falls in European bond
yields have meant that the interest rate differen-
tial between Europe and the United States has
grown for both short and long maturities. The
relatively higher growth in the United States ap-
pears to have helped the inflow of capital from
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foreign investors into US portfolio assets and
direct investments to grow again after falling in
recent years. Together these factors seem to
have contributed to the dollar strengthening this
year.

This strengthening is believed to be tempo-
rary, and the dollar is expected to weaken again
during the forecast period. The US current ac-
count deficit continues to grow relative to GDP,
and so the need for foreign capital to finance
these deficits also continues to grow. To date
Asian central banks, among others, have con-
tributed to this financing by investing substantial
proportions of their growing currency reserves
in US Treasury bonds.

However, in July the Chinese central bank
announced that the previous pegging of the yuan
to the dollar would be abandoned in favour of a
more flexible link to a basket of currencies. This
is a step towards a more market-based valuation
of the yuan, and it may mean that current ac-
count surpluses in China and other Asian coun-
tries will be invested increasingly in currencies
other than the dollar.

Diagram 3.3 The US dollar against the yen and euro
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With falling official capital inflows, there is a
need for increased private capital inflows into
the United States to offset the current account
deficit and counter a substantial weakening of
the dollar. As interest rate and growth differen-
tials relative to the rest of the world narrow
during the forecast period, private capital flows
will probably not be enough. A correction of the
US current account deficit may therefore be ne-
cessitated by insufficient access to foreign sav-
ings, with a weaker dollar as a result.

The forecast assumes that the dollar will
weaken to 1.25 against the euro and 105 against

29



PROP. 2005/06:1 BILAGA 2

the yen at the end of 2005, and 1.35 against the
euro and 97 against the yen in December 2006.

Mixed performance by global stock markets

At the beginning of September most major
global stock market indices were up on the be-
ginning of the year. Thus the positive trend seen
since the first half of 2003 is continuing on the
back of sharply improved earnings in the busi-
ness sector. However, stock market perform-
ance has been more mixed in 2005. European
shares have done best, with indices rising by
between 10 and 15 per cent, while broad indices
in the United States and Japan, for example, have
fared less well, gaining around 2-3 per cent since
the beginning of the year. Although the broad
stock market indices have risen by between 50
and 80 per cent in recent years, these gains are
believed to be motivated partly by firms' strong
earnings growth. Given the low returns in the
bond market, the stock markets would appear to
be reasonably valued at present.

Diagram 3.4 Stock market developments in the United
States, the euro area and Sweden
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3.2 Developments in Sweden

Expansionary monetary policy

In June the Riksbank lowered the Swedish key
interest rate by 0.5 percentage points to a his-
torically low 1.5 per cent. This cut made it one
of the lowest in the world, and is a result of the
Riksbank expecting inflationary pressure over
the next two years to be subdued.

Although inflation has been surprisingly low
and the outlook is still subdued, an increase in
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resource utilisation in the next few years sug-
gests that the Riksbank will begin to tighten
monetary policy during the second half of 2006.
Despite this tightening, the Swedish key interest
rate is forecast to be below that of the euro area
for much of the forecast period. The forecast for
the repo rate is 1.50 per cent in December 2005
and 2.50 per cent at the end of 2006. Further
tightening of monetary policy is anticipated in
2007.

Low Swedish bond yields

Bond yields have continued to fall this year in
several euro countries, and they have fallen even
further in Sweden. At the beginning of Septem-
ber the Swedish 10-year government bond yield
dropped below 3 per cent, which means that it
has fallen by more than a percentage point since
the beginning of the year.

The sharp fall in Swedish bond yields is due
partly to very low Swedish inflation. Swedish
bond yields have also been affected by the weak
Swedish GDP figures for the first quarter and
the subdued labour market. Speculation about
growing demand for long nominal bonds has
played a role as well. This is a result of coming
new investment rules for occupational pension
and life insurance companies. The new rules in-
volve changes in the guidelines for how insurers
and pension funds are to manage and invest poli-
cyholders' assets, and how their obligations to
customers are to be valued. The new investment
rules are likely to lead to increased demand for
domestic bonds with long maturities.

Diagram 3.5 The difference between 10-year government
bond yields in Sweden and Germany
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However, the forecast assumes that Swedish
bond yields will rise during the second half of
this year and next year as available resources in
the economy decline and monetary policy is
tightened. Swedish bond yields are expected to
climb slightly more than German yields as the
key interest rate differential relative to the euro
area gradually narrows. The differential between
Swedish and German bond yields is therefore
expected to decrease during the forecast period.
The forecast for the Swedish 10-year bond yield
is 3.75 per cent in December 2005 and 4.15 per
cent in December 2006.

Undervalued krona to strengthen

Having hit its strongest level since 2000 at the
end of last year, the krona weakened during the
spring and early summer. The currencies against
which the krona depreciated include the dollar
and the euro. This weakening of the krona is
probably related to both Swedish bond yields
and the Swedish key interest rate now being
lower than those in the euro area.

The krona is expected to strengthen. Con-
tributing factors include the Swedish current ac-
count continuing to run a large surplus, and
growth being expected to be higher in Sweden
than in the euro area as a whole. In the longer
term the negative interest rate differentials rela-
tive to the euro area are also expected to disap-
pear.

Diagram 3.6 TCW index
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The strength of the dollar will impact on the
strength of the krona in the longer term. A
weaker dollar has contributed to the strength-
ening of the krona in recent years, and is ex-
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pected to do so in the future as well. The fore-
cast for the trade-weighted TCW index is 127 in
December 2005 and 124 at the end of 2006. The
krona is then expected to strengthen further in
2007.

Strong first half for Stockholm stock exchange

At the beginning of September the Stockholm
stock exchange had gained almost 20 per cent
since the beginning of the year, so outperform-
ing the majority of exchanges in comparable
countries. Strong growth in the prices of several
of the largest listed firms has contributed to the
upswing. The upswing has been underpinned by
continued good earnings growth at many firms,
which has led to the upward adjustment of
earnings expectations for this year and 2006. The
valuation of the Stockholm exchange as a whole
does not therefore appear to be worryingly high.

Continued low bond yields and a weaker
krona have contributed to the positive perform-
ance of the Stockholm stock exchange. Al-
though the krona is forecast to strengthen and
bond yields to climb, this is expected to coincide
with rising growth, especially in the euro area
and Sweden. At the same time the growth out-
look for the United States and countries in Asia
remains bright. As a result, the anticipated
movements in interest and exchange rates should
not have any major impact on pricing on the
Stockholm stock exchange; rather the prospects
of continued positive growth in share prices ap-
pear to be good.

Balance of payments financial account

The Riksbank's balance of payments statistics
reveal that Swedish and foreign investors' pur-
chases and sales of shares and interest-bearing
securities resulted in a net inflow of SEK 112.7
billion in the first half of 2005 (see Table 3.1).
The net inflow consisted solely of investments in
interest-bearing securities, whereas shares gener-
ated a net outflow. To some extent these flows
impacted on the krona; to what extent depends
on what proportion of these portfolio invest-
ments has been hedged against exchange rate
fluctuations, i.e. what proportion does not entail
the purchase and sale of Swedish kronor.

31



PROP. 2005/06:1 BILAGA 2

Table 3.1 Balance of payments

2004 2005!

A. Current account 110.8 100.3
B. Capital transfers -0.5 0.7
C. Financial balance -81.7 41.5
Direct investment —44.2 -103.5
Portfolio investment -71.8 112.7
Debt securities —43.8 113.0
Swedish -70.0 -38.7
Foreign 26.1 151.7
Equities -28.0 -0.3
Swedish -24.9 -12.3
Foreign -3.0 12.1
Financial derivatives 0.6 0.4
Other investment 62.5 38.1
Reserve assets —4.6 —-0.4
D. Net errors and omissions -52.8 -148.5

! January to June.
Source: Riksbank.

Table 3.2 Interest and exchange rate assumptions

Final entry for each year

2004 2005 2006 2007 2008

Repo rate 2.00 1.50 2.50 4.00 4.00
6-mth interest rate 2.05 2.00 2.70 4.00 4.00
5-year interest rate 3.33 3.15 3.65 4.15 4.15

10-year interest rate 3.90 3.75 4.15 4.35 4.35
Spread Swe-Ger 10 yr 0.25 -0.10 0.00 0.10 0.05

6-mth EURIBOR 2.16 200 275  3.40  4.00
TCW index 122 127 124 121 121
EUR/SEK 898 920 910 890  8.90
USD/SEK 6.70 736 674 636  6.36
EUR/USD 1.34 1.25 1.35 1.40 1.40

Source: Ministry of Finance.
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Low interest rates benefit households

Household mortgage interest rates are at histori-
cally low levels. Generally falling key and market
interest rates are the most important explana-
tion, but lower risk premiums, greater competi-
tion and increased interest in lending to house-
holds have also contributed.

Nominal Swedish bond yields have been
trending downwards since the early 1990s. For
example, since 1995 the Swedish 5-year govern-
ment bond yield has fallen from around 11 per
cent to less than 3 per cent. Today's low interest
rates in Sweden and abroad are due to several
factors, including low and stable inflation, strong
confidence in monetary policy and high global
savings due to demographical factors. At the
same time global capital markets have become
increasingly integrated. New international capi-
tal adequacy rules for credit institutions due to
be introduced in the next few years, together
with new risk assessments which paint a brighter
picture of households as a credit risk, have also
led to growing interest in lending to households.
Swedish credit institutions' interest margins have
been squeezed as a result of growing competi-
tion in the Swedish private market. Taken to-
gether, these factors have resulted in interest
rates on loans to Swedish households and firms
falling even further than global interest rates
during the same period.

Mortgage rate and difference against government bond
yield, 5 year
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Source: Reuters.

Sharply falling nominal credit interest rates have
contributed to lending to Swedish households
more than doubling in volume in the last decade
to SEK 1,464 billion* in June 2005. Despite this
strong credit expansion, with year-on-year
growth of around 10 per cent in recent years, the
cost of interest payments has fallen. At the same
time households' disposable income has in-
creased, with the result that households' interest
expenditure relative to disposable income has
halved since 1995 to less than 4 per cent. Mean-
while rising property prices and favourable
growth in the prices of financial assets have
meant that households' net wealth position re-
mains at historically high levels.

4 Source: Riksbank.
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4 Foreign trade

Last year Swedish exports benefited from a flour-
ishing global economy. However demand for
Swedish exports slowed at the end of 2004 and
during the beginning of the current year. A rela-
tively strong demand for Swedish export goods
during the period 2006-2008 is however expected
to lead to strong future growth in exports. Imports
are growing somewhat faster than exports as a re-
sult of strong domestic demand. Overall this means
a reduction in the contribution of foreign trade to
GDP growth of approximately 0.1 percentage
points this year and 0.3 percentage points next year.

Table 4.1 Exports and imports of goods and services

SEK Percentage change in volume
billion
2004 2004 2005 2006 2007 2008
Exports of
goods 899 9.8 4.2 6.3 - -
Processed
goods!? 764 9.7 41 6.5 - -
Exports of
services 279 | 13.0 4.0 5.5 - -

Total exports 1178 | 10.5 4.2 6.1 6.2 5.3

Imports of
goods 122 1.7 5.6 7.0 - -
Processed
goods!? 557 9.4 6.2 7.9 - -
Imports of
services 251 4.9 2.5 5.6 - -
Total imports 974 6.9 48 6.7 6.5 6.0

I¢lassifications according to SNI.
Sources: Statistics Sweden and Ministry of Finance.

4.1 Exports of goods

Strong growth in 2004 followed by temporary
slowdown

The very strong global economic growth last
year contributed to a growth in Swedish exports
of goods of nearly 10 per cent. The demand was
strongly weighted towards products of which
Sweden is a relatively large producer, such as
telecommunication equipment and commodi-
ties. Swedish export industries have continued to
be highly competitive, despite the strengthening
of the krona, as a result of significant improve-
ment in productivity and a lower level of wage
Increases.
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During the last quarter of 2004 and the first
quarter this year the growth in export goods
came to a halt. This was partly due to a tempo-
rary slowing of the demand in Swedish export
markets. As shown in Diagram 4.1, world mar-
ket growth slowed at the same time. It was pri-
marily exports of processed goods that showed a
marked weakening during the first quarter this
year while growth in commodities continued
strongly.

The strong growth in exports during the sec-
ond quarter this year, which was reported in the
preliminary National Accounts, points to a re-
covery. During the first half of the year, growth
in exports of goods rose by almost 4 per cent
compared with the second half of last year,
measured after seasonal adjustment. However,
during the second half of 2005, goods exports
are expected to increase at a somewhat slower
rate. The slowing of the growth in exports of
goods in the second half of the year is also
evident in indicators regarding the level of
export orders. According to the Business
Tendency Survey of the National Institute of
Economic Research (NIER), the growth in
export orders reduced significantly during the
second half of 2004 and in the beginning of
2005. Tt is primarily within the investment goods
industry that the export order level has slowed
from the very high rate during the beginning of
2004. Orders for input goods indicate a slowing
but nevertheless a continuing strong growth
level for input goods during the second half of
the year. Exports of goods are expected to grow
by 4.2 per cent this year.

Diagram 4.1 World market growth and growth in exports

Market growth

10 = Growth in exports

00 01 02 03 04 05 06 07 08

Sources: Statistics Sweden and Ministry of Finance.




Strong demand for Swedish export goods during
2006-2008

World market growth is expected to pick up in
2006. As described in section 5.1, Swedish ex-
port firms are expected to continue to be highly
competitive during 2006. The conditions for
Swedish exports next year are consequently fa-
vourable. Exports of goods are forecast to grow
by 6.3 per cent during 2006. Fewer working days
in 2006 compared with 2005 will reduce export
growth by 0.5 percentage points. Calendar ad-
justed growth in exports will consequently in-
crease to 6.8 per cent in 2006. World market
growth is even expected to be strong during
2007 and 2008 as well, providing conditions for
relatively strong export growth. Total exports
are forecast to grow by 6.2 per cent in 2007 and
5.3 per cent in 2008.

Future slowdown in export price increases

Last year the prices of commodity exports in-
creased significantly as a result of the high price
of oil and the strong demand from, for example,
China and the United States. Export prices of
processed goods fell, however, partly due to a
generally strong competitive situation and a sig-
nificant improvement in productivity in the tele-
communication equipment industry. Overall ex-
port goods prices fell somewhat last year
compared with 2003.

Swedish export firms in the investment goods
industry increased their export prices during the
first half of 2005. Rising prices for raw materials,
boosted by the weakening of the krona, have
been recovered through higher prices. Moreover
the strongly competitive situation in some sec-
tors of industry makes price increases possible
for Swedish export firms. Export prices of proc-
essed goods are expected to rise at a somewhat
slower pace during the second half of this year
and during 2006 as a result of, for example, lower
costs for input goods arising from falling com-
modity prices. Commodity prices are expected
to fall this year and next year in line with slower
growth in demand and a lower oil price.

After three years of falling prices for export
goods, Swedish export prices are expected to in-
crease by 1.2 per cent this year. Despite the
prices of Swedish export goods measured in
krona terms increasing, the weakening of the
krona means that prices measured in a common
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currency are more competitive than was the case
last year.

Export price increases are expected to slow in
2006. At the same time a strengthening of the
krona is expected, leading to prices measured in
a common currency in the export markets rising
at a faster rate. Compared with 2005 the prices
are expected to contribute to a somewhat wors-
ened competitive situation for Swedish export
firms.

4.2 Imports of goods

Slightly weaker increase in imports during the
beginning of 2005

Last year imports of goods rose by just over 7
per cent. Imports of processed goods increased
by slightly over 9 per cent while imports of
commodities showed an increase of just under 3
per cent. The relative slowdown in the Swedish
economy resulted in a somewhat weaker trend in
imports during the first half of 2005. According
to preliminary statistics from the National Ac-
counts, imports of goods were 5.3 per cent
higher than during the corresponding period of
2004. The more modest growth in imports is
probably largely attributable to the fact that
Swedish exports, which have a high import con-
tent, showed weaker growth.

The trend slowed particularly during the first
quarter of 2005 when imports of goods increased
by only 3.8 per cent compared with the corre-
sponding quarter of 2004. The low level of im-
ports of goods is largely explained by the
marked fall in imports of crude oil in compari-
son with the high level of last year. Imports of
crude oil, which comprise approximately 5 per
cent of total imports of goods, declined by
nearly 24 per cent. Imports of processed goods
also showed a more modest increase during the
first quarter. Compared with the first quarter of
2004, imports of processed goods rose by 5.7 per
cent.

There is only a preliminary report from the
National Accounts for the second quarter of
2005. According to this, imports of goods in-
creased by nearly 7 per cent compared with the
second quarter last year.
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Strong increase in imports of processed goods in
2005 and 2006

The demand for imported goods is expected to
increase in the near future. Following a pause in
growth, exports are now increasing at a favour-
able rate and which is believed will increase the
need for imports. Domestic demand will also
contribute to increased imports in 2005 and
2006. Substantial growth in investment is ex-
pected this year, particularly in machinery, and
partly realised through increased imports. Next
year will also see a marked increase in household
consumption. In addition, it is expected that the
destocking of input goods in industry seen in re-
cent years will have finished, and instead stock
levels will be rebuilt in the near future, contrib-
uting to increased imports.

It is considered therefore that there are sound
conditions for a strong increase in the growth in
imports during the forecast period. Imports of
processed goods are forecast to increase by 6.2
per cent in 2005 and 7.9 per cent in 2006. Im-
ports of commodities, which comprise nearly a
fourth of the total imports of goods, are ex-
pected to increase somewhat slower. Overall this
means that imports of goods will rise by 5.6 per
cent this year and by 7.0 per cent next year.
During the years 2007 and 2008 imports will
continue to rise at a somewhat faster rate than
exports as a result of a relatively strong growth
in household consumption expenditures. Total
imports of goods and services are calculated to
increase by 6.5 per cent in 2007 and 6.0 per cent
in 2008.

Rising import prices during 2005

According to Statistics Sweden's producer price
index, the prices of Swedish imports of goods
increased by as much as 5.5 per cent during the
first half of this year in comparison with the cor-
responding period of last year. The price increase
is largely due to rising international market
prices but also probably due to the fall in the
value of the krona during the first half of the
year. The prices of imported processed goods
increased during the period by 2.5 per cent after
a number of years when prices went down. The
increase in prices for processed goods was fairly
widely spread and affected a number of goods,
but the rise in price was relatively modest for
consumer goods.
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Commodity prices rose sharply during 2004
and the price increases continued during the first
half of 2005. Imports of crude oil and petroleum
products, which together comprise approxi-
mately 10 per cent of total imports of goods, saw
price increases of nearly 30 per cent. Prices of
steel and metals also continued to rise.

The krona is expected to strengthen some-
what in the near future. At the same time, world
prices of goods are expected to rise. Against this
background, prices of imports of processed
goods are forecast to go up by just over one per
cent per year during 2005 and 2006.

The prices of imported commodities are fore-
cast to rise by just over 12 per cent this year,
which is mostly due to the recent high price of
oil. The world market price for crude oil is how-
ever expected to fall in the near future. The price
at the end of the 2005 is assumed to reach 50
dollars per barrel and 45 dollars per barrel at the
end of 2006. The lower world market price for
oil in combination with a somewhat stronger
krona will result in commodity prices falling by
nearly 6 per cent in 2006.

Overall this means that prices of imported
goods will rise by nearly 4 per cent in 2005 fol-
lowed by some reduction in 2006.

The high price of crude oil results in Swedish
import prices being forecast to rise more than
export prices this year (See Table 4.2). This will
lead to a worsening of Sweden's terms of trade,
that is, the ratio of export prices to import
prices. The price of oil is assumed to go down
next year resulting in lower import prices and
improved terms of trade.

Table 4.2 Terms of trade

Percentage change

2004 2005 2006 2007 2008

Export prices -0.2 1.2 0.6 1.2 1.2
Import prices 0.8 3.2 -0.4 1.5 1.5
Terms of trade -1.0 -2.0 1.0 -0.3 -0.3

Sources: Statistics Sweden and Ministry of Finance.

It is difficult to assess to what extent higher im-
port prices will affect the volume of imported
goods during the forecast period. Import prices
should be related to the prices of domestically
produced goods. The latter have risen somewhat
since the end of 2001 while prices of imports
have gone down, which has contributed to the
sharp fall in the relative price of imported goods.
Even if the relative price rises during the forecast



period, the level will not be high in a historical
perspective. Moreover it is difficult to substitute
some imported goods by domestic production,
particularly in the short term. Since both firms
and consumers can to some extent bring forward
or delay imports, the volume can be affected by
price changes. Overall it is not assumed that the
volume of imports during the forecast period
will be affected by the rise in prices to any sig-
nificant extent.

4.3 Trade in services

Exports of services grew by 13.0 per cent in
2004. Merchanting, that is, the trade in goods of
Swedish firms abroad which does not cross
Swedish borders, contributed as much as 0.4
percentage points to GDP growth. Merchanting
is classified as Swedish exports of services. Im-
ports of services grew by 4.9 per cent last year
compared with 2003. The rate of increase is
largely attributable to foreign travel by Swedes
(classified under imports of services in the Na-
tional Accounts), which increased sharply. Trade
in services contributed as much as 0.8 percentage
points to GDP growth.

According to the preliminary National Ac-
counts, there was a substantial reduction in the
growth of both imports and exports of services
during the first half of this year compared with
last year. The big increase in merchanting seen in
2004 declined at the beginning of this year.

Exports of services are expected to grow at a
slower rate both this and next year than during
2004. It is primarily exports of "other business
services", including consultancy, licensing, patent
and banking services, which are expected to de-
cline in comparison with last year. To a large
extent, exports of these services follow the trend
in exports of goods. The declining global de-
mand during the beginning of the year also pro-
vides an explanation of a weaker trend in other
business services this year. Consumption by for-
eigners in Sweden, which is classified under ex-
ports of services, is on the other hand expected
to grow at a good and increasing rate in compari-
son with 2004. Growth in exports of services is
forecast to be 4.0 per cent this year and 5.5 per
cent next year.

Imports of services are also expected to grow
more slowly this year compared with last year.
Foreign travel by Swedes declined during the be-
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ginning of the present year, which is probably a
result of the tsunami disaster in Asia at the turn
of the year. Foreign travel by Swedes is expected
to rise at a favourable rate in the second half of
this year and in 2006. The accelerated growth
forecast for imports of goods in 2006 is expected
to contribute to a higher demand for imports of
corporate services. Imports of services are esti-
mated to grow by 2.5 per cent this year and by
5.6 per cent next year.

The contribution to GDP growth from trade
in services is estimated at 0.2 percentage points
this year and 0.1 percentage points in 2006.

4.4 Current account balance

The current account surplus represented 8.3 per
cent of GDP in 2004, an increase of 0.7 percent-
age points compared with 2003. This is partly
attributable to further growth in the trade bal-
ance surplus. The services balance and net in-
vestment income also made a positive contribu-
tion to the current account surplus. A
substantial improvement in productivity, strong
public finances, a high demand for exports and
an ageing population contribute to the large cur-
rent account surplus.

Table 4.3 Current account balance

SEK billion, current prices unless otherwise stated

2004 2005 2006 2007 2008

Trade balance 173 152 167 173 175

per cent of GDP 6.8 58 6.0 6.0 58
Service balance 42 45 48 49 49
Factor income 32 38 40 42 43
Current transfers -36 -36 40 —42 —A44
Current account 211 198 215 222 223

per cent of GDP 8.3 7.5 7.8 7.6 7.3
Capital transfers 1 -3 -3 —4 -4
Net lending 212 195 212 218 219

per cent of GDP 8.3 74 7.6 7.5 7.2

Sources: Statistics Sweden and Ministry of Finance.

Foreign trade's positive contribution will de-
crease this year in comparison with last year
while the contribution from net investment in-
come is estimated to rise. A larger contribution
from foreign trade is expected in 2006 than
compared with this year in addition to a con-
tinuing rise in net investment income.
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Overall the current account surplus is forecast
to represent 7.5 per cent of GDP this year and
7.8 per cent in 2006.

4.5 Gross National Income

Gross National Income (GNI) is obtained by
adding the income of Swedes abroad (measured
in current prices) to GDP and subtracting the
income of non-residents in Sweden. GNI is
used, for example, as the basis for calculating aid
to developing countries and Sweden's contribu-
tion to the EU. Since 2003 Sweden's GNI has
been higher than GDP. This is expected to con-
tinue in the future when Sweden's net financial
position relative to the rest of the world im-
proves as a result of the large current account
surplus.

Table 4.4 Gross national income (GNI)

SEK billion, current prices

2004 2005 2006 2007 2008

GDP 2546 2622 2768 2906 3039
Primary income! 30 39 41 42 43
GNI 2575 2661 2809 2948 3082

1Wages, investment income, subsidies and taxes net to the rest of the world.
Sources: Statistics Sweden and Ministry of Finance.
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World market growth and its link to Swedish export
growth

Sweden has a small, open economy which is
highly influenced by global economic trends.
This influence is felt through a number of chan-
nels, of which trade in goods and services (the
sum of exports and imports) is one of the more
important. The purpose of this explanatory box
is to describe the link between global growth and
Swedish exports, which the concept "World
Market Growth" (WMG) encapsulates.

Trade in goods and services currently
amounts to just over 85 per cent of GDP in
Sweden, compared with approximately 25 per
cent of GDP in the United States and Japan.
Foreign trade's importance has moreover in-
creased significantly during the last 20 years. In
1980 trade in goods and services in Sweden
amounted to approximately 60 per cent of GDP.
Growth in the rest of the world is consequently
very important for economic growth in Sweden
in real economic terms.

WMG reflects the demand for imports which
Swedish exporters encounter in world markets
and it is consequently an important link between
international and Swedish growth. Good growth
in the countries to which Sweden is a large ex-
porter means an increasing demand for Swedish
goods and services. The majority of Swedish ex-
ports end up in a relatively small number of
countries. Just over 70 per cent of Swedish ex-
ports go to Europe. The two most important in-
dividual export markets are Germany and the
US which represent approximately 11 per cent
each of total exports. The total for the three
Nordic countries amounts to just over 20 per
cent of total exports. Exports to countries out-
side of Europe or the US only represent 18 per
cent. From the perspective of Swedish exports, it
is consequently more important, in the short run
at any rate, that the euro area, the US and the
Nordic countries show good growth as opposed
to fast growth in Asia and Latin America. In the
longer term however, the growth economies are
expected to become of increasing importance.
The geographical distribution of exports explains
why the Ministry of Finance focuses mostly on
growth in Europe and the United States in terms
of international forecasts.

WMG at a given moment in time is estimated
in the following way: for each country (or re-
gion) which imports goods from Sweden, the

country's (or region's) total growth in imports in
fixed price terms is multiplied by the share of
Swedish exports which go to the country or re-
gion in question. The total of these two products
is WMG. Since a relatively large share of Swedish
exports goes to the United States, for example,
WMG is affected more by strong import growth
there than by strong import growth in Australia,
for example.

In order to improve the value of WMG in
forecasting, the Ministry of Finance has devel-
oped import forecast models for the most im-
portant export countries (the United States,
Germany, France, Italy, Great Britain, Denmark,
Norway and Finland) as support information in
the analysis. The models are based on growth
forecasts which the Ministry of Finance makes
on these countries in real economic terms.

At the moment the import models cover just
over 60 per cent of the total export market. For
the remaining 40 per cent, external forecasts are
used in combination with internal estimates.

Diagram B.1 WMG and Swedish exports 1994-2005
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The above diagram shows WMG and Swedish
export growth over a ten-year period and illus-
trates the significance of WMG in the export
forecasts. There is good agreement between the
two and there is a clear, long-term relationship
between the variables. There are periodic devia-
tions: exchange rate effects, changed market
shares and the composition of exports (in rela-
tion to demand) are three factors which can ex-
plain why WMG and Swedish exports can show
different trends in the short term. In addition,
growth in exports is usually higher than WMG
during an economic upturn but lower in a
downturn. That aside, WMG is one of the most
important determinants for Swedish exports.
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5 Business sector output

This year, production growth in the business sector
will slow. Growth in industry will slow as a conse-
quence of the weaker global economy. In the near
future, domestic demand is expected to increasingly
fuel growth, resulting in a higher level of produc-
tion growth in the service sector and construction
industry. Next year, industrial activity is forecast to
pick up slightly compared with 2005 thanks to a
more favourable global economy. Production
growth in the service sector is also likely to be
higher in 2005 as domestic demand continues to
strengthen. Owverall business sector output is esti-
mated to increase by 3.0 per cent in 2005 and 3.4
per cent in 2006.

Output expected to slow

Industry accounted for the strongest growth in
the business sector last year. The global econ-
omy was healthy, which improved the situation
for export firms. This year and next, however,
production growth in industry is expected to fall
off compared with 2004 as a consequence of a
lower level of demand in important export mar-
kets.

For the service sector, the outlook is relatively
bright. Rising private consumption is contrib-
uting to growing trade and the private service
sector is benefiting from industrial firms' profit
growth and high level of investment. Therefore,
production growth in the service sector is fore-
cast to grow this year and next.

In the construction industry, the future looks
bright, particularly for firms in residential con-
struction. Residential construction growth is ex-
pected to continue this year and in 2006, which
will substantially boost overall output in the
construction industry.

The lower level of growth in industry will
check overall growth in the business sector but
will be offset by a favourable rate of growth in
the service sector and the construction industry.
Total business sector output is estimated to rise
by 3.0 per cent in 2005 and 3.4 per cent in 2006.
Subsequently, growth in the business sector will
level off as the GDP gap gradually closes. In
2007 and 2008, production growth is forecast at
3.3 per cent and 2.9 per cent respectively.

This year and next, productivity growth will
slow in industry and the service sector. Business
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sector productivity should rise overall by 2.2 per
cent in 2005 and 2.6 per cent in 2006.

Table 5.1 Business sector output

SEK billion | Percentage change in volume

2004! 2004 2005 2006
Agriculture, forestry,
fisheries 41 1.2 -0.4 1.0
Industry 474 9.4 3.2 4.6
Electricity, gas,
heating 64 3.2 2.1 1.4
Construction 102 3.6 1.5 6.0
Services 1083 2.2 2.6 2.8
Total husiness sector? 1764 4.1 3.0 34

'Current prices.
%Excluding FISIM.
Sources: Statistics Sweden and Ministry of Finance.

5.1 Industry
High production growth last year

Last year, industrial output picked up by 9.4 per
cent, which was the strongest rate of growth
since 1995. The very strong growth of last year
can be largely explained by the production
growth of export-oriented industrial firms. The
inflow of new orders from export markets was
very promising in early 2004 because of the
strong global economy.

The increase in output in the investment
goods industry was particularly marked, includ-
ing motor vehicles and telecommunication
equipment, where the growth approached 22 per
cent last year. The investment goods industry
accounts for some 35 per cent of industry's value
added. In the intermediate goods industry,
which accounts for around 39 per cent of indus-
try's value added, output rose by more than 5 per
cent.

Output slowed in late 2004

In late 2004, demand dropped for many export-
oriented industrial firms. The growth in orders
received from export markets slowed as the
global economy entered a calmer phase. In early
2005, this slowing trend in orders received con-
tinued. As a consequence, industrial output lev-
elled off considerably during the first six months
of 2005 compared with the same period last year.



The fact that the outlook for industrial firms has
deteriorated and that output slowed in early
2005 compared with 2004 is confirmed by the
National Institute of Economic Research's Busi-
ness Tendency Survey.

The Business Tendency Survey is an impor-
tant indicator of economic developments. On
the other hand, it is difficult to use the forward-
looking indicators in the Business Tendency
Survey to accurately estimate the inflow of new
orders and production growth, etc. According to
the confidence indicator in the Survey, industrial
activity stabilised during the summer. Also, out-
put is still rising but at a lower rate in relation to
late 2004 (see Diagram 5.1), and according to the
forward-looking indicator, output is increasingly
expected to pick up rather than drop in the third
quarter.

Diagram 5.1 Production volume according to the Business
Tendency Survey
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Favourable prospects for production growth

One important prerequisite if Swedish industry
is to be able to boost output in pace with de-
mand is its competitiveness. Industry's relative
unit labour cost, measured in a national and
common currency, is one tool for analysing in-
dustry competitiveness in relation to competitor
countries.

Industry's relative unit labour cost measured
in national currency, ie. the cost of labour to
produce one unit of a good in Sweden in relation
to competitor countries without adjusting for
exchange rate effects, rose sharply in the 1980s.
Since the early 1990s, the relative unit labour
cost in national currency has gradually declined,
and was in 2004 lower than in the early 1980s.
The reason for this is the relatively high produc-
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tivity growth in relation to Sweden's competitor
countries, which has offset the rising cost of la-
bour.

The relative unit labour cost in a common
currency, i.e. the cost of labour to produce one
unit of a good in Sweden in relation to com-
petitor countries while adjusting for exchange
rate effects, has dropped even more. This is be-
cause the Swedish krona depreciated gradually in
the 1980s and 1990s.

Diagram 5.2 Industry's unit labour costs in Sweden com-
pared with 11 OECD countries
Index 1980=100
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Sources: NIER, Statistics Sweden and Ministry of Finance.

This year and next, the development of the rela-
tive unit labour cost in a common currency will
be favourable. In other words, Swedish industry
appears to remain competitive from a historical
perspective.

Production growth to slow

Developments in industry in the next few years
will be largely dependent on the inflow of new
orders from export markets. Sweden has a small
and open economy that is dependent on devel-
opments in the rest of the world.

The prospects for an increased number of or-
ders from export markets appear to be relatively
favourable. The economies of Sweden's most
crucial export countries are likely to recover
from late 2005 through 2006, giving export firms
good opportunities to boost output in the near
future. The global economy is, however, less
healthy than it was in 2004. Also, the demand
from Sweden's most important export countries
is not expected to be as high as during 2004, thus
restraining an increase in production.

Growth in the crucial Swedish motor vehicle
and telecommunication equipment industries
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will be slower in relation to 2004. In 2004, the
demand for telecommunication equipment rose
significantly as a result of a low level of invest-
ment in the telecommunications sector in 2001
and 2002. In 2005, investment growth in the
telecommunications sector is forecast to return
to more normal levels, which will also have an
impact on output. Production growth will also
slow in the automotive industry in 2005 and
2006 as a consequence of weaker demand from
the euro area.

All in all, industrial output is estimated to rise
by 3.2 per cent in 2005 and by 4.6 per cent in
2006.

Productivity growth remains high

Industrial productivity increased by 9.3 per cent
in 2004. The scope for higher industrial produc-
tivity is expected to remain considerable for the
time being. Average hours worked are therefore
expected to continue their downward trend.
This year and next, however, industrial produc-
tivity growth will slow as a result of lower pro-
duction growth compared with last year. Indus-
trial productivity is estimated to rise by 4.7 per
cent in 2005 and 6.2 per cent in 2006.

Diagram 5.3 Productivity growth in industry
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Sources: Statistics Sweden and Ministry of Finance.

Rising profit shares

Last year, productivity growth in industry was at
a very high level. This boosted industry profit
shares despite the fact that Swedish export prices
for processed goods fell and the cost of raw ma-
terials rose.

This year and in 2006, profit shares are ex-
pected to continue rising. Productivity growth
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will remain high, giving continued favourable
margins in relation to firms' costs for wages and
input goods. Wage growth will remain subdued.
The demand for industrial goods is also assessed
as relatively strong, enabling Swedish industrial
firms to adjust prices without losing market
shares.

5.2 The construction industry

Residential construction boosting construction
activity

Swedish construction activity picked up last year
and overall building and construction investment
rose by 3.8 per cent. This growth was under-
pinned by a sharp increase in housing investment
amounting to 16.1 per cent (see Table 5.2).

The construction industry's optimism is un-
usually marked. The NIER's Business Tendency
Survey indicates a large inflow of new orders and
expectations in the construction market for the
year ahead are high. The number of new housing
starts is expected to rise both this year and in
2006 (see section 10.3). Building and construc-
tion investment in the manufacturing industry
has, however, dropped in the past few years, and
Statistics Sweden's investment survey suggests
that this trend will continue. Generally in the
business sector, this is offset to some extent by
the level of building and construction invest-
ment in the energy sector, which is forecast to
pick up this year and next (see section 10.1). Ac-
cording to preliminary outcomes from Statistics
Sweden, municipal building and construction in-
vestment showed substantial growth during the
first six months of 2005. Strengthened local gov-
ernment finances will help sustain the favourable
developments during the forecast period. Cen-
tral government building and construction in-
vestment dropped between January and June
this year compared with the corresponding pe-
riod last year. The infrastructure investments are
expected to soon lead to a recovery, and in 2006,
central government building and construction
investment is expected to pick up considerably.

Taken together, total building and construc-
tion investment is estimated to increase by 6.1
per cent this year and 6.4 per cent in 2006. This
growth will lead to output in the construction
industry rising by 7.5 per cent in 2005 and 6.0
per cent in 2006.



Table 5.2 Construction volume

SEK billion | Percentage change in volume
2004 2003 2004 2005 2006
Business sector 63 -59 =53 -0.6 4.2
Authorities 50 -2.0 2.1 3.6 4.3
Housing 64 5.5 16.1 14.5 9.7
Total 176 -1.2 3.8 6.1 6.4
'Current prices.

Sources: Statistics Sweden and Ministry of Finance.

5.3 The service sector
Growth modest last year

The strongest production growth was seen in
the service sector last year at 4.1 per cent. The
growth was also relatively high compared with
2003 in corporate services (rental firms, com-
puter consultants, other business services) and
other services (hotels and restaurants, transport,
storage and communication firms). Weak
growth in other parts of the service sector meant
that production growth in the sector as a whole
amounted to only 2.2 per cent in 2004. The
growth last year was thus on a par with that of
2003, but significantly lower than average
growth in the late 1990s.

The largest sector of private services is trade,
followed by corporate and other services (see
Table 5.3). Much of the output of the service
sector is related to one- and two-family houses
and real estate services. In these areas, produc-
tion growth has been weak for many years now,
whereas the growth in trade and corporate and
other services has been higher.

Table 5.3 Value added and share of the service sector in
2004

Value added output Percentage share
2004, SEK billion 2004
Trade 234 21.6
Corporate services 218 20.1
Other services 200 18.4
Real estate 127 11.8
One- and two-family
houses 116 10.7
Personal service 107 9.9
Financial intermediation 81 1.5
Total service sector 1083 100

Sources: Statistics Sweden.
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Higher growth this year and next

Also in 2005 and 2006, the main contributions
to the higher level of growth in the service sector
will come from trade and corporate and other
services. The retail trade will continue to benefit
from the rising level of consumption growth
from households. As in 2004, the demand in the
durable goods trade will show the strongest
growth. Industry demand for consultants in
corporate services is likely to continue rising due
to good industry profitability and rising invest-
ment. Other types of services will benefit from
rising household consumption and industrial
firms' favourable financial situation.

The fact that the demand situation is relatively
satisfactory in certain areas of the service sector
has also been confirmed by the NIER's Business
Tendency Survey. In the retail trade, firms are
looking forward to continued sales growth. In
corporate services, most of the firms surveyed
stated that the volume of assignments would in-
crease. The Business Tendency Survey never-
theless indicates that the growth in the volume
of assignments will drop in the near future. This
is also indicated by the slowing production
growth in industry. Overall production growth
in the service sector is forecast at 2.6 per cent in
2005 and 2.8 per cent in 2006.

Productivity growth to slow

In 2004, productivity growth in the service sec-
tor came to 1.5 per cent, which can be compared
with 2003, when the figure was 3.5 per cent. The
service sector is labour-intensive, so when out-
put rises, there is not the same scope for im-
proved productivity as there is in industry. Aver-
age hours worked are thus forecast to rise,
slowing productivity growth somewhat. Pro-
ductivity growth in the service sector is esti-
mated at 1.4 per cent in 2005 and 1.2 per cent in
2006.
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6 Labour market

The labour market remained subdued during the
first half of 2005, but is expected to pick up
gradually during the second half of the year and
next year. In 2006, employment and the number of
hours worked are forecast to increase in both the
business sector and the general government sector.
Open unemployment is estimated at 4.8 per cent
next year.

Continued weak employment growth during first
half of 2005

During the first half of 2005, the labour market
remained weak. Employment was largely un-
changed compared with the previous half year
and open unemployment rose. However, the
outcome for the second quarter should be inter-
preted with caution, due to the harmonisation of
the Labour Force Survey implemented in April
(see the explanatory box on the next page).

Table 6.1 Selected labour market statistics

Percentage change unless otherwise stated

2004 2005 2006 2007 2008

GDP 3.6 24 3.1

Productivity 2.8 2.0 2.0

Hours worked 0.9 0.4 1.1

Average hours worked 1.3 0.3 0.2
Calendar-adjusted

GDP 3.1 24 3.4 2.8 2.2
Productivity 2.9 2.0 1.8 2.0 2.1
Hours worked -0.2 0.4 1.6 0.7 0.2
Average hours worked 0.3 0.3 0.3 0.0 0.0
Employed -0.5 0.1 1.3 0.7 0.2
Regular employment

rate'? 712 766 766 7710 77.2
Labour force 0.2 0.1 0.1 0.3 0.2
Open unemployment?®® 5.9 5.9 4.8 4.4 4.4
Labour market policy

programmes’* 2.4 2.7 3.6 3.3 2.7

" The number of employed aged 20-64, excluding those employed in labour market
policy programmes, as a percentage of the population.

?Percentage of labour force.

¥ According to the Labour Force Survey after the harmonisation of statistics in
2005.

* The programmes included in this term are those reported by the National Labour
Market Board as labour market policy programmes.

Sources: Statistics Sweden, National Labour Market Board and Ministry of
Finance.
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Employment growth differed relatively substan-
tially between sectors. Employment rose sharply
in the construction sector as a result of stronger
construction activity, while employment contin-
ued to decline in industry. Employment rose in
the private service sector. Employment also rose
in the central government sector, while it de-
clined slightly in the local government sector.

Number of hours worked rose during second quarter

Following a continuous decline over a three-year
period, the number of hours worked rose during
the second quarter of 2005 according to the pre-
liminary National Accounts.> The number of
hours worked rose in the construction and ser-
vice sectors, while it declined in industry and the
general government sector.

GDP growth and growth in the number of
hours worked tend to be correlated over time
(see Diagram 6.1). The high productivity growth
of the past 10 years is reflected in the larger gap
between the two curves in the diagram during
this period.

Diagram 6.1 Hours worked and GDP
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Sources: Statistics Sweden and Ministry of Finance.

During the second quarter of 2005, the rate of
productivity growth slowed, which meant that
the increase in the number of hours worked
accounted for much of the increase in GDP. The
increase in the number of hours worked is
explained by a substantial increase in average
hours worked in the majority of sectors, while
employment remained largely unchanged.

3 The figures in this section refers to calendar-adjusted data.
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Harmonisation of the Labour Force Survey

The Labour Force Survey (LFS) is carried out
each month by Statistics Sweden in order to
gather information on developments in the la-
bour market. The survey is based on telephone
interviews with approximately 20,000 people of
working age.

To improve harmonisation with labour force
surveys in other EU countries, the Swedish LFS
has undergone major changes. The changes in-
clude a new interview form, a new coding proce-
dure and changes in definitions. The new survey
came into effect in April 2005. All the changes
may be expected to have an impact on the out-
come for several central variables in the LFS, in-
cluding the number of people in the labour force
and the number of people in employment.

Important changes in definitions

The two most important changes in definitions
concern employment and unemployment.

Unlike previously, people registered in Swe-
den but working abroad are now counted as em-
ployed. According to the LFS, this category to-
talled 29,000 people in 2004. This group was not
counted as part of the labour force before.

Unemployed refers to people without work
but who could work and have actively searched
for work during the reference week. Previously
there was also an explicitly requirement that the
person wanted to work.

Uncertain effects from harmonisation

Estimates by Statistics Sweden based on parallel
surveys in the fourth quarter of 2004 and the
first quarter of 20057 indicate few statistically
significant differences between the new and old
LFS. One significant result of the estimates is,
however, that the number of people in the la-
bour force is higher in the new survey. At the
same time, no effects on the number of people in

© The requirement of wanting to work was introduced in 1987. Statistics
Sweden’s assessment is that the introduction of this condition led to a 16
per cent reduction in the number of unemployed, which was equivalent
to 0.5 per cent of the labour force.

7 In the fourth quarter of 2004, 80 per cent of the sample responded to

the old form and 20 per cent to the new one. In the first quarter of 2005,
70 per cent responded to the old form and 30 per cent to the new one.

employment were measured. As a result, unem-
ployment is larger in the new LFS. Unemploy-
ment is estimated by Statistics Sweden to be 0.3
to 0.5 percentage points higher. Further, the
measured number of overtime hours worked has
risen as a result of the harmonisation.

When the LFS figures for June and July were
published, it became apparent that the changed
survey had resulted in a relatively large effect on
the unemployment level. The reason was that
the number of unemployed young people rose
sharply compared with previous years. The cause
of the higher youth unemployment measured is
that in accordance with the new LFS, someone
who has found a job to be taken up within three
months, but who can work on the survey date, is
to be reported as unemployed.® Since Statistics
Sweden only carried out parallel surveys for the
fourth and first quarters, this means that the
differences between the old and new LFS may be
larger than previous estimates have shown. Sta-
tistics Sweden does not intend to publish linked
series for certain central variables, which aim to
facilitate comparisons over time, until late 2005.
Overall, the harmonisation involves continued
considerable uncertainty with regard to compa-
rability between outcomes as from April 2005
and previous outcomes.

LFS not fully harmonised with other EU surveys

Even after the harmonisation, certain differences
remain between Sweden’s unemployment figures
and those of other countries, making interna-
tional comparisons difficult. The Swedish meas-
ure of unemployment does not include, for ex-
ample, full-time students who have looked for
work, unlike that of the majority of other coun-
tries. If this category is included, unemployment
was 6.6 per cent last year, which may be com-
pared with the official national definition before
the harmonisation of 5.5 per cent. Another dif-
ference is that the statistics published by the EU
refer to the 15-74 age group, while Swedish na-
tional statistics refer to the 16-64 age group. In
accordance with the EU’s measure, unemploy-
ment in Sweden was 6.3 per cent last year.

8 This limit was previously one month. Individuals who have found a job
to be taken up after this time limit are not included in the labour force.
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Indicators have strengthened over past year

Short-term labour market indicators improved,
on the whole, during the first half of 2005.
However, the indicators suggest that the differ-
ence in employment growth between sectors
during the first half of the year is likely to con-
tinue for some time.

The total number of newly reported vacancies
has risen since the middle of last year and the
number of redundancy notices has declined (see
Diagram 6.2). Historically, employment is rela-
tively closely correlated with newly reported
vacancies, subject to a time lag of approximately
three quarters.

Both the number of newly reported vacancies
and expectations regarding the number of
employed are increasing in the construction and
service sectors, while expectations in industry
remain subdued according to the National
Institute of Economic Research (NIER) Busi-
ness Tendency Survey. The proportion of firms
reporting a manpower shortage is still low,
although the proportion has increased in the
construction sector and business services.

Diagram 6.2 Vacancies and redundancy notices
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Number of programme participants to rise sharply
in 2006

The number of participants in labour market
policy programmes is estimated at 121,000 this
year, measured as an annual average. Sabbatical
year places are estimated to account for around
two-thirds of the increase of 15,000 people,
compared with the previous year. Just over 40
per cent of the sabbatical year places have so far
been allocated to people in prioritised groups
(those registered as unemployed for more than
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two years, those with occupational disabilities
and those born abroad).

In 2006, the number of programme partici-
pants is forecast to increase by a further 40,500
as a result of the measures announced by the
government in this Government Budget Bill.?
Approximately three-quarters of these are
counted as being in employment, while the
remainder are counted as undergoing schooling
and training, i.e. outside the labour force (see

Table 6.2).
Table 6.2 Participants in labour market policy programmes

Thousands, yearly average

2004 2005 2006

Employed 26 44 75
Employment support 20 28 34
Business start-up grant 6 6 7
Sabbatical year initiative - 10 14
“Bonus jobs” - - 15
Education initiative - - 5

In education and training 80 77 87
Labour market training 22 20 19
Work experience 14 14 19
Youth apprenticeships - - 3
Graduate work experience in small
businesses - - 4
Other! 44 43 42

Total 106 121 162

Vocational guidance and employment service activities, municipal youth pro-
gramme, development guarantee for young people, vocational rehabilitation etc.
Source: National Labour Market Board and Ministry of Finance.

Employment to rise in the near future

The increase in the number of hours worked
during the second quarter of the year and the
positive development of several indicators sug-
gest that employment will begin to rise during
the second half of 2005.

In 2006, strong growth in domestic demand
and a lower rate of productivity growth are
expected to contribute to a rise in the demand
for labour. Moreover the measures announced
by the government will result in an increase in
employment (see the section above). As a result
of the suppression of regular employment, the
number of people in employment is, however,

9 In addition, there is a proposal to take on over 3,000 people in the
central government sector.



estimated to be less than the number of people
covered by these measures.

Employees on sabbatical leave or with bonus
jobs, or replacing someone on training leave, and
those receiving employment support or a
business start-up grant are counted as being in
employment, but not in regular employment.

The expansion of these programmes in 2005
and 2006 means that the number of people in
regular employment will develop more slowly
than the number of people in employment. In
2006, the regular employment rate is estimated
at 76.6 per cent.

Historically, there is a clear positive correla-
tion between sickness absence and employment
(see Diagram 6.3). Periods of rising sickness
absence coincide with increasing employment
and vice versa. Despite rising employment, sick-
ness absence is, however, expected to continue
declining during the forecast period. This is
expected to restrain the increase in employment
somewhat, since both those on sick leave and
their temporary replacements are counted as
being in employment in the statistics. A decline
in sickness absence can consequently have a
negative impact on employment growth in the
short term since the need for temporary re-
placements declines.

Overall, employment is estimated to rise by
0.1 per cent in 2005 and 1.3 per cent in 2006. The
number of people in employment will conse-
quently rise by approximately 60,000 during the
forecast period.

Diagram 6.3 Employed and on sick leave
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Business sector

Around 35 per cent of the increase in employ-
ment in 2006 is forecast to be in the business
sector. The construction and service sectors are
expected to boost employment, while employ-
ment will continue declining in industry.

Continued favourable construction activity is
forecast to lead to employment in the construc-
tion sector rising by approximately 3 per cent
per year during the forecast period. According
to NIER’s Business Tendency Survey for the
second quarter of 2005, the inflow of orders and
expectations are on a par with the favourable
construction activity around the millennium.
Employment is, however, expected to grow
somewhat more slowly than during those years.
This is partly due to the sector already having
started to show signs of the beginnings of a
labour shortage during the first half of 2005.

Employment growth in the service sector is
not expected to be quite as strong as in the con-
struction sector (measured as a percentage), but
its contribution, measured by the number of
people in employment, is expected to be larger
due to the size of the service sector. However,
employment growth differs relatively substan-
tially between different service sectors. Accord-
ing to the NIER’s Business Tendency Survey,
transport and business services, hotels and res-
taurants show positive growth and confidence in
the future, while large sections of trade continue
to reduce the number of employees. However,
the proportion of firms in trade stating that they
intend to reduce staff has declined during the
year.

The very favourable industrial activity in 2004
did not lead to any increased employment in
industry. During the first half of 2005, industrial
output slowed and employment is expected to
decline during the forecast period despite con-
tinued high capacity utilisation and high invest-
ment.

General government sector

Employment in the local government sector fell
by approximately 9,000 people in 2004.1° The
preliminary outcome for the first half of 2005
shows largely unchanged employment. During
the second half of 2005, employment in the local

10 Excluding the effect of the deprivatisation of Huddinge Hospital.
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government sector is forecast to accelerate and is
estimated to rise by approximately 5,000 people
as an annual average. Good local government
finances together with the government’s pro-
posed employment measures are estimated to
result in 27,000 more employees in the local
government sector next year (see also section
11.4).

Employment in the central government sector
rose marginally in 2004 compared with the pre-
vious year. Employment is also forecast to rise
somewhat this year and by almost 3 per cent in
2006 as a result of the measures announced by
the government.

Average hours worked to rise in 2005 and 2006

Average hours worked per employee declined
continuously during the period 2000-2003.!!
The decline can probably be largely explained by
increased sick leave and falling average hours
worked per person actually in work as a result of
weak developments in the labour market.

In 2004, reduced sickness absence contributed
to a rise in average hours worked per employee,
while an increased proportion of part-time
employees had the opposite effect. Average
hours worked per person in work were
unchanged. During the first half of 2005, average
hours worked rose sharply as a result of stronger
growth in the number of hours worked than in
employment.

Positive developments in the labour market
during the forecast period are expected to result
in an increase in average hours worked, both per
employee and per person in work. Reduced
sickness absence contributes to increasing aver-
age hours worked per employee, while the sab-
batical year makes a negative contribution, since
those on sabbatical leave are counted as being in
employment. In 2005 and 2006, average hours
worked per employee are forecast to rise by 0.3
per cent per year.

1 The figures in this section refers to calendar-adjusted data.

48

Diagram 6.4 Hours worked per employed and person in work
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Weak growth in labour supply

In 2004, the labour supply increased considera-
bly more slowly than the working-age popula-
tion. The weak growth in the labour supply is
explained by the population increasing in age
groups with low participation rates, as well as by
an increase in the number of sick people outside
the labour force and the number of participants
in labour market policy training programmes.
Around three-quarters of the programme par-
ticipants took part in some form of education or
training and were therefore not included in the
labour force.

During the forecast period, the labour supply
is expected to continue growing more slowly
than the working-age population. However, the
influx into sickness and activity benefits is fore-
cast to decline. At the same time, the increased
programme volume in 2006 will result in a lower
labour supply (see Diagram 6.5).

Diagram 6.5 Labour force and employed
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Open unemployment to fall in 2006

Open unemployment rose in 2004 and averaged
5.9 per cent of the labour force. Total unem-
ployment!? averaged 8.3 per cent in 2004.

In 2005, both employment and the labour
supply are forecast to show slow growth, which
means that open unemployment will not change
compared with the previous year. Total unem-
ployment is forecast to rise as a result of the
increase in the proportion of the labour force
taking part in labour market policy programmes.

As a result of good employment growth and a
slight increase in the labour supply, open unem-
ployment is forecast to fall in 2006 (see Diagram
6.6). Measured as an annual average, open
unemployment is estimated at 5.9 per cent in
2005 and 4.8 per cent in 2006. Total unemploy-
ment is estimated at 8.6 per cent in 2005 and 8.4
per cent in 2006.

Diagram 6.6 Unemployment
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Sources: Statistics Sweden and Ministry of Finance.

Unemployment to continue falling in 2007 and
2008

The economy is expected to grow at a more
rapid rate than potential GDP in the estimate
year 2007. Employment will continue rising at a
good rate, although not as strongly as in 2006.
The labour supply will be restrained by relatively
weak demographic growth, but will increase as a
result of the reduced number of participants in
cyclical programmes. Open unemployment is
estimated to fall to 4.4 per cent, while the regular

12 Open unemployment and participants in labour market policy
programmes as a proportion of the labour force.
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employment rate for those aged 20-64 is esti-
mated to rise to 77.0 per cent.

In 2008, GDP is forecast to grow largely at
the same rate as potential GDP. Employment is
expected to pick up only slightly while the num-
ber of participants in cyclical programmes will
fall sharply. Open unemployment is estimated at
4.4 per cent, while the regular employment rate
for those aged 20-64 is estimated to rise some-
what to 77.2 per cent.
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Danish package to stimulate employment

The Danish economy experienced weak growth
between 2001 and 2003, with average GDP
growth of 0.6 per cent per year. Household
consumption rose on average by only 0.8 per
cent per year. The slowdown in the economy led
to rising unemployment and  subdued
employment growth.

The negative trend in the Danish economy
was, however, broken in mid-2003. The
strengthening of the global economy led to an
increase in  Danish exports. Household
consumption was stimulated by rising prices in
the housing market and historically low interest
rates. Moreover the housing loan regulations
were changed, making it cheaper for households
to borrow.

Despite several signs indicating that economic
activity would turn upwards in the second half
of 2003, the Danish government decided in the
spring of 2003 to implement income tax relief to
stimulate employment and the labour supply.
Although the decision on reduced income tax
did not come into force until 2004, consumer
confidence and consumption turned upwards in
mid-2003. However, the economic upturn in the
Danish economy had not led to increased
employment by the end of 2003 and
unemployment continued to rise. In order to
strengthen the economic upturn and thus
improve the situation in the labour market, the
government presented a stimulus package at the
beginning of 2004. The package consisted of
further income tax cuts in addition to the tax
relief previously decided on, as well as increased
training initiatives for the unemployed. The
measures were in line with the government’s
previous policy of focusing on reduced taxes,
reduced general government expenditure and
healthy public finances.

Consumption stimulus contributed to job creation

The stimulus package mainly aimed to
encourage household consumption through
reduced income tax. The package meant that the
income tax cuts, which the government had
previously intended to phase in over a four-year
period, were implemented already in 2004. The

compulsory pension contribution'?, which
amounts to 1per cent of gross wages, was
abolished during the period 2004-2005.
Moreover general government sector investment
and initiatives in the care sector were brought
forward. In addition, subsidies for residential
construction were increased. The package also
included measures to improve matching in the
labour market, such as training and retraining
Initiatives.

Overall, the stimulus package resulted in
household disposable income rising by DKK
9 billion, which is equivalent to an increase of
just over 1 per cent. The package contributed to
a sharp increase in household consumption. The
effect was probably strengthened by pent-up
consumption demand among households
following several years of very restrained
consumption. In 2004, Danish households’ real
disposable income increased by 3.2 per cent,
while consumption rose by a full 3.9 per cent.

Unemployment was 5.6 per cent in 2003, but
has gradually fallen since the beginning of 2004.
Unemployment was 5.4 per cent last year and is
forecast to fall further over the next two years
according to the Danish Ministry of Finance. In
2006, unemployment is estimated at 4.4 per cent,
which is considered to be in line with
equilibrium unemployment. Employment has
risen particularly in the service sector, which has
benefited from the strong consumption growth.
New jobs have also been created in the
construction sector as a result of low interest
rates and rising property prices.

According to the Danish Ministry of
Finance’s assessment, the package contributed
to unemployment falling by around 12,000
people in 2004, which is equivalent to 0.5 per
cent of the labour force. Employment had risen
by 6,000 people towards the end of 2004, while
6,000 more people took part in training
initiatives. This year, the stimulus package is
estimated to contribute to unemployment falling
by a further 12,500 people and employment
rising by 8,000 people. The number of
participants in training initiatives is forecast to
rise by just over 4,500 people in 2005. The
package is estimated to have contributed 0.3
percentage points to GDP growth in 2004 and is

13 A special pension fund was created in the late 1990s to reduce
consumption and increase saving.
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forecast to contribute 0.1 percentage points in
2005. GDP increased by 2.1 per cent in 2004 and
is forecast to rise by 2.4 per cent this year
according to the Danish Ministry of Finance.

The Swedish employment package

In Sweden, economic activity picked up in the
second half of 2003, driven by strong export
growth. However, the stronger economic
activity has not had a clear impact on the labour
market. Unemployment has continued to rise
and employment growth has been weak. The
government therefore proposes measures to
combat unemployment in this Government
Budget Bill. The Swedish package is focused on
reducing unemployment through job creation
measures and training places. Initiatives targeted
at groups with a weak foothold in the labour
market are expected to counteract long-term
unemployment.

The improvement in the labour market
combined with the proposed tax cuts are
expected to strengthen consumer confidence
and increase household consumption. Increasing
household demand is expected in its turn to lead
to employment growth strengthening further in
the service sector in particular.

Differences and similarities between Denmark and
Sweden

The Danish and Swedish stimulus packages have
the same purpose, but the approach and the
timing of the initiatives differ to some extent.
The stimulus packages were proposed in
different economic phases. The Danish package
was implemented at the beginning of the
economic upturn to accelerate a consumption-
driven economic recovery. The Swedish
employment package aims to strengthen the
conditions so that the ongoing economic
recovery will have a clearer and more rapid
impact on the labour market.

The Danish experience suggests that the
combination of initiatives targeted at increasing
the demand for and the supply of labour is
effective and leads to a sustained improvement in
the labour market.

Household consumption in Denmark and Sweden
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Sources: Statistics Sweden, Statistics Denmark, Ministry of Finance and Danish Ministry
of Finance.

Unemployment in Denmark and Sweden
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Sources: Statistics Sweden, Eurostat, Ministry of Finance and Danish Ministry of Finance.
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7 Wages

A slight increase in the demand for labour
combined with low inflation and more modest
wage increases than during the previous agreement
period suggests a subdued rate of wage increase in
coming years. Wages are estimated to rise by 3.3
per cent this year and 3.4 per cent next year.

The rate of wage increase slowed in 2004

The nominal rate of wage increase slowed
somewhat in 2004. According to preliminary
statistics from the National Mediation Office,
the average rate of wage increase was just under
3.3 per cent in 2004.

For the fourth year in a row, wages in the
general government sector rose more quickly
than in the private sector. Wages rose the fastest
in county councils, where the increase exceeded
4 per cent. This can be compared with industry
and the private service sector, where wage
growth has remained steady at an annual rate of
just over 3 per cent in the past two years. In the
construction industry, the rate of wage increase
slowed to 2.6 per cent.

Accelerating rate of wage increase in construction
industry this year

So far this year, the rate of wage increase in
industry and the service sector has followed the
same trend as last year. In the construction
industry, wages have risen nearly one percentage
point faster thanks to a high level of activity.

In the local and central government sectors,
wages have shown very weak growth so far this
year. However, these statistics are far from
complete as local negotiations are still in
progress. The statistics will provide a more
accurate impression of the situation later this
year, when the agreed wages are to be paid
retroactively.

The wage negotiations of 2004

The wage negotiations of 2004 affected more
than 1.9 million employees, encompassing the
entire central government sector and much of
the private sector. More or less all of the
agreements concluded in 2004 correspond to the
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7.3 per cent increase over a three-year period
agreed in industry negotiations. All agreements
at central government level are for three years
with the possibility of termination during the
third year.* Most agreements in the private
sector consist of three-year agreements.'s
Nearly 50 per cent of private sector employees
are covered by agreements that can be
terminated during their final year.

Business sector agreements are approximately
0.5 percentage points lower per year than during
the 2001-2003 period. This is largely because the
costs for the agreed reductions in working hours
are now lower than previously. In central
government, the agreements cover wage
increases that are approximately 0.2 percentage
points lower per year than between 2001 and
2003. Central government agreements do not
entail any reductions in working hours.

The wage negotiations of 2005

This year's wage negotiations encompass a total
of 1.3 million employees. On a national level,
agreements have been concluded for 1.1 million
employees in the local government and county
council sectors.'® The Swedish Construction
Federation's agreements for construction and
road and civil works expire on 31 October and
banking and insurance sector agreements expire
at the end of the year.

The agreements concluded in the local
government and county council sectors are
relatively similar, with most of them giving 2 per
cent per year. Swedish Municipal Workers'
Union agreements give the most at an estimated
2.9 per cent per year. Overall, the estimated rate
of wage increase from the agreements averages
2.4 per cent. Comparisons between old and new
agreements are difficult since the agreements are
formulated differently. Generally, however, the
agreements are expected to entail slightly lower
wage increases compared with preceding
agreements.

14 Agreements in the central government sector expire in September
2007.

15 The majority expire in March 2007.

16 Agreements in the local government sector expire in June 2007.



Modest rate of wage increase in the near future

Several factors suggest a relatively modest rate of
wage increase during the forecast period. First of
all, the wage increases agreed upon are at a lower
level than before. The transition to more
decentralised wage formation in the 1990s also
means that it is increasingly difficult to
accurately classify wage increases by type of
agreement and as a consequence of wage drift.
This is because public statistics concerning such
agreements encompass national and not local
agreements. The lower wage increases granted
nationally are nevertheless expected to slow the
rate of wage increase.

Secondly, the low level of resource utilisation
this year means that the rate of wage increase
will slow during the forecast period. This is
particularly the case this year, but will also apply
to a certain extent next year as a result of wages
being affected after a slight time lag.

Finally, the low rate of inflation means that
nominal wages need not rise at the same rate as
previously to realise favourable growth in real
wages.

Wages in the public sector rising faster than in the
private sector

For the economy as a whole, nominal wages are
estimated to rise by 3.3 per cent this year and 3.4
per cent in 2006. In a historical perspective, this
is a low rate of growth. However, the low
inflation means that real wages during 2005 will
rise faster than the average for the past ten years.
In 2006, when the rate of inflation is forecast to
be higher, the real wage growth will then be
checked (see Diagram 7.1).

Diagram 7.1 Nominal and real wage
Percentage change
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Sources: Statistics Sweden, National Mediation Office and Ministry of Finance.
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As in the past four years, wage growth will be
stronger in the general government sector than
in the private sector during the forecast period
(see Table 7.1). Wages in the private service
sector are rising more slowly than in industry
this year. In 2006, the reverse is expected as a
result of higher demand for labour in the service
sector. In the private sector, wages will rise the
fastest in the construction industry due to the
building boom. The good performance in the
construction industry during the first six
months of 2005 has already boosted the rate of
wage Increase because the time lag between
changes in business cycles and wage growth is
relatively short in the construction industry
compared with other industries.

In 2007 and 2008, wages are likely to rise by
an average of 4.0 per cent, which is equivalent to
the rate seen as being in line with productivity
growth and inflation in the long term.

Table 7.1 Nominal wages

Annual percentage change

2004 2005 2006 2007-2008
Industry 3.1 3.2 3.1 -
Construction 2.6 3.8 4.2 -
Private service sector 3.0 3.1 3.3 -
Central government 3.3 3.3 3.4 -
Local government 4.2 3.7 3.8 -
Total 3.3 3.3 3.4 4.0

Note: The wage growth refers to hourly wages according to short-term wage
statistics. According to the National Accounts, whose definition differs from that
of Statistics Sweden's short-term wage statistics, wages are expected to rise by
4.3 per cent in 2007 and 2008.

Sources: National Mediation Office and Ministry of Finance.
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8 Inflation

Inflation is expected to remain low during 2005.
Inflation is forecast to start to increase gradually
during 2006, when domestic inflationary pressure
will begin to rise in line with rising resource
utilisation and demand, and a slackening of import
prices' moderating effect on inflation. In December
2006 underlying inflation (UNDI1X) is expected
to be 1.5 per cent. The CPI will rise faster than
UNDIX next year because of rising interest rates
for owner-occupied dwellings. CPI inflation is
expected to amount to 2.0 per cent in December
2006. Underlying inflation is forecast to reach the
inflation target at the end of 2007.

Inflation remains low despite the high price of oil

Inflation remains low. Underlying inflation was
0.6 per cent on average during the first eight
months of 2005 according to the Riksbank's
UND1X measure. UNDI1X inflation only
exceeded 1.0 per cent in February (see Diagram
8.1). The principally domestically-generated
underlying inflation, measured by the Riksbank's
UNDINHX index, has continued to fall.
Inflation measured by the Consumer Price
Index (CPI) has not exceeded 1.0 per cent since
the end of 2003.7

Diagram 8.1 Inflation (CPI) and underlying inflation

Per cent
5
4 —— UND1X
UNDINHX
3 L
2 .
1 .
’ v
-1 t t t t
2001 2002 2003 2004 2005

Sources: Statistics Sweden and Ministry of Finance.

Inflation was somewhat lower during the spring
and summer than the Spring Fiscal Policy Bill's

17 UNDIX excludes mortgage costs for owner-occupied dwellings and
the direct effects on consumer prices of net changes in indirect taxes and
subsidies. In addition, UNDINHX excludes goods which are mainly
imported.
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forecast, despite petrol and home heating oil
prices being higher than expected. Price
increases for the majority of goods and services
have consequently been somewhat lower than
foreseen.

Diagram 8.2 Contributions to CPI inflation from selected
groups of goods and services
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Diagram 8.2  shows the approximate
contribution, in percentage points, of a number
of different goods and services groups to overall
CPI inflation (excluding energy, housing costs
and fruit and vegetables). The diagram shows
that the trend in prices for import goods has
made a negative contribution to inflation since
the first half of 2003. During 2005 the prices of
principally domestically-produced goods have
also made a negative contribution to inflation.
The contribution from services has been
inflationary but only moderately so compared
with the situation a few years ago.

Diagram 8.3 Contributions to CPI inflation from petrol and
heating oil
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The component having the greatest inflationary
effect at the present is petrol and oil prices.



Diagram 8.3 shows that the prices of petrol and
home heating oil have added more than half a
percentage point to inflation during most
months so far in 2005.

Rising import prices having limited impact

According to producer and import price
statistics, import prices for the processed goods
group rose during much of 2004 before falling
back somewhat towards the end of the year.
During the first half of 2005 import prices began
to rise again. Much of the increase was due to
rising prices for input goods. For groups of
goods more in the consumer area, the trend in
import prices continued to be moderate. This
applied to food as well as clothing and durable
consumer goods, such as domestic electronic
appliances.

Prices of imported processed goods are
expected to go up in 2005 and 2006. This is
partly due to commodity prices — which have
been rising since the start of 2004 — having more
impact on the prices of imported processed
goods. The upturn in import prices will however
be moderated somewhat by the expected
strengthening of the krona in the near future
(see further in section 4.2).

The impact on consumer prices from import
price increases is difficult to assess, both in terms
of magnitude and time lag. Heightened
competition may have made it difficult recently
for distributors close to consumers to raise
prices. Continued stronger domestic com-
petition is expected to moderate the domestic
consumer price trend for imported goods.

The effect on clothing prices has been the
subject of attention in terms of the changed
import quotas for these goods. The abolition of
the EU quotas is considered to be a large
contributory factor in consumer prices for
clothing and shoes continuing to fall in 2005,
apart from seasonal variations. During the first
half of the year, prices were between 1 and 3 per
cent lower than the price level one year
previously. As shown in Diagram 8.4 the import
price trend and the trade's own price expec-
tations point to further price cutting in clothing
in the near future.

Oil is an import good whose price
fluctuations affect consumer prices, both
directly and indirectly. The direct effect arises
through changed petrol and home heating oil
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prices. Indirect effects arise through changed
producer costs for heating, transport and the
production of goods, which are then passed on
to consumers. The extent to which the costs are
passed on, and the time lag involved, can vary.

Diagram 8.4 Clothing and footwear. Consumer and import

prices and retailers' consumer price expectations
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The oil price forecast (see section 2.7) implies
that the prices of home heating oil and petrol are
estimated to boost CPI inflation by approxi-
mately 0.5 percentage points in December 2005
and reduce inflation in December 2006 by
approximately 0.4 percentage points. The high
oil prices are also expected to have an indirect
impact on consumer prices during the forecast
period. The impact will however be absorbed to
some extent in firms' profit margins. The trend
in oil prices represents an element of uncertainty
in forecasting inflation.

In summary, consumer prices for imported
goods (excluding oil and petrol) will continue to
hold down inflation in 2005 and 2006, but the
restraining effect will gradually diminish next
year.

Domestic inflationary pressure slowly rising

Domestic inflationary pressure continues to be
low. The Riksbank's measure of principally
domestically-generated inflation, UNDINHX,
has dropped since the beginning of 2002, apart
from a temporary rise due to electricity prices in
2003 (see Diagram 8.1).

The low domestic inflationary pressure in
recent years is largely attributable to relatively
low resource utilisation in the labour market.
Neither industry nor service sectors nearer the
consumer have reported any significant shortage
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of labour. Industrial productivity has at the same
time risen sharply, holding down unit labour
costs. In the trade and service sectors, pressure
due to demand was limited. Employment has
only increased slightly and wage increases have
been slight.

Increased competition in the Swedish retail
trade may also have contributed to pressure on
profit margins of both domestically-produced
and imported goods. The food price reductions
seen in 2004 and 2005 are partly attributable to
this trend. Low producer and import prices have
also had an effect (see Diagram 8.5). Price
reductions due to increased competition hold
down the rate of inflation but only during the
time they apply. There has been a slowdown in
the fall in prices of imported foods. However
average consumer food prices are forecast to
continue to go down, or be subject to little
increase in the remainder of 2005 and in 2006.
As seen in Diagram 8.5, the trade's own price
expectations support this view.

Diagram 8.5 Food and non-alcoholic beverages. Consumer

and import prices and retailers' consumer price
expectations
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The general expectations regarding future

inflation have progressively decreased since 2003
(see Diagram 8.6). They have however generally
stayed within the Riksbank's tolerance interval
of +1 percentage point from the inflation target.
According to the National Institute of
Economic Research's Consumer Survey, house-
holds' inflation expectations for the year ahead
have increased somewhat (probably due to the
high oil prices) and are now at 1.5 to 2.0 per
cent.

Prospera's surveys within the labour and
money markets (undertaken on behalf of the
Riksbank) indicate that the expectation for
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inflation in one year's time is around 1.5 per
cent. On a two-year basis, the expectation is an
inflation level of 1.7 per cent according to the
Prospera survey.

Diagram 8.6 Inflation expectations, 12 months horizon
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As discussed in Chapter 6, employment is
expected to rise during 2005 but not at a
significant rate untl 2006. The forecast for
wages is an increase of 3.3 per cent in 2005 and
3.4 per cent in 2006. Growth in industrial
productivity is expected to be slower in the
forecast period than in recent years, while a
slight reduction is expected in the already
moderate growth rate in the service sector.
Overall the assumptions imply that domestic
inflationary pressure will continue to be very low
in 2005 and then begin to rise gradually in 2006
in line with stronger domestic demand growth,
less available resources in the labour market and
increasing unit labour costs. This trend is
forecast to continue in 2007 and 2008. Structural
changes in the retail trade are expected to
continue to restrain domestic inflation,

particularly during 2005.

Rising mortgage rates and taxes to boost CPI
inflation in 2006

Housing costs are an important component of
household consumption. Rent trends and
mortgage rate costs for owner-occupied
dwellings therefore have a major impact on
inflation.

Rent levels, which have been hit by increases
in heating costs, etc., rose by 3.0 per cent in
2004. Rent level increases of approximately 2.5
per cent per year are foreseen during the forecast
period.



The low mortgage interest costs since April
2003 for owner-occupied dwellings have helped
keep down CPI inflation. The forecast for
interest rates discussed in section 3.2 implies that
the interest rates are expected to hold down CPI
inflation by approximately 0.5 percentage points
during the second half of 2005. The average
mortgage interest rate is expected to begin to
rise in 2006 and to have pushed up CPI inflation
by approximately 0.5 percentage points by the
end of the year.

Increased indirect taxes are forecast to raise
CPI inflation by approximately 0.2 percentage
points in 2006.

Inflation gradually approaching the target

To summarise, the inflationary pressure will
continue to be low in 2005 and rise gradually in
2006. In December 2006, when it is considered
that there will still be available resources in the
labour market, it is estimated that the underlying
inflation measured by UND1X will be 1.5 per
cent and CPI inflation 2.0 per cent (see Table
8.1).

Table 8.1 Consumer prices

Percentage change unless otherwise stated

2004 2005 2006 2007 2008

CPI, Dec—Dec 0.3 0.7 2.0 3.1 2.3
CPI, year-on-year 0.4 0.3 1.5 2.6 2.7
UND1X, Dec-Dec 0.7 1.1 1.5 2.0 2.0
UND1X, year-on-year 0.8 0.7 1.4

HICP, Dec—Dec 0.9 1.5 1.5

HICP, year-on-year 1.0 0.8 1.7

NPI, Dec—Dec 0.1 0.2 2.2

NPI, year-on-year 0.1 0.0 1.4

Price base amount,

SEK, thousand 393 394 397 402 M2

HICP, euro area,
year-on-year 2.1 2.0 1.9 1.9 1.8

Sources: Statics Sweden and Ministry of Finance.
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Rising mortgage rates in 2006 will mean that
CPI inflation will increase faster than the
underlying inflation measured by UNDI1X (see
Diagram 8.7). According to the forecast,
inflation in Sweden will continue to be lower
both this and next year than in the euro area, as
measured by the EU's harmonised index for
consumer prices.

It is assumed that monetary policy will be
adapted so that underlying inflation (UND1X)
will achieve the Riksbank's inflation target by the
end of 2007 and hold at this level in 2008.
Estimated developments in mortgage rates
during 2007 mean that CPI inflation in late 2007
is forecast to substantially exceed inflation
measured by UND1X.

Diagram 8.7 Consumer prices
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9 Household sector finances and
consumption expenditure

Real housebold income increased by 1.5 per cent
last year and is expected to increase by 2.9 per cent
this year. The stronger development this year is
mainly due to faster development of nominal
wages as well as implemented tax cuts. Next year
the rate of increase is expected to reach 2.5 per cent.

Household consumption expenditure is expected
to increase 2 per cent in 2005 and 3 per cent in
2006. In addition to favourable income growth,
consumption growth will be underpinned in the
near future by a stable wealth position and an
increasingly upbeat situation in the labour market.

Household saving (excluding saving in pension
funds reserves) is estimated in 2005 to increase to
5.4 per cent of disposable income, compared with
4.5 per cent the previous year. Household saving in
2006 is expected to amount to 4.9 per cent.

9.1 Household income

Subdued upturn in 2003 and 2004

Between 1998 and 2002, real household dispos-
able income climbed an average of 4.2 per cent
per year. The number of hours worked rose and
wages made a substantial contribution to the
increase in disposable income. At the same time,
increased transfer payments and tax cuts made a
further contribution to income growth. Between
1970 and 2004, real disposable income increased

an average of 1.6 per cent annually (see Diagram
9.1).

Diagram 9.1 Household real disposable income

Annual percentage change
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Note: Household real income is calculated by deflating the nominal income with an
implicit price index for household consumption expenditure (IPI).
Sources: Statistics Sweden and Ministry of Finance.
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In 2003, a weak labour market and increased
local government tax rates caused real disposable
income to increase by only 0.5 per cent.

In 2004, wage growth remained weak while
rising taxes and charges pulled down income
growth. However, general government transfer
payments made a positive contribution and real
disposable income growth rose 1.5 per cent (see

Table 9.1).

Increased real income 2005-2006

During 2005 and 2006, real household income
will increase once again at a higher rate than
during the immediately preceding years due to a
favourable nominal increase in income and a
subdued price trend.

Table 9.1 Household disposable income

SEK billion|Percentage change
2004] 2004 2005 2006 2007 2008

Nominal disposable income 1282 27 39 42 34 38
Price index 1.2 09 16 20 22
1282 15 29 25 14 15

Real disposable income'
of which
Wages 1042 15 26 34 30 23
Other factor income 239 12 25 18 20 14
Interest and dividends, net’ -19]-19.4 -30.5 41.1 46.5 21.0

General government transfer

payments 4811 20 08 09 08 1.8
Private transfer payments 46 24 13 1.0 1.1 2.0
Taxes and charges 506/ 2.8 1.2 14 29 23

"Household real income is calculated by deflating the nominal income with an
implicit price index for household consumption expenditure (IPI).

% Net of interest and dividends consists mainly of interest received, dividends and
interest received on individual insurances, minus interest paid.

Sources: Statistics Sweden and Ministry of Finance.

The number of hours worked is expected to in-
crease 0.4 per cent this year. In real terms, wage
income is expected to increase by 2.6 per cent,
making an estimated contribution to growth in
disposable income of 2.1 percentage points.
Nominal disposable income will continue to
increase at about the same pace in 2006 as the
previous year, but a higher price index will cause
real growth to be somewhat subdued. The
stronger labour market in 2006 will cause the
number of hours worked to increase 1.6 per cent
in calendar-adjusted terms (see Table 6.1). The
relatively strong trend can be explained in part
by an underlying improvement in the economy
and in part by the measures to boost employ-
ment proposed in this government bill. Wages



contribute 2.7 percentage points to real dispos-
able income growth, which is much stronger
than in both 2004 and 2005 (see Table 9.2).

Interest and dividends are expected to
continue to make a positive net contribution to
household income growth this year, despite
increased debt. This trend can be explained
mainly by historically low interest rates and high
dividend income. Rising interest rates contribute
to interest and dividends making a negative net
contribution to income growth in 2006, which
will make a major contribution to slow the
growth of disposable income in 2006.

General government transfer payments are
expected to rise in real terms by almost 1 per
cent between 2005 and 2006, making a contri-
bution of approximately 0.3 percentage points to
real income growth. A more detailed account of
household income from transfer payments is
provided below.

Tax changes were implemented in 2005 that
reduced income taxes by just over SEK
10 billion. The tax changes mainly consist of two
parts: the tax exchange scheme and the
continued compensation for individual social
security contributions. Other changes include
the abolition of gift and inheritance taxes for
private individuals, as well as the lower wealth
tax.

The Government Budget Bill proposes that
compensation for individual social security
contributions be completed in 2006, which
would mean a tax cut for households of almost
SEK 7 billion. Compensation for individual
social security contributions, which began in
2000, is proposed in this government bill to be
completed next year. Overall, compensation for
individual social security contributions has
meant that income tax has been lowered by
about SEK 47 billion for households.

The Government Budget Bill also proposes
other tax cuts, such as increasing the deduction
for travel to and from work and raising the basic
tax allowance for low-income earners.!8

Growth in real disposable income will slow
down in 2007 and 2008 to 1.4 and 1.5 per cent,
respectively, mainly because of a higher price
index combined with a slower increase in
employment.

18 A comprehensive account of tax revenues is to be found in Chapter 6
of the Budget Bill.

Percentage points
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Table 9.2 Contribution to growth in real disposable income

2004 2005 2006 2007 2008
Wages 1.2 2.1 2.1 2.5 1.9
Other factor income 0.2 0.5 0.3 0.4 0.3
Interest and dividends, net! 0.4 04 -04 -06 -04
General government
transfers 0.8 0.3 0.3 0.3 0.6
Private transfers 0.1 0.0 0.0 0.0 0.1
Taxes and charges -1.1 =05 -05 -11 -09
Real disposable income 1.5 2.9 2.5 14 1.5

! Net of interest and dividends consists mainly of interest received, dividends and
interest received on individual insurances, minus interest paid.
Sources: Statistics Sweden and Ministry of Finance.

Stable development of total transfer payments

General government transfer payments to
households will increase in real terms by less
than 1per cent per year during the forecast
period. In 2008 real pensions are expected to rise
3.2 per cent, largely because the Income Index is
expected to increase substantially, in part be-
cause of higher CPI inflation in 2007. This ex-
plains why total real transfer income this year
will increase 1.8 per cent.

The Income Index is only expected to in-
crease slightly in 2005, which means that
pension income will decline somewhat in real
terms this year. However, household real
pension income is expected to rise between 2006
and 2008, as the Income Index is estimated to
increase somewhat faster than prices.

Table 9.3 Transfer income

SEK billion | Real percentage change’

2004 | 2004 2005 2006 2007 2008
0Old age 230 21 04 13 1.7 3.2
lliness 114 | -0.2 47 0.4 2.2 2.2
Labour market 4 | 104 -19 -61 -88 -34
Families and
children 48 | -0.2 2.8 1.5 1.6 0.6
Education 12 | =02 =57 1.1 26 -1.0
QOther 34 21 -10 -19 =09 -10
Total 481 2.0 0.8 0.9 0.8 18

! Real income from transfers is calculated by deflating nominal income by the
price index for household consumption expenditure.
Sources: Statistics Sweden and Ministry of Finance.

Despite falling sick leave, household income
from illness-related transfer payments is
expected to rise overall during the period 2005
2008. The increase in 2005 is mainly due to an
increase in the number of individuals receiving
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sickness and activity benefits. The increase in
qualifying income from 77.6 per cent to 80.0 per
cent of wages below the ceiling is also a contri-
butory factor.

Assistance benefit for people with disabilities
is another transfer payment that has increased
sharply over the past few years and is expected
to increase from almost SEK 13 billion in 2005
to just over SEK 20 billion in 2008.

Between 2006 and 2008, unemployment-
related income is expected to decrease because
fewer people will be unemployed.

Several reforms will be implemented in 2006
and which will have an impact on household in-
come from family and child-related transfer pay-
ments. Child benefit will be raised by SEK 100
per child per month as from 1 October 2005. At
the same time, a supplementary child benefit of
SEK 100 will be introduced for the second child,
and supplementary child benefit for the third
child will be raised by the same amount. As from
1 July 2006 the ceiling on parental insurance will
be raised from 7.5 to 10 price base amounts.
Moreover, the minimum parental benefit will be
raised from SEK 60 to SEK 180 per day. Since
these reforms will be implemented in mid-2006,
they will also have a positive effect on household
income growth in 2007, measured as an annual
average. In addition, certain changes in main-
tenance support and housing benefit will have a
positive impact on household income.

9.2 Household consumption expenditure
In the late 1990s household consumption ex-
penditure rose sharply. In 2001, however,
household consumption expenditure only
climbed 0.4 per cent, although disposable in-
come improved substantially. In 2001 employ-
ment growth came to a halt and the downturn in
the stock exchange caused household financial
assets to decrease in value. Household confi-
dence deteriorated considerably and they chose
to save to a greater extent than during previous
years.

Between 2002 and 2004, household disposable
income increased at a good rate, which gave
households greater capacity for consumption
(see Diagram 9.2). In addition, households' real
and financial assets have climbed in value and
interest rates have been low. Despite these good
conditions, household consumption has in-
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creased by a modest 1.4 to 1.8 per cent per year.
The weak growth in the labour market during
this period may have been accompanied by in-
creased caution in households, which continued
to save a larger share of income than during pre-
vious years.

Diagram 9.2 Household disposable income and
consumption expenditure
SEK billion, constant prices reference year 2004
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Sources: Statistics Sweden, NIER and Ministry of Finance.

During the first quarter of 2005, household con-
sumption expenditure increased by only 0.7 per
cent compared with the first quarter of 2004
according to the preliminary National Accounts
from Statistics Sweden. Consumption of goods
during the first quarter was about 2 per cent
greater than during the same period the previous
year, while consumption of services remained
essentially unchanged. In late 2000 the increase
in consumption of services levelled off, and since
then has shown weak growth (see Diagram 9.3).
One factor that probably played a role is that
consumption of goods was stimulated by global
pressure on the price of goods, while equivalent
price cuts did not occur in the service sector.

Diagram 9.3 Household consumption of goods and services

SEK billion, constant prices, reference year 2004, seasonally adjusted
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Sources: Statistics Sweden, NIER and Ministry of Finance.




Only extremely preliminary calculations from
the National Accounts are available at this time
for the second quarter. Household consumption
appears to have strengthened after weak growth
during the first quarter. Household consump-
tion expenditure increased a total of 2.7 per cent
during the second quarter of 2005 compared
with the same period the previous year.

Indicators suggest continued increase in
consumption

Statistics Sweden and the Swedish Research In-
stitute of Trade's index for retail sales shows
relatively high growth in volume in recent
months, suggesting good consumption growth
during the third quarter of 2005.

NIER's Business Tendency Survey for August
reveals higher sales of durable goods. Expecta-
tions for the next few months are extremely op-
timistic and a considerable increase in sales is
predicted.

Meanwhile, NIER's Consumer Survey (HIP)
paints a somewhat ambiguous picture (see Dia-
gram 9.4). Households are relatively optimistic
about personal finances, suggesting a continued
increase in consumption. However, they have a
more cautious view of the Swedish economy and
the labour market. Almost half of the survey re-
spondents believe that the labour market situa-
tion will deteriorate over the next twelve
months.

Diagram 9.4 Household expectations about the economy 12
months ahead
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Sources: NIER.
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Prospects for consumption still favourable

Real disposable income is expected to increase
2.9 per cent this year and 2.6 per cent next year
due to rising real wages, tax cuts and increased
benefits, resulting in favourable conditions for
household consumption.

Household financial wealth has been growing
since 2003 (see Table 9.4). The upturn on the
Stockholm stock exchange, which began in early
2003, has continued during 2005 and household
holdings of equities and mutual funds have risen
further in value. The value of household bank
and insurance assets has also continued to
increase. Meanwhile, households' liabilities have
also continued to rise, which means that house-
hold financial net wealth (financial assets less
liabilities) has grown more slowly.

Table 9.4 Household financial wealth

Value at the end of the year/quarter, SEK billion, current prices

2001 2002 2003 2004 2005 Q2

Financial assets' 2572 2273 2556 2890 3063
deposits in banks 471 505 531 548 589
shares and mutual
fund shares 831 570 716 836 962
tenant ownership
rights 430 426 497 659 650
individual insurance 639 576 597 645 651
other? 201 196 215 202 210

Financial liabilities 1228 1324 1451 1591 1671

Financial net wealth 1344 949 1105 1300 1392

Note: Excluding NPISH.

“Excluding collective insurance technical reserves.

% Currency, National debt savings, National savings accounts, bonds, loans to the
financial sector and other accounts receivable.

Source: Statistics Sweden (Savings Survey).

In addition to financial assets, households also
have real assets, mainly in the form of single-
family dwellings. Prices of single-family dwell-
ings have risen continuously over the past ten
years. Prices were just over 8 per cent higher
between January and August this year than
during the corresponding period in 2004. The
value of households' real assets has therefore also
increased substantially.

A comparison of household debt with total
gross assets appears to show that liabilities are
relatively low (see Diagram 9.5). Household
debt in relation to disposable income, however,
has climbed in recent years despite strong in-
come growth. Liabilities as a percentage of in-
come today are close to the levels seen in the late
1980s and early 1990s.
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For now, households are benefiting from the
fact that total interest expenditure is being kept
down by low nominal interest rates. However,
households' sensitivity to changes in interest
rates should have increased as a result of greater
indebtedness and a larger percentage of house-
holds choosing variable loans. Interest rates are
expected to climb slightly during the forecast pe-
riod, though they will remain historically low.

Diagram 9.5 Household liabilities

Per cent

150 50
Share of disposable income (left axis)

140 - 45
== Share of xgal and financial assets (right axis)

130

120

110

100

90

80 e e N s e e B s e e B e N s e e L 20
80 8 8 8 8 90 92 94 96 98 00 02 04
Sources: Statistics Sweden and Ministry of Finance.

Relatively high consumption growth during the
forecast period

The basic conditions for households to continue
increasing consumption expenditure are favour-
able. Household income is rising, the household
wealth position is stable and interest rates are
low.

The slowdown in consumption late last year
and early this year appears to be over, as indi-
cated by the stronger growth in household con-
sumption during the second quarter.

The available indicators also suggest a contin-
ued increase in household consumption expen-
diture during the remainder of 2005.

Developments in the labour market are crucial
for future increases in consumption. Rising em-
ployment naturally affects household income,
but it also has great significance for household
confidence about the future and therefore for
households' inclination to consume rather than
to save. The slack labour market is expected to
continue to have a subduing effect on consump-
tion during the current year. In 2006, unem-
ployment is forecast to fall and employment to
rise, which is expected to lead to strengthened
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household confidence and a greater tendency to
spend rather than to save.

In summary, household consumption expen-
diture is expected to increase 2 per cent in 2005
and 3 per cent in 2006.

Conditions for continued strong consump-
tion growth are considered to be favourable even
in the long run. In the medium-term calculations
for 2007 and 2008, consumption expenditure is
expected to rise 2.7 per cent per year.

9.3 Household saving

In 2004 households saved SEK 58 billion, or
4.5 per cent of disposable income. For the
current year household net saving is estimated to
increase to SEK 72 billion because disposable in-
come is expected to increase faster than house-
hold consumption expenditure (see Table 9.5).

Table 9.5 Household savings

Current prices, billion SEK, unless otherwise stated

2004 2005 2006 2007 2008

Disposable income 1282 1332 1388 1435 1490
Consumption expenditure 1224 1260 1319 1382 1450
Own savings' 58 72 68 53 39
Net saving in

supplementary pension

schemes 54 54 57 60 63
Net savings? 112 126 125 113 103
Net lending® 93 106 105 92 81
Per cent of disposable income

Own savings 45 5.4 49 3.7 2.6
Net savings 8.4 9.1 8.7 1.6 6.6
Net lending 1.2 7.9 1.6 6.4 5.4
Per cent of GDP

Net lending 3.6 4.0 3.8 3.2 2.7

! Own savings = disposable income — consumption expenditure.

% Net savings = own saving + net saving in supplementary pensions schemes.
® Net lending = own net lending + net saving in supplementary pensions
schemes.

Note: The difference between the terms "net savings" and "net lending" is mainly
that capital depreciation on households’ capital stock is deducted when
calculating net savings, while investment expenditures are deducted when
calculating net lending. If household net investments are larger than the
depreciation of capital, i.e. capital stock is growing, then net lending will be
lower than net savings.

Sources: Statistics Sweden and Ministry of Finance.

Statistics Sweden’s definition of households” net
saving includes both personal saving and saving
in funded pension schemes under collective
agreements. The latter includes contributions
and yield less pensions paid out. Both defined-
benefit and defined-contribution schemes are in-



cluded. Household saving does not include
either pension benefits accrued in the national
pension system or saving in unfunded supple-
mentary pension schemes. Net saving in supple-
mentary pension schemes increased sharply in
the 1990s and amounted to over SEK 54 billion,
equivalent to 2 per cent of GDP in 2004.

Between 2005 and 2008 consumption
expenditure is expected to increase faster than
income. Although household saving will de-
crease, it is expected to remain positive (see Dia-
gram 9.6). Total net savings and net lending as a
percentage of disposable income will decrease
during the period.

Diagram 9.6 Household savings
Per cent of disposable income
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Sources: Statistics Sweden and Ministry of Finance.
Household net lending suffers from major
measurement problems, causing uncertainty
about the level and growth of lending. The
definition of household net lending in the
National Accounts differs from how the
Financial Accounts calculate net lending, leading
to considerable discrepancies in the amounts in-

volved (see Table 9.6).
Table 9.6 Household net lending

SEK billion

2002 2003 2004

National accounts 102 97 93
Per cent of disposable income 8.4 1.8 1.2
Financial accounts 45 52 8
Per cent of disposable income 3.7 41 0.6
Difference 57 45 85
Per cent of disposable income 4.7 3.6 6.6

Source: Statistics Sweden.
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In the National Accounts, net lending is the
difference between income and expenditure,
while the Financial Accounts calculate trans-
actions in financial assets less liabilities.

Statistics Sweden has analysed the difference
between net lending in the National Accounts
and the Financial Accounts.”” The effect of
timing differences of tax revenue and inadequate
information pertaining to certain investment
assets in the Financial Accounts, as well as the
National Accounts' assessment of the size of the
black market, are noted as possible explanations.

19 Net lending in the Swedish economy, from Bakgrundsfakta till
Ekonomisk statistik [Background information for economic statistics],
2004:4, Statistics Sweden.
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10 Investment

The upswing in investment that began last year
will continue throughout the forecast period.
Continued high capacity utilisation in industry
and favourable corporate financial conditions are
driving investment growth. Low interest rates
contribute to continued strong development of
residential investment. All factors considered, total
investment in the Swedish economy is estimated to
increase 7.9 per cent this year and 5.0 per cent in
2006.

After a relatively shallow decline in total
investment between 2001 and 2003, an upswing
began last year (see Diagram 10.1). In 2004 the
business sector's producers of services contri-
buted most to investment growth. This year
goods producers are taking over as the motor in
the business sector, while investment by service
producers is growing at a calmer rate than in
2004. Residential investment will continue to
develop strongly, mainly because of the low
interest rates. The general government sector's
investment will also grow during the forecast
period due to infrastructure initiatives and
increased investment in municipalities.

Diagram 10.1 Investment
Annual percentage change
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All factors considered, total investment is
estimated to grow 7.9 per cent this year and 5.0
per cent in 2006 (see Table 10.1). Since the total
investment level in the 2004 National Accounts
was very high, there will be a substantial gross
addition to the aggregate production capacity
(capital stock) during the forecast period from a
historical perspective.

In the medium-term estimate, resource
utilisation in the Swedish economy is expected
to increase gradually since actual GDP growth is
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estimated to be higher than potential GDP
growth, suggesting continued robust growth in
investment between 2007 and 2008.

Total investment's share of GDP fell
substantially in the early 1990s (see Diagram
10.2), mainly due to a sharp drop in residential
construction. Over the next few years, total
investment in current prices is expected to grow
faster than GDP, causing an increase in
investment as a percentage of GDP; by the end
of 2008 it should reach about 18 per cent of
GDP.

Diagram 10.2 Investment share of GDP
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80 82 8 8 8 90 92 94 96 98 00 02
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10.1 Business sector

Sharp increase in investment by goods producers

According to Statistics Sweden's preliminary
figures, industrial investment in machinery grew
robustly during the first half of the year. In
addition, the inflow of orders has slowed,
followed by a slowdown in production during
the same period, causing a drop-off in capacity
utilisation. Nevertheless, capacity utilisation is
holding at a historically high level (see Diagram
10.3), and combined with low interest rates and
firms reporting good profitability, these factors
suggest that investment in machinery will
continue to grow.

Statistics Sweden's investment survey also
suggests that the upswing in industry will cont-
inue for the rest of the year. The survey shows
that heavyweight investment in machinery is
growing robustly while investment in construc-
tion is falling somewhat. Broken down by sector,
investment is expected to grow most in the



mining and quarrying industry. Firms in the
pulp, paper and paper products industry are also
increasing investment substantially this year, as
is the transport equipment industry.

Diagram 10.3 Capacity utilisation in industry
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After the recent slowdown in industrial activity,
demand for Swedish goods is expected to pick
up in the future (see section 2). Combined with
continued low interest rates and good profit-
ability of firms, these factors are estimated to
contribute to an additional increase in total
investment in industry in 2006.

Table 10.1 Investment

Percentage change

2004 2005 2006 2007 2008

Business sector' 47 77 42 56 55
Producers of goods 05 144 5.3 - -
Producers of services 1.1 3.1 3.4 - -

Housing 16.1 145 9.7 7.5 6.0

General government 0.3 2.8 3.8 1.0 0.6
Central government 5.7 0.2 5.2 0.6 0.0
Local government -5.6 5.9 2.2 1.5 1.4

Total 5.5 19 5.0 5.2 48

Building and construction 3.8 6.1 6.4 5.1 4.4

Machinery 6.7 12.6 4.6 5.4 5.4

Other 6.9 0.5 24 46 4.3

"Housing excluded.
Sources: Statistics Sweden and Ministry of Finance.

The strong upswing in residential construction
(see Section 10.3) has contributed to a huge
increase in the construction industry's own
investment during the first six months of the
year. Prospects for the future within the
construction sector are bright and the good
investment trend is therefore expected to
continue during 2006.
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In summary, investment by goods producers
will grow robustly during the forecast period.
Total investment growth in the goods-
producing sector is estimated at 14.4 per cent
this year and 5.3 per cent in 2006.

Calmer phase for service producers

Service producers contributed heavily to the
total upswing in investment in the economy last
year. Service producer investment is growing at a
slower pace this year and will continue to do so
in 2006, mainly because of a calmer investment
phase in corporate services and in post and tele-
communications. Excluding residential invest-
ment, these two sectors represent almost one
third of total investment volume in the service
sector.

Investment in trade continued to grow during
the first six months of the year. This trend is
expected to hold for the rest of the year, and in
2006 increasing household consumption s
expected to help the total investment level in
trade to continue to grow.

The decline in investment seen in recent years
in real estate excluding housing appears to have
levelled off this year. This trend is also reflected
in Statistics Sweden's survey, indicating a weak
recovery of investment in commercial real estate.
At the same time vacancy figures are high, which
also suggests a restrictive rate of investment in
the future.

Investment in other industries in the service
sector is expected to grow at a relatively good
pace during the forecast period. All factors
considered, this means that total investment in
the service sector is estimated to increase 3.1 per
cent this year and 3.4 per cent in 2006.

10.2  General government sector

Preliminary figures from Statistics Sweden for
the first six months of the year show an upturn
in municipalities' investment after the decline of
recent years. Stronger local government finances
(see Chapter 11) are expected to contribute to
continued investment growth during the
forecast period. Central government investment
decreased somewhat during the first six months
of the year compared with the corresponding
period last year. In the future the National Rail
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Administration and the National Road
Administration's infrastructure initiatives are
expected to lead to a recovery, and next year
investment is expected to grow at a good rate.
Taken together, general government sector
investment is expected to increase 2.8 per cent
this year and 3.8 per cent in 2006.

10.3 Housing

Construction of new housing increased
considerably last year. According to preliminary
information from Statistics Sweden, there were
just over 27,500 housing starts, corresponding
with an increase of a full 24 per cent compared
with 2003. Seen from a long-term perspective,
the increases in recent years have occurred from
low levels, which is related to the large drop in
residential construction in the early 1990s (see
Diagram 10.4).

Statistics Sweden's preliminary statistics for
the first half of the year show that construction
will continue to show robust growth. This trend
is also reflected in the Business Tendency Survey
published by the National Institute of Economic
Research (NTER), which shows that both orders
and construction are at a historically high level.
The same situation applies for the overall
confidence indicator and for the outlook for the
construction market in one year's time. Opti-
mism in the construction sector is greater than it
has been for a long time.

New building starts are forecast to continue
to increase during the rest of the year as well as
next year, mainly due to low interest rates.
Another stimulating factor for new production
is the current housing shortage, which is largely
found in densely populated areas. According to
the National Board of Housing, Building and
Planning's housing market survey, just over 60
per cent of the Swedish population live in the
111 municipalities where there is a housing
shortage this year. At the same time, more
municipalities are shifting from having a surplus
to having a balanced supply of housing in
relation to demand this year.

Overall, the number of new building starts is
estimated to amount to just over 31,000
dwellings this year; next year this figure will
increase to just over 32,000 dwellings.

Investment in refurbishing increased at a
strong pace during the first six months of the
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year. This trend can probably be explained to
some extent by the tax allowance for repairs to
housing. The upturn is expected to continue in
the future, due to a strong underlying need for
renovations. A large proportion of existing
housing in Sweden was built in the 1960s and
1970s as part of the Million Homes Programme.
According to calculations from the Swedish
National Board of Housing, Building and
Planning, close to 1.2 million apartments will
need to replace plumbing pipes over the next
twenty years.

In summary, in terms of the National
Accounts, the increased new construction and
renovations mean that total residential invest-
ment is estimated to grow 14.5 per cent this year
and 9.7 per cent in 2006.

Diagram 10.4 New building starts
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10.4 Stocks

The strong demand during 2004 helped to hold
stocks down in both industry and trade. All
factors considered, total stockbuilding dropped,
which pulled down GDP growth by 0.3 percent-
age points.

Statistics Sweden  figures suggest that
industries' stocks of input goods are relatively
small because of net withdrawals during the past
three years. This is also reflected in NIER's
Business Tendency Survey, where the balance
for stock assessments of input goods has been at
extremely low levels at times, especially during



2004. Firms are expected to begin to rebuild
these stocks this year in order to avoid
production bottlenecks. This stockbuilding will
continue to some extent next year. Investment
in industries’ stocks of finished goods is
estimated to remain essentially unchanged this
year and in 2006.

Dissatisfaction with overly large stocks in the
motor vehicle trade continues. Although the
balance for assessments of stocks has declined
somewhat according to NIER's Business
Tendency Survey, it is still above the historical
average. For firms in wholesale trade (excluding
motor vehicles), the balance for stock assess-
ments indicates minor variations from the
historical average. The durable goods trade
reports a decreasing balance, while the food
industry's balance has been essentially un-
changed over the past year.

Relatively minor variations are expected in
total trade stockbuilding in the near future.
Relatively heavy stockbuilding during the first
quarter contributes to an overall positive impact
on GDP growth from trade this year. In 2006
stockbuilding in trade is expected to have a
growth-neutral impact on GDP growth.

The severe storm that hit southern Sweden
last January entailed a substantial drop in
stockbuilding in standing timber during the first
quarter. This decrease was offset by a sharp
increase in stockbuilding in cut forest. The net
impact on stockbuilding in forestry in the
National Accounts during the first quarter was
therefore limited. During the remainder of the
current year, stockbuilding in standing timber is
estimated to return to positive levels, in part
because the storm reduced the need to cut
timber, and in part because Swedish forests are
relatively young and therefore not mature for
cutting. The large stocks of cut forest are not
expected to normalise until the longer term.

In summary, total stockbuilding is estimated
to increase somewhat this year and have an
impact on GDP growth of 0.1 percentage points.
Next year the impact on GDP growth from
stockbuilding in the economy is expected to be
essentially neutral.

20 This balance comprises the balance between the percentage of firms
that state that stocks are too large or too small, respectively.
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11 General government sector

General government net lending is expected to
show a surplus throughout the forecast period and
both net debt and gross debt continue to decrease as
a percentage of GDP. This year the surplus will be
1.4 per cent and in 2006 it will be 0.7 per cent of
GDP.

11.1 Consolidated general government

sector
Budget policy targets

Fiscal policy is governed by two medium-term
targets. First, net lending in the general govern-
ment sector is to average 2 per cent of GDP over
a business cycle (surplus target). Second, the
central government and old age pension system's
expenditures may not exceed the established ex-
penditure ceiling, normally decided three years
in advance. The local government sector must
satisty the balanced budget requirement.

The primary purpose of the surplus target is
to strengthen the general government's financial
position to be able to handle future demographic
strains on the public welfare system (see section
12). At the same time the target creates a buffer
to avoid overly large deficits in a recession.

General government net lending is defined by
the EU's regulations for national accounts,
ESA-95. This means that the surplus target en-
compasses the central government, the old-age
pension system and the local government sector.

The expenditure ceiling, an important tool in the
central government's budgetary process, pre-
vents temporarily higher income from leading to
permanently higher expenditure. The expendi-
ture ceiling is also an important instrument for
achieving the surplus target.

Expenditures included in the expenditure
ceiling deviate in scope and definition from the
expenditures in the surplus target in several re-
gards and encompass the expenditures in the
central government budget except national debt
interest payments, expenditures for the old-age
pension system and a budgeting margin. Local
government sector expenditures are not included
in the expenditure ceiling. Besides the fact that
the expenditure ceiling does not cover the local
government sector’s expenditures, other expen-
ditures that are not covered by the expenditure
ceiling also affect general government net lend-
ing. Certain central government expenditures are
financed on the income side of the central gov-
ernment budget and through the National Debt
Office. There are also accounting differences
between the National Accounts and the central
government budget that affect the size of reve-
nues and expenditures, but not the balance.

Surplus target

The surplus target of net lending of an average of
2 per cent of GDP over a business cycle has been
in effect since 2000.

Table 11.1 shows how net lending has devel-
oped since 2000 and how it is allocated among
the three sub-sectors of general government. In

Table 11.1 General government net lending

2000 2001 2002 2003 2004 2005 2006 2007 2008
Billion SEK
Central government 58 167 —44 —43 =23 =24 41 -29 -9
0ld-age pension system 48 -104 45 47 48 52 53 53 50
Local government sector 5 -4 -13 -7 2 10 8 8 8
General government 110 59 -12 -2 26 37 21 32 49
Per cent of GDP
Central government 2.6 7.4 -1.9 -1.7 -0.9 -0.9 -1.5 -1.0 -0.3
0Old-age pension system 2.2 4.6 1.9 1.9 1.9 2.0 1.9 1.8 1.7
Local government sector 0.2 -0.2 -0.5 -0.3 0.1 0.4 0.3 0.3 0.3
General government 5.0 2.6 -0.5 -0.1 1.0 1.4 0.7 1.1 1.6
Average as from 2000 5.0 3.8 2.4 1.8 1.6 1.6 1.5 1.4 1.4

Sources: Statistics Sweden and Ministry of Finance.
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Table 11.2 Expenditure ceiling and government expenditure

Billion SEK

2000 2001 2002 2003 2004 2005 2006 2007 2008
Expenditure ceiling 120 146 173 803 836 870 907 949 982
Per cent of GDP 32.8 32.9 32.9 32.9 32.8 33.2 32.8 32.7 32.3
Budget margin 5.0 4.1 0.4 29 24 1.6 2.2 11.9 11.9
Expenditure under the ceiling 115 M 113 800 834 868 905 937 964
Per cent of GDP 32.6 32.7 32.8 32.8 32.7 33.1 32.7 32.2 31.7

Central government and the pension system,
primary expenditure 719 134 175 828 852 890 932 959 982
Per cent of GDP 32.8 324 32.9 33.9 33.5 33.9 33.7 33.0 32.3

Note: The budgeting margin 2008 is based on an expenditure ceiling according to the government’s judgement. The expenditure under the ceiling is adjusted for technical
changes. Central government and the pension system primary expenditure are according to the National Accounts, adjusted for value added tax included in central gov-
ernment consumption, central government investment and in the grants to the local government sector, and for transfers to the premium pension system.

Sources: Statistics Sweden and Ministry of Finance.

2000 net lending reached 5 per cent of GDP.
The large surplus allowed room for an expan-
sionary fiscal policy during the following years
with weak economic development.

In 2002 and 2003 net lending showed a minor
deficit. Last year net lending improved to a sur-
plus of SEK 26 billion or 1.1 per cent of GDP
and this year it is estimated to be 1.4 per cent of
GDP. The average surplus calculated from 2000
amounts to about 1.5 per cent of GDDP per year
during the forecast period.

All  sub-sectors of general government
showed a surplus in net lending for 2000. In
2001 the distribution of net lending between the
central government and the old-age pension
system was affected by transfers of SEK 155 bil-
lion, equivalent to 6.8 per cent of GDP, from the
National Pension Funds to the central govern-
ment as a result of the pension reform. Exclud-
ing this transfer, the old-age pension system has
a stable surplus of about 2 per cent of GDP for
the entire period between 2000 and 2008. The
local government sector's net lending was posi-
tive in 2004 and is expected to remain so during
the forecast period. Variations in general gov-
ernment net lending are mainly found in the
central government, which has had negative net
lending since 2002.

Expenditure ceiling

The expenditure ceiling has been met every year
since the ceiling was implemented in 1997. Be-
tween 2000 and 2004, however, the budgeting
margin was relatively small and it is expected to
be narrow for 2005 and 2006 as well. With the
currently proposed expenditure ceiling for 2007
the budgeting margin will be SEK 11.9 billion

(see Table 11.2). The expenditure ceiling for
2008 will not be approved until the 2007 Budget
Bill, but according to the government, SEK 982
billion is a well balanced level for the scope for
central government expenditures in 2008.

The accounting principles for the central gov-
ernment budget vary over time. The expenditure
ceilings for 2000-2005 in Table 11.2 have there-
fore been corrected to reflect the principles in
effect beginning in 2006 in order to achieve
comparability. Corrected for technical changes,
the expenditure ceiling as a percentage of GDP
has been relatively stable since 2000. Expendi-
tures as reported in the National Accounts devi-
ate in several regards from the Budget Accounts.
However, after adjustments for the most im-
portant differences (see note under Table 11.2) a
level is obtained that is relatively close to the
Budget Accounts. Remaining differences in level
and development are due in part to the fact that
certain expenditures in the National Accounts
are reported as income in the budget, through a
credit against the tax account, or through debt
with the National Debt Office instead of as a
grant.

During the forecast period the central govern-
ment budget and the National Accounts show a
similar development of expenditures as a per-
centage of GDP. After an increase in 2005, ex-
penditures will decrease as a percentage of GDP.

Net lending

In 2004 general government net lending
amounted to SEK 26 billion, or 1 per cent of
GDP, according to preliminary National
Accounts. In the preliminary outcome, certain
tax revenues are forecasts for the final outcome,
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since the tax assessment for 2004 income was
not completed when the preliminary National
Accounts were published in March. The tax
assessment is still not ready but more recent in-
formation suggests that tax revenues are under-
estimated by about SEK 8 billion in the
preliminary National Accounts. With the higher
tax revenues, net lending should amount to 1.4

per cent of GDP in 2004.

Table 11.3 General government finances

2004 2005 2006 2007 2008

Revenue 1414 1466 1521 1591 1663
per cent of GDP 55.6 559 549 547 547
Taxes and charges 1280 1321 1373 1438 1505
per cent of GDP 50.3 504 496 495 495
Capital income 53 60 59 60 62
Other income 82 85 88 93 96
Expenditure 1388 1429 1500 1559 1614
per cent of GDP 54.5 545 542 536 531
Primary expenditure 1337 1377 1447 1500 1549
per cent of GDP 52.5 525 523 516 510
Interest 51 52 53 59 65
per cent of GDP 2.0 2.0 L9 2.0 2.1
Net lending 26 37 21 32 49
per cent of GDP L0 1.4 0.7 1.1 L6
Financial position
Net debt -131  -161 -188 -221 -270
per cent of GDP =52 -6.1 -6.8 -7.6 -8.9
Consolidated gross
debt 1300 1330 1361 1383 1393
per cent of GDP 51,1 50.7 492 476 458

Note: Consolidated gross debt is defined by EU rules (the Maastricht criteria).
Sources: Statistics Sweden and Ministry of Finance.

At the end of 2004 financial assets exceeded
liabilities by SEK 131 billion or 5.2 per cent of
GDP. Consolidated gross debt totalled 51.1 per
cent of GDP.

For 2005 general government net lending is
estimated at SEK 37 billion or 1.4 per cent of
GDP. This is an improvement of SEK 19 billion
compared with what was calculated in the 2005
Spring Fiscal Policy Bill, even though economic
growth is lower than what was predicted last
spring. The improvement is mainly due to lower
local government consumption, lower interest
rates and unexpectedly high revenues from cor-
porate taxes.

The measures now proposed to reduce
unemployment and lower taxes contribute to a
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reduction in net lending to 0.7 per cent of GDP
in 2006.

In 2007 and 2008 expenditures as a percentage
of GDP will decrease and net lending will
therefore gradually strengthen to 1.6 per cent of
GDP at the end of the forecast period, with a
budgeting margin of 0.6 per cent of GDP (see
Table 11.3).

The surplus in the pension system's net
lending means continued strengthening of the
general government's net financial position. The
deficit in central government finances, however,
means an increase in central government debt
and consolidated gross debt. However, the in-
crease in debt will not be large enough to pre-
vent consolidated debt from continuing to fall as
a percentage of GDP (see Diagram 11.1).

Diagram 11.1 Consolidated gross debt

Per cent of GDP
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Sources: Statistics Sweden and Ministry of Finance.

Taxes and charges

The taxes reported in the National Accounts for
the general government sector are somewhat
lower than total taxes paid. The portion of value
added tax and customs revenues included as part
of the EU contribution is not classified as a tax
in the general government sector, but as a
foreign payment. Total taxes as a percentage of
GDP (tax ratio) fell in the early 1990s, mainly as
a result of the economic crisis and because the
1991 tax reform was underfinanced. Tax in-
creases in the consolidation programme and ex-
traordinarily high corporate profits and capital
gains in 1999 and 2000 resulted in a substantial
increase in the tax ratio during the second half of
the 1990s. Tax cuts and reduced corporate prof-
its and capital gains contributed to a decrease in



the tax ratio once again in the early 2000s (see
Diagram 11.2).

In 2004 the tax ratio was 50.6 per cent of
GDP according to the preliminary National
Accounts (see Table 11.4). More recent data
from preliminary tax assessments pertaining to
2004 revenues suggest that tax revenues are
underestimated in the preliminary National
Accounts by about SEK 8 billion or 0.4 per cent
of GDP.

Diagram 11.2 Tax ratio including EU contribution

Per cent of GDP
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through the gradual compensation for the indi-
vidual contribution to the pension system,
which began in 2000 and will be in full force next
year and through the raised basic tax allowance.
These tax reductions are financed in part, as in
previous years, by increased energy and environ-
mental taxes. The changed regulations con-
tribute to a reduction of the tax ratio to 49.9 per
cent in 2006. During subsequent years the tax
ratio will remain essentially unchanged.

Table 11.4 Taxes and charges

Per cent of GDP
2004 2005 2006 2007 2008
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Sources: Statistics Sweden and Ministry of Finance.

In 2005 the tax ratio is estimated to amount to
50.7 per cent of GDP, which means a decrease
compared with last year after taking into account
the underestimation in the 2004 National
Accounts. Changes in regulations entail a tax
loss of almost SEK 10 billion this year. Lower
income and wealth tax, as well as the abolition of
gift and inheritance taxes, have reduced house-
holds' direct taxes by about SEK 15 billion this
year. Energy taxes have been raised and regula-
tions for firms' provisions to tax allocation
reserves have been changed to help finance these
tax cuts.

As a result of the decision to charge interest
on firms' tax allocation reserves beginning in
2005, some firms reversed all or parts of their tax
allocation reserves in 2004.

The forecast assumes that those firms that
dissolved their tax allocation reserves are leaving
the system, which means that no provisions will
be made in 2005 or in the future. This increases
revenues from corporate taxes.

The Government Budget Bill for 2006 and
special government bills propose several changes
in regulations, which taken together entail a tax
loss of about SEK 4 billion. Household income
tax has been reduced by about SEK 9 billion

Household taxes and

charges 194 192 187 187 187
Company direct taxes 2.7 3.0 2.9 2.9 2.9
Payroll charges 141 140 139 139 139
Value added tax 9.2 9.3 9.2 9.2 9.3
Property tax 1.0 1.0 1.0 1.0 1.0
Other production taxes 4.2 4.2 4.2 4.1 4.0
Total 506 50.7 499 498 4938
of which to

General government 50.3 504  49.6 495 495
EU 0.3 0.3 0.3 0.3 0.3

Sources: Statistics Sweden and Ministry of Finance.

Capital and other income

Alongside taxes, the general government sector
receives capital and other income, which in 2004
amounted to SEK 135 billion, or 5.3 per cent of
GDP. Around 40 per cent of this income
consists of capital income in the form of interest
and dividends, and approximately half of this is
the yield on the pension funds. In 2004 capital
income exceeded interest expenditure, reflecting
favourable financial wealth. Capital income will
rise relatively sharply this year as a result of in-
creased dividend income.

Other income consists mainly of imputed
pension charges and consumption of fixed
capital. This income is imputed and is matched
on the expenditure side by equally large costs,
which are included in general government con-
sumption expenditure.

Expenditure

General government expenditure as a percentage
of GDP (expenditure ratio) rose sharply during
the economic crisis in the early 1990s. Savings in
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the consolidation programme together with
rapid economic growth contributed to a re-
duction in the expenditure ratio during the
second half of the 1990s. The expenditure ratio
increased in 2002 and 2003 because of reforms
and the recession. In 2004, however, the expend-
iture ratio decreased 1.4 percentage points to
54.5 per cent (see Diagram 11.3).

Diagram 11.3 Expenditure ratio

Per cent of GDP
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Sources: Statistics Sweden and Ministry of Finance.

The expenditure ratio is estimated to hold this
year, after which it will decrease during the fore-
cast period (see Table 11.5). Transfer payments
to households have decreased as a percentage of
GDP. Next year the improvement in the labour
market will contribute to a reduction of transfer
payments to households as a percentage of
GDP.

The sharply rising trend in expenditure for
health insurance in recent years will be broken,
but disability pensions will continue to rise.
Transfer payments to households are described
in greater detail in section 9.1. Other transfer
payments are expected to increase as a percent-
age of GDP in 2005 and 2006, in part due to a
sharp increase in developmental support.

Last year public consumption volume in-
creased slightly; it even decreased in calendar
adjusted terms. This year general government
consumption is expected to remain unchanged
in volume. Next year the currently proposed
labour market policy measures are expected to
help general government consumption to in-
crease 1.8 per cent. The increase for calendar-
adjusted consumption will be even greater. In
2007 and 2008 general government consumption
is expected to increase by 0.9 per cent and 0.2
per cent, respectively. Central government con-
sumption will decrease as a percentage of GDP,
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while local government consumption will hold at
about 20 per cent of GDP during the forecast
period. General government investment will in-
crease in volume over the next few years,
amounting to about 3 per cent of GDP during
the forecast period.

Interest expenditure has decreased by SEK 40
billion since 2000 and will total about 2 per cent
of GDP throughout the forecast period.

Table 11.5 General government expenditure

Per cent of GDP
2004 2005 2006 2007 2008
Transfers to households 189 187 181 17.8 17.7
Other transfers 3.0 3.2 3.5 3.4 3.0
Consumption 217 216 216 215 2713

Central government and
old-age pension system 1.7 1.5 1.4 1.4 1.3

Local government 2000 201 201 20.1 20.0
Investment 2.8 3.0 3.0 3.0 2.9
Interest 2.0 2.0 1.9 2.0 2.1
Total expenditure 545 545 542 536  53.1

exclusive of interest 525 525 523 516 510

Sources: Statistics Sweden and Ministry of Finance.

11.2 Central government

In the National Accounts, the central govern-
ment encompasses all activities that are mainly
financed by taxes and controlled by the central
government, regardless of type of organisation.
Business activities in state-owned enterprises are
not included in the central government, but in
the business sector. The central government
budget covers all activities that affect the central
government's borrowing requirement.

National Accounts

The central government's net lending has been
negative since 2002, after having maintained a
surplus between 1998 and 2001. In 2004 the
deficit reached SEK 23 billion or 0.9 per cent of
GDP, or half of the deficit in 2003. This year in-
come is expected to increase SEK 36 billion and
expenditures somewhat more, which means a
slight increase in the deficit. In 2006 expendi-
tures will increase at the same rate as this year,
while income will only increase by SEK 23
billion. Consequently, the deficit in net lending
will increase to SEK 41 billion or 1.5 per cent of



GDP. In 2007 and 2008 income will increase
relatively substantially, while expenditures will
show slower growth in the absence of additional

reforms. This means that the deficit will be re-
duced to SEK 9 billion in 2008 (see Table 11.6).

Table 11.6 Central government finances

Billion SEK
2004 2005 2006 2007 2008

Revenue 119 815 838 876 914
Taxes and charges 712 738 764 800 837
Other income 67 77 74 75 77

Expenditure 802 839 879 905 923
Primary
expenditure 760 794 832 852 865
Interest 43 46 48 53 58

Net lending -23 -24 -4 -29 -9

per cent of GDP -0.9 -0.9 -1.5 -1.0 -0.3

Sources: Statistics Sweden and Ministry of Finance.

Central government budget

The central government's net lending shows the
change in financial wealth excluding changes in
value. The budget balance shows the central
government's borrowing requirements and
therefore reflects the change in central govern-
ment debt. Net lending is not affected by the
central government selling or buying financial
assets, such as shares, or increasing lending, such
as study support, since this does not change
wealth. However, the budget balance and central
government debt are affected by such financial
transactions.

Table 11.7 Central government net lending and budget bal-
ance

Billion SEK

2004 2005 2006 2007 2008
Net lending =23 -24 -4 -29 -9
Difference between
interest accrued and paid -16 3 -3 2 -1
Effect of timing
difference of tax revenue =22 -3 -1 -2 -9
Sales of shares 0 7 15 15 15
Other financial
transactions 11 -11 -7 -9 -8
Budget balance -51 -28 =31 -22 -12

Sources: National Debt Office, Statistics Sweden and Ministry of Finance.

In addition to this principal difference,
accounting for the central government budget
differs in several regards from reporting in the
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National Accounts. The budget balance is re-
ported on a cash basis while the National
Accounts apply the accrual method of account-
ing. This difference mainly affects reporting of
taxes and interest expenditure.

The differences in accounting principles
referred to above result in differences between
the budget balance and net lending. There are
also major differences between the central
government budget and the National Accounts
when reporting revenues and expenditures that
do not affect the balance (see section 11.1 on the
expenditure ceiling).

Table 11.8 Budget balance and central government debt

Billion SEK
2004 2005 2006 2007 2008

Revenue 694 718 747 786 815
Expenditure under the ceiling 688 696 725 748 761
Interest expenditure 53 35 43 43 51
Net borrowing etc. 4 15 15 17 14
Budget balance =51 -28 =31 -22 -12
per cent of GDP 20 -11 -13 -08 -04
Debt disposals etc. -23 16 -7 -2 -2
Central government debt 1208 1252 1281 1302 1311

per cent of GDP 47.5 47.8 46.3 448 43.1
Sources: National Debt Office, Statistics Sweden and Ministry of Finance.

The 2004 budget deficit was SEK 51 billion and
this year the deficit is estimated to amount to
SEK 28 billion. Thus the budget balance will im-
prove by SEK 23 billion between 2004 and 2005,
while net lending will deteriorate by SEK
1 billion. The difference in trend is due in part to
the periodic allocation of interest expenditure
and taxes, and because the budget balance, unlike
net lending, is strengthened by assumed sales of
shares amounting to SEK 7 billion. Other finan-
cial transactions have a negative effect on the
budget balance, but do not affect net lending.
This year the budget balance has worsened
because the National Debt Office has taken over
loans of SEK 7 billion previously reported by the
Swedish National Road Administration for
financing investments in urban Stockholm and
Gothenburg.

For 2006 and 2007 it is assumed that shares
will be sold for SEK 15 billion each year (see
Table 11.7).

Consolidated ~ central ~ government  debt
amounted to SEK 1,208 billion or 47.5 per cent
of GDP at the end of 2004. During the forecast
period central government debt will increase in
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line with the budget deficit. In addition, debt in
foreign currencies will be affected by exchange
rate fluctuations. Central government debt as a
percentage of GDP will increase temporarily this
year because of the weakening of the krona.

11.3 The old-age pension system

The old-age pension system consists of an in-
come-related part and a prefunded part. During
the build-up phase of the reformed pension sys-
tem, income exceeds pensions paid, resulting in
savings for both the income-related and the
prefunded components of the pension system.
The National Pension Funds serve as a buffer in
the income-related portion. Alongside the in-
come-related system, an asset base is being built
up within a prefunded section of the pension
system. The funds allocated since 1995 corre-
spond to earned premium pension rights and are
invested initially with the Swedish National
Debt Office. During temporary management by
the National Debt Office, provisions in the
prefunded pension system are included in central
government net lending/borrowing, thereby re-
ducing central government debt. Since 2000
funds corresponding to the premium pension
rights have been transferred to the Premium
Pension Authority (PPM) in the second year
after the year of income and invested by the
fund manager selected by the individual.

Table 11.9 The old-age pension system

Billion SEK
2004 2005 2006 2007 2008

Revenue 216 224 233 243 254
Contributions 173 178 185 192 200
Premium reserve funds 22 23 24 25 26
Interest and dividends 21 23 25 26 28

Expenditure 168 173 180 190 203
Pensions 163 169 177 187 200
Other 5 3 3 4 4

Net lending 48 52 53 53 50

per cent of GDP 19 2.0 L9 1.8 1.7
of which
Pension funds® 23 24 23 21 17
Premium pension
authority 25 28 30 32 34

" The pension funds noted here comprise the distribution part of the old-age
pension system.
Sources: National Debt Office, Statistics Sweden and Ministry of Finance.
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In 2004, the balance in the pension system, i.e.
the National Pension Funds and the Premium
Pension Authority, amounted to SEK 48 billion
or 1.9 per cent of GDP.

In addition, investment assets in the pension
system increased as a result of the rising value of
shares, which account for the bulk of assets in
both the National Pension Funds and in those
funds managed by PPM. Changes in value do
not affect net lending, which only includes yields
in the form of interest and dividends.

Net lending is expected to remain at or just
under 2 per cent of GDP during the forecast
period. National Pension Fund net lending will
decrease somewhat toward the end of the fore-
cast period, while net lending will continue to
increase in the prefunded pension system.

Eurostat decided in 1997 that the entire re-
formed Swedish pension system would be as-
signed to the general government sector. The
main reasons for the decision were that partici-
pation is obligatory and that the central govern-
ment controls the regulations for both fees and
benefits. Eurostat has now changed this decision
so defined contribution funded pension systems
will not be assigned to the public sector in the
National Accounts. Eurostat has granted mem-
ber countries that currently classify such public
pension systems in the public sector a transition
period until March 2007 to change the account-
ing method. For Sweden, this means that general
government net lending will be reduced by about
1 per cent of GDP and that general government
consolidated debt will rise by about 0.5 per cent
of GDP.

The pension reform involved a redistribution
of payment responsibility between the central
government budget and the National Pension
Fund. Overall, central government budget costs
increased as a result of the reform. The pension
agreement therefore included reimbursement to
the central government budget for the total cost
increase. This amount was calculated to SEK
300-350 billion as of 1 January 1999.

In order not to jeopardise the pension
system's financial position, this amount was ini-
tially limited to SEK 245 billion, which was
transferred between 1999 and 2001 from the
National Pension Funds to the central govern-
ment.

The question of a possible additional transfer
was investigated during the spring, and the gov-
ernment intends to present a government bill



pertaining to this issue during the 2006/07 par-
liamentary year.

114 Local government sector

Over the past ten years the local government
sector has had problems with recurrent deficits.
Local government consumption increased by
about 2 per cent annually between 1998 and
2002. During the past two years, however, this
increase in expenditure slowed down, mainly be-
cause county councils halted the rising level of
expenditure. Together with tax hikes and in-
creased central government grants, these factors
contributed to a sharp improvement of net
lending and the financial result for 200421,

Strong growth in income

The local government sector's revenues mainly
consist of taxes and central government grants.
Tax revenues are estimated to rise by 3.7 per
cent this year. The average local government tax
rate was raised 0.09 percentage points to 31.6 per
cent. The tax base is increasing 3.4 per cent and
tax hikes are contributing an additional 0.3 per-
centage points (see Table 11.10).

Table 11.10 Local government tax revenues and central
government grants

Percentage change

2004 2005 2006 2007 2008

Taxes and central govern-

ment grants excl. VAT 3.6 6.5 4.1 44 39
Tax excl. regulation 4.0 3.8 45 49 48
changes

of which

Tax hase 2.9 3.5 4.5 4.9 4.8

Tax rate changes,

contribution 1.1 0.3 - - -

Central government grants,
excl. regulation changes -0.2 21.0 5.7 2.5 0.4

Note: Central government grants and taxes are adjusted for regulation changes
which affect the local government tax base in order to clarify the underlying
development.

axes 2004 according to Ministry of Finance, which differ slightly from National
Accounts.

Sources: Statistics Sweden and Ministry of Finance.

21 In this case, "financial result" refers to earnings before extraordinary
items.
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According to the National Accounts, central
government grants are increasing by SEK 19
billion this year.22 This increase can be attributed
to initiatives such as extra staff for schools,
health care and social services, as well as en-
hanced employment support. The total increase
in local government taxes and central
government grants this year is 6.5 per cent.

The proposed increases in resources, com-
bined with measures to increase employment
and reduce unemployment, will raise central
government grants by SEK 2-5 billion between
2006 and 2008 (see Table 11.11).

In 2007 general contributions will be raised,
mainly because of the employment support will
be incorporated in these contributions. In add-
ition, it has been announced that general central
government grants will increase SEK 1 billion in
2007 and SEK 6 billion in 2008, which will com-
pensate for the gradual phasing out of bonus
jobs and certain education initiatives in 2008.
Moreover, general grants will increase in 2008, as
an effect of the initiatives involving increased
staff in schools, health care and social services,
which will gradually be transferred from other
grants.

Table 11.11 Central government grants according to
National Accounts

Billion SEK

2004 2005 2006 2007 2008
General grants 41 55 58 67 74
Employment support 4 9 7 - -
Bonus jobs and educational
initiative replacement - - 4 5 2
Other grants ! a4 46 47 47 44
Central government grants
excl. VAT 9 1M 17 120 120
Yearly change 21 6 3 1
Regulations -2 0 0 0
Yearly change, adjusted for
regulations 19 6 3 1

Note: The amounts refer to all grants distributed over a number of expenditure
areas, and are shown according to National Accounts, which may differ from
accounting principles in the budget. In the National Accounts grants on the
income side of the budget are shown as expenditure. Furthermore, the timing of
expenditures is different.

'0ther grants are almost exclusively special purpose grants. Subsidies for drugs
account for almost half of the special purpose grants.

Sources: Statistics Sweden and Ministry of Finance.

22 Central government grants excluding VAT and adjusted for
regulations. Central government grants are adjusted in response to
changes in the local government tax base.
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After the substantial increase in central gov-
ernment grants in 2005, these grants will increase
at a more modest rate over the next few years
(see Table 11.11). Next year the increased re-
sources will contribute to an increase in grants of
SEK 6 billion compared with 2005. This increase
will contribute to an increase in local govern-
ment revenues from taxes and central govern-
ment grants of 4.7 per cent, while tax revenues
will increase 4.5 per cent (see Table 11.10). A
relatively strong increase in the tax base of
almost 5 per cent is forecast for 2007 and 2008.
Since the central government grants increase
more slowly, total income growth will be
weaker.

Local government employment picking up

After a period of strong consumption growth,
local  government  consumption  volume
decreased last year by 0.5 per cent in calendar
adjusted terms. More working days in 2004 than
2003 meant that the change in actual terms cor-
responds with an increase of 0.5 per cent (see
Table 11.13). Measured as an annual average, the
number of people employed in the local govern-
ment sector decreased by about 2,000 people.
Adjusted for the deprivatisation of Huddinge
Hospital, the number of people employed de-
creased by about 9,000. According to prelimi-
nary outcomes from the National Accounts,
local government consumption volume and the
number of people employed fell slightly during
the first half year of this year compared with the
first half year of 2004.

Local government consumption and employ-
ment are expected to pick up during the second
half of the year. Measured as an annual average,
the number of employees in 2005 is expected to
increase by about 5,000 (see Table 11.12), while
consumption volume will be marginally higher
than last year.

The labour market programmes proposed in
this government bill focus on the local
government sector. People replacing employees
on certain education initiatives and bonus jobs
are expected to increase the number of people
employed in the local government sector by
17,000 next year. At the same time, these labour
market programmes are expected to displace
certain ordinary jobs, which means that the net
contribution these measures make to the
increased number of people employed will be
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less than 17,000. Continued favourable income
growth  together ~with labour  market
programmes will result in a total of almost
27,000 more people employed (see Table 11.12).
The bonus jobs will also contribute to a higher
number of hours worked and therefore a higher
local government consumption volume. In
calendar-adjusted terms, consumption volume is
expected to increase 2.3 per cent. Because 2006
has fewer working days than 2005, the actual
increase is estimated to amount to 1.8 per cent.

Table 11.12 Local government employment

Number of people, thousands

2005 2006 2007 2008

Employment measures, in level

Sabbatical year initiative! 6 8 7 7
Bonus jobs? 12 16 8
Educational initiative replacement 5 5 0
Sum of measures 6 25 28 15
Change 6 19 3 13

Change of the total amount of
employed 5 27 10 —4

160 per cent of total number of sabbatical initiatives are assumed to apply to
local government employees.

280 per cent of all bonus jobs are assumed to be in local government, and the
rest in central government.

Sources: Statistics Sweden and Ministry of Finance.

The programmes will also contribute to good
growth in local government consumption and
employment in 2007. The number of employed
is expected to increase by an additional 10,000
people, including 4,000 bonus jobs. Local
government consumption will increase by 1.0
per cent.

The phasing out of the labour market pro-
grammes in 2008 will have a negative effect on
local government sector employment. The num-
ber of people employed will decrease by 4,000.
Nevertheless, the number of people actually in
work will increase by 1,000 and consumption
volume will increase 0.3 per cent.

The change in the local government con-
sumption volume must be seen in relation to the
demographically determined demand for local
government sector services, which is estimated
at an average of 0.3 per cent per year until 2010
(see Chapter 12).

Net lending and financial result

Positive income growth and subdued expendi-
ture growth mean that local government



finances will be substantially strengthened this
year.

The expected surpluses during the forecast
period are at a level consistent with Swedish
Local Government Act requirements for good
financial management.

Table 11.13 Local government finances

Billion SEK
2004 2005 2006 2007 2008

Revenue 593 628 657 686 14
Taxes and central
government grants 510 544 569 594 617
per cent of GDP 200 206 205 204 203
Other revenues 83 85 88 92 97
Expenditure 592 618 649 678 106
Consumption 509 527 557 585 609
percentage
change in volume 0.5 0.2 1.8 1.0 0.3
Other expenditure 82 91 92 94 96
Net lending 2 10 8 8 8
per cent of GDP 0.1 0.4 0.3 0.3 0.3
Financial result 2 9 9 8 8

Sources: Statistics Sweden and Ministry of Finance.

Diagram 11.4 Local government finances
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Note: Church parishes have been excluded throughout the period.
Sources: Statistics Sweden and Ministry of Finance.

115 Fiscal policy indicators

An indicator for the surplus target

According to the surplus target, net lending in
the general government sector is to amount to 2
per cent of GDP over a business cycle. It is diffi-
cult to assess whether this target is achieved be-
cause it is difficult to establish the length of an
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economic cycle. This section discusses an indi-
cator that helps determine whether the target is
met.

Public finances are affected by automatic
variations in tax revenues and expenditures over
the business cycle. The surplus for any individual
year may therefore deviate from 2 per cent of
GDP without putting the medium-term target at
risk. This is the reason why the surplus target is
stated as an average over a business cycle.

To determine the extent to which net lending
during an individual year is in line with the tar-
get, net lending can be adjusted for cyclical
variations in general government income and ex-
penditures as well as for other types of tempo-
rary effects. The adjusted net lending reflects the
underlying or “structural” level of net lending.
The structural balance is also the indicator that
the European Commission uses in its assess-
ments of member states' public finances within
the framework of the EU's Stability and Growth
Pact.

The structural balance in the general govern-
ment sector should normally be close to 2 per
cent of GDP, which can serve as a guideline for
fiscal policy. When there is a risk of high unem-
ployment or overheating in the economy with
high inflation as a result, the automatic stabilis-
ers may need reinforcement through active in-
tervention. In such a situation the structural bal-
ance may be permitted to deviate from 2 per
cent of GDP. A higher or lower structural bal-
ance may be necessary in a particular year if net
lending for the preceding year deviates substan-
tially from 2 per cent. A rapid adjustment of
public finances towards the target may have an
excessively strong impact on demand.

The cyclical adjustment of net lending is based
on an assessment of the economic situation as
well as on its effects on public finances. The
economic situation is described by the GDP gap,
which constitutes the difference in per cent be-
tween actual and potential GDP. The size of the
GDP gap is based on an overall assessment of a
number of indicators for output, the labour
market and for price trends and wage formation.

The Ministry of Finance's assessment is that a
change in the GDP gap of 1 percentage point
affects net lending in the general government
sector by 0.7 per cent of GDP on average. Sen-
sitivity varies from year to year depending on
how the components of GDP develop in rela-
tion to each other. For example, public finances
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are more sensitive to a change in household con-
sumption, which constitutes an important tax
base, than if the business cycle is being affected
by international trade. However, it should be
emphasised that structural balance calculations
are uncertain because the estimate of the GDP
gap and the estimate of public finances' sensitiv-
ity to changes in the GDP gap are uncertain.

Structural balance 2004-2008

General government net lending amounted to
1.0 per cent of GDP in 2004 according to the
preliminary outcome from the National Ac-
counts. At the same time the GDP gap is esti-
mated at 1.1 per cent (see Table 11.14), which
means that the economy had resources available.
Using the rule of thumb described above, the
structural surplus is estimated to be 1.8 per cent
of GDP. As was mentioned in section 11.1, the
preliminary taxation settlement for 2004 income
suggests that general government revenues were
underestimated by about SEK 8 billion in 2004
in the preliminary National Accounts. After cor-
recting this underestimate, the 2004 surplus
should be revised to 1.4 per cent of GDP and
structural net lending estimated at about 2 per
cent of GDP, which is in line with the guideline
for the surplus target.

Resource utilization in the economy, meas-
ured as the GDP gap, is estimated to be un-
changed between 2004 and 2005. With net
lending of 1.4 per cent of GDP in 2005, the
structural balance is estimated at about 2 per
cent of GDP and therefore even this year should
be in line with the guideline for the surplus tar-
get. As a result of the expansionary fiscal policy
to reduce unemployment and increase employ-
ment, the structural balance will be reduced to 1
per cent in 2006.

Up until 2008 general government finances will
once again improve at the same time that the
GDP gap closes

An indicator for the effects of public finances on
demand

General government finances affect demand di-
rectly via general government consumption ex-
penditure and indirectly via the effects of the tax
and transfer systems on household consump-
tion. Changes in corporate taxation can influ-
ence firms' desire to hire and invest, and changes
in general government's capital gains and interest
expenditure affect the income flows of house-
holds and firms. Decreased saving in the general
government sector normally entails a strength-
ening of private sector revenues.

However, the effects on demand are difficult
to evaluate. Households with different propen-
sities to consume react differently to fiscal stim-
uli. Households with good access to credit are
able to smooth out their consumption expendi-
ture in the event of changes in income. For other
households, consumption expenditure is af-
fected more directly. There is also some uncer-
tainty as to when the effects arise. It should
therefore be emphasised that the indicator used
for the fiscal policy “stimulus” (the change in
general government net lending) can only be
viewed as a rough measure of the effect on pri-
vate sector demand.

For fiscal policy to have the desired effects,
there must be confidence in the long-term sus-
tainability of public finances. Households be-
come more cautious in their expenditure deci-
sions if the general government deficit is large
since the deficit must be financed sooner or later
by increases in taxes or cuts in expenditure. On
the other hand, consumer confidence may be
affected positively when public finances show a
substantial surplus.

Table 11.14 Structural balance in general government sector

Per cent of GDP
2000 2001 2002 2003 2004 2005 2006 2007 2008
Net lending 5.0 2.6 -0.5 -0.1 1.0° 1.4 0.7 11 1.6
Adjusted for GDP gap -0.9 0.6 1.0 1.1 0.8 0.7 0.3 0.0 0.0
Structural balance 4.1 3.1 0.4 1.0 1.8 2.1 1.0 1.1 1.6
Average from 2000 4.1 3.6 2.6 2.2 2.1 2.1 2.0 1.8 1.8
GDP gap 0.6 0.8 -14 -1.6 -1.1 -1.0 0.4 0.0 0.0

! The preliminary taxation settlement for 2004 income suggests that general government’s revenues is underestimated by about 0,4 per cent of GDP in the preliminary

National Accounts for 2004.
Sources: Statistics Sweden and Ministry of Finance.
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Changes in general government consumption
expenditure can have a clear impact on demand.
However, changes in interest expenditure, inter-
national developmental aid or EU contributions
probably have minor or non-existent effects.

For these reasons, the annual change in net
lending constitutes only a rough indicator of the
effects of public finances on demand.

The change in general government net lending
from year to year can be described using three
components that affect the balance:

1. Automatic stabilisers

The automatic stabilisers in public finances make
an important contribution to stabilisation policy.
High GDP growth means that public finances
are strengthened and income growth is slowed in
the private sector. The stabilisers help to limit
domestic demand in the economy and reduce
the risk of overheating. Conversely, the econ-
omy is stimulated when growth is low. The high
tax and expenditure ratios in Sweden mean that
the effects of the automatic stabilisers are greater
than in most other countries and that public
finances have a comparatively strong moderating
effect on swings in the business cycle.

2. Discretionary fiscal policy in the central govern-
ment budget

The discretionary component of fiscal policy
consists of active reform decisions and savings in
the central government budget. A summary of
previously decided and now proposed or
announced reforms is given in Chapter 4 of the
Government Budget Bill. The budget effect re-
lates to the year in which the decisions are im-
plemented, irrespective of when they are taken.

3. Other factors affecting the balance

In addition to discretionary fiscal policy and the
automatic stabilisers, public finances are affected
by a number of other factors. The composition
of growth can have significant effects on general
government net lending for individual years. In
addition, capital income and interest expenditure
are affected by changes in the general govern-
ment sector's assets and liabilities, as well as by
interest rates. Transfer expenditure is also
affected by changes in volume without any
direct correlation to the economic situation,
such as demographic trends or changes in be-
haviour. Finally, public finances are affected by
developments within the local government
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sector. An increase in taxes with the aim of re-
storing balance in local government finances will
have a tightening effect on the economy.

The change in general government net lending
serves as a rough indicator for the effect of pub-
lic finances on demand. The change in the
structural balance, i.e. the change in net lending
that is not due to the automatic stabilisers, is an
indicator of fiscal stance. However, this indi-
cator covers not only decisions about reforms
and savings in the central government budget,
but also factors that affect the balance other than
the business cycle; in other words, those factors
that affect the balance described by items 2 and 3
above.

Fiscal stance 2004-2008

Table 11.15 shows the change in general govern-
ment net lending for the years 2004-2008. Fiscal
policy, measured as the change in the structural
balance, was tightening in 2004. The discretion-
ary policy in the central government budget was
expansionary, but the expansionary measures
were offset by stronger net lending in the local
government sector and by substantially lower
interest expenditure. The tightening was rein-
forced by the automatic stabilisers since resource
utilization in the economy, measured as the
GDP gap, increased between 2003 and 2004.
Overall, the strengthening of net lending meant
a contractionary impact to the private sector.

Table 11.15 Fiscal impact

Change in per cent of GDP
2004 2005 2006 2007 2008

Net lending .1 04 07 04 05
of which
Automatic stabilizers 04 0.0 0.5 0.3 0.0
Structural balance 0.8 04 -1.1 0.1 0.5
of which
Discretionary fiscal policy -04 -13 -10 -0.2 0.1
Net lending, local
government 0.3 03 -0.1 0.0 0.0
Net capital income 0.4 02 -01 -02 -0.1
Other 04 1.1 00 05 06

GDP gap, percentage points 0.5 0.0 0.7 0.4 0.0
Sources: Statistics Sweden and Ministry of Finance.

The structural balance was strengthened
between 2004 and 2005 according to preliminary
National Accounts. However, if the preliminary
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taxation settlement for 2004 revenues is taken
into account, which could not be done in the
preliminary outcome from the National
Accounts, the structural balance is unchanged
between 2004 and 2005.

Consequently, fiscal policy this year would be
characterized as neutral even though the
discretionary policy in the central government
budget is strongly expansionary.

The expansionary budget policy is also offset
this year by the strengthening of local
government net lending, as well as fewer people
on sick leave, which reduces transfer expendi-
ture. Increased capital income also contributes
to a strengthening of general government net
lending.

In 2006 fiscal policy will be expansionary due
to a continued expansionary budgetary policy
aimed at increasing employment and reducing
unemployment. The upswing in the economy
means that the GDP gap will be reduced to less
than one half of its current state, which means
that the expansionary budget policy will be off-
set in part by the automatic stabilisers. All
factors considered, general government finances
are expected to weaken by 0.7 per cent of GDP.

During 2007 and 2008 net lending will im-
prove by a total of almost 1 per cent of GDP. A
smaller portion of this improvement can be
attributed to the automatic stabilisers, which
strengthen net lending as the GDP gap narrows.
In addition the measures approved or announced
in the central government budget to date will
mean that expenditures will decrease as a per-
centage of GDP, while income will essentially
increase at the same rate as GDP.
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Employment in welfare services

The welfare services education, health care and
social services are mainly provided by muni-
cipalities and county councils and financed by
taxes. Production of welfare services largely
occurs under the auspices of local government,
but since the early 1990s municipalities and
county councils have increasingly outsourced
operations, used staffing agencies and privatised
or corporatised day care centres, hospitals, etc.
As a result more and more of the people
employed in previously traditional local govern-
ment activities are now registered by Statistics
Sweden as employed in the private sector (busi-
ness sector). In the figure below the broken line
shows the number of people employed within
the local government sector, while the solid line
also includes those employed in the business
sector industries education, health care and
social services.
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Source: Statistics Sweden.

The periods 1980-1990, 1990-2000 and 2000-
2004 show considerable differences in growth in
employment between the municipal employees
and employees in the business sector within
education, health care and social services.

The number of people employed in the local
government sector and the business sector's
industries education, health care and social ser-
vices increased by about 190,000 between 1980
and 1990; of this figure, the increase in the busi-
ness sector only comprised about 5,000 people.
Between 1990 and 2000 employment in these
industries in the business sector increased, how-
ever, by about 65,000 while municipal employees
decreased by a total of about 160,000. Between
2000 and 2004 the total increase was about

55,000, of which about 24,000 occurred in the
business sector and about 31,000 in the local
government sector. The number of people
employed within the above mentioned indus-
tries increased by 160 per cent between 1980
and 2004.

Number of people employed in the business sector's indus-
tries education, health care and social services
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Virtually the entire increase in employment
among local government employees that
occurred during the 1980s is therefore equal to
the decrease during the 1990s. At the same time
the number of people employed in the private
sector within these industries increased substan-
tially. In terms of numbers, employment during
the early 2000s increased about the same amount
in both groups. Overall, between 1980 and 2004,
the increase in the number of people employed
in the business sector's industries education,
health care and social services clearly exceeded
the increase in the number of municipal employ-
ees although the former group encompasses
considerably fewer people.
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12 Demographic trends and public
finances

In Sweden, as in most other western developed
countries, the proportion of older people in the
population will increase markedly over the next
few decades. More people of non-working age
relative to those of working age will put pressure
on tax-funded welfare systems. This trend makes
demands on economic policy today. In order to
be able to maintain well-developed tax-funded
welfare systems in the future, high net lending is
required in the general government sector over
the next few years, while efforts must be made
to increase the number of people in employ-
ment.

High net lending today is basically justified by
a more even distribution of income between
different generations and means that the large
generations needing care in the future can con-
tribute to financing it themselves. Solely relying
on those economically active tomorrow to fi-
nance these services is likely to entail a more
unfavourable income distribution between dif-
ferent age groups. This chapter describes a sce-
nario for how the population trend in Sweden
may be thought to impact on public finances.

Demographic trends

Sweden’s population passed the nine million
mark last year. According to the population
forecast presented by Statistics Sweden in the
spring of 2005, the population will continue
growing to just over 10.5 million in 2050. Pri-
marily the number of people aged 65 and older is
forecast to increase rapidly over the next 30
years.

Diagram 12.1 Population change
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In 2035, there will be nearly 2.4 million people in
this age group, just over 800,000 more than to-
day. The number of people aged 20-64 is fore-
cast to increase by just over 110,000 by 2015 and
is then expected to increase only marginally over
the following 20-year period. In other words, the
greater part of the population increase consists
of people of non-working age (see Diagram
12.1).

The demographic development may be sum-
marised in dependency ratios, which express the
relationship between the non-working age
population and the working-age population. The
elderly dependency ratio, defined as the number
of people aged 65 and older per hundred people
aged 20-64, is estimated to rise from approxi-
mately 29 people in 2005 to approximately 42
people by 2030. The youth dependency ratio,
defined as the number of people under 20 per
hundred people aged 20-64, is more stable and
fluctuates around 41 people (see Diagram 12.2).

Diagram 12.2 Dependency ratios
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Immigration accounts for the greater part of the
population growth in Statistics Sweden’s popu-
lation forecast. Immigration is of crucial impor-
tance not least for growth in the working-age
population. Without immigration the number of
people in the 20-64 age group would decline (see
Diagram 12.3). By far the majority of immi-
grants consist of people born outside the EU.
This group currently has a considerably lower
employment rate than the average. It is therefore
important that these immigrants are better inte-
grated into the labour market. If this is unsuc-
cessful, the population increase forecast in the
20-64 age group will result in a considerably
more modest increase in the number of people
in employment. Such a trend would seriously



impair the prerequisites for maintaining the
quality and scope of welfare systems.

Diagram 12.3 Population aged 20-64 years
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Real economic development after 2008

The long-term projection of economic develop-
ment is based on the estimate for the Swedish
economy up to 2008 described in chapters 1-11.
Employment growth after 2008 is based on the
forecast population trend and on assumptions
about how the employment rate and the number
of working hours for different population
groups will develop. In the short term, the
change in the age structure plays a major role.
The number of people aged 20-29, with a rela-
tively low labour supply, accounts for the whole
population growth in the 20-64 age group over
the next few years, while the number of people
in other age groups is forecast to decline. In the
somewhat longer term, the changes in structure
in terms of origin will be more important. The
proportion of immigrants and particularly those
born outside the EU in the 20 64 age group will
grow rapidly, according to the population fore-
cast.

In the calculation, Swedish-born individuals
are assumed to work to the same extent as today,
while the position of immigrants in the labour
market gradually strengthens. The difference in
employment rate between Swedish-born and
foreign-born individuals is assumed to decline by
one-third by 2020. The remaining differences are
assumed to remain after 2020. Such a trend re-
sults in the proportion of people in employment
among foreign-born individuals aged 20-64 in-
creasing to just over 65 per cent. However, the
total employment rate will be less than the target
of 80 per cent throughout the period.

PROP. 2005/06:1 BILAGA 2

GDP growth is also affected by average
working hours per employee. The scenario as-
sumes that average hours worked will decline
somewhat in the long term. Such a decline may
be justified by the probable increase in the de-
mand for leisure when household income and
consumption opportunities in general grow.
However, households mainly choose to increase
their consumption of goods and services.
Working hours are assumed to decline by only
0.2 per cent per year, which is equivalent to a re-
duction in weekly working hours of approxi-
mately 3.5 hours by 2050. The number of hours
worked consequently declines by approximately
2 per cent between 2007 and 2050, despite the
population in the 20-64 age group increasing by
approximately 7 per cent. By comparison it may
be mentioned that the number of working hours
in 2005 is more or less unchanged compared
with 1970, while the number of people aged 20
64 has risen by approximately 12.5 per cent.

Productivity in the business sector is forecast
to increase by an average of 2.6 per cent per year
during the period up to 2015. This is in line with
the relatively rapid productivity growth of the
past few years, but is considerably more rapid
than the rate of increase in the 1970s and
1980s3. After 2015 the rate of productivity
growth in the business sector is assumed to
gradually fall to an average of 2.3 per cent per
year. Productivity growth in the general
government sector is assumed to be zero, in
accordance with the calculation methods used in
the National Accounts. Overall, this leads to a
productivity increase in the whole economy of
approximately 2.2 per cent per year during the
initial period and 1.9 per cent per year after that.
Productivity growth fluctuates somewhat over
time due to changes in the composition of
private sector and public sector goods and
services output.

The productivity increase combined with the
labour trend results in GDP growing by an aver-
age of 1.9 per cent per year during the period
2005-2050. Per capita GDP grows by an average
of 1.6 per cent per year. As a result, GDP will be
approximately 60 per cent higher in 2030 than in

23 For a more in-depth discussion of the assumptions underlying the
productivity development, see "Productivity and Wages Through 2015",
Occasional Study No. 6, National Institute of Economic Research, May
2005.
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Table 12.1 Macroeconomic assumptions

2005 2010 2015 2020 2030 2040 2050

Level Index, 2005=100
Population aged 20-64 years, thousands 5323 101 102 102 102 104 107
Number of employed, thousands 4230 102 103 104 104 106 109
Hours worked, millions 6874 102 102 102 99 99 100
Business sector productivity 100 114 129 146 184 231 290
GDP productivity 100 111 123 135 159 191 231
GDP per capita, thousands of SEK 288 110 120 129 145 170 201
GDP 100 113 126 138 160 192 234
GDP deflator 100 112 124 138 173 213 259
CPI 100 111 123 136 165 201 246
Real hourly wage 100 110 124 139 171 209 253

Per cent

Labour force participation rate in 20-64 age group 76.6 77.1 71.1 78.0 11.6 78.0 11.6
Open unemployment 5.9 4.5 4.4 4.4 4.5 4.5 4.5

Sources: Statistics Sweden and Ministry of Finance.

2005 and approximately 135 per cent higher in
2050, while per capita GDP will be
approximately 45 per cent higher in 2030 and
will double by 2050. The most important
calculation assumptions are summarised in Table
12.1.

General government revenue

The long-term development of tax revenue is
largely dependent on employment growth. The
majority of taxes are a direct or indirect taxation
of employment. Most household income taxes
and social security contributions are charged to
the wage bill. These taxes account for more than
half of general government revenue. Develop-
ments in the labour market are also of great im-
portance for revenue from taxes on household
consumption expenditure, such as VAT and se-
lective purchase taxes. Even if tax rates are held
unchanged relative to the respective tax base, the
total tax ratio, i.e. taxes and charges in relation to
GDP, will increase somewhat over the next few
decades. The reason is that a number of impor-
tant tax bases may be expected to grow more
rapidly than GDDP. This applies, for example, to
household consumption expenditure and taxed
transfer payments, which grow as the number of
pensioners increases.

A small part of the costs of welfare services is
funded through user charges. The calculations
assume that the charges for childcare etc. in-
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crease in pace with the production costs. This
means that revenue from charges increases at a
considerably more rapid rate than if today’s
maximum charges were to continue, but at a
slower rate than household disposable income.

General government expenditure

The change in the population structure has ma-
jor effects on general government expenditure.
An increasing number of older people in the
population has an impact on expenditure on
pensions, healthcare and geriatric care. The cal-
culation of pension expenditure is based on the
demographic trend, the macroeconomic condi-
tions and current rules and regulations. Pension
expenditure as a percentage of GDP is estimated
to increase from 8.8 per cent in 2005 to almost
10.9 per cent in the mid-2030s and then decline
somewhat. Expenditure on healthcare and geri-
atric care is estimated to increase from 10.4 per
cent in 2005 to 14.9 per cent of GDP in 2050.
Overall, expenditure on pensions, healthcare and
geriatric care as a percentage of GDP is forecast
to increase by just over 6 percentage points
during the estimate period.

The estimates assume a guaranteed standard
for general government transfer systems. A
number of transfer payments are subject to rules
and regulations that automatically increase the
benefits in pace with the wage trend. This applies
to pensions, which are adjusted upwards in line



PROP. 2005/06:1 BILAGA 2

Table 12.2 Public finances

Per cent of GDP
2005 2010 2015 2020 2030 2040 2050
Primary revenue 53.6 53.2 53.4 53.5 54.1 54.2 53.7
Taxes and charges 50.4 50.2 50.6 51.09 51.8 52.1 51.9
Other revenue 3.2 3.1 2.8 2.6 2.3 2.0 1.8
Primary expenditure 52.5 51.2 51.6 52.5 55.4 55.7 55.0
Transfer payments 21.9 21.1 21.9 22.3 23.2 23.5 23.0
Consumption 21.6 27.3 21.3 28.1 30.5 30.9 30.9
Investment 3.1 2.8 2.5 2.2 1.8 1.4 1.1
Primary net lending 1.1 2.0 1.7 1.1 -1.3 -1.6 -1.3
Net capital income 0.3 0.0 0.3 0.7 0.9 0.3 -0.2
Net lending 14 2.0 2.0 1.8 -0.4 -1.3 -1.4
Financial position
Central government debt 47.8 40.6 32.6 25.5 26.8 38.4 49.5
Consolidated gross debt 50.7 43.4 36.1 29.7 29.0 38.8 48.4
Net debt -3.6 -11.3 -22.0 -30.8 -32.8 -20.0 -10.1

Sources: Statistics Sweden and Ministry of Finance.

with the income index, and partly to transfer
payments compensating for loss of income, e.g.
health and parental insurance. Transfer payments
lacking this type of automatic guaranteed stan-
dard, e.g. child benefits and study grants, in-
crease in the calculation in pace with the nominal
wage trend. Such a guaranteed standard offsets
the erosion that would otherwise take place in
the longer term if the estimates were based on
strictly unchanged rules. The guaranteed stan-
dard consequently assumes that certain reforms
are implemented as the economy grows.

Staff density, e.g. the number of teacher hours
per student, may be regarded as a standard indi-
cator of general government services output.
The calculations assume that these services are
carried out with the same staff density as today.
This means that the number of employees in the
general government sector needs to increase by
approximately 160,000 between 2005 and 2020
to expand services in pace with the demographic
requirements. Since the average age of staff in
many activities today is relatively high, the re-
cruitment requirements will be considerably
greater. The number of public sector employees
needs to increase by an additional 375,000 net
between 2020 and 2050, if the welfare standard is
to be maintained and tax-funded welfare services
are produced in the same way as today. The large
recruitment requirements are likely to contrib-
ute to wages being driven upwards relative to
other areas of the economy. The calculations as-

sume that hourly wages in the local government
sector will increase on average 0.5 per cent more
rapidly per year than in other areas of the econ-
omy during the period up to 2020.

Between 2005 and 2020, primary general gov-
ernment expenditure, ie. expenditure excluding
interest, is estimated to decline marginally as a
percentage of GDP (see Table 12.2). The total
demographic pressure on expenditure is still
limited. Fewer children and young people of
school age mean that expenditure on primary
and secondary education declines as a percentage
of GDP, while the demand for healthcare and
geriatric care only increases weakly. Up to
around 2015, local government consumption
only needs to grow by an average of approxi-
mately 0.3 per cent per year for the volume of
services produced to grow in pace with demo-
graphic demand. During the following 15-year
period, demand for tax-funded welfare services is
forecast to increase by an average of more than 1
per cent per year. One condition for such a de-
velopment is that municipalities can contract ac-
tivities in areas in which demand declines.
Transfer payments linked to people under 20 are
also forecast to fall as a percentage of GDP over
the next few years. On the other hand, pension
expenditure is forecast to rise, leading to a weak
increase in total household transfer payments as
a percentage of GDP up to 2020.

Primary expenditure as a percentage of GDP
is estimated to increase by a further 3 percentage
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points between 2020 and 2030. The expenditure
ratio peaks in the second half of the 2030s. Prin-
cipally general government consumption of
healthcare and geriatric care increases, but
household transfer payments in the form of pen-
sions also grow. On the other hand, general gov-
ernment investment expenditure falls as a per-
centage of GDP throughout the period. The
investment volume certainly increases in pace
with general government consumption volume,
but the price of investment goods is assumed to
increase more slowly than the average price
trend in the economy.

The surplus target and sustainable public finances

Sustainable public finances may be defined in
various ways. Strictly speaking public finances
are sustainable, if the present value of all future
revenue and expenditure, excluding interest, is
the same as the total amount of debt at the be-
ginning of the period. If this requirement is met,
future revenue not only covers future expendi-
ture, but is also sufficiently large to eliminate
debt in the long term. The problem with this
definition is that revenue and expenditure have
to be projected over very long time periods with
all the uncertainty entailed.

An alternative sustainability criterion is that
the debt situation should not deteriorate over a
more foreseeable period, which is nevertheless
sufficiently long to include the demographic
structural change. If general government debt as
a percentage of GDP is no larger at the end of
the period than at the beginning, fiscal policy
may be considered to be sustainable.
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Diagram 12.4 illustrates the development of
central government debt as a percentage of GDP
up to 2050. The calculation assumes that the tax
regulations are adapted so that the public fi-
nances show a surplus of 2 per cent of GDP up
to 2015. The estimate results in a debt ratio in
2050, which is clearly lower than in 2000. Con-
sequently the development of public finances
may be considered sustainable over the period
up to 2050. At the same time, the increase in the
debt ratio during the latter part of the period
shows that sustainability problems may arise af-
ter 2050.

The scenario illustrates the importance of the
surplus target for the ability to maintain the
standard of tax-funded welfare systems. In order
that central government debt as a percentage of
GDP should not approach unsustainable levels
in the long term and necessitate cutbacks, the
debt ratio must decline rapidly over the next few
years and be more or less halved by the mid-
2020s.

Diagram 12.4 Central government debt

Per cent of GDP

20 T T T T T T T T T T

2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 2050
Sources: Statistics Sweden and Ministry of Finance.




13 Comparison of forecasts

13.1 Comparison with previous forecast for

2005

Since the 2005 Spring Fiscal Policy Bill, the fore-
cast for Swedish GDP growth for 2005 has been
revised downwards from 3.2 per cent to 2.4 per
cent. Exports, general government consumption
expenditure and the contribution from stocks
are all expected to weaken more than previously
anticipated. Household consumption is also
forecast to grow at a somewhat slower pace.

A slowdown in foreign trade during 2005 was
expected already in the Spring Budget Bill. In
early 2005, however, declining global demand
and the unexpectedly sharp downturn in global
trade caused exports to slacken even more than
expected. The forecast for export growth was
therefore revised downwards from 6.9 per cent
to 4.2 per cent. Growth in imports is now also
expected to weaken compared with last spring as
a result of new import figures and the revised
outlook for exports. The net contribution from
foreign trade is expected to be 0.1 percentage
points in the Budget Bill this year, compared
with 0.2 percentage points in the Spring Fiscal
Policy Bill.

The increase in general government con-
sumption expenditure expected in the Spring
Fiscal Policy Bill did not materialise during the
first six months of the year, nor is general gov-
ernment activity expected to pick up in the sec-
ond half of the year, which is why general gov-
ernment consumption expenditure is expected
to remain unchanged compared with last year.
General government consumption was expected
to increase 1.2 per cent in the Spring Fiscal Pol-
icy Bill.

Household consumption was revised down-
wards because of continued low consumer con-
fidence combined with somewhat weaker than
expected statistics. In addition, both the labour
market and wages showed weaker growth.
Household consumption is expected to increase
by 2.0 per cent, which is a downward revision of
0.2 percentage points compared with the Spring
Fiscal Policy Bill.

As a result of the strong performance during
the first half of the year, investment volume was
revised upwards somewhat. Particularly note-
worthy were residential investments and ma-
chinery investments in industry, which exceeded
expectations and caused an upward revision of
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the forecast for gross capital formation, now ex-
pected to grow 7.9 per cent, compared with 7.1
per cent in the Spring Fiscal Policy Bill. The ef-
fect of last January's storm on timber stocks and
relatively small investments in industries' stocks
of finished goods have meant that the contribu-
tion from stockbuilding to GDP growth is ex-
pected to be less than previously anticipated.

Table 13.1 Ministry of Finance forecasts for 2005 in the

2005 Spring Fiscal Policy Bill and the Budget Bill for 2006
Percentage change unless otherwise stated

2005 Spring Budget Bill

Fiscal Policy Bill for 2006
Sweden
GDP 3.2 2.4
Household consumption 2.2 2.0
General government consumption 1.2 0.0
Gross fixed capital formation 7.1 7.9
Change in stocks' 0.4 0.1
Exports 6.9 4.2
Imports 7.9 4.8
Number of employed? 0.8 0.1
Hours worked 0.6 0.4
Open unemployment?? 5.0 5.9
Wages 3.5 3.3
General government net lending® 0.7 14
CPI 0.5 0.3
Repo rate® 2.00 1.50
TCW index® 121 127
United States
GDP 3.6 3.7
Unemployment 5.1 5.1
Euro area
GDP 1.6 1.3
Unemployment 9.0 8.9

T'As per cent of last year's GDP.

% The numbers are not directly comparable.
¥ Per cent of the labour force.

* Per cent of GDP.

5 At year-end.

Several factors explain the revisions of the labour
market forecast since last spring. First of all,
both employment and unemployment figures
were weaker than expected during the first half
of the year, especially in local government,
where the predicted upswing in employment
never materialised. Second of all, the general de-
velopment of the economy has been weaker than
expected. In addition, the measures proposed in
this government bill are expected to have a
strong influence on labour market develop-
ments, though mainly during 2006. Lastly, Sta-

87



PROP. 2005/06:1 BILAGA 2

tistics Sweden revised its LFS statistics, which
meant important changes in both measured em-
ployment and unemployment. The effects of
this change that are currently known have been
taken into account in the forecast. Taken to-
gether, the figures for unemployment, employ-
ment and the number of hours worked are ex-
pected to be weaker in 2005 than was previously
anticipated.

Inflation figures during the spring and sum-
mer have indicated that domestic inflationary
pressure is somewhat lower than was expected in
the Spring Fiscal Policy Bill, while oil prices are
expected to remain higher. Taken together, this
means that the forecast for year-on-year under-
lying inflation (UND1X) is unchanged. Because
of lower mortgage rates, the forecast for CPI
inflation has been revised downward somewhat,
measured year-on-year.

The Riksbank lowered interest rates last
spring in part because of low inflationary pres-
sure. The repo rate is expected to hold at 1.50
per cent for the rest of the year. The interest rate
cut also contributed to a weakening of the krona
both in trade-weighted terms and against major
currencies. In the Government Budget Bill the
TCW index is now expected to amount to 127
at the end of 2005, compared with 121 in the
Spring Fiscal Policy Bill. Moreover, the krona is
expected to hit 9.20 in relation to the euro at
year end compared with 8.90 in the previous
forecast. Finally, the krona is expected to appre-
ciate less against the dollar compared with the
assessment last spring. At the end of the year the
krona is expected to be 7.36 against the dollar
(6.50 in the Spring Fiscal Policy Bill).

General government net lending has been re-
vised upwards to 1.4 per cent of GDP, even
though economic growth is expected to be lower
than previously anticipated. This improvement is
due to lower local government consumption,
lower interest rates and higher revenue from
corporate taxes.

The outlook for growth in the euro area has
deteriorated, mainly as a result of a worsening of
the investment climate. GDP growth in the re-
gion is expected to reach 1.3 per cent this year,
which is a downward revision of 0.3 percentage
points compared with the Spring Fiscal Policy
Bill.
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13.2  Comparison with previous forecast for

2006

Since the 2005 Spring Fiscal Policy Bill, the fore-
cast for Swedish GDP growth for 2006 has been
revised upwards from 2.7 per cent to 3.1 per
cent. A more expansionary monetary and fiscal
policy as well as a somewhat improved situation
in the labour market are expected to cause pri-
vate and general government consumption ex-
penditure to grow stronger in 2006 compared

with the assessment in the Spring Fiscal Policy
Bill.

Table 13.2 Ministry of Finance forecasts for 2006 in the

2005 Spring Fiscal Policy Bill and the Budget Bill for 2006
Percentage change unless otherwise stated

2005 Spring Budget Bill

Fiscal Policy Bill for 2006
Sweden
GDP 2.7 3.1
Household consumption 2.7 3.0
General government consumption 0.7 1.8
Gross fixed capital formation 5.2 5.0
Change in stocks' -0.1 0.0
Exports 5.8 6.1
Imports 6.2 6.7
Number of employed? 1.1 1.3
Hours worked 0.7 1.1
Open unemployment?® 4.4 48
Wages 3.5 3.4
General government net lending* 0.6 0.7
CPI 1.5 1.5
Repo rate® 2.75 2.50
TCW index® 121 124
United States
GDP 3.4 3.4
Unemployment 49 49
Euro area
GDP 2.1 1.8
Unemployment 8.7 8.7

TAs per cent of last year’s GDP.

% The numbers are not directly comparable.
® Per cent of the labour force.

* Per cent of GDP.

5 At year-end.

Measures announced in this government bill will
influence the labour market next year and should
lead to higher general government employment.
Combined with good local government finances,
general government consumption expenditure is
expected to increase 1.8 per cent next year, com-



pared with 0.7 per cent in the Spring Fiscal Pol-
icy Bill.

Stronger growth in household consumption
means that import growth is expected to be
somewhat stronger next year compared with the
earlier assessment.

The TCW index is now expected to reach 124
at the end of 2006, which is a weakening com-
pared with the assessment last spring. The TCW
index was expected to reach 121 in the Spring
Fiscal Policy Bill.

General government net lending is essentially
unchanged despite the employment package and
tax cuts proposed in the Government Budget
Bill because of an upward revision of net lending
for 2005.
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